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Introduction

Cryptocurrencies may be a play thing for
many, a new way to experiment with digital
cash or perhaps to buy things online at the
moment, they are going to be embraced by
governments, institutions and individuals,
but have yet to be adopted by the masses.
As some experts predict an impending
economic and financial crisis, cryptocurrencies, as a store of value, could play a
bigger role in international currency.
In general, during a crisis, traditional safe
havens such as precious metals, US dollar, US
Government bonds or real assets work as
the preferred hedges. However, with cryptocurrencies, people have new options. If
the US dollar becomes highly inflationary,
cryptocurrencies will be a popular alternative
as they are not tied to any specific country.
However, the world of cryptocurrencies is
wide and heterogeneous, and some of them
can only play this role in the future.
The first chapter of this paper identifies the
main reasons for a potential coming financial
turmoil (excessive debt and money creation,
excessive equity leverage combined with
a weakening market liquidity and irrational
exuberance 2.0). The second chapter
explores how traditional safe havens work
and can work in such a context and the third
one will examine whether cryptocurrencies
can be a new efficient solution as a hedge.
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What could trigger a financial
crisis and make asset prices
collapse soon?
Excessive debt and
monetary expansion:

Public indebtedness is much larger today than
in 2008, even though it has been stable for a
few years (see chart 1). Without the large and
accommodating monetary policies of major
Central Banks purchasing huge amount of
bonds and other assets that greatly swell their
balance sheets (also known as Monetary base –
see charts 2a/b/c/ showing the Monetary base
of major CB and chart d/ for the total Monetary
base), budgetary solvency of OECD countries
would not reach the equilibrium. Therefore, we
can observe an obvious interaction between
public debt policies and monetary policies.
Accommodative monetary policies allow OECD
countries to maintain public budget solvency
and help avoid a public budget crisis. Thanks to
the monetary policies of ‘great accommodation’,
OECD countries continue their extensive
budget policies (especially in the US where
the Trump administration is doing something
without precedent in the history of fiscal policy
making and is willing to continue increasing
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Chart 1
OECD* Public Debt (% of GDP)

public spending)! This circular mechanism is like
an endless vicious circle between public debt
and monetary base expansion that will continue
up until the day Treasury bonds investors lose
confidence.
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Great accommodation, QE (1) and budget
deficits: In the US, the Federal Reserve’s
balance sheet swelled to just over $4
trillion up from just under $900 billion
before the 2008 crash (chart 2a). Even
if the Fed has stopped buying bonds
for five years (tapering and smoothly
pumping), the other major Central banks
(ECB, BoJ, BoE) are still continuing similar
policies of monetary expansion. This
makes it clear that if another financial
crash occurred, Central Banks might not
be able to effectively play the traditional
role as Government bond buyer of last
resort. Theoretically, there is no a limit
to the Central Bank’s balance sheet but
there is a limit to how much money can
be ‘printed’ before the global market
loses confidence in the currencies (US
Dollar, Euro,…). Compounding this issue
is the current mismanagement of public
budgets, especially the US federal budget.
We need to add that China public and
private debt has been the fastest growing
debt in recent history (a mix of public
and private banking debts and ‘shadow
banking’ financing). Therefore, since the
government owns nearly all the banks, the
Chinese government is essentially on the
hook for the debts of the entire banking
system. As a result, China’s official reserves
(run by PBoCPopular Bank of China) are a
hedge, not only for country’s currency but
for its entire financial system (see chart
7- Fortune last article mentioning China’s
debt as one of the threats that have
appeared in the global outlook)
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Chart 2a
Federal Reserve Monetary Base

Chart 2b
ECB Monetary Base

Chart 2c
BoJ Monetary Base
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Excessive financialization
& reduced Market Liquidity
Chart 3
US Shares BuyBack smashed records in 2018

For many years, US corporates used to buy back
their own shares. Over the last few years, they
have purchased huge quantities of shares and
record should be reached in 2018 with a total
amount close to $1000 billion (chart 3). On the
one hand, US shareholders are pleased as shares
buyback increase eps (earnings per share) and
therefore tend to push stock prices higher.

But on the other hand, an excessive use
of shares buyback is disturbing because:

-

Most of the shares buyback plans are
financed by new corporates debts,
increasing the leverage (chart 4), thanks
to low financial charges because of
persistent low rate.

-

It shows that real investment return
is lower than total shareholder return
(especially when it’s financed in a period
of low-interest rates). This is a very big
issue for new industrial investments in
the medium-long run and abnormally
allocate money and debt to insufficiently
profitable corporates.

-

Chart 4
US Corporate debt is likely headed higher

Chart 5
Number of listed companies of US equity market

Progressively, the stock exchange is
losing its long-term function of financing
new companies. As shown in chart 5, the
number of listed US companies have
almost halved over the last 20 years
(the combined process of more shares
repurchased or deleted and fewer net
new listed corporates or IPOs).
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In one word, one should say that lack of listed names and constant
withdrawal of liquidity on the stock market is a sign of a capitalism that
is running out of breath. Indeed, instead of financing companies, the
equity market is withdrawing cash to pay shareholders. The US model for
financing firms is shifting from the stock exchange to an unlisted private
finance. And the shares buyback ‘cycle’ should also soon come to an end
and then cease to feed excessive stock market run. What’s next?

Irrational exuberance

Definition

It refers to investor enthusiasm that drives
asset prices up to levels that aren’t supported
by fundamentals. The term is believed to have
been coined by Alan Greenspan (one of the
former Federal Reserve Chairman) in a 1996
speech, “The Challenge of Central Banking in
a Democratic Society”. The speech was given
near the beginning of the 2000 dotcom bubble,
a textbook example of irrational exuberance. ”
But how do we know when irrational exuberance
has unduly escalated asset values, which
then become subject to unexpected and
prolonged contractions as they have in Japan
over the past decade? And how do we factor
that assessment into monetary policy?” asked
Greenspan. Irrational exuberance is believed to
be a problem because it gives rise to a bubble
in asset prices. But when the bubble bursts,
investors engage in panic selling, sometimes
selling their assets for less than they’re worth.
The panic can also spread to other asset
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classes, and can even cause a recession.
Greenspan raised the question of whether
central banks should address irrational
exuberance via monetary policy. He believed
that central should raise interest rates
when it appears that a speculative bubble
is beginning to take shape.
The fear is that excessive and persistently
low-interest rates would lead to excessive
risk-taking by some investors. One could
reach the conclusion that historically low
and stable interest rates pose a threat to
financial stability. This creates a seeming
paradox for policymakers. On the one hand,
the existing large shortfalls in aggregate
demand call for highly accommodative
monetary policies and historically lowinterest rates. On the other hand, such
policies have the potential to raise the
likelihood of financial instability in the future.
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Consequences
Chart 6
Cyclically Adjust Us Stocks Price-to-Earnings ratio (Shiller PE or CAPE)

This is precisely what happened after the
2000 dot-com bubble burst and up to the
prior Lehman collapse crisis period (see chart
6). Falling interest rates helped a lot the
re-pricing of financial assets as real estate
assets (properties and housing prices that
dropped a few years later at end of 2007). We
have entered in a similar phase for a few years
now with this unprecedented accommodative
stance by major central banks.

-

Abnormal downward pressure on interest
rates (on top of that, macro deflation
mechanism enhances this process that
progressively erase the long-term
investment risk-taking (no rates - no return)

-

Historical lows on stock market volatility
(thanks to regular equity up trend)

-

Inflation in all asset prices (equities,
government bonds, credit and high yield
bonds, emerging assets, real estate…asset
prices are too high! ) as liquidity excess
has not been able to trigger the ‘real’
inflation mechanism (no wages hikes => no
substantial core inflation).

-

To recap, a (too) long period of great
monetary accommodation has generated
extreme prices distortion and abnormal
asset returns

One of the consequences of such
policies are the followings:
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The quest for yield or for liquidity

We know that investors should not look just at
the total return different assets bring. Basically,
total return (capital appreciation and income) is
not the only way to consider the attractiveness
of investments. Academic speeches highlight
the fact that more risk you take and more
return you should get. The coming question
is to know how to measure the risk fairly. The
most used and well know is volatility even if,
over the long term, volatility is absolutely not
relevant and a nonsense as a risk indicator (and
long-term investors should only care to obtain
a substantial premium over inflation). Indeed,
do long-term institutional investors like pension
funds or insurance companies really need to
care about the mark-to-market volatility of the
assets that they’re holding? Yes they need to
care because there are various accounting
and funding regulations which tell them to care
and tell them to put a value on their assets and
liabilities. But the more they move away from
that point of view, the more they can focus
on the long term, the less it needs to concern
itself with what price something is trading at
in the market. But in fact, higher returns are
also compensation for lower liquidity. It is more
than a concept but a reality. Especially on the
fixed-income side and confronted with negative
real yields on AAA (the best rating) government
bonds, investors have gone on an enthusiastic
‘quest for yield’.

Chart 7
How to spot the next financial crisis?

Investment grade corporate bonds are often the
first port of call, then high yield and emerging
debt bonds were added to portfolios in order
to enhance total expected returns. Over the
past few years, the inflows into these categories
have been huge – but worrying questions arise.
Investment grade corporate bonds now yield
very little over government bonds, meaning that
the additional return is not rewarded anymore.
Moreover, many institutions increased and are
still increasing their allocations to no listed
assets (infrastructure, real estate, no listed
equities and private equity funds,…) that are
often profitable investments but well adapted
to long-term horizon only.
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Historically, more the bullish market trend
lasts a long period of time, and more investors
and market participants search for additional
returns or yields that they cannot assume in
term of risk. Obviously, in such periods, potential
capital appreciations are reduced, fixed income
investments yield low at the same time as
risks are rising (valuation metrics are high on
equities, yields are low and risk premiums tiny).
And it is time for a market slump. Following a
big market fall (2002, 2009) times changed and,
under the pressure of the risk control, investors
come back to the focus of liquidity constraints.
As said before, partially because of accounting
and funding regulations that push flows to
government bonds first ( ie Solvency II rules and
the cost of holding equities) , observation of
the bonds markets shows that liquidity issues
are tough and tough, particularly on some asset
classes as credit debts, high yield bonds or
small caps. This is a true threat for investors in
the years to come.

To summarize the first chapter, for
anyone looking for the next great
bubble, there is no doubt, look
no further, it is the debt bubble.
Fortune magazine highlights this
as a true threat also (Fortune
October 2018 - chart 7 and the
website ‘howmuch.net’ recently
published a new report that shows
a unique perspective, breaking
down debt into the deficits of
each U.S. President has added
throughout history – chart 8).
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We have talked about endogenous risks
without mentioning exogenous risks as
politics and geopolitics issues but many
are so much currently worrying that it
needs to be mention as:
-

Potential turmoil due to political issues in
Europe with consequences of the Brexit
or with the impact of the financial Italian
situation for Euro

-

Risk of oil prices spike in relation with a
possible crisis in the Middle East

-

Strengthening political tensions between
the US and China (the 2 Bigs struggle has
started !)

-

Increasing geopolitical risk and terrorism
fears. It is enough to consider that if
a catalyst (as one of some mentioned
before) pushed economies into recession
and forced to run new dollars/euros trillion
deficits to stimulate the economy, you
probably should wonder when creditors
and the financial community say that it is
too much. All of this looks like a recipe for
a potential big currency crisis.

And in such a crisis, where would people turn
if the US dollar became highly inflationary?
Certainly, people could opt for other sovereign
fiat currencies, but a dollar crisis is likely to
shake people’s confidence in almost every fiat
currency.
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What are the traditional safe
havens and would they make
a difference?

A safe haven is an investment that is expected
to retain or even increase in value during times
of market turbulence. Safe havens are sought
by investors to limit their exposure to losses in
the event of market downturns. However, what
appears to be a safe investment in one down
market could be a disastrous investment in
another down market, and so the evaluation of
safe haven investments vary.

is prolonged. When the market is in turmoil,
the market value of most investments falls
steeply. While such systemic events in the
market are unavoidable, some investors look to
buy safe-haven assets that are uncorrelated
or negatively correlated to the general market
during times of distress. While most assets are
falling in value, safe havens either retain or
increase in value.

A safe haven investment diversifies an investor’s
portfolio and is beneficial in times of market
volatility. Most times, when the market rises or
falls, it is for a short period of time. However,
there are times, such as during an economic
recession, when the downturn of the market

There are a number of investments that
are considered to be safe havens. But they
don’t work each time, depending on the
reasons for the market stress. Some of them
are traditionally considered as safe haven
investments:

©Copyright SwissBorg 2019. All rights reserved.
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Traditional Safe Haven
Gold, precious metals and
other commodities

For decades and centuries, gold has been
considered a store of value. As a physical
commodity, it cannot be printed like money,
and its value is not impacted by interest rate
decisions made by a government. Because
gold has historically maintained its value over
time, it serves as a form of insurance against
adverse economic events. When an adverse
event occurs that lingers for a while, investors
tend to pile their funds into gold, which drives
up its price due to increased demand. Also,
when there is a threat of inflation (or expected
negative ‘real returns’ (2) on other asset
classes’).

Chart 9
Gold Price in USD since 1792.

The value of gold increases since it is priced
in U.S. dollars. Other commodities also, such
as silver, copper, sugar, corn, and livestock, are
negatively correlated with stocks and bonds
and serve as safe havens for investors. Gold:
Of course, gold is one of those investments
that attracts extreme viewpoints and
ideological arguments that favour narratives
over substance. The reason for this is because
the U.S. was once on the gold standard, which
was more or less replaced by the Federal
Reserve as a form of monetary policy.

(2) (Real return means a deflated return after having
subtracted inflation or expected inflation rate. When
real returns are negative or tend to become negative,
the gold price is going up as gold (and other precious
metals) don’t generate any income. Holding gold then
becomes cheaper

Anytime politics and government are involved,
there are bound to be irrational people and
emotional arguments made both for and against
that topic. Gold has become the de facto ‘us’ vs.
the system investment over the years and this
has only intensified as the role of central banks
in the markets has grown in recent years.
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Did it work?

Chart 10
Gold return since 1970 (with gold price at $1100 per ounce)

It’s rare to find a simple historical account of
the yellow metal that doesn’t involve highly
politicized or biased points of view, so I thought
I would take a look back at the history of gold’s
performance as an investment over the years
(see chart 9).
To gain a historical perspective on gold prices,
between January 1934 with the introduction of
the Gold Reserve Act and ending in August 1971
when Richard Nixon ended the convertibility
of the U.S. dollar to gold, the price was roughly
set at $35 to $40 an ounce. From there it grew
all the way to $850 an ounce by early 1980,
for a return of more than 2000%. In a decade
that saw subpar returns on both stocks and
bonds in the U.S. along with sky-high inflation, it
was by far one of the best investments in that
time. The price didn’t move much before Nixon
removed the peg so it’s very possible that this
was a catch-up period in terms of price.

©Copyright SwissBorg 2019. All rights reserved.

From that point on, over the next 20 years or
so, the price of gold fell over 70% until it finally
bottomed in late 1999. The annualized 20-year
return from 1980 to 1999 was just shy of -6% a
year. From 1971 to 1999 the total return was close
to 6% per year, which shows how much of the total
return up to that point occurred in the 1970s.
From a price of just over $250 an ounce in late1999, gold then grew to just over $1,900 /ounce
by late-2011, for a gain of almost 650% or an
annualized return of more than 18%. Gold only had
a closing price above $1,900/ounce for a single
day before staging a fairly quick retreat from that
record price. From the peak in September of 2011,
gold is now down 40% roughly.
You can see the tables chart 10 that break down
the returns into different time frames to give
you a sense of how gold has performed over the
different decades
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Had you invested in 1980, following the huge
surge in gold in the 1970s, you would have lost
money to inflation over the ensuing 35 years.
Since 2000, gold has actually outperformed
the S&P 500. Both of these statements are
true, but you will be hard pressed to hear
both from gold’s most ardent supporters
or detractors. As with all investments, if you
change the time frame, almost any argument
can be made either for or against, depending
on how the information is presented.
Depending on your time frame gold has
either been a terrible investment or a solid
(no pun intended) diversifier.
When evaluating the performance of gold as
an investment over the long term, it really
depends on the time period being analyzed.
For example, over a 45-year period gold has
outperformed stocks and bonds, while over
a 30-year period, stocks and bonds have
outperformed gold and over a 15-year period,
gold has outperformed stocks and bonds.
Over the past 30 years, the price of gold
has increased by 335%. Over the same
period, the Dow Jones Industrial Average
(DJIA) has gained 1,255%.
Over the past 15 years, the price of gold has
increased by 315%, roughly the same as the
30-year return. Over the same period, the
DJIA increased by 58% and the FBNDX
(a US Bond market benchmark) returned
127%, which are both significantly lower
than their 30-year returns.

©Copyright SwissBorg 2019. All rights reserved.

Using the set gold price of $35 and the price
of $1,233 per ounce on October. 25, 2018, a
price appreciation of approximately 3,500%
can be deduced. Since August 1971, the DJIA
has appreciated in value by over 1,800%

Conclusion
During a recession and low inflation
period NO – but YES if inflation takes
off or if the financial sector gives
signs of cracks. However remains the
issue of hoarding quantities of gold
that is still uneasy.
An observation of the secular trend
on gold shows that the yellow metal
has outperformed inflation and
has then protected capital. In US$
and since beginning of 1900, the
average annual return of gold has
been 4.3% versus an average yearly
inflation rate of 2.9%, producing an
annual 1.4% real return.
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Chart 11
5 Years correlation (in US$) between main asset classes - mid 2017.

-

but, as said previously the performance of gold has been far from linear,
alternating phases of poor or negative returns and phases of sharp, quick
and outstanding performances.

-

during tough times of financial turmoil (if the banking sector shows
cracking signals somehow when the preservation and safety of individual
money becomes questionable), holding gold is relevant

-

but holding gold can become quite uncomfortable during tough times
like prior to the Gold Reserve Act in 1934, when President Roosevelt had
required citizens to surrender gold bullion, coins and notes in exchange
for U.S. dollars and effectively made investing in gold extremely difficult,
if not impossible and futile for those who did manage to hoard or conceal
quantities of the precious metal.

-

we also have to mention that one of the ‘quality’ of holding gold in a multiasset class allocation is diversification as shown in the correlation matrix
(chart 11). The monthly correlations table shows that Gold has no
correlation with other asset classes (small positive or small negative) and
the last updated table give similar numbers as it used to be during the
former periods in the past. As gold, worth to mention that bitcoin shows a
similar de-correlation with other asset classes (chart 11)

In fact, gold is truly a safe haven and a ‘must have ‘when inflation starts to recover (the
70s for instance), meaning that traditional investments, especially bonds are massively
underperforming inflation that erodes savings and purchasing power. On the other hand,
during recession periods (an example of the 30s during the great depression-gold price
performance has been poor), when nominal rates stay low or very low and inflation rate
even lower, gold or other precious metals do not protect your money as positive real
yields compete easily with a ‘no yield holding’ like gold, tackling, therefore, the capital.

©Copyright SwissBorg 2019. All rights reserved.
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Chart 12
Fed Reserve balance sheet vs. Gold price.

Two more key points should be highlighted
about gold in the current context of over
liquidity, money base created by the major
central banks and possible de-dollarization
of world trade:
The recent past quantitative easing policy
of the US Federal Reserve and still current
accommodative stance of ECB, BoJ, BoE has
created a large distortion of value between
main fiats (US dollar, euro yen,…) and the
theoretical fair value of gold as the inflated
monetary bases and CB balance sheets have
not been followed by a repricing of the yellow
metal since the announcement of the US
tapering (end of QE) in 2013 (see chart 12).
An interesting side notes to China and the
renminbi: it fell sharply this summer (2018) not
only against the dollar but against the CFETS
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tradeweighted basket that is supposedly the
target of PBOC (Central Bank of China) policy.
Yet it barely moved against gold. This could
be a coincidence. Or it could be evidence
of Beijing’s long-term plan to de dollarize
commodity prices. More evidence: the
Shanghai RMB oil futures contract, which has
picked up market share from Brent and WTI.
What is the connection? Swapping the
renminbi for the dollar in commodities trading
carries a risk for the Chinese government:
loss of control over its exchange rate. By
linking the renminbi to gold, even if loosely,
it can create an alternative for international
payments, without losing control of its
currency (chart 13 shows the falling volatility
of the gold price in CNY which represents
a true proof of that)
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US Treasury bills (T-bills) and other major
Sovereign bonds (Japan, Germany):

US Treasury bills and Government bonds
are considered as a traditional reference
and safe haven (a ‘risk free’ underlying) by all
international investors. These debt securities
are backed by the full faith and credit of the U.S.
government and, hence, are considered safe
havens even in tumultuous economic climates.
T-bills are truly considered to be ‘risk-free’,
as any principal invested is repaid by the
government when the bill matures. Investors,
therefore, tend to run to these securities
during times of perceived economic chaos.
But the question is now the following: will
Government bonds, even if considered as a
traditional haven, become riskier investments?
Because as mentioned before, a decade of
aggressive quantitative easing has created
severe distortions in sovereign debt markets,
reducing liquidity and calling into question
the suitability of bonds in mitigating risks and
stabilizing investors’ portfolios. The clearest
example of this issue is Japanese government
bonds, the world’s second-largest sovereign
debt market. The country’s central bank now
owns a staggering 40% of JGBs (Japanese
Government Bonds), leaving fewer bonds for
investors to buy and sell. Liquidity has dried up
to such an extent that few days after a recent
auction not a single benchmark 10-year JGB
was traded in the secondary market. A haven
with a dearth of buyers and sellers is not much
of a haven. Just as worryingly, central banks’
QE programs have driven up the prices of
sovereign bonds to dangerously high levels
(more specifically in Europe and Japan now),
thereby pushing yields down and increasing
bonds’ vulnerability to a rise in inflation and the
removal of monetary stimulus. Indeed, Central
banks stimulus of bonds purchases have been
one of the key drivers of declining yields and
consequently on bonds markets performances
and equities markets return as well (even in
lesser extent – in fact, dividend yield stay
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Chart 13
Gold price volatility in Chinese Yuan (CNY)

abnormally stable above bond yields since the
start of Fed QE end 2008 -this yield spread
distortion has been widened following the
bonds purchase program triggered by the ECB
a few years later and the BoJ massive assets
purchase at the same time – see chart 14).
Did it work? Will it work? Yes indeed it has been
efficient but I am afraid for the coming periodsDue to the current situation described before
and given very low bond yields, inflation / or
debt unsustainability become to be big threats
to bondholders.
Chart 14
Word DY vs Gov Yield.
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Defensive Stocks

For more than three decades, inflation rates
are coming down in the major economies (top
has been reached during the second oil shock
in 1981). The eighties was the starting point of
a long period of disinflation and therefore of
outstanding bonds performances (abnormal?).
In the meantime, several stock markets crash
or sharp falls occurred (October 1987, Asian
crisis in 1997, LTCM failure in 1998, Internet
bubble burst in 2000/01, Lehman in 2008, Euro
peripheral countries debt crisis in 2011) and
each time, short-term switches from risky assets
to government bonds (the US or German bonds
first) work well. But considering the issue of
high indebtedness, lack of room for additional
monetary easing (if needed) and market
liquidity issues, it is obviously questionable to
still consider US Government bonds or other
major sovereign debts as safe haven…

Conclusion
Holding Government or public
debts is far from a safe haven
position now. Understatement!
Chart 15
Yields in europe - Divided yields higher than credit yields.

Examples of defensive stocks include utility,
healthcare, biotechnology, no cyclical
consumer goods and all the companies that
benefit from regular future sales, cash-flows
and benefits. In one word, all companies and
sectors with good visibility follow a market
behaviour that looks like a bond’s profile
(sensitivity to interest rates). It is also the
reason why we call them ‘proxy-bonds’.
Furthermore and regardless of the state of
the market, consumers are still going to
purchase food, health products, and basic
home supplies. Therefore, companies operating
in the defensive sector will typically retain
their values during times of uncertainty, as
investors increase their demand for these
shares. However, even if that kind of companies
are well prepared to overperform general equity
indices during a recession period (generally
positive in relative term but not in the absolute
term), they would not be resilient if increasing
risk aversion come one day from a financial
systemic risk. And what about high dividends
stocks, real estate (properties) or listed
real estate (REITs in the UK) and all high-income
investment vehicles? We can also elaborate
in a similar way (as for defensive companies)
concerning high dividend yield stocks, real
estate companies and all stocks and investment
vehicles that are supposed to generate high
income.
In Europe, following the same mechanism that
pushed up bond prices and down bond yields,
the combination of QE and finance sector
regulations has favored bonds over equities
and push credit bond yields down in such an
extent that equity dividend yields are higher
than Government bond yields and credit yields
(Investment Grade) – (see chart 15).

©Copyright SwissBorg 2019. All rights reserved.
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Cash

Arguably, cash is considered the only true safe
haven during periods of a market downturn.
However, cash offers no real return or yield and
is negatively impacted by inflation. Moreover,
the issue of your cash account location during a
banking crisis, and of course if we have a risk of
a bank run, is crucial
The assets listed above are not guaranteed to
maintain their values during periods of market
volatility. Gold is probably the best in case of
big financial risk and confidence collapse but
physically holding gold is an issue. Cash is a
question if you consider banking liquidity and
solvency risks. Furthermore, what constitutes a
safe haven changes over time. Investors should
carry out due diligence when looking to invest
in safe havens, as an asset that is considered a
safe haven in a downturn may not necessarily
be a good investment when the stock markets
are rising.

First, back to school
and economics study
but I think it’s worth
to summarize and
to come back to the
definition of a currency
before elaborating on
currencies as potential
safe haven.

Conclusion
Defensive and high-income
stocks are resilient and generate
outperformance (in relative terms)
when economic growth is slowing
or during the recession when rates
fall but are not ‘hard’ financial
crisis-proof

©Copyright SwissBorg 2019. All rights reserved.
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Major Currencies
Definition of a currency

Currency can be either fiat or tied to an
underlying asset. Fiat money has no intrinsic
value and is backed by the full faith and credit
of the issuing government. That is, this type
of currency is not worth very much in terms
of its value as a raw material. Most paper
money is fiat money, and its value comes from
what it represents rather than what it is.
And asset-backed currencies tied to gold,
silver or other valuable commodities are rare
in present day markets.
Currency serves an important role in an
economy and has 3 universally accepted
economic functions or advantages:
(a currency)
serves
as a medium
of
-- Money
Money
(a currency)
serves
as a medium
exchange,
in
order
to
facilitate
transactions
of exchange, in order to facilitate
transactions.
- Money serves as a store of value
Money serves as a store of value.
- Money is a standard of value or unit of
Meaning
it allows of
buyers
sellers
-account.
Money
is a standard
valueand
or unit
of to
quicklyaccount.
arrive atMeaning
comparative
prices
instead
it allows buyers andof
haggling
over
how
many
of one
is worth
sellers to quickly arrive
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It is important to remember, though, that fiat
money is only as good as the organization that
issues it. If the entity defaults, the currency
is worthless. Having mentioned the three
functions of a currency, worth also to note that
the storage of value for one specific currency
can be potentially assimilated to a safe haven
quest, if the price of one specific currency
is appreciating versus other (s). Because the
value of a currency is always relative to another
currency price (currency cross rate) or to
another asset.
We have to look now at some of the major
currencies that can be considered as safe
havens (storage of value).
Yes because the haven status of assets, which
were once reliable refuges for investors during
periods of turbulence, was turned on its head
after the financial crisis and has been in an
even greater state of flux since the world’s
leading central banks, led by the US Federal
Reserve, began to unwind their ultra-loose
monetary policies. So the clearest example
of this is the ‘wilting’ US dollar.

many of one good is worth compared
to an unlimited number of others.
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US Dollar

Chart 16
US Dollars INDEX 1976-2015.

The ‘Master’ safe haven but a fallen angel ?
Once the most reliable haven currencies
along with the Japanese yen, underpinned by
the greenback’s status as the world’s reserve
currency, the dollar stopped behaving like a
haven currency in 2014. This is partly because
its role as the main funding currency – a lowyielding currency that investors sell in order to
invest in a higher-yielding one, a strategy known
as the “carry trade” – has been supplanted
by the euro and the yen as US interest rates
rise and Europe and Japan maintain their
ultra-accommodative monetary policies.
Other reasons why the greenback fell over
the last 2 years according to the dollar index
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(a gauge of its performance against a basket
of other currencies) and has lost some of its
haven appeals include America’s hefty current
account deficit – both the eurozone and
Japan enjoy significant surpluses – and, more
worryingly, the increasingly protectionist and
nationalist policies of President Donald Trump’s
administration. Looking at the U.S. Dollar Index
(chart 16) which is a measure of the value of
the United States dollar relative to a basket of
foreign currencies, often referred to as a basket
of U.S. trade partners currencies. The Index
goes up when the U.S. dollar gains "strength"
(value) compared to other currencies
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Chart 16
US in Gold.

The US Dollar index started in March 1973, soon
after the dismantling of the Bretton Woods
system at a value of 100 and has since traded
as high as 164 in February 1985 and as low as
70 on March 16, 2008 (few months before the
Lehman market collapse). The chart shows that
the dollar has played its role of save haven over
the period during some short sub-periods of
market stress (on top in 1985 during the Latin
America crisis just before the Plaza accord that
ended the bull run on the green currency), but
not in all cases (Dollar fell in 1987 during the
October market crash and also fell during the
Dotcom bubble burst in 2001-2002).
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Finally, the value of the US dollar, measured by
the USD Index is few percentage points lower
today than 45 years ago. Furthermore, looking
at the value of the US dollar priced in gold
(chart 17), as described earlier, the ‘de’pricing of
the US currency has been massive.

Conclusion
It’s straightforward, US dollar is not
a long term safe haven anymore.
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Swiss Franc

CHf
For many years, for investors and in the Forex
market, the Swiss franc is considered a safe
haven currency. Given the stability of the Swiss
government and its financial system, the Swiss
franc usually faces a strong upward pressure
stemming from increased foreign demand.
Switzerland has a large, safe, and stable banking
industry, low-volatility capital market, virtually
no unemployment, high standard of living, and
positive trade balance figures. The country’s
independence from the European Union also
makes it somewhat immune to any negative
political and economic events that occur in
the region. Incidentally, Switzerland is also a tax
haven for the wealthy, who take advantage of
the country’s high-security.
But some Swiss central bank (SNB) specific
decisions happened the past few years that
need to be remembered. The SNB introduced
the exchange-rate peg in 2011, while financial
markets around the world were in turmoil.
Investors consider the Swiss franc as a “safe
haven” asset, but as investors flocked to the
franc, they dramatically pushed up its value. An
expensive franc hurts Switzerland because the
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economy is heavily reliant on selling things
abroad: exports of goods and services are
worth over 70% of GDP. To bring down the
franc’s value, the SNB created new francs
and used them to buy euros. Increasing the
supply of francs relative to euros on foreignexchange markets caused the franc’s value
to fall (thereby ensuring a euro was worth 1.2
francs). Thanks to this policy, by 2014 the SNB
had amassed about $480 of foreign currency,
a sum equal to about 70% of Swiss GDP. On
January 15th 2015, when the Swiss National
Bank (SNB) suddenly announced that it would
no longer hold the Swiss franc at a fixed
exchange rate with the euro, there was panic.
The Swiss franc soared. On the 14th one euro
was worth 1.2 Swiss francs; at one point on the
15th, its value had fallen to just 0.85 francs.
Since, the price of Swiss franc has been
stabilized and moved from between 1.03 to
1.20 against euro. The Swiss currency can still
be considered as a safe haven but the SNB
currency pricing policy makes the situation of
Swiss Franc as a haven fuzzy.
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Chinese Yuan

Interesting to mention that some currency
traders believe the yuan has started to exhibit
haven characteristics, underpinned by China’s
huge current account surplus and foreign
reserves, and gaining in value during recent
periods of geopolitical turmoil. Yet the yuan’s
resilience owes much to the slumping dollar and
Beijing’s capital controls – a definite no-no for
traditional havens, up until now. Yes, it is clear
that the Chinese wish it to compete with the
US both on the trade side and on monetary
credibility now. Keep in mind however that
Chinese total debt has been one of the fastest
growing in the modern world as I said earlier…

¥

Japanese Yen

The most reliable sanctuary from nervy markets
still appears to be the yen, given its status as
one of the most actively traded currencies,
bolstered by Japan’s long-standing position as
the world’s largest creditor nation. Not only did
the yen rise sharply during the global financial
crisis, but it has also been strengthening of late,
partly in anticipation of the end of QE.
However, don’t forget that the Bank of Japan
(chart 2b) has been the most accommodative
central bank over the last few years (combining
Zero Interest Rate Policy, massive securities
buying programs by mixing huge bonds
and even huge equities purchases). But the
public Japanese debt is almost totally owned
by domestic investors, creating therefore, a
substantial resilience compared with the US
federal debt, widely held and potentially sold
by foreign investors.
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Conclusion
Giving the past extended ‘money
printing ‘ policies by the Fed, it is
clear that the US dollar is not a true
safe haven anymore. Looking at
traditional safe haven currencies
(Swiss franc, Japanese Yen), more
resilient during market turmoils, it is
necessary to say that the strength
of those currencies is only relative
to other currencies. None of them
represents finally a true and solid
‘asset’ to save your money
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Emerging Candidates

FAANG is the acronym for the five high-performing technology stocks:
Facebook, Apple, Amazon, Netflix, and Google (now Alphabet Inc.).
As seen before, bonds, defensive and dividend
stocks, US Dollar and other main currencies
are not really doing well during stormy market
circumstances. As the so-called safe-haven
assets that investors have relied on for decades
to reduce risk during periods of stock market
volatility aren’t working and as those new
global successful companies, very famous
and symbolic of the new digital world have
generated outstanding returns, people are still
betting on them and even considered them as
‘safe haven’. Yes indeed, despite monster share
price gains over the past few years, investors
are still piling into the American technology
firms (and in a lesser extent in Chinese global
leaders as Ali Baba, Baidu, Tencent) These are
now by far the largest companies on earth.
Apple became the first US stock to reach a
$1 trillion market value, with Amazon and Google
not far behind. The positive case for these tech
giants is well known, and many investors think
they can keep delivering. But a recent global
survey carried out by Bank of America Merrill
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Lynch found that professional fund managers
had ranked the “FAANG” stocks as the most
“crowded” – popular – investments worldwide
for six straight months. And the very recent
market drawdown in October 2018 has more
specifically hurt the Nasdaq and tech stocks.
Investors discounted the threat of regulation
in high-flying technology shares long before
the recent data scandal at Facebook intensified
calls for data protection. While there have been
concerns about the protection of customer
information before, revelations about the
potential misuse of data at Facebook has
intensified calls for governments to act. Starting
next month, European Union privacy regulators
will get the power for the first time to fine
companies as much as 4% of global annual sales
under powerful new data protection rules.
So, despite their huge leaderships, be careful
with those companies at this point, and despite
their tremendous successes, you cannot
consider them as safe now.
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Cryptocurrency

In the last several year’s cryptocurrencies have gone from a
niche for tech enthusiasts and
anarchists to a thriving market
with a fluctuating value.

Millennials Can Punt On Bitcoin, Own Safe
Haven Gold For Long Term but while fans
of cryptocurrencies would quickly throw the
current monetary system aside in favour of
a world run on public, immutable, trust-less
blockchains, most people are not quite as
ready to hoard and use them as a medium
of payment. And so, as a medium of payment,
cryptocurrencies faced two problems up
until now:
First of all, most people know little or nothing
about any cryptocurrency other than Bitcoin
maybe. Fewer people truly understand how
Bitcoin or other cryptos work and even fewer
still understand the game-changing benefits
and risks of cryptocurrencies and blockchain
tech. Secondly, people don’t change very easily.
The only thing harder than changing habits
is changing perception. First impressions are
everything – once people decide what they
think of something, it’s very hard to change.
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People have been using the same form of
currency for generations and convincing them
to suddenly jump over to something completely
foreign to them will be much harder than many
techno-utopians think. And why the ethos of
decentralization has almost an evangelical
appeal to those in the crypto community, most
people don’t have strong beliefs or any beliefs
about decentralization.
For most of them, the idea of having anyone to
call if something goes wrong is unsettling for
the average person. All of these make it unlikely
that any rapid adoption of cryptocurrencies will
occur. When people are doing just fine buying
with their fiat, why do change? The answer is
that they won’t. Even many of those trading in
the crypto-space still define everything in terms
of US dollars or euros and rejoice or despair at
how much they can get for their favourite ones.
For any of us to change we ultimately need a
catalyst.
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What can we expect from
cryptocurrencies during
the next financial crisis?
Medium of payment
Back to the fundamental functions of a
currency, and the function of medium of
payment, it is possible that cryptocurrencies
can gain acceptance and mass adoption over
a long period, but only gradually. People still
get paid in dollars or other fiats , so there
is little need to go through the trouble of
conversion , especially when most vendors
won’t accept cryptocurrencies anyway. On the
other hand, there are currently hundreds of
exciting projects in development to transform
virtually every industry, much as the dotcom
boom transformed the world forever. However,
for cryptocurrency to fully fulfill its promise, it
must be accepted as an everyday transactional
medium of exchange. And the only way to truly
get there maybe for the currencies that they
suffer a spectacular crisis.
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Storage of value

Even if cryptocurrencies do have many other
uses than just as a store of value, it is storage
of value that I would like to emphasize in such
a financial crisis that will happen for the reasons
described earlier. Especially for countries
that are in the midst of a crisis, they often
tighten their financial thumbscrews. They often
impose capital controls on their populations
that prevent them from doing even basic
things like taking cash out of the bank. Could
cryptocurrencies be an alternative for people
in those economies. I would say yes and focus
the discussion on the most popular and oldest
crypto that is specially used for the value
storage function (despite its use as a medium
of payment as well): Bitcoin.

26

Do Bitcoin and some other
cryptocurrencies become a safe haven?
Bitcoin is of course a cryptocurrency that is
not backed by any country’s central bank or
government and can be traded for goods or
services with vendors who accept Bitcoins
as payment. Bitcoin-to-Bitcoin transactions
are made by digitally exchanging anonymous,
heavily encrypted hash codes across a peer
to-peer network. The P2P network monitors and
verifies the transfer of Bitcoins between users.
Each user’s Bitcoins are stored in a program
called a digital wallet, which also holds each
address the user sends and receives Bitcoins
from, as well as a private key known only to the
user.
Chart 18
Bitcoin Total Supply.

10 minutes, hence the name blockchain. The
ledger is needed for the nodes of the Bitcoin
network to always be able to confirm valid
transactions. When any one miner succeeds in
solving their math problem, they get to create
a new block and received a certain number of
Bitcoins as a reward, known as “the block reward”.
Every 210 000 blocks or (roughly) every four
years , the block reward is halved. It started at
50 Bitcoins per block in 2009 and in 2014, it was
halved to 25 Bitcoins per block and so on.
So, the Bitcoin network is designed to
mathematically generate no more than 21 million
Bitcoins (see chart 18) and the network is set up
to regulate itself to deal with inflation. It is this
design that creates scarcity and a certain value
to the Bitcoin. Worth to note that the cost of
production (solving the hash code encryption
and equivalent in term of electricity needs)
is also higher and higher as the number of
additional Bitcoins created is lower and lower.
As traditionally, money has simply flung to
the most stable currency during financial
crisis (typically US dollar), we can see that
Bitcoin has a couple of advantages over
old-fashioned cash:

In term of value, a parallel with gold is that there
is a limited amount of bitcoins that can ever
be mined (creation process) : no more than 21
million coins. Mining can be a competitive task
as new bitcoins are created at a predictable
and fixed rate. Those rates have been defined
by Satoshi Nakamoto, the creator of Bitcoin,
in a white paper published in 2008. The more
miners join the network, the more difficult it
becomes to make a profit for each to remain
highly competitive to keep receiving Bitcoins as
a reward for validating the transactions. Bitcoin
mining is the process of adding records of a
new transaction to the blockchain – the public
ledger of all transactions that ever taken place
in the Bitcoin network. New transactions are
added in batches called ‘blocks’ roughly every
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-

Bitcoin is not controlled by a central
authority. In countries where people are
increasingly distrustful of how central
banks and governments manage the
economy, Bitcoin might seem like a more
sensible alternative.

-

Second advantage is that bitcoin can
become easier to obtain than other fiat
currencies. It can be Bought and sold
via exchanges online but also through
indirect transactions.

Evidence suggests that people are increasingly
looking to Bitcoin as a viable alternative to
their own beleaguered currencies during time
of crisis.
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We have already seen such examples...

Chart 19
Bitcoin Historical Price

As the Greek crisis unfolded (2015), Bitcoin
exchanges report a healthy bump in volume as
people traded the cryptocurrency around the
world. The lion’s share of the increase came
from customers in Greece. When Cyprus was
in the thick of its banking crisis in April 2013,
prices of the cryptocurrency reached record
highs. Financial crisis in Venezuela forced
citizens to flock to cryptocurrency to protect
their value from hyperinflation (in the case of
Greece, it was to protect from confiscation).
Others places imposing capital controls
have also seen populations flees to Bitcoin.
Argentina is a case in point. The country’s
government stopped its population from
buying US dollars after suffering its own
financial crisis. Some reports suggest that
Argentina has become a hotspot for Bitcoin
activity as banks there stagnate . Argentina
even became a leader, according to a report
produced by experts at the London School
of Economics that showed the economies in
which Bitcoin could gain the most traction
(Bitcoin Market Potential Index – BMPI)
There is no reason to think Americans,
Europeans, Japanese and others around the
world would not act in a similar fashion, given
similar circumstances. In that scenario, the
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adoption of these cryptocurrencies could
prove to be a viable option for those
who want to protect themselves against
banks that may attempt to hold money in
a bank run situation or, with the help of
the government, confiscate it all together.
In 2008, confidence in central banks saved the
global economy. But as Mario Draghi said, the
bazooka of quantitative easing was fired and a
second hit during a crisis would have proved
ineffective. The reason is complex and must
be clearly explained. Most people are paid in
a currency deposited in the bank, because
that is where one keeps one’s currency, able
to withdraw it at any time. But in the event
of an economic crisis, priority is given to the
banks, whatever remaining liquidity being for
the customers. The reason why there was no
bank run in 2008, which would have led to the
collapse of the global banking system, lies in
the trust that ordinary people continued to
place in the financial system, courtesy of what
the corporate-controlled media told them. So
how does a financial collapse look today? Those
who store all their money in the banks may not
have access to it or worse? What would you do
if you woke up to find that your bank has gone
on a run and your assets were not accessible?
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Bitcoins : the drawbacks –
And any other cryptos as safe
haven ?

Safe haven liquidity

People might like the idea of fleeing a sinking
currency in favor of a digital one with no central
control , but there are potential drawbacks. The
price of Bitcoin has historically been extremely
volatile (in US dollar term for instance) although
regulatory concerns in 2018 have tempered its
volatility somewhat. And however, the other way
round , if you believe that bitcoin becomes a
central standard measurement, you can observe
that the US dollar has been extremely volatile in
Bitcoin term and that keeping money investing
in the US currency is incredibly risky!

During a crisis, as said before, people rush from
risky assets into assets that are perceived safe,
and in past crises , they moved from stocks to
cash, good quality bonds, US dollar and gold.
For the cryptocurrencies, many have actual use
cases and should be perceived as safe albeit
volatile but most don’t have existing products,
reliable teams, solid networks and real utility yet
(except some major ones as Bitcoin, Ethereum ,
Eos, Neo, Ripple, Litecoin …). The true test would
be how they perform (and which ones) across an
entire market cycle, and my hypothesis is that
the best names would do well to the extent that
they are perceived as safe and reliable. Remains
the question of liquidity in such period, but the
issue is also real for other assets as gold or real
estate : for example if you are trying to sell 1000
houses and only 5 people are buying, then you
will have to offer the houses at remarkably lower
prices. For the cryptocurrencies, the less safe
and reliable would then experience significant
outflows, even if at the same time, Bitcoins and
other mains should be used as safe haven.

At the same time and despite this extreme
level of volatility, including Bitcoins or/ and
cryptocurrencies in a traditional multi asset
allocation (bonds + equities) has been truly
positive, enhancing return-risk ratio, thanks
to a lasting de-correlation of crypto prices
to other asset classes (see the correlation
matrix –chart 11) and this has lasted during
all different market phases (up or down)
: anyway, a similar decorrelation recently
occurred in October 2018 with the 10%-12%
stock market correction on US equities and
for all international stock markets. At the same
time, major cryptocurrencies stayed flat.

Total electrical shutdown
My thought is now to elaborate about the
main ones that would apply:

More precisely, an oversimplify
analysis about how cryptos would
perform in a crisis should be met
with skepticism because of the
complexity of the space. Yes there
would be many crucial factors of
unknown intensity, duration and
correlation that could interact.
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If the crisis is such that the entire electrical
grid goes offline for a long period of time,
then obviously that would eliminate the
viability of cryptocurrencies. However
because of the decentralized nature of the
blockchain, if even one copy of a cryptocurrency’s underlying blockchain survives
the entire history of the distributed ledger can
be reproduced when electrical systems come
back on line. In such a scenario the damage
to the human population would be so drastic
that we likely would not care about the value
of our investments apart from the extent to
which they can help us survive or obtain vital
consumable and durable necessities!
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Conclusion
Combined with the main issues that economists
take into account related to unsustainable
policies, trade wars and slower growth, we have
seen that some of the financial concerns are
related to huge and increasing indebtedness
and excessive money creation, excessive
financialization and irrational exuberance.
In fact, since 2008, the global economy has
witnessed an historic and monumental transfer
of wealth from private banks to sovereign
nations. Some banks were bailed out. The
Treasury departments and finance ministries
dished out the dough and Central banks have
printed the needed paper money. And finally,
governments inherited the toxic assets.
What’s coming up next ?

No cure? No reform?
No improvement whatsoever?
Just a lot of kicking of cans down the road.
End result : in the years ahead, the global
financial system will face an even greater crisis
? Probably yes as several experts believe too
that the next world economic crisis would
happen soon in the coming years (2019-2021).
And about the coming consequences ? Not
just bankrupt companies but also bankrupt
governments. Not just the specter of corporate
debt defaults but also black days and public
debt defaults. In weaker countries, there is a
real possibility that governments will default
outright. In other more advanced countries,
the default could be more subtle via excess
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taxation or a de-facto devaluation of the
currency. In such a scenario, it is hard to
exactly know what might happen but as
an investor, the question is what will be
the role that cryptocurrencies will play?
In general, during crashes , gold (and silver)
work as the preferred hedge against the crisis.
Other traditional safe havens will not work
this time as excessive debt will going to tackle
capital invested in debt and tackle the most
‘powerful’ currency (US dollar) too. However,
people has new option this time with Bitcoin
and some other cryptocurrencies. This famous
digital currency has been embraced mostly
by millennials and younger generations. Of
course, older generations may still be sticked
to physical gold ( or other precious metals or
even land). It seems to me that both can be
held as both (Bitcoin or some other successful
cryptos and gold) are mainly acquired for the
value storage and scarcity characteristics.
In fact, some of the most powerful countries
in the world have been buying physical assets
while dumping the US dollar. It would seem
that this is merely the first step of diversifying
a nation’s economy. For example, Russia and
China have accumulated many tons of gold
and diversified their assets, dumping US
dollar in exchange for tangible goods.
Then, a Crypto-Yuan or a Crypto-Ruble
will eventually be valued more than an
empty Crypto-Dollar without any countervalue. In the close future, Yuan and Ruble
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will be backed with gold or other financial
assets like Bitcoin (scarcity value) while new
cryptocurrencies (stable coins for example)
will continue to perpetuate their empty value
as with fiat currency. So time is coming that
carefully selecting candidates within the
cryptocurrencies and crypto-assets universe
is becoming crucial. Because with the next
financial crisis, fiat money will pour into gold
and crypto market, looking for a haven from
the devaluing dollar.
Bitcoin appeared in the market just after the
crisis that hit the world in 2008. Indeed, it
was mentioned for the first time two months
after the fall of the investment bank Lehman
Brothers. Since that moment, Bitcoin has been
expanding all over the world and reaching new
communities. It has been growing as an asset
to hedge against possible crisis.
In final few words, when you store cryptocurrencies in your wallet, only you own them.
Only you control that asset, no one else.
They are not custody of third parties and
cannot be taken away from you. They cannot
be confiscated. When you make a transaction,
it is always peer to peer. No middle man and
no central authority that can one day decide
your money is needed for the ‘common good’.
No leader who one day says ‘you are a patriot’
and the Country needs YOU (your money).

Yves Maillot,
Veteran Fund Manager
& SwissBorg Advisor.

Like what you read?
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View our openings here:
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In the crypto world, you don’t have to follow
the rulers but you just follow the rules.
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