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Dear Reader,
We are witnessing an economic and political period that is best characterized as highly 
unstable and uncertain. A number of different trends and issues, including such so-called 
“mega-trends” related to global demographics, climate change or oil peak, certainly war-
rant due consideration. However, we consider the past decades of “cheap money” and the 
immense level of public debt as the number one enemy of freedom, wealth and prosperity. 

The risks and implications of the ongoing debt crises in some of the major economic re-
gions, namely America, the United Kingdom, Europe and Japan, are severe and imminent 

enough to deserve our serious attention. 
Meanwhile, the picture painted by official 
data and mainstream media is, in gene-
ral, a very different one. This creates a 
convoluted mix of information that is con-
fusing at best, treacherous at worst. 

In light of current big picture realities, 
asset protection and wealth preservati-
on should be at the very top of your in-
vestment and wealth planning priorities. 

It is in this context that, with this research paper, BFI Wealth Management is sharing its 
thoughts and recommendations, hopeful that it may provide some clarity and guidance for 
some of the potential challenges ahead, and that you may be able to better formulate and 
implement your wealth planning and investment strategy as a result.

Sincerly,
Frank R. Suess Dirk Steinhoff
CEO & Chairman Managing Director & Chief Investment Officer

Preface

“The budget should be balanced, the Treasury should be 
refilled, public debt should be reduced, the arrogance of 
officialdom should be tempered and controlled, and the 
assistance to foreign lands should be curtailed lest Rome 
become bankrupt. People must again learn to work, 
instead of living on public assistance.” 
                                                                                Marcus Tullius Cicero 





BFI Big Picture Review, April 2012 | 5 

DEBT IS THE GREATEST ENEMY TODAY – BE PREPARED! 6

Excessive Public Debts and Deficits Pose a Serious Threat  6

The Virtues of Independent Thought and Financial Memory 6

Beware, This May Turn Out to Be Nothing but a Deceptive Lull 6

The Questions We Must Address 7

WHAT GOVERNMENTS CAN DO TO REDUCE DEBT  8

This Is Not a European Debt Crisis, Nor Is it Unprecedented 8

What We Can Learn from History to Formulate Our Expectations  

of the Future 11

Growth – increase your production, grow your economy 12

Fiscal Austerity – tighten your belt and live with the consequences 14

Monetary Inflation – print your debt out of existence 16

Financial Repression – regulate in favor of government finances 17

Default – make others pay fully, partially, softly 19

OUTLOOK AND IMPLICATIONS 21

What We Can Expect from Governments 21

Investors Must Adjust Their Expectations 22

Big Picture Scenarios 23

Scenario Probabilities and Time Horizons 26

Investment Implications 26

CONCLUSIONS 28

Bibliography 30

Legal Disclaimer 31

Imprint 31

Table of contents



6 | BFI Big Picture Review, April 2012

Throughout BFI’s history, we have focused our activities 
on solutions and strategies that afford our clients with 
solid wealth preservation and asset protection. In that 
role, our task has never been to predict the future. In-
stead, our task has been to prepare for it.

It is in this spirit that, as an integral part of our ongoing 
activities, our Investment Committee and Investment Advi-
sory Board conducts extensive Big Picture Reviews three 
times a year. With this special report, for the first time, we 
have decided to record some of the results and considera-
tions of our latest Review of April 2012 in a more formal 
format and make it available to a broader circle of clients 
and friends in form of this Special Report. 

Excessive Public Debts and Deficits Pose a 
Serious Threat 
We are convinced that today, in view of current economic 
and political trends, proper risk management at various 
levels is paramount. If you are intent on protecting your 
family, your freedom and your prosperity, you need to un-
derstand the relevant factors, defining a clear outlook in 
order to formulate an adequate plan of action. 

“I can scarcely contemplate a greater calamity that could 
befall this country, than be loaded with a debt exceeding 
their ability ever to discharge. If this be a just remark, it is 
unwise and improvident to vest in the general government 
a power to borrow at discretion, without any limitation or 
restriction.”  Brutus 

With this objective in mind, we will first focus on the is-
sues and implications of excessive debt. Without a doubt, 
excessive sovereign debt levels in America, Japan and 
Europe are not the only big picture factor of relevance. 
Beyond growing sovereign debt, there are other “meg-
atrends” such as those related to global demographics, 
globalization, oil peak or climate change. However, in our 
view, rapidly growing public debt levels and the implica-
tions thereof represent the most pressing big picture con-
cern today. 

With public and private debt running rampant in many 
countries, Big Brother (in George Orwell’s sense) has 
turned to employing suppressive rules and stringent regu-
lations. As an independent thinker, you absolutely need to 
recognize the danger of governments in fiscal and mone-
tary distress, governments who put themselves above the 
people and above the law. 

The Virtues of Independent Thought and 
Financial Memory
Throughout history, it has been the power of independent 
thought and the courage of independent action that has 
borne progress, both individually and collectively. Fre-
quently, the small minority of independent and free souls 
were singled out and chastened by society. Their inde-
pendence often came at a high price. Yet, at the same 
time, it has always been those very few with the strength 
and discipline to trust in their own logic, to follow their 
very own intuition, those with the audacity of contradicting 
the common beliefs, who saved their families, their com-
munities, and their nations from marching blindly off the 
cliff.

In a world permeated by mass media and misinformation, 
independence in some ways has become more difficult. In 
order to keep up with what is going on in the world, you 
have to read and digest a lot of “stuff”. Most of what you 
will be reading will be mainstream news. Most of it will be 
nonsense: skewed myths, half-truths laced with contradic-
tions, making it completely useless conceptually. 

Mainstream information is “mainstream” because it is 
what sells; it's what the masses want to hear, not what 
they should hear. It seldom challenges the system or sta-
tus quo and certainly never second-guesses the official 
data or the wisdom of those in office. 

Unless we are disciplined and determined enough to read 
between the lines, to look behind the smoke and to come 
to your own common sense and independent conclusions, 
we will be marching to the tune of another man's agenda.

The current constellation clearly holds the recipe for large-
scale wealth destruction. Fortunately, the current situation 
is not at all unprecedented historically. There are ample 
historic reference points to learn from. 

Our financial memory tends to be short-lived. But those 
who study history and learn from it, in our view, have a bet-
ter chance of preparing adequately, a better chance of sur-
viving, and even benefitting from what lies ahead.  

Beware, This May Turn Out to Be Nothing but a 
Deceptive Lull
Indeed the first quarter of 2012 has been one character-
ized by a substantial rally in financial markets. Around the 

DEBT IS THE GREATEST ENEMY TODAY –  
BE PREPARED!
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world, stock markets moved up considerably. Japan’s Nik-
kei led the pack of OECD nations with a rise of 20.7%, 
followed closely by the German DAX at 18.7%. With few 
exceptions, a double-digit rise in stocks improved the over-
all sentiments of investors. 

Promising economic indicators have been reported from 
the US economy. Improving unemployment numbers and 
less negative – albeit still very moderate – growth rates 
have put a silver lining on the horizon of global investors. 

Investor sentiment was further improved by the perception 
that European politicians and central bankers have taken 
appropriate measures to stabilize the European debt cri-
sis. The Greek default, arguably, was managed in an or-
derly fashion, with a balanced mix of fiscal austerity 
measures in the countries with more strained balance 
sheets and some liquidity injected into the banking sys-
tem by the European Central Bank (ECB). A higher level of 
trust in the Euro currency has returned to financial mar-
kets.

Consequently, after the high volatility experienced in 2011, 
financial markets became relatively calm during the last 
few months. However, we are of the opinion that it is much 
too early for celebration. The current circumstances are 
highly unstable, creating a deceptive lull at best. 

The Questions We Must Address
Fundamentally, nothing has changed. The core issues, 
namely the flaws of a fiat currency system, decades of 
loose monetary policies, and the resulting effects of large-
scale capital misallocation and excessive debt, are still 
the dominant themes and key drivers today. 

In planning your wealth management strategy, from both a 
structural as well an asset allocation point of view, you 
must first and foremost consider the following questions: 

1  What can governments do to reduce public debt levels? 
2  How probable is the successful deployment of govern-

ment measures? In other words, is a meaningful and 
sustainable debt reduction possible? 

3  What are the critical implications for your wealth plan-
ning and asset allocation decisions? Which investments 
and asset classes should you have? Which should you 
avoid?

These are the questions we will address and discuss, in 
sequence, in this special report. 
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WHAT GOVERNMENTS CAN DO  
TO REDUCE DEBT

What can be done to reduce the current levels of debt and 
deficits? What can be done to return international curren-
cies back on a path of solidity, one that affords a depend-
able store of value and trust? 

“I, however, place economy among the first and most im-
portant republican virtues, and public debt as the greatest 
of the dangers to be feared.”  Thomas Jefferson 

To be very clear from the outset, we have strong doubts 
that, in view of the scope and scale of current fiscal and 
monetary imbalances, there is any single right strategy to 
salvage the situation. Nor, do we think that our political and 
economic leaders will be able to fix the problems outright. 

On the contrary, in view of the available and most probably 
employed policies, we expect that the best-case-scenario 
will be one of a soft landing. In other words, ideally, we will 
see an extended period of sub-standard growth combined 
with moderate inflation, stagnant levels of  unemployment 
and low returns in financial markets. The situation might, 
however, turn out a lot less civilized than that.

This Is Not a European Debt Crisis, Nor Is it
Unprecedented
Before delving into the discussion of how the current debt 
levels might be removed, and what the possible implica-
tions of the probable government interventions might be, 
let us point out a number of misperceptions. 

First of all, it has become commonly accepted to refer  
to the current economic issues in terms of a “European 
Debt and Currency Crisis”. That is misleading. As the pic-
ture (Figure 1) depicts quite well, Europe is not the only 
“red spot” in the world. This is not a purely European af-
fair. 

Secondly, the current context is widely described as un-
precedented. While that may be true in terms of the over-
all global scale, debt crises, per se, have been quite 
common historically, even in recent times. This debt crisis 
is anything but unprecedented. 

Figure 1: World debt comparison

Source: The Economist, World Debt Comparison, www.economist.com/content/global_debt_clock

Higher debt                                   Lower debt
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Finally, while much attention is focused on Europeans 
and bankers these days, it is critical for objective observ-
ers to recognize two things: The debt problems we face 
did not originate with banks, and they did not originate in 
Europe. The monetary and fiscal death spiral originated 
elsewhere.

The U.S. Federal Reserve, in particular, has been most 
instrumental in leading the world down the road of mone-
tary inflation. Over the past thirty years, interest rates in 
America have been in a solid downtrend (Figure 2).

Based on a combination of America’s expansionary mon-
etary policies, its global economic influence and the dol-
lar’s world reserve currency status, this trend had an 
effect far beyond the American borders. It is, in our view, 
the continuous creation of more and more “cheap dollars” 
over decades that has led to the current debt crisis. 

The twin brother of increasingly low interest rates is the 
public debt level that America has accumulated. To some, it 
all started on August 15th, 1971, when President Richard 
Nixon unilaterally closed the gold window. Freed of any mon-

ey printing constraints, the US-debt levels since then have 
gone into an exponential function. (Figure 3) 

Over the past few years, in the aftermath of the subprime 
crisis, it has been interesting to observe how the attention 
of the global media and politics increasingly focused on the 
debt and currency crisis in Europe. While Europe certainly 
has its fair share of fiscal and monetary challenges to deal 
with, one should not forget the fact that America, Great 
Britain and Japan, in particular, are – in terms of the hard 
economic facts and indicators – in even worse shape than 
Europe. In this context it is highly advisable to take a very 
differentiated and disciplined look at the similarities across 
all of these debtor nations, as well as the key differences. 
A thorough review of that sort will afford both the risks and 
opportunities that may present themselves in the coming 
months and years. 

Is there a banking and credit crisis in Europe? Of course. 
However, in comparing the factual economic data of OECD 
nations, it becomes clear that the US, the UK and Japan, 
in particular, should receive similar attention and consid-
eration as does the Euro zone. 

Figure 2: 10-year Treasury rates over the past 50 years

Source: FRED, Economic Data, St. Louis Fed
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Figure 4: Estimates of OECD debt and budget deficits for 2012

Source: OECD, BFI Wealth Management

Source: US Department of the Treasury, Economic Data, St. Louis Fed

Figure 3: US Federal Government debt accumulation since 1965
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As Figure 4 shows, many developed countries are subject 
to some degree of budget deficits. Many have considera-
ble debt levels, and most have quite a bit of both. In this 
context, it is again worth taking a differentiated view. Eu-
rope is not one homogenous block. Considerable differ-
ences exist within Europe.

Clearly, Switzerland (not a member of the EU), Finland and 
Norway stand out as rare examples of fiscally solid states. 
Their debt levels are relatively low. More importantly, they 
are producing budget surpluses which means that, con-
trary to most other OECD countries, these economies are 
not adding to their public debt on an annual basis. On the 
contrary, they are reducing their debt levels. Switzerland is 
interesting in this regard. The Swiss, by popular vote, in-
troduced a debt break in 2002, which was included in the 
country’s constitution and has led to budget surpluses 
since. This is only one of the reasons why the Swiss franc 
is considered a hard currency and has been under im-
mense upward pressure.

At the other end of the spectrum we find Japan. Its official 
public debt level is almost 250% of GDP, and it is adding 
to that load via its growing budget deficits. This comes 
after a long and difficult 20-year period of deflation and 
recession. 

Similarly, it is important to point out Spain, the UK, the US 
and Ireland. These countries have produced budget defi-
cits of over 5% of GDP, while at the same time having debt 
levels at or over 100% of GDP. In other words, these coun-
tries not only suffer from unsus tainably high debt levels 
that need to be financed on an annual basis, but they are 
also adding more debt on top of their existing debt at a 
very high and problematic rate. 

The analysis of our problems today, in essence, is quite 
simple: we are coming to the end of a “cheap money” era. 
Under America’s leadership, the West has indulged in the 
temptations of prosperity for too long. The complacency, 
and the cheap government-controlled money that has ac-
companied the process, have left Western nations and Ja-
pan with a huge misallocation of capital and excessive debt 
levels. 

What We Can Learn from History to Formulate 
Our Expectations of the Future
In predicting what might lay ahead, Carmen M. Reinhart 
and Kenneth S. Rogoff, in their research and their bestsell-

ing book, “This Time Is Different, Eight Centuries of Finan-
cial Folly”, have done us an invaluable service. They 
provide us with an incredible amount of historical facts and 
data. What they have also made very clear is that we are 
not sailing in uncharted waters. We have been here before, 
and we are able to learn from the past in order to interpret 
the now and prepare for the most probable future. In es-
sence, there are five ways in which excessive debt levels 
might be reduced:

1 Growth – increase your income
2  Austerity – save more and spend less
3  Inflation – the silent default
4  Financial repression – regulations in favor of government
5  Default – if all else fails, let someone else pay

Three of the aforementioned five measures, namely 
growth, austerity and default, are debt reduction meas-
ures available to both the private and public sector. They 
appear to be just plain common sense and natural: gener-
ate more income, tighten your belt or go bankrupt. Infla-
tion and financial repression, on the other hand, are of a 
different nature. They are measures available exclusively 
to governments. 

Of course, the last of these five debt reduction methods, 
default, is generally not considered a “solution” at all. For 
most of us, and certainly for most governments, an out-
right default, or even a partial, soft or voluntary default, 
stands precisely for what one aims to avoid. Neverthe-
less, historically, sovereign defaults are surprisingly com-
mon.

A default presents an outright and straight-forward form of 
wealth destruction. In essence, someone else -- the credi-
tor -- will bear the losses and suffer the consequences of 
the debtor’s default. For the debtor, a default has signifi-
cant consequences too. For individuals, it will be difficult 
to get credit. And for governments, a default can lead to 
an extended phase of high financing costs. Trust can take 
decades to build. When Russia defaulted on its debt in 
1998, it took them over ten years to raise money on inter-
national bonds markets again. 
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Growth – increase your production, grow your 
economy
For governments, higher growth rates translate into higher 
tax revenues. Ideally, economic growth rates, measured in 
form of increasing levels of Gross Domestic Product 
(GDP), should increase at rates that would generate in-
creased tax revenues to a point where a budget surplus 
results, so as to cover all spending and pay off as much 
debt as possible. 

Will there be sufficient growth to solve the debt issues?
How likely is it? It’s not very likely. The debt levels and an-
nual budget deficits in most Western nations are simply 
too large to be reduced exclusively by means of growth. 
Realistically, even with double-digit GDP growth rates and 
a complete spending freeze, it would take decades before 
the debt-to-GDP ratios of countries like the US, the UK or 
Japan would be reduced significantly. 

And even then, both a spending freeze as well as double-
digit growth rates is highly unlikely. Most OECD budgets 
suffer from these same symptoms, namely increased lev-
els of liabilities at lower rates of expected growth. Even 
during the so-called boom years of the 90’s, growth rates 

in America and Europe were nowhere near double-digit. 
Currently, the most optimistic growth expectation for West-
ern economies comes to around 2% to 3%. 

Amongst other factors, demographics and unfunded liabi-
lities stand in the way. Demographic trends – low birth 
rates and an aging population – in combination with the 
future burdens of unfunded liabilities (Figure 6) in the 
realm of social security make a freezing of current spend-
ing levels highly improbable. They also make it harder to 
achieve the required growth rates.

In the U.S., unfunded liabilities are expected to continue to 
grow at an accelerated pace. Health care costs, for instance, 
have grown at an average rate of 4.6% per annum over the 
past fifty years (Figure 7). They are expected, despite or due 
to (depending on whom you talk to) President Obama’s 
health care reforms, to grow at an even higher rate in the 
next 5 years. 

Figure 5: Real trend growth rates through 2030

Source: Reinhart and Rogoff (2009), BFI Wealth Management
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Figure 7: Growth of US health care spending

Figure 6: Ageing of US population

Source: GAO analysis of data from the Centers for Medicare & Medicaid Services, Office of the Actuary, 
and the Bureau of Economic Analysis

Source: U.S. Government Accountability Office, Social Security Administration
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Fiscal Austerity – tighten your belt and live with 
the consequences
Stabilizing or even reducing the current debt levels will 
require a significant reduction of spending. This, ideally, 
would of course be combined with an increased level of 
economic growth as discussed above.

The problem is that decreased government spending will 
automatically also reduce GDP, particularly in those coun-
tries where government spending makes up a considera-
ble part of the economy.

As a point of reference, the current public expenditure 
quota, i.e. government spending as a percentage of GDP, 
is: 41.2% in the US, 43.4% in Japan, 48.6% in the UK, 
57.1% in France, 43.0% in Spain, 49.2% in Italy, 45.7% in 
Germany, and 49.3% overall in the Euro zone (EU-27). 
When government spending makes up half of an econo-
my’s GDP, a reduction in government spending will be felt. 

How do the various OECD economies compare in terms 
of deficit spending
As depicted in Figure 8, in most countries, current budget 
deficits exceed expected nominal growth rates considera-

bly. As long as deficit spending is greater than government 
revenues, the debt-to-GDP ratios will continue to rise. 

It may come as a surprise to some, however, that the Euro-
pean Union (EU) as a whole, contrary to Japan, America and 
the United Kingdom is relatively close to stabilizing its debt 
levels. It is this very fact which motivates the EU to employ 
austerity as one of its debt reduction measures, or in other 
words, to reduce the budget deficit to levels that can be ex-
pected reasonably to equal average nominal growth rates. In 
fact, this goal is what largely drove the conditions of the Euro-
pean Stability and Growth Pact, as well as the Maastricht 
Treaty, which stipulat ed that the budget deficit of any member 
state should not exceed 3% of GDP on average over a busi-
ness cycle. 

The gap between growth and deficit spending as a percent-
age of GDP is greatest in Japan, followed then by the US 
and the UK. It is fair to say that if these countries seri-
ously pursued a reduction of their existing budget deficits, 
it would undoubtedly require significant cuts in spend ing 
for defense, social services and other core activi ties. 

Figure 8: Comparison of budget deficits vs. GDP by country, estimates for 2012

Source: OECD, BFI Wealth Management
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Given the current low levels of nominal growth and inter-
est rates already close to zero, eliminating the key conven-
tional tool of monetary policy to dampen the negative 
effects of a recession, it is fair to say that even small cuts 
in government spend ing in the US and the UK would trig-
ger severe and long-lasting recessions.

America will most probably continue to inflate
The figure below (Figure 9) depicts the incredible increase 
of deficit spending in America since 2000. It is this deficit 
spending reality which has enticed America thus far to re-
ject the path of austerity outright. This is understandable. 
Measures of austerity could promptly push the U.S. econ-
omy into recession. We therefore expect the policies of 
the U.S. to be directed primarily in one direction: monetary 
inflation. 

There is, of course, the possibility that the candi date for 
the Republican Party wins the US presiden tial election in 
November. Most likely, the Republican Party would run on 
a platform of deficit reduction, so a new Republican presi-
dent would have the mandate to significantly reduce the 
existing deficit. 

This could change the current U.S. approach toward debt 
reduction. And even if Barack Obama is re-elected, a Re-
publican-controlled Congress might force him to reduce 
government spend ing. In either case, a US recession in 
2013 would seem unavoidable given the current reliance 
of the US economy on government spending.

Europe’s efforts toward austerity are showing some 
success
By contrast, in the Euro zone, austerity has already been 
practiced for the past couple of years in an effort to reduce 
the deficits particularly of the southern European coun-
tries. This policy has caused severe recessions and in 
some cases has been met with social unrest, but there 
are signs lately that the Euro zone as a whole is close to 
stabilizing its debt levels. Even Italy, which has gen erally 
been considered high risk, is close to stabilizing its debt 
levels and can begin working on effective re duction of its 
outstanding debt. 

At present, Europe is dominated by Germany’s pref erence 
for fiscal discipline and its fear of excessive mon etary ex-
pansion. Austerity is therefore the favored policy in the 
Euro  zone. This represents a cultural divide be tween con-
tinental Europe and the Anglo-Saxon countries. 

Figure 9: US Federal surplus or deficit (–) since 1895

Source: US Department of the Treasury, Economic Data, St. Louis Fed
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Monetary inflation – print your debt  
out of existence
A very common means of reducing debt, historically, is 
monetary inflation. Governments -- or more precisely their 
central banks -- have a variety of tools to increase money 
supply. A growth in money supply, over time, will raise the 
prices of assets and consumer goods as measured by the 
Consumer Price Index (CPI). 

“In the absence of the gold standard, there is no way to 
protect savings from confiscation through inflation.  
... This is the shabby secret of the welfare statists’ tira-
des against gold. Deficit spending is simply a scheme for 
the confiscation of wealth. Gold stands in the way of this 
 insidious process. It stands as a protector of property rights. 
If one grasps this, one has no difficulty in understanding 
the statists’ antagonism toward the gold standard.”  
 Alan Greenspan

The expansion of the monetary base, particularly in the 
US, through quantitative easing policies has already led to 
rising in flation over the past twelve months (Figure 10). 
Even though growth is weak, there has so far been no 
significant reduction in infla tion. The European Central 
Bank is, by contrast, attempting to return to more disci-

plined monetary policies after the accelerated monetary 
expansion that followed the 2008 subprime crisis. 

The silent default
Inflation is a form of debt reduction that is also called 
“the silent default”. Particularly if inflation exceeds the 
growth rate and the rate of interest, it leads to a slow 
and somewhat covert destruction of wealth. Inflation de-
preciates the purchasing power per currency unit, there-
by reducing the value of current wealth and debt. 
Creditors and savers are penalized for holding on to cash 
and bonds.

Next to the erosion in purchasing power, inflation also has 
a severe tax impact called “cold progression”. In inflation-
ary times, tax payers are shifted into higher tax brackets 
even when their real incomes have not grown.

Bondholders who earn a fixed coupon payment in return 
for their willingness to lend money to the government or to 
corporations are gradually penalized as inflation rises 
while their interest payments remain constant. Rising in-
flation means that the real return of a bond investment will 
decline and may become negative if inflation exceeds the 
yield of the bond at the time of purchase. 

Figure 10: Monetary aggregate M1 since 2006, Euro zone vs. United States

Source: Thomson Reuters Datastream, BFI Wealth Management
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But inflation also implies lower real returns for all other 
assets that provide cash flows. As long as these cash 
flows do not adjust for higher inflation in the future, inves-
tors will face low or even negative real re turns on their in-
vestments due to rising inflation. 

Inflation is the easier and therefore frequently preferred 
choice
Out of the five possible ways to reduce excessive debt, 
governments frequently choose the way of monetary infla-
tion because it is the least immediately felt. Monetary in-
flation is also the one with effects that are most easily 
blamed on others (financial speculators, undervalued cur-
rencies, cheap labor, etc.). In essence, ruling governments 
have the legitimate hope that their role as crisis-causer 
remains undiscovered by the majority of the people.

Governments often justify monetary inflation with the 
statement that they will withdraw excessive liquidity once 
the economy responds to the monetary stimulus to the 
desired extent. In history, this timely absorbing of exces-
sive liquidity by governments or central banks was always 
wishful thinking that almost never found its way into practi-
cal implementation. 

The problem with monetary inflation measures is that the 
impact in terms of price inflation is hard to control. Sud-
den bursts of inflation are not uncommon and difficult to 
control. Contrary to the 70’s, central bankers have 
learned to better manage inflation expectations. There-
fore, one might conclude that we will not see a repeat. 
However, the expectations and the trust of financial mar-
kets are fickle. Caution is advised. We expect that, par-
ticularly in the UK and the US, one should expect higher 
levels of price inflation. 

A higher level of inflation has considerable investment im-
plications. First, inflation differences ultimately drive cur-
rency exchange rates over the long run. The scenario 
where Anglo-Saxon countries try to reduce debt through 
high er inflation while the Euro zone nations limit inflation 
and reduce debt through austerity measures should lead 
to a depreciation of the US dollar and the British pound 
versus the Euro and the Swiss franc. 

Financial Repression – regulate in favor of 
government finances
Apart from the central banking power to print money, gov-
ernments have the power to regulate. In fact, laws and 

regulations are entirely in the realm of governments, 
whereas monetary policy is generally assumed to be under 
the independent control of central banks. This makes finan-
cial repression another debt reduction measure attractive 
to governments. History affords ample proof of this fact.

“While the US and Japan appear utterly devoted to fixing 
their debt and deficit problems by means of increasingly 
drastic monetary policy, namely more quantitative easing 
and debt monetization, Europe is attempting to counter 
the pattern of spiraling debt levels by means of austerity. 
Ultimately, I don’t expect either method to be implemen-
ted without a considerable level of financial repression. 
Citizens and investors must beware of the fact that next to 
inflation and deflation, a similarly devastating risk lies in 
wait in form of regulations that will coercively force capi-
tal into government financing, i.e. government bonds and 
fiscal revenue.”  Dirk Steinhoff

Therefore, in essence, financial repression occurs when 
governments use their muscle to force down the real value 
of their debt and/or the cost of financing that debt. First, 
governments push down real interest rates, with or with-
out the help of rising inflation. Second, they oblige domes-
tic investors or institutions such as banks or pension 
funds to soak up government debt at those lower rates.
 
By means of their regulatory power, governments resort to 
a variety of financial repression methods, which include 
directed lending to government by captive domestic audi-
ences (such as pension funds), explicit or implicit caps on 
interest rates, regulation of cross-border capital move-
ments, and tighter connections between government and 
banks. One characteristic of financial repression, as Rein-
hart and Sbrancia put it, is “a pervasive lack of transpar-
ency”.

Historically, a popular option
Financial re pression was particularly popular after World 
War II. The debt accumulated during the war was subse-
quently reduced at an amazing pace by not only above-av-
erage growth and rising inflation, but also by means of 
stark financial repression. 

A multitude of different financial repression tools were 
employed. For example, some countries, including Italy, 
established minimum price guarantees for outstanding 
government bonds. This put a legal limit on what could be 
expected on the returns of bonds issued prior. Further-
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more, it enticed investors to invest in newly issued bonds 
if their yields were only slightly higher than those offered 
on existing debt. 

Canada, Australia and Italy passed regulations that limited 
the interest rates one could earn on bank deposits. These 
limitations lasted until the 1980’s! Limiting rates on bank 
deposits reduced the rates that these governments had to 
pay on their debt, as they could issue debt securities, ir-
respective of what the free markets might have demanded, 
that investors would favor over bank deposits as long as 
they offered yields that were slightly higher. 

Finally, more drastic rules were passed in the US and the 
UK. In America, private investors were prohibited by law 
from buying physical gold. This restriction lasted from 
1933 to 1971! Similarly, the gold market in the UK was 
closed for an extended period, from 1940 to 1954. Una-
ble to access what most regarded as the safest invest-
ment of all – namely gold – investors were moved to buy 
what then was considered the next best thing: government 
bonds. 

Will governments resort to financial repression again?
The answer is “yes”. The concept of financial repression 
has been on the edge of investors’ minds for some time 
now. And it should be, for it is once again becoming a real-
ity. In fact, to some degree, financial repression measures 
have already been en vogue since 2008. If the debt and 
currency situation were to further deteriorate, you can be 
quite certain that a variety of measures of this sort will be 
installed. 

Most governments around the world refrained from heavy-
handed repression measures after the 2008 financial epi-
sode. However, several of the interventions and the bailouts 
of banks and “too big to fail” corporations in America and 
Europe, represent another form of financial repression. 

A prominent example of the nationalization of private re-
tirement savings occurred in Hungary in 2009. It should 
be considered a forewarning. The attraction of captive 
pension funds is that, when properly communicated, gov-
ernments can sell such measures as a good deed, all in 
the interest of safety and investor protection. Over the 
past decade, investment returns in many portfolios have 
been dismal, including those managed by pension funds 
and in a variety of self-directed retirement accounts. Many 
have seen their retirement nest eggs shrink.

It is not unreasonable to expect politicians to make the 
argument that retirement savings were generally over-in-
vested in speculative assets such as stocks. They could 
call for regulations that protect private in dividuals from 
their own speculative impulses by lim iting the share of the 
portfolio that can be invested in equities and other risky 
assets. In fact, investment products construed to be too 
speculative and risky for inexperienced private investors 
might be tagged as illegal, available only to government 
regulated institutions and professionals.

Financial repression has arrived and is here to stay
Some of this is already underway, in various shapes and 
forms worldwide, but most prominently in the US and Eu-
rope. In the US, the creation of the Consumer Financial 
Protection Bureau may well lead to such restrictions for 
private investors over time. Moreover, the US, in conjunc-
tion with the OECD, has been on an extended campaign of 
denigrating so-called “offshore tax havens”. Under the 
pretense of fighting for tax justice and investor protection, 
an incredible number of new rules and regulations have 
been passed over the last three years alone. 

The media campaign that has accompanied these regula-
tory changes has been one that creates the impression 
that, for an American, it is illegal to invest offshore. That is 
of course false. However, many Americans are now hesitant 
to invest anything outside of America’s borders. This, of 
course, comes at a time when in light of America’s fiscal 
and monetary imbalances, and thus for the purpose of 
safety and wealth preservation, multi-jurisdictional planning 
and international asset diversification, it should be consid-
ered paramount by vigilant citizens and investors to do.

Jointly or individually, the US Treasury, the US Justice De-
partment, the US Securities and Exchange Commission 
(SEC), and the Internal Revenue Service (IRS) have passed 
laws that make it increasingly difficult for US investors to 
invest internationally and for foreign institutions to provide 
financial services back to US citizens. Some of the more 
prominently discussed rules include the Dodd Frank Act, 
the new FBAR (Foreign Bank Account Report), or the 
“Shadow FBAR”, a new form that requires reporting of lit-
erally any asset an American holds offshore whether it has 
any tax implications or not. 

Possibly the most draconian and internationally debated 
law is FATCA, the Foreign Account Tax Compliance Act, 
championed by the IRS. This law basically bans foreign fi-
nancial institutions, banks, insurers, trust companies et 
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al, from investing in US securities and US dollars for their 
clients, unless these foreign financial institutions sign an 
agreement with the IRS to become so-called PFFIs (Par-
ticipating Foreign Financial Institutions). PFFI’s are obli-
gated to report all incidents of a US connection. In other 
words, they are required to report their US clients and will 
be audited by IRS accredited auditors regularly. 

Meanwhile, in Europe, things are headed in a similar direc-
tion. Most European countries enforce upper limits on the 
share of stocks and other presumably risky investments 
-- including gold and other commodities – that may be held 
for individual retirement savings and pension funds. The 
MIFID (Market in Financial Instruments Directive) regula-
tions applicable for most European countries now forbid 
“inexperienced investors” from investing in “risky invest-
ment products” unless they waive any legal rights to sue 
their bank or in vestment advisor if they incur losses. At 
the same time, countries such as Germany, France and 
Italy, motivated by the progress of the US in respect to 
transparency, are putting increased pressure on Switzer-
land. The ultimate goal is complete citizen transparency 
and the automatic exchange of taxpayer information.

“Financial repression occurs when governments imple-
ment policies to channel to themselves funds that in a de-
regulated market environment would go elsewhere. Poli-
cies include directed lending to the government by captive 
domestic audiences (such as pension funds or domestic 
banks), explicit or implicit caps on interest rates, regula-
tion of cross-border capital movements, and (generally) a 
tighter connection between government and banks, either 
explicitly through public ownership of some of the banks 
or through heavy “moral suasion.” Financial repression 
is also sometimes associated with relatively high reserve 
requirements (or liquidity requirements), securities tran-
saction taxes, prohibition of gold purchases, or the place-
ment of significant amounts of government debt that is 
nonmarketable. In the current policy discussion, financial 
repression issues come under the broad umbrella of “ma-
croprudential regulation,” which refers to government ef-
forts to ensure the health of an entire financial system.”  
 Carmen Reinhart

Default – make others pay fully, partially, softly
As mentioned earlier, government defaults are not unusu-
al. As Figure 11 shows, Greece has been in default 50% of 
the time since 1800, while Rus sia has been in a state of 
default almost 40% of the time. 

Recent examples of default
A couple of prominent and relatively recent cases of de-
fault, beyond that of Greece, are Russia (1998) or Argen-
tina (2002). 

In the case of Russia, a large part of the exports had come 
from the sale of commodities, leaving it susceptible to 
price fluctuations. Russia’s default sent a negative senti-
ment throughout international markets as many became 
shocked that an international power can default. It took 
Russia over ten years before it was able to sell its govern-
ment bonds in international markets.

Argentina’s economy experienced hyperinflation after it be-
gan to grow in the early 1980’s, but managed to keep 
things on an even keel by pegging its currency to the U.S. 
dollar. A recession in the late 1990’s pushed the govern-
ment to default on its debt in 2002, with foreign investors 
subsequently ceasing to put more money into the Argen-
tine economy. 

Default is generally avoided at all cost
Most countries will try to avoid default on their debt obliga-
tions as long as they possibly can because after a default 
it can take years until investors again trust a government 
enough to lend it their money. After its default in 1998, it 
took fully ten years before the Rus sian government was 
able to raise money on interna tional bond markets again. 
Even a selective default, a missed interest payment or a 
voluntary debt reduction by investors can lead to prohibi-
tively high costs for newly emitted government bonds for 
years. Equally, in the case of a soft or partial default, a 
government may be unable to finance its operations in in-
ternational bond markets for quite some time. Thus, it is 
unlikely that investors will be willing to lend a country like 
Greece money at reasonable interest rates for years to 
come. 

Countries that go into default typically have to re sort to 
other means of financing their budget deficits; other 
means such as soliciting aid from organizations like the 
International Monetary Fund or guarantees from high qual-
ity debtors like the US. As another example, the Brady 
bond solution allowed Latin American countries to bor row 
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again after their defaults in the 1980’s because these 
bonds had the implicit guarantee of the US Treasury. 
Through the European Stability Mechanism, the Euro pean 
Union similarly offers access to capital for trou bled mem-
ber state borrowers.

But regardless of the details, there is no denying that in-
vestors face losses in the wake of a default; they simply 
will not get the amount of money they were contractually 
entitled to receive when they bought the bonds of the de-
faulting government. Voluntarily or in voluntarily, orderly or 
not, a default always means write-downs for holders of 
government bonds.

Very few countries have never defaulted
There are only a very few countries that have never been 
defaulted -- most notably the US and the UK, but also Swit-
zerland and Australia.

It is important to note here that the status derived from 
issuing the world’s reserve currency provides for substan-
tial protection against default. Despite extended periods 
of grossly expansionary monetary policies -- both in the UK 

in the 19th century as well as the US in the past and cur-
rent centuries -- these countries have never defaulted out-
right. It is quite possible that, as long as the US can 
defend the dollar’s status as the number one world re-
serve (and trade) currency, it might in fact avoid default 
and get out of its “debt trap” via means of inflation and 
financial repression. The dollar’s prime status today, how-
ever, is not at all uncontested. Currently, the primary com-
petition still comes from the Euro. But other currencies, 
most notably the Chinese and their Yuan, are pushing to 
the forefront increasingly.

Figure 11: Sovereign defaults – in % share of years since 1800

Source: Reinhart and Rogoff (2009), BFI Wealth Management
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In reviewing the debt reduction measures, one tends to 
come to the sobering conclusion that, unless some unex-
pected technological breakthrough, a stroke of human ge-
nius or plain luck turns things around and leads to an 
inexplicable boost of growth, we best brace ourselves for 
an economic cocktail of monetary inflation, fiscal austeri-
ty, financial repression and, possibly, a few defaults here 
and there. 

“I assume the world economy is decelerating. China’s 
economy will slow more than expected, but the Chine-
se government won’t do anything dramatic to stimula-
te it. China will ease somewhat, but in piecemeal fa-
shion. That is why those looking for China to get us out 
of the doldrums are wrong. We remain in a de-levera-
ging world, and the deflationary process is intensifying. 
In the stock market, valuation compression has been at 
work since 2000. Occasionally we have had bull-market 
rallies when stimulus was applied in major quantities.”  
 Felix Zulauf

It is worth remembering that despite the undeniable ef-
fects of globalization, the world is not a single homoge-
nous block. Furthermore, overall economic conditions 
cannot be defined on the basis of debt alone. Other fac-
tors must be considered. The political climate and system, 
demographic developments, private debt levels, saving 
quotas, current-account balances, unemployment rates, 
strength of the industry and a host of other factors pre-
sent in each economic region will influence the ultimate 
outcomes, regionally and globally.

What We Can Expect from Governments
In the table below (Figure 12), we examine the following 
question: How likely is it that each of the five debt reduc-
tion methods discussed above will be employed in the re-
spective economic regions? 

Please note here that those countries or economic regions 
with no or relatively low debt levels are not considered in 
the table. Furthermore, the table does not qualify the 
probability of a successful debt reduction. It only provides 
a rough estimate as to the likelihood of each measure be-
ing employed in the respective region.

In summary, over the medium- to long-term, much speaks 
for an extended period of uncertainty and sub-standard 
economic conditions. We consider growth prospects to be 
moderate at best in the United States and for the stronger 
economies of Europe.
 
Austerity is currently only being pursued seriously in the 
Euro zone. It has to be seen whether fiscal accountability 
in Europe will be enforced consistently, however. The 
pressures to join the inflationary bandwagon of the U.S., 
Japan and the U.K. are sure to grow, particularly when 
the current hopes of recovery subside and economic in-
dicators turn more negative. We are already seeing in the 
Euro zone new fissures of fiscal tension. Spain and Por-
tugal, in particular, may require additional financial sup-
port soon.

OUTLOOK AND IMPLICATIONS

Debt reduction method U.S. Japan U.K. EU without 
PIIGS

PIIGS

Growth Moderate Low Low Moderate Low

Austerity Low Low Low Moderate High

Inflation High High High Moderate Moderate

Financial Repression High High High High High

Default Low Moderate Low Low High

Figure 12: Probabilitiy of debt reduction, by region and method 

Source: BFI Wealth Management
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And, since America seems firmly set on the path of mon-
ey printing and quantitative easing, Europe may well be 
forced into more inflation as well. Remember that the 
Euro is the dollar’s main competitor. The US government 
has a strong interest in Europe joining the Keynesian 
bandwagon and depreciating the Euro in sync with the US 
dollar.

Therefore, as indicated by our estimates summarized in 
the table above, we expect the coming years to be im-
pacted and dominated increasingly by two debt reduction 
measures: financial repression and inflation. 

Investors Must Adjust Their Expectations
One point needs to be made very clear here: the last 
three debt reduction methods discussed earlier -- namely 
in flation, financial repression and default -- inevita bly all 
result in the destruction of an economy’s wealth at the 
aggregate level. Defaults and inflation directly lead to 
losses for holders of government bonds. The same 
 applies to finan cial repression, which forces investors  
to hold bonds at interest rates below those that could  
be earned in a free market. Thus, bondholders are   
clearly exposed to losses in the event of all three meas-
ures. 

However, while defaults are by definition overt and explicit, 
financial repression and inflation are covert debt reduction 
measures. This is the reason why defaults are avoided if 
at all possible, while inflation and financial repression are 
government’s preferred tools of debt reduction. As with 
the frog in hot water, these measures lead to destruction 
gradually and largely unnoticed. Yet, the destruction of 
wealth is still very real. 

Meanwhile, fiscal austerity also de stroys wealth. The 
sharp cuts in government spending will typically lead to 
years of below-average growth resulting in deep reces-
sions like those we see in Greece and Ireland today. 

Consequently, in the context of current realities, investors 
must accept the fact that, unless countries are able to 
reduce debt by above-average real growth, investors 
should brace themselves for several years of overall 
wealth destruction. 

This means, in general, the overall goals of investors 
should change. While wealth accumula tion was the pre-
dominant goal in recent decades, risk management and 
wealth preservation will be paramount for investors in the 
coming years. Investment focus should prioritize the ques-
tion of “where can I avoid or at least minimize my losses?” 
over the question of “where can I realize the highest pos-
sible return?”

“I have been impressed with the urgency of doing. Kno-
wing is not enough; we must apply. Being willing is not 
enough; we must do.”  Leonardo Da Vinci

Of course, this would require a profound adjustment of 
investor attitude. This change has not yet happened on 
Wall Street and we don’t expect that it will anytime soon. 
The financial industry to a large extent, particularly the 
business of large brokerage houses and banks, has be-
come accustomed to certain ways of doing business and 
certain models of profitability. They cannot change quickly 
or easily. The result will be that most investors will suffer 
considerably as a consequence. Ironically, it may well be 
those investors that were considered most conservative 
-- those with allocations toward long-term bonds and other 
formerly “safe” investments -- that will be disappointed 
the most.



BFI Big Picture Review, April 2012 | 23 

Big Picture Scenarios
You have hopefully gained some insights regarding the 
manifold levers and factors that need to be considered in 
formulating one’s Big Picture outlook. Possibly, you have 
also come to the realization that things are awfully convo-
luted and complex. We have certainly come to that conclu-
sion again and again in the process of our four-monthly Big 
Picture reviews.

“Simplicity is the final achievement. After one has played a 
vast quantity of notes and more notes, it is simplicity that 
emerges at the crowning reward of art.”  Frederic Chopin

Truthfully, the more you learn and analyze, the more you are 
frequently humbled by the monstrosity of your ignorance. 
Yet, as investors -- and as investment managers in particu-
lar -- we must formulate an actionable plan. This will ulti-
mately be possible only with a certain level of simplification 
and generalization. Well aware of this, we regularly endeav-
or to formulate and adjust our Big Picture Scenarios. 

Figure 13 summarizes the results of our latest Big Picture 
Review, and the Big Picture Scenarios we employ for our top 
down investment allocation decisions (as of April 2012). 

Scenario 1: Financial Market Stabilization
Scenario 1 has been largely represented by the develop-
ments during the first quarter of 2012. Internationally con-
certed fiscal and monetary measures have succeeded at 
stabilizing the debt crisis and financial markets to some 
degree. Investor sentiments have improved and, as dis-
cussed, stock markets have rallied substantially. 

Currently, the debt crisis in Europe is referred to in past 
tense. Hopes of recovery are growing, supported by re-
ports of positive economic indicators and statistics. 

In this Scenario, assuming it was to continue, government 
measures will be implemented without leading to rising in-
flation. Consequently, governments will be able to keep in-
terests rates at low to moderate levels in most countries. 
This again, will further support recovery expectations.

Obviously, this Scenario is the most optimistic of the four 
Scenarios presented. Ideally, the recovery story will be 
kept alive, becoming a self-fulfilling prophecy resulting in 
improved economic growth and prosperity in OECD coun-
tries, irrespective of debt and deficit related issues, for an 
extended period.

Scenario 2: Reflationary Debt Trap
In our view, the world is currently slipping into the mode of 
Scenario 2. Thus, the hopes fostered in Scenario 1 will be 
disappointed by the fact that OECD debt reduction meas-
ures do not lead to a sustained stabilization. On the con-
trary, public debts and deficits remain a problem in Europe, 
the US, the UK and Japan; financing costs weigh heavily 
and lead to economic stagnation -- this slows down emerg-
ing economies too.

The lack of economic growth in Western economies acts 
as a contagion in emerging markets. While a number of 
smaller economies may default resulting in temporary 
bouts of financial market volatility, reflationary measures 
will repeatedly avoid a severe crash in financial markets. 
US-style monetary policies like quantitative easing and 
debt monetization combined with financial repression 
and, at least in Europe, attempts of austerity, will result 
in an uncertain mix of deflationary and inflationary pres-
sures. 

It is important to note here that stocks can be a good in-
vestment in times of rising in flation. But history shows 
that stocks tend to perform well in times of low to moder-
ate inflation -- inflation rates below 4% -- and again in times 
of hyperinflation. If the inflation rate is between moderate 
inflation and hyperinflation, however, the discount rate for 
future earnings starts to increase faster than earnings can 
grow and stocks tend to show negative returns in such an 
environment.

Ultimately, the result is what we consider a “muddle 
through” in OECD economies, characterized by an extend-
ed sequence of rolling recessions and quasi-recoveries. 
Globally, weak to moderate growth entices governments to 
keep interest rates low and stimulate growth with liquidity. 
However, rising price inflation creates a policy dilemma: a 
debt trap.

In the context of this debt trap (Scenario 2), the danger 
and primary concern for investors is that a quick transition 
into a deflationary recession (Scenario 3) and/or an infla-
tionary collapse (Scenario 4) may occur at any time. 
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•  Internationally concerted fis-
cal and monetary measures 
stabilize financial markets, 
protect the banking system 
and improve investor senti-
ments.

•  Financial market rallies in-
duce hopes of “recovery”, 
further supported by reports 
of positive economic indica-
tors and statistics.

•  Government measures im-
plemented without leading to 
rising inflation; interest rates 
can be held low to moderate 
in most countries.

•  US expansionary monetary 
policies continue without in-
flation expectations rising.

•  In Europe the debt crisis is 
successfully „managed“; a 
balanced mix of austerity, 
ECB-induced liquidity and 
stricter fiscal accountability 
improve trust in the Euro. 

•  Japan counters deflationary 
pressures with yet more 
monetary expansion. 

•  Emerging markets maintain 
moderate to high growth 
rates, without price inflation 
rising too much.

•  Escalation of sovereign debt 
issues results in a global 
economic and financial re-
cession / depression.

•  Despite aggressive govern-
ment and central bank inter-
vention, deflationary forces 
dominate and result in a pe-
riod of low to negative growth 
rates, price deflation and de-
leveraging.

•  System-relevant sovereign 
and corporate defaults lead 
to further contraction in 
OECD economies and slow 
down growth in emerging 
economies seriously. 

•  A severe bank and credit cri-
sis pushes financial markets 
into „crash mode“; the cur-
rent global banking and fiat-
currency system is on trial.

•  Bailouts of banks, corpora-
tions and sovereign debtors 
are realized via measures of 
severe financial repression 
and stark inflation.

•  Accelerated rise of global un-
employment rates, social un-
rest, protectionist policies, 
exchange controls, etc.

•  Severe rise of large-scale 
geo-political tensions and 
risk of war. “Scapegoat” poli-
tics very probable.

•  OECD debt reduction meas-
ures do not lead to sustained 
stabilization of financial mar-
kets.

•  Public debts and deficits re-
main a problem in Europe, 
the US, the UK and Japan; fi-
nancing costs weigh heavy 
and lead to economic stagna-
tion; this slows down emerg-
ing economies too.

•  US-style monetary policies 
(quantitative easing and debt 
monetization) combined with 
financial repression and, at 
least in Europe, attempts of 
austerity, result in an uncer-
tain mix of deflationary and 
inflationary pressures.

•  A “muddle through” economy 
evolves in OECD economies, 
characterized by an extended 
sequence of “rolling reces-
sions and quasi-recoveries”.

•  A number of smaller coun-
tries (like Greece) default 
with the result of temporary 
bouts of financial market vol-
atility. 

•  Globally, weak to moderate 
growth entice governments 
to keep interest rates low 
and stimulate growth with li-
quidity; however, rising price 
inflation creates a policy di-
lemma – a debt trap.

•   The mix of expansionary 
money supply, artificially low 
interest rates and excessive 
bailout measures, at some 
point convert into visible 
price inflation.

•  Inflation expectations lead to 
abrupt bouts of high price in-
flation, and possibly even hy-
per-inflation in some coun-
tries; Weimar-style patterns 
evolve.

•  Global banking and fiat cur-
rency system fails; capital 
and financial markets come 
to a standstill.

•  Leading world currencies of 
primary debtor nations (US 
dollar, Euro, Japanese Yen, 
UK Sterling) are candidates 
for rapid and stark deprecia-
tion or collapse. 

•  Global state of affairs now 
affords opportunities of real 
and meaningful system ad-
justments and improvements 
toward sound money and 
government accountability.

•  Return to gold-backed cur-
rency system becomes an 
increasingly recognized and 
desired option.

Scenario 1:
Financial Market

Stabilization

Scenario 2:
Reflationary
Debt Trap

Scenario 3:
Deflationary
Recession

Scenario 4:
Inflationary
Collapse

Figure 13: Big Picture Scenarios

Source: BFI Wealth Management; BFI MAP™ Big Picture Review April 2012
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Scenario 3: Deflationary Recession
A transition into the deflationary recession of Scenario 3 
could be triggered by a host of developments originating in 
Scenario 2. Historically, it has become clear that the inter-
ventions of central banks and governments are not as pre-
cise and calculable as they want to make us believe. 
A sudden rise in inflation rates may entice governments to 
raise interest rates too quickly. Or, a sequence of sovereign 
defaults may destroy the trust in government’s ability to 
achieve a soft landing in the aftermath of the debt crisis. 
Whatever triggers a transition into Scenario 3, it will lead to 
an escalation of sovereign debt issues and result in a glob-
al economic and financial recession or even depression.

Governments and central banks can be expected to resort 
to aggressive intervention measures. However, the defla-
tionary forces dominate and result in a period of low to 
negative growth rates, price deflation and accelerated de-
leveraging. 

Overall, the events to be expected in Scenario 3 would be 
comparable to the period of 2007 to 2009: a severe bank 
and credit crisis pushes financial markets into a crash 
mode -- the current global banking and fiat-currency sys-
tem is on trial. System-relevant sovereign and corporate 
defaults will lead to further contraction in OECD econo-
mies and slow down the growth in emerging economies 
seriously. Bailouts of banks, corporations and sovereign 
debtors are financed via measures of severe financial re-
pression and stark inflation.

Scenario 4: Inflationary Collapse
Scenario 4 may be triggered from the constellation of Sce-
nario 2, the Reflationary Debt Trap, as well as Scenario 3, 
the Deflationary Recession, depending on how things unfold. 

As discussed in our expectations of the most likely govern-
ment measures, we expect inflation, next to financial re-
pression, to be the primary policy of choice. Price inflation 
is known by its potential to spring up suddenly. At some 
point, controlling inflation may become difficult. As govern-
ments are torn between fighting the prospect of rising in-
flation versus the danger of negative growth and deflation, 
they may inflate too aggressively. 

As a result, the mix of expansionary money supply, artifi-
cially low interest rates and excessive bailout measures 
may at some point transform into visible price inflation, 
thus raising inflation expectations. This would lead to 
abrupt bouts of high price inflation, and possibly even hy-
per-inflation in some countries.

The lack of money velocity is compensated via increas-
ingly aggressive money supply growth. In this Scenario, 
consequently, global banking and fiat currency systems 
fail. Capital and financial markets become disorderly. 
Leading world currencies of primary debtor nations (US 
dollar, Euro, Japanese Yen, UK Sterling) are candidates 
for rapid and stark depreciation or collapse. 

On the bright side, this scenario may in fact pave the way 
for real and meaningful system adjustments. Policy chang-
es and improvements toward sound money and govern-
ment accountability may become an option. The return to 
a gold-backed currency system may be forced upon gov-
ernments by voters who are no longer willing to entrust the 
state with the complete power of money. 
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Scenario Probabilities and Time Horizons
In order to employ these Scenarios for the purpose of our 
investment decisions, we estimate how probable they are 
on a time line of 3 to 24 months. Figure 14 summarizes 
our estimate in this regard.

Currently, we are concerned that the world economy is on 
the brink of slipping into the territory of Scenario 2. We do 
not think that the recovery story of Scenario 1 will hold up 
much longer. In fact, over the next 12 months, we consider 
Scenario 2 as the most probable. Depending on how things 
evolve, we currently give a higher probability of slipping into 
a deflationary recession (Scenario 3) within 24 months. 

However, in the longer-term, i.e. 24 months or more, the 
danger of a high inflation, or even hyper-inflation in some 
economies, exists. We give that Scenario a moderate 
probability in about two years. Currently, we are not con-
cerned about high inflation quite yet, since strong defla-
tionary pressures still exist.

“There is no means of avoiding the fiscal collapse of a boom 
brought about by credit (debt) expansion. The alternative 
is only whether the crisis should come sooner as the result 
of a voluntary abandonment or further credit (debt) ex-
pansion, or later as a final and total catastrophe of the 
currency system involved.”  Ludwig von Mises

Investment Implications
Depending on which Scenario materializes, the most suit-
able asset classes and investments will differ. As sum-
marized in the following figure, certain asset classes will 
do better than others in some Scenarios. Some will per-
form well in only one or two of the Scenarios while others 
again will do well or even excel in all of the Scenarios. 
Those asset classes are, in our view, gold, silver and com-
modities. 

Obviously, in view of the uncertainties, particularly in Sce-
nario 2, implementing an investment strategy that pro-
vides for solid returns all the time and with certainty is 
difficult. However, we are confident that those investors 
that are prudent and have sufficient patience will be able 
to preserve their wealth and, particularly in the event of 
Scenario 4, even take advantage of substantial opportuni-
ties.

It is noteworthy here that we do not consider all asset 
classes in Figure 15. For example, we have excluded real 
estate or private equity investments. This is not to imply 
that we find such asset classes unsuitable. On the con-
trary, in times of inflation, investments in hard assets in-
cluding real estate may be very interesting. 

However, real estate investments are subject to very spe-
cific regional or even local factors. Similarly, an invest-
ment in a start-up company may, in terms of its value 
development, be somewhat independent of general equity 
markets. Finally, such investments tend to entail specific 
aspects of risk, illiquidity, specialty expertise or insider 
knowledge that may make it unsuitable for the portfolios 
of most investors. 

This said, and with regards to the more speculative or ag-
gressive portion of your investment portfolio, we consider 
some special stories in the realm of agriculture, the real 
estate or bio-tech areas, as well as personal and entrepre-
neurial engagements as interesting investment areas at 
any given time. 

Figure 14: Scenario probabilities and time horizons

Source: BFI Wealth Management; BFI MAP™ Big Picture Review April 2012
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Asset Class Suitability

 Cash /Currency MODERATE
 Stocks HIGH
 Bonds MODERATE
 Commodities HIGH
 Gold MODERATE
 Silver MODERATE

Preferable Allocation 
•  Cash /Currency: Euro over 

USD; plus CHF, NOK, YEN.
•  Stocks: Emerging markets 

(EM) or strong EM exposure, 
mining stocks, cyclical over 
defensive, US over European, 
alternative investments.

•  Bonds: No maturities > 2 
years; bonds of distressed 
countries afford growth 
potential.

•  Commodities: Agriculture, 
base metals, energy.

•  Precious metals: Silver and 
other industrial metals over 
gold.

•  Other: Stocks in Japan, US, 
and some EU countries are 
„cheap“.

Asset Class Suitability

 Cash/ Currency HIGH
 Stocks LOW
 Bonds MODERATE
 Commodities MODERATE
 Gold MODERATE
 Silver MODERATE

Preferable Allocation
•  Cash Currency: Hard curren-

cies (CHF, NOK).
•  Stocks: High quality dividend 

paying stocks; selective 
mining; value plays in 
countries close to or after 
default.

•  Bonds: Solid issuers and 
hard currencies only.

•  Commodities: Agriculture, 
base metals, energy.

•  Precious metals: Gold over 
silver and industrial metals.

•  Other: Alternative invest-
ments with low financial 
market correlation; avoid 
highly indebted countries with 
confiscatory tendencies. 

Asset Class Suitability

 Cash/Currency MODERATE
 Stocks MODERATE
 Bonds LOW
 Commodities MODERATE
 Gold HIGH
 Silver HIGH

Preferable Allocation 
•  Cash/Currency: Hard 

currencies (CHF, NOK) and 
selective Asian currencies.

•  Stocks: High quality dividend 
paying stocks with exposure 
to emerging markets, 
selective mining.

•  Bonds: Avoid bonds generally, 
especially of highly indebted 
nations.

•  Commodities: Agriculture, 
base metals, energy.

•  Precious metals: Gold over 
silver and industrial metals.

•  Other: Selective hedge funds; 
volatility plays.

Asset Class Suitability

 Cash/Currency LOW
 Stocks MODERATE
 Bonds LOW
 Commodities HIGH
 Gold HIGH
 Silver HIGH

Preferable Allocation 
•  Cash/Currency: Hard 

currencies (CHF, NOK) for 
liquidity positions.

•  Stocks: Value plays; High-
quality dividend paying 
stocks; emerging markets 
and European stocks over 
US.

•  Bonds: Avoid bonds.
•  Commodities: Agriculture, 

base metals, energy.
•  Precious metals: Gold over 

silver.
•  Other: Build liquid positions/

avoid debt and illiquid 
investments to allow for 
once-in-a-lifetime investment 
opportunities.

Scenario 1:
Financial Market

Stabilization

Scenario 2:
Reflationary
Debt Trap

Scenario 3:
Deflationary
Recession

Scenario 4:
Inflationary
Collapse

Figure 15: Suitable asset classes and preferable allocations
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CONCLUSIONS

To conclude, a few learning points should stick out. We 
hope that readers will recognize the necessity of adjusting 
their investment priorities and expectations. Risk manage-
ment and wealth preservation should be your primary fo-
cus today.

In the context of risk management, and in light of the high 
probability of increased financial repression in the highly 
indebted economies of the US, the UK, Japan and some 
European countries, you absolutely need to look beyond 
asset allocation and investing. Before thinking of investing, 
in fact, we strongly recommend you consider structural as-
set protection measures and wealth strategies that involve 
some degree of multi-jurisdictional diversification. 

“… I add and must emphasize again: diversify your poli-
tical risk. I truly believe that increasingly desperate states 
will be the greatest risk to your wealth, going forward. The 
swelling masses of have-nots are going to turn their incre-
asingly hungry eyes on the haves, and the politicians are 
going to pander to them – and these days, if you have any 
net worth at all, you're a have. When the food riots start in 
New York, LA, London, Paris, etc., I want to be good and 
far away.”  Doug Casey

In other words, consider keeping part of your wealth out-
side of the jurisdiction that you live and pay taxes in. This 
does not suggest that you should break any rules. Quite 
on the contrary, we strongly urge readers to comply with 
the rules of their tax jurisdiction. But from a standpoint of 
asset protection and wealth preservation, keeping part of 
your wealth offshore affords an increased level of safety 
and privacy.

In the context of your investments, be aware that formerly 
safe investments are no longer safe. In particular, bonds 
should not be assumed as being safe. Long-term bonds in 
particular are risky in consideration of current low interest 
rate levels. And, government bonds of highly indebted na-
tions need to be included here as well. 

The suitability of other asset classes depends on which 
Scenarios materialize. Gold and silver are the exceptions 
here as they should do well under any of these circum-
stances. Due to the uncertainties, an active observation 
of the markets and proper risk management is paramount 
in current and future portfolio management.

Finally, we hope this report will illustrate the fact that fi-
nancial repression and inflation -- individually as well as in 
combination – are formidable weapons of mass wealth 
destruction. Historically, these debt reduction “tools” are 
not uncommon. They are real. You should also then recog-
nize the risks originating in these measures as real. And, 
you should take action and formulate a wealth preserva-
tion and asset protection strategy that addresses the im-
minent realities of our times.
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