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what happens next? 
how the economic “phoney war” will end  

 

The uneasy economic calm that has prevailed since the 2008 banking crisis is analogous to the 

“phoney war” of 1939-40. Like that military event, this economic one will end with a bang.  

Behind governments’ routine assurances to the contrary, the reality is that the world is ex-growth, 

governments and economies are indebted far beyond sustainable levels, the banking system 

remains extraordinarily vulnerable to the next shock, and strong rallies in global bond markets are 

bubbles waiting for a pin.   

Fundamentally, the problem is that the monetary economy has grown far beyond a scale sustainable 

by the underlying ‘real’ economy of energy and broader resources. The energy returns equation 

critical to growth in the real economy is weakening relentlessly, meaning that output is not capable of 

meeting the future claims embodied in the monetary system. 

No-one in authority has any real idea about how to bridge the gap between the two in any way short 

of value-destruction on a systemic scale. Moreover, Western governments have entered into welfare 

spending commitments which cannot conceivably be met in the absence of robust growth. 

In the absence of solutions, governments are prioritising the defence of the status quo in general, 

and of their own interests in particular. We are witnessing the early but unmistakable stages of an 

expropriation process designed to transfer private wealth to the state. Investment strategies need to 

allow for the future acceleration of expropriation.  

Inflation – whether deliberate and co-ordinated, or accidental and uncontrolled – must play a role in 

devaluing excess monetary claims on the real economy, and the failure of inflation to take off – thus 

far – in response to quantitative increases in the supply of money should be understood in terms of 

suppressed monetary velocity. This inflation-limiting factor is likely to end very abruptly.    

Inflation will not be enough, however, to destroy excess monetary claims on the faltering real 

economy. This means that formal defaults are inevitable. Bond markets, in particular, look like 

accidents waiting to happen. 

Investors need to confront this situation with strategies suited to the unprecedented challenges 

ahead. Monetary and quasi-monetary instruments face the dual threat of value destruction and state 

expropriation, so should be treated with caution, whilst accumulating long positions in selected 

physical assets could be advantageous.  

Investors should also take a cautious view of the most vulnerable economies, specifically massively-

indebted, high-spending, ex-growth countries such as France, the southern Eurozone countries, 

Britain and Japan.    
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The “phoney war”  

When France and Britain declared war on Germany in September 1939, there was a widespread 

public assumption that destruction would pour down from the skies (“the bomber”, Stanley Baldwin 

had warned, “will always get through”) and the thus-far all-conquering Wehrmacht would unleash 

blitzkrieg on allied forces in northern France.  

Instead, an eerie hush descended over Western Europe. Children were evacuated from London, 

soldiers leaned on their rifles, the Local Defence Volunteers1 drilled with makeshift weapons, and the 

Royal Air Force, forbidden to use anything more lethal, dropped leaflets on German cities. Only at 

sea did anything at all seem to happen. This was the “phoney war”, and it was to last until May 1940, 

when German forces swept through the Low Countries, circumvented the Maginot Line and started 

the Battle for France. 

Since the 2008 banking crisis, the global economy has experienced its own, very similar “phoney 

war”. Compared with the nine-months’ duration of its 1939-40 predecessor, the economic phoney 

war has now lasted for five years, more than long enough for complacency to set in.  

The bombs of economic collapse have not, after all, rained down on the developed economies, the 

Maginot Line of government support for the banks has not suffered a fatal breach, sovereign and 

corporate casualties have been few in number, and it seems, to many, that the world has escaped 

what looked very like the onset of economic disaster. After all, bond and equity markets are booming, 

property prices appear to have stabilised, and the price of gold – that famed barometer of fear – has 

staged a sharp retreat.    

Five years on – plus ça change 

That’s all right then, is it? Don’t you believe it. The current uneasy calm is unsustainable, not least 

because the real economy is weakening whilst demographic pressures are exacerbating welfare 

commitments which already far surpass forward capabilities. The biggest problem of all, however, is 

that monetary and debt claims on the future far exceed likely output.  

Though governments would have you think otherwise, the denouement of the credit super-cycle has 

been postponed, not cancelled. The global economy – and, more particularly, the economies of the 

Western developed countries – have not delivered a material recovery. The real incomes of the 

majority have continued to deteriorate, and political discontent simmers.  

Official claims that the banking system has been safeguarded are contradicted by the statistics, 

which show that reserves ratios remain perilously slender. Ritual assurances that “debt is under 

control” are likewise gainsaid by the numbers. The sterile debate between “stimulus and austerity” 

has become an increasingly threadbare cloak covering official bewilderment and paralysis over how 

to restore growth and stability. Debt haircuts, though they have happened, remain far exceeded by 

debt forbearance, whilst the spectres of zombie companies continue to stalk the business world. 

Banking reform has been half-hearted at best, leaving intact a bubble-creating mechanism which is 

evident at this time in a string of asset classes.  

                                                 
1 The LDV was renamed the Home Guard in July 1940, perhaps because wags so often misinterpreted its initials as “Look, Duck, 
Vanish”  
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Behind the scenes, governments are very, very nervous. Rising sovereign debt ratios, though 

worrying in themselves, are but the tip of a liabilities iceberg, the reality being that Western states 

have at least two commitments – one longer-term, the other potentially much more immediate – 

which keep policymakers awake at night.  

The longer-term commitment is welfare, where governments have made promises that simply cannot 

be kept unless robust growth can be restored – and there is little or no prospect of that - whilst 

demographic trends remain relentless.  

The nearer-term risk is a financial crisis which, this time, could be big enough to overwhelm the sand-

bags with which debt-ravaged states can attempt to shore up their banking systems. Certainly, 

government balance sheets are not remotely in a condition to withstand any repetition of 2008. 

Economics is, to a very considerable extent, a matter of sentiment, so governments can claim some 

justification, at least, for trying to sustain confidence, and for telling everyone that the crisis is over. 

The way in which governments clutch at straws is typified by the gleeful way in which critics have 

seized upon statistical mistakes in ground-breaking research by Carmen Reinhart and Kenneth 

Rogoff. Whilst admitted, these mistakes are minor, and do nothing to undermine the essential 

argument that debt, beyond a certain level, is gravely injurious to growth. 

An objective look at the figures reveals that the official line is not so much confidence as a blatant 

con-trick. Even on the basis of unreliable official data, the global economy is flat-lining. Booms in 

equity and bond markets are attributable primarily to the inflow of funds from QE (“quantitative 

easing”, the current euphemism-of-choice for running the printing presses), money which, after all, 

has to go somewhere. The bond market, in particular, has all of the characteristics of a bubble 

waiting for a pin. As will be explained later, the inflation monster has not been slain, but waits in 

uneasy slumber. 

The American economy is recovering, and some progress at least has been made on deleveraging, 

but underlying growth is tepid. Countries like Japan and Britain, characterised by ultra-high debt and 

moribund economies, limp on in the vague hope that “something will turn up”. Far from being “fixed”, 

Eurozone debt continues to increase, and the deterioration in the European economies is not only 

continuing but is now spreading to include France as well as the “usual suspects” in the Club Med. 

Property prices in many countries remain exposed, despite central bank policies designed to keep 

housing markets afloat on a tide of ultra-cheap liquidity and synthetic optimism.  

Not even China can look to the future with unalloyed optimism, since growth is slackening, debt 

problems are emerging at the regional level, and the resources predicated by consensus economic 

projections very probably do not exist. 

Pragmatic purists and the purely pragmatic 

Increasingly, influential voices in the rarefied atmosphere of monetary economics are calling for 

radical initiatives which move away from the unreality of current stop-gap policies. The global 

economy, these ‘pragmatic purists’ argue, is burdened with debt which everyone realises can never 

be repaid anyway, so co-ordinated haircuts might be in order – and what, they ask, is the point of 

allowing the fiction of ultimate repayment to drag down global growth prospects?  
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Second, since soft default (through inflation) is one way of implementing such haircuts, wouldn’t it 

make sense to abandon any claim for the ultimate reversibility of QE – claims which any thinking 

person has long since dismissed anyway – and, at the same time, launch globally-co-ordinated 

money-printing initiatives designed to deflate accumulated debts in a way which avoids a chaotic 

‘race to the bottom’?  

The case for co-ordinated QE has superficial attractions. As was demonstrated by the simultaneous 

cut in policy rates, co-ordinated action demonstrates resolve whilst also forestalling a “race to the 

bottom”. 

The pragmatic purists’ analysis has the merit of honesty, even if some of their prescriptions could 

create havoc. (Indeed, investors should shy like frightened horses at the merest mention of 

“unconventional policy measures”). The majority of policymakers, on the other hand, are not 

‘pragmatic purists’ at all, but are purely pragmatic. Whilst caring not one whit about intellectual purity, 

governments are far more concerned with the simple matter of preventing their various ships of state 

from capsizing. 

Smash and grab – the process of expropriation 

The weapon-of-choice for politicians trying to keep the ship afloat is expropriation. Put simply, they 

need to grab an ever-larger share of private wealth if they are to sustain state commitments and 

maintain the institutional status quo in an era in which, at least for now, their economies have gone 

ex-growth, and they have few scruples, if any, about how they accomplish this expropriation, 

particularly when their own jobs and perks, and the well-being of their backers, are on the line.  

Though history is full of examples of crudely-handled expropriation, the preference nowadays is for 

greater subtlety. Although creditors have suffered default in Greece, bank depositors have been 

fleeced in Cyprus and high-earners have been taxed into flight from France, few contemporary 

governments would consider a repetition of Roosevelt’s 1933 Executive Order 6102, which 

confiscated all private gold on penalty of a lengthy term of imprisonment.  

Governments have some suitable tools to hand, because states already expropriate private wealth in 

subtle and routine ways. Both inflation and ‘fiscal drag’ are standard methods of transferring value 

from the individual to the state.  

In today’s circumstances, however – circumstances composed of weakening economies, 

accumulated imprudent promises and relentless upwards demographic pressure on welfare costs – 

governments are seeking new expropriation tools in addition to the subtler fiddles of the past.  

Not surprisingly – since both are large, hugely-indebted developed economies whose future viability 

is debatable - Britain and Japan are good (by which, of course, we mean ‘bad’) examples of 

accelerating expropriation. In Japan, the Abe government has used historic deflation and a prolonged 

period of stagnation to justify a QE programme which will dwarf those thus far invoked by the Fed or 

the Bank of England. Over the longer term, money-printing on this scale must create an inflationary 

process which transfers value from the holder of the currency (the private individual) to its issuer (the 

state). Advocates of QE routinely defend the practice on the grounds that it has not – yet – triggered 

inflation but, as will be explained shortly, an inflationary outcome has only been averted, thus far, by 

the post-crisis slump in monetary velocity.     
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The United Kingdom is a copybook example of a multi-faceted approach to expropriation. Though 

Britain has used QE, the main purposes of money-printing, thus far, have been the monetisation of 

debt and the manipulation of interest rates rather than the calculated stimulation of inflation. More 

broadly, the UK has both plundered value from savers and deflected the burden of austerity from the 

state to the individual.  

Together, low interest rates and QE have battered British savers in general and private pension 

provision in particular, costing savers an estimated £220bn since 20092. Saver loss on this scale 

matters, not just in terms of equity but also in terms of its impact on the future cost of social provision, 

and it should never be forgotten that savings are the ultimate source of investment capital in a viable 

economy. 

Meanwhile, the burden of austerity has been imposed relentlessly on the general public rather than 

on the state itself or on state-favoured entities. Real wages have fallen sharply whilst, over anything 

but the very short term, government spending has increased.  

Between 2007 and 2012, nominal wages in Britain increased by 10%, but prices – even on the 

official CPI basis – rose by 17%, whilst the cost of essential purchases soared by 33%3. Significantly, 

much of the surge in the price of essentials has been attributable to outgoings whose costs are 

controlled by the state, either directly (through government-determined sales and local taxes and 

levies, and duties on items such as fuel, alcohol and tobacco) or indirectly (through ‘regulated’ 

markets which include electricity, gas, water and travel fares). Government fingerprints, then, are all 

over the rapid rise in the cost of household essentials which has impoverished individuals. 

Whilst the average wage-earner has seen his or her real income decline – by 6% when measured 

against CPI, but by 17% when compared only with the cost of essentials – real-terms state spending 

increased by 11% between fiscal years 2007-08 (£646bn at current prices) and 2012-13 (£720bn)4.  

The clear implication is that the state is protecting its own interests at the expense of private 

individuals and businesses. Results have included sharp falls in living standards, continuing high 

levels of household indebtedness, and the recourse of perhaps 20% of all households to debt in 

order simply to keep food on the table5.  

Now, the British government is engaged in a cynical attempt to re-inflate the domestic property 

bubble by offering to underwrite deposits at scales of leverage far beyond those which commercial 

bankers consider prudent. Though this might just create a debt-funded spurt in GDP in time for the 

next election, its longer-term effects will be to exacerbate both household indebtedness and Britain’s 

extreme vulnerability to any upwards movement in interest rates. 

Be it America in 1933 or Britain today, the point - one which investors should take very much to heart 

– is that governments will act with a total lack of scruple when it comes to plundering private wealth 

in order to keep the top-heavy ship of state from sinking beneath the waves.  

 

 

                                                 
2 Source: Save Our Savers 
3 Sources: Office for National Statistics (wages and CPI), Tullett Prebon UK Essentials Index (essentials inflation) 
4 Sources: HM Treasury and Tullett Prebon UK Economic & Fiscal Database 2012 
5 Source: Survey by Which?, May 2013 
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Inflation – the dog that hasn’t barked (yet) 

To understand impending trends, we need to appreciate why money-printing on an epic scale has 

not - thus far - triggered inflation. After all, everyone knows that the printing of money in the Weimar 

Republic ignited hyper-inflation, so why hasn’t QE had the same effect?  

Well, put very simply, if the people of 1920s Germany hadn’t spent this money, but had stuffed it 

under the proverbial mattress instead, inflation would not have taken off. The real problem was, not 

that they had this money but, rather, that they spent it. Put more elegantly, the effective money 

supply – the definition of the money supply relevant to inflation – isn’t a purely quantitative concept, 

but is a factor of quantity multiplied by velocity.  

During the financial crisis, the velocity of money plunged as people became much more cautious, 

preferring to save rather than spend. This much-reduced propensity to spend decreased the effective 

money supply by reducing velocity, which in turn enabled central banks to increase the quantity of 

money without triggering inflation. 

The danger, of course, is that a rebound in velocity – that is, in the propensity to spend – could 

combine with the expanded quantity of money to trigger inflation. This could happen pretty quickly 

and easily if public expectations of low inflation were to give way to a collective fear of price 

escalation. For this reason, governments and central banks around the world have endeavoured to 

reinforce the anchor of low inflation expectations, not least by massaging the inflation figures as well 

as by drip-feeding warnings of deflation into the debate. The reality, of course, is that inflation is very 

likely to take off, not least because inflation is the only practical way, short of outright default, in 

which the value of accumulated debt burdens can be reduced. 

The core problem – diverging real and monetary economies 

As we explained in the report Perfect Storm, the outlook cannot properly be understood unless it is 

appreciated that there are two economies, not one – a ‘real’ economy driven by surplus energy, and 

its shadow counterpart, the ‘monetary’ economy.   

Ultimately, all economic activity is driven by energy. This term needs to be defined very broadly, 

since the concept of ‘energy’ is by no means limited to obvious exogenous inputs such as coal, oil 

and gas, but also embraces nutrition and labour. In the pre-industrial age, all economic transactions 

concerned the products of labour, past, present or future. This remains true of the modern economy, 

so long as the term ‘labour’ is understood to embrace the work done by energy inputs as well as by 

human efforts.   

The first great step forward from the zero-surplus, hunter-gatherer society occurred more than 

10,000 years ago, when the discovery of agriculture liberated the first (albeit modest) energy surplus. 

The second, far larger transformation occurred with the harnessing, via the heat engine, of 

exogenous sources of energy, a process which applied enormous leverage to the very limited 

surplus which human labour alone can provide.  

Ever since society moved beyond the subsistence level when the discovery of agriculture liberated 

the first energy surplus, money has been used as a convenient proxy tokenisation of the ‘real’ 

(energy) economy. Money, as a claim on economic outputs, is a claim on energy and, since debt is a 
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claim on future money, debt is best understood as a claim on the future output made possible by 

energy.  

So long as the real economy continued to expand, the claims embodied in the monetary economy 

stayed reasonably consistent with future output. But the critical determinant of the real economy – 

surplus energy, calibrated as the energy return on energy invested (EROEI) – is now in pronounced 

decline. Our research indicates that the global average EROEI may now have declined to as little as 

15:1, from 26:1 in 2000 and 40:1 in 1990. In practical terms, this means that the cost of energy now 

absorbs 7.0% of economic output, up from 2.6% in 1990 and 4.0% in 2000. By 2020, the cost of 

energy is likely to have risen to 9.6% of economic output (an EROEI of 11.5:1), which will expose to 

public view a decline in productive capacity which seems already to have been crimping output for at 

least a decade6.  

Far from mirroring the downturn in the productive capabilities of the real economy, the monetary 

economy has continued to expand, creating future claims which the real economy will be unable to 

satisfy. Various processes have contributed to this divergence between the real and the monetary 

economies. The ‘credit super-cycle’, which began in the 1980s, prompted massive increases in the 

relationship between debt and current output. Globalisation, which outsourced production from the 

West to the emerging economies, did not have its counterpart in reduced Western consumption, 

because debt was used to bridge the gap between consumption and production. A process of 

statistical degradation has served to hide this process from policymakers as well as from investors. 

As Western lifestyles have been financed increasingly from debt rather than from production, the 

share of the economy accorded to the financial sector (as gatekeeper of the debt system) has 

increased, and so has Western indebtedness to the more productive economies of the east. 

Since the real economy is a physical entity determined by the laws of thermodynamics, the 

reconciliation process must inevitably involve the destruction of notional, artificial value from within 

the monetary economy. Put simply, the claim value of the monetary system will have to be 

degraded until it reaches equilibrium with the diminished forward capabilities of the real 

economy. In this context, investors should note that the supply of other resources – including food 

and water as well as minerals – is a function of the availability and cost of the energy without which 

they cannot be produced.                

The obvious tool with which to destroy the value both of monetary claims in general and of debt 

claims in particular is inflation, but this brings us into collision with what is described here as a “cash 

paradox”. Destroying the value of money through inflation involves the paradox of increasing the 

amount of money in the system such that, whilst each individual dollar, pound or euro becomes worth 

less, the supposed value of money in the aggregate does not decrease. The “cash paradox” means 

that inflation alone, though inevitable, will be insufficient to reconcile the monetary and the real 

economies. Therefore, hard default – whether on debt alone or on money itself as well – becomes an 

inevitability. 

When we recall that governments are certain to try to buttress themselves by the expropriation of 

private wealth, particularly where that wealth is held in monetary form. Just as the value of monetary 

assets is degrading, their residual value will suffer further from state expropriation.     

                                                 
6 See Tullett Prebon report Perfect Storm 
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For the investor, one implication is abundantly clear, and that is an imperative need to treat all forms 

of monetary instruments with caution whilst looking favourably at physical assets, particularly where 

these either (a) represent a valuable product of past energy investment, or (b) will have increasing 

value in the increasingly energy-constrained economy of the future.  

China, it should be noted, is doing exactly this when it converts the dubious value of its Western (and 

principally American) monetary claims into physical assets such as land, minerals and energy. China 

is proving equally astute in developing a blue-water navy for the purpose of protecting its extended 

lines of resource ownership.     

What happens next   

Before turning to what is likely to happen next, we should note some of the points that have been 

established so far. 

First, a huge gap has opened up between the real and the monetary economies. Since the early 

1980s, there has been an exponential expansion in the “claim value” of the financial economy, but 

the deterioration in the real (energy) economy means that monetary claims on the future cannot 

conceivably be satisfied. 

Second, analysis of the trend in EROEIs (energy returns) indicates that the real economy probably 

ceased to expand as much as ten years ago, and is likely to contract in the future. The critical issue 

is the availability of surplus energy, in which context it is necessary to counter the arguments of those 

who believe that shale gas is the solution to the economy’s energy constraints. To be sure, shale gas 

production has grown at a rate sufficient to exert major downwards pressure on natural gas prices in 

the United States, but all available EROEI data indicates that shales are not the answer to a 

declining energy surplus.  

Existing EROEI calculations for shales might be wrong, of course, but a far more persuasive 

argument is that the enormous sums raised (very profitably) by Wall Street for shale gas activities 

have created a drilling bonanza which is reflected in initial production but which is unlikely to be 

sustained as well productivities decline (something which seems to happen pretty rapidly). One does 

not need entirely to subscribe to the “ponzi scheme” view of shales to suggest that this sector is a 

bubble hyped on the basis of unsustainable expectations.  

Declining EROEIs need not lead to a significant decline in absolute volumes of hydrocarbon 

production. What is likelier to happen is that volumes will be sustained, but that energy-equivalent 

costs will rise as net energy output declines. This is likely to be characterised by “energy sprawl”, a 

term describing an expansion in the scale (and the cost) of the energy infrastructure. Indeed, “energy 

sprawl” is already happening on a large scale, but is concentrated in the emerging economies, most 

notably in China. The West, too, will face spiralling energy infrastructure costs if gross volumes are to 

be maintained, a phenomenon already evident in the daunting capital cost projections now attached 

to system maintenance. Some countries, such as the UK, already look incapable of funding future 

energy infrastructure investment on a scale sufficient to avert supply shortages.   
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Since the fundamental issue is the chasm which divides the monetary from the physical economy, it 

must be evident that little or no real progress has been achieved since 2008. The scale of debt thus 

far written off is extremely small in relation to overall excess monetary claims. 

The critical relationship between energy costs and economic output is likely to impose an “oscillating 

trap” on the economy. If global growth were to pick up, energy (and broader resource) costs would 

soon rise to the point where growth is choked off. The resulting decrease in output might, 

temporarily, reverse earlier energy price gains, but prices would rise again at the any uptick in the 

economy.  

Meanwhile, monetary claims must be destroyed, but inflation – as a “soft default” mechanism – 

cannot accomplish this because of the “cash paradox” described earlier. As the inevitability of “hard 

default” becomes steadily more apparent, the bubble in bond markets will puncture, an event which, 

in itself, will make a significant contribution to the destruction of monetary claims. At the same time, 

we can expect crises to recur, both in the developing and in the developed worlds. Whilst the catalyst 

in the West is likely to be a further erosion of living standards, food shortages are a more likely 

trigger in the developing economies. 

The impending debt crash 

At some point, sovereign defaults seem certain to play a big role in the value destruction process. 

The first defaults are likely to occur in resource-poor developing countries, where the escalating cost 

of energy-linked commodities is likely to undermine economies to the point where any residual 

credibility attaching to sovereign borrowers will evaporate. 

It would be foolhardy in the extreme to suppose that the developed economies can be ring-fenced 

from sovereign default, and the strong probability has to be that at least one major economy will 

crash. Amongst the larger developed countries, and although both France and the southern 

Eurozone countries are clearly vulnerable, the greatest risk probably attaches to Japan and the 

United Kingdom, not least because these are the countries most severely exposed both to aggregate 

indebtedness and to interest rates. 

The view expressed here is that Britain may be the likeliest victim of this process. For a start, 

Britain’s aggregate private and public debt, at about 510% of GDP7, is by far the worst in the OECD. 

To be sure, this number falls (to a still-frightening level of about 370%) if bank sector debts are netted 

off, but any such calculation assumes a total absence of counter-party default.  

Britain already has difficulties servicing its broader external commitments, which include essential 

food and energy imports in addition to debt interest – the 2012 slump in the current account (to 3.7% 

of GDP) is widely expected to worsen (to 4.6% in 2013, according to the IMF)8. Amongst domestic 

mortgages, an estimated 12% are already in forbearance, and available statistics suggest that a 

200bps rise in interest rates could lift the proportion of troubled mortgages to more than 50%. 

It does not help, of course, that the British economy suffers from severe structural weaknesses. 

Because the UK became a hostage to private borrowing and public spending in the run-up to 2008, 

                                                 
7 Source: McKinsey report 
8 Sources: Office for National Statistics, IMF 
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about 70% of the economy is now incapable of growth9. By far the likeliest trigger for a British crisis is 

a rise in interest rates. As well as damaging the mortgage book, this would trigger a decrease in 

consumer spending and broader economic activity which could very rapidly engulf the banks in a 

wave of commercial as well as residential property defaults. The British banking system is in no state 

to cope with either event, let alone both, and the scale of, and the trend in, state indebtedness 

suggests that the rescue performed in 2008 could not be repeated. Indeed, it is likely that a crisis 

would trigger a call on the off-balance-sheet banking sector guarantees (of which about £1.1 trillion10 

are outstanding) that were created in that year’s rescue of the system.                         

Conclusions 

Despite the uneasy calm now prevailing, a string of factors – the absence of growth, ultra-slender 

banking reserve ratios, and the increasing resort to unconventional policy measures such as QE – 

indicate that no means has yet been found for reconciling enormous monetary claims with a faltering 

real economy. 

As soon as the velocity of money rises, past increases in monetary quantities are likely to trigger 

inflation, but the “cash paradox” means that inflation alone will not suffice for the destruction of 

excessive monetary claims. We anticipate an internationally co-ordinated process of QE as the 

arguments of ‘pragmatic purists’ gain increasing sway.  

These considerations, together with accelerating state appropriation of private wealth, should incline 

shrewd investors to take a cautious view of cash- and quasi-cash assets in comparison with 

exposure to physical assets. 

In addition, investors should look with caution at countries (such as Britain and Japan) which are 

rendered extra-vulnerable by high indebtedness and faltering economic performance. 

 

 

 

 

 

Dr Tim Morgan 

Global Head of Research 

 

 

 

 

 

 

 

                                                 
9 Aggregate GVA of construction, real estate, finance, health, education, public administration and retail sectors on SIC 2003 
definition.   
10 Source: Office for National Statistics (figure is difference between public debt with and without financial interventions) 
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