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EMA GARP Fund, LP. --- Report for the Third Quarter ended September 30, 2020.

THIRD QUARTER REPORT -- KEY TAKEAWAYS


On The Boil
o Gold rallies to take out its 2011 all time high of $1,923, in spite of COVID’s
deflationary impact.
o Silver climbs off the floor and goes up 65% in two months.
o Sentiment becomes lopsided (100% gold bulls) and a correction ensues.



Fed And Treasury Tap The Brakes
o Fed stops growing its balance sheet. Effort to get the price of gold to cool off?
o Stimulus package stalls.



Other Developments This Quarter
o Warren Buffett’s Berkshire Hathaway takes a position in Barrick Gold.
o Ohio Police & Fire Pension Fund takes a 5% position in gold.
o Gold and gold stocks become more mainstream.



Fire and Ice (Inflation versus Deflation battle)
o Deflationary events currently, but….
o Going Direct (helicopter money) has begun and will surely grow, regardless of which
party wins the election.
o The Government, with continuing deficits and large Treasury bond maturities, cannot
escape from a debt trap without the Fed financing it due to low rates/buyers strike.


Monetary debasement and, eventually, inflation will follow.

o Whether deflation or inflation, Gold wins either way.


Financial Repression
o Deeply negative real interest rates are assured.
o Yield Curve Control already signaled.
o Negative real interest rates are nirvana for gold.



Not Too Late
o Gold is still cheap relative to its fiat money substitute.
o Gold stocks are cheaper and offer exceptional leverage to higher gold prices.
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RESULTS SUMMARY
This is the EMA GARP Fund L.P. report for the third quarter of 2020, ended September 30. For the
month of July, the Fund increased in value by 46.4%. In August, the Fund increased in value by 12.59%.
In September the Fund decreased in value by 2.9%. For the quarter the Fund increased in value by
55.8%, leaving the Fund up 113.3% cumulatively year to date.

Quarterly

Return*

Cumulative

Q3 2020
Q2 2020
Q1 2020

55.79%
122.91%
-38.58%

113.3%
36.9%
-38.6%

Monthly

Return*

Cumulative

September
August
July

-2.85%
12.59%
46.36%

113.3%
119.6%
94.6%

Annual

Return**

Since
Inception

2019
2018
2017
2016
2015
2014
2013
2012
2011
2010
2009
2008
2007
2006

97.9%
-31.8%
-7.8%
75.0%
-8.0%
-26.8%
-50.8%
-7.9%
-32.2%
47.1%
33.2%
-5.8%
40.5%
19.5%

40.7%
-28.9%
4.3%
13.2%
-35.3%
-29.7%
-4.0%
93.3%
110.0%
209.5%
110.4%
58.0%
67.9%
19.5%

* Net of fees; incentive allocation charged in December if 10% hurdle is reached.
** Net of fees and incentive allocations: audited.
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RESULTS COMPARISON
In the third quarter of 2020, the EMA GARP Fund increased in value by 55.8%.
The schedule below shows the Fund’s quarterly performance compared to the general stock market
indices, and the gold stock indices for the first three quarters of 2020.

Year-To-Date 2020
Q1

Q2

Q3

YTD

EMA GARP Fund, LP
DJIA
S&P 500 Index
NASDAQ Composite

-38.6%
-23.2%
-20.0%
-14.2%

122.9%
17.7%
20.0%
30.1%

55.8%
7.6%
7.8%
11.6%

113.3%
-2.7%
3.4%
13.0%

XAU Gold/Silver Stocks
HUI Gold Stocks Index
GDX Gold Majors ETF
GDXJ Gold Juniors ETF
GOEX Gold Explorers ETF
SIL Silver Miners ETF

-26.2%
-23.1%
-21.3%
-33.5%
-31.4%
-28.2%

63.6%
54.6%
53.3%
70.6%
73.5%
55.5%

10.8%
10.9%
6.8%
11.7%
10.3%
17.1%

33.9%
35.2%
33.8%
31.0%
31.3%
29.7%

Gold Bullion
Silver Bullion
Crude Oil
Goldman Sachs Commodity Index
(GSCI)
CCI Commodity Index
US Government 10 Year Yield
US Dollar Index

3.6%
-21.8%
-64.2%

13.1%
30.3%
94.5%

5.8%
27.2%
0.0%

23.9%
29.7%
-36.3%

-41.4%
-23.1%
0.69%
99.00

27.4%
7.8%
0.65%
97.39

7.6%
10.9%
0.68%
93.75

-19.7%
-7.9%

QUARTERLY OVERVIEW
As discussed in the Q1 and Q2 reports (email me if you need copies), the first two quarters of 2020 were
historic. After what can only be described as a COVID driven market crash in Q1, the markets staged an
impressive comeback in Q2. In the third quarter, markets settled down and leaned positive.
There are several interesting observations from the schedule above. First, note the outperformance year
to date of gold and the gold stock indices. Compared to the stock market, the precious metals and their
stocks are seriously outperforming. This is even more impressive when you consider that oil and
commodities are all showing year to date losses, implying deflationary trends in demand for “stuff”.

Equity Management Associates, LLC

Page 4

Also, it is notable that while the gold and silver stocks have performed well, they have not derived much
leverage yet from the move in underlying metals’ prices. Typically, the stocks will provide 2-3 times the
appreciation percentage of the metals due to the operating leverage inherent in the business.
I believe there is useful information in this relative performance. The fundamental driver for this
outperformance is that enormous sums of money and credit were issued and spent by the US Government
(Treasury & Fed). This action represents extreme monetary debasement, and gold can smell it. Investors
are flocking to gold because they are slowly coming to see that the Government cannot escape from a
debt trap without the Fed financing it and thus causing monetary debasement and, eventually, inflation.
Let’s not forget that what drove all of this is displayed in the next chart. The M2 money stock has never
grown as quickly as it just did. Note that this monetary injection exceeded those of 2000, 2008 and the
highly inflationary 1970’s (when Vietnam and safety net expenditures began to drive large fiscal deficits).

ON THE BOIL
As the schedule on the next page shows, gold had been in a bull trend since the beginning of 2020
punctuated by a steep drop in March when the COVID liquidity crisis hit, and before the Fed and
Treasury announced historic stimulus packages. After recovering, and then a few months of continuing
on trend, the gold price took off like a scalded dog in July and quickly shot through its prior all time high
of $1,923 established in 2011, over nine years ago. It quickly ran to $2,075 before beginning the
correction which we are now experiencing.
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Silver experienced a similar awakening and appreciated an eye popping 65% in under two months.

My experience has been that when these type of break outs occur, it is not atypical for the price to retrace
back to the break out level. In this case the gold sentiment indices were maxed out at 100% bulls and we
were taking profits on some early winners. (to be redeployed in cheaper situations during this pull back).
People who are not invested in this sector should view these pullbacks as a gift.
The movement and break out in silver is particularly notable because almost half of the demand for silver
is for industrial use, and therefore silver is considered to be more sensitive to business conditions and
inflation, both of which have been tepid during the COVID crisis. A move of 65% in two months is a
strong indicator that this crisis will resolve with inflation, but we have our eyes open to the alternative
(more below).
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THE FED AND TREASURY TAP THE BRAKES
After a three month period that included the largest and most aggressive monetary stimulus in the modern
era, the US Government dithered on providing additional stimulus to the economy, and thus the Fed was
able to stop the growth of its balance sheet in mid-June.
When the COVID crisis hit, the Government response was massive and historic. Growing the Fed’s
balance sheet by over $2.5T since early March exceeded the size of any of the three prior QE episodes by
a large measure1.
In addition, the Treasury provided $2.5T of fiscal stimulus. Of course the price of gold took notice. No
doubt the US monetary authorities took notice of the gold price rise too. As I have said in prior letters,
the Fed and the Government know that they need GDP growth and inflation to help lessen the burden of
debt that the Government is carrying. They want and need a higher gold price and a lower dollar.
However, they are also not stupid, and they are fully aware of the risk of a Gresham’s Law like retreat out
of the dollar in favor of gold. Since their actions somewhat stabilized the economy and led to a recovery
in the stock market, they probably concluded that it would be a good time to cool off the printing presses
and let gold correct. Paul Volcker in his autobiography noted that, in the late 1970s, he thought the Fed
made a mistake by letting the price of gold get away from them in the way that it did. I would not want to
be in their shoes because they have the unenviable task of trying to thread the economic needle between
inflation and deflation. Given the amount of national debt, and the unsound nature of many parts of the
economy, it is not an easy task. We discuss the implications of this issue in the Fire and Ice section

OTHER NOTABLE DEVELOPMENTS THIS QUARTER
The quarter ended September 30 held a number of notable developments. Gold breaking through its 9
year old all-time high of $1,923 opened some eyes. Nearly the entire world has more or less ignored or
bad mouthed gold since 2011, in spite of the fact that it has outperformed stocks since 2000. Lots of
investors and algorithms operate on trend following models which are programmed to buy strength, and
all-time highs are rocket fuel for these models. People are beginning to realize that gold is in a bull
market and soon full-fledged FOMO will be breaking out everywhere.
This also had a notable impact on gold stocks and some of the smaller undervalued names in the EMA
portfolio have appreciated by meaningful percentages. For example: Aurcana (up 285%) Banyan (up
825%) Benchmark (up 370%) Blackrock (up 614%) Cabral (up 352%) Chesser (up 278%) Discovery
Metals (up 410%) GR Silver Mining (up 447%) K92 (up 833%) Lion One Metals (up 372%) Minera
Alamos (627%) Monarca Minerals (up 260%) Telson (up 520%) VanGold (up 716%) and several others.
We sold some, and held onto others depending upon their prospects. Some of them were very early stage
and so our holdings were modest, but often we had warrants which multiplied these gains.
Also notable during the quarter is that the Fed signaled, through multiple speakers, that rates would
remain low for years to come or until the economy and employment recovered robustly from the COVID
shock. Chairman Powell even went so far as to say that he believed it was time to let inflation run above
the previously announced objective of 2% per year, and perhaps try to average out to 2%. Given that in

1

QE1,2 and 3 were $1.7T, $0.6T and $1.6T, respectively
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their eyes inflation has run below trend (we disagree, they are not measuring it correctly) this would
imply targeted inflation rates well above 2%. It is almost as if they are conditioning us for it.
Here are some examples of the Fed inflation signaling from Chicago Federal Reserve Bank President
Charles Evans in recent comments to the press:
 The Federal Reserve is willing to overshoot inflation and should be clear that 2.5% inflation
for some time is likely in the cards
 It is unbelievably important to exceed 2% inflation for some time.
 The Fed has indicated that it will keep rates at the current level until inflation is sustainably at
2% and on a track to exceed 2%.
 When additional bond purchases become important no doubt the Fed will make them.

Many in government, the financial media and the investment world have for some time concluded that
inflation is not a threat. The consensus is so strong on this that I am inclined to take the other side. When
it makes the cover of a news magazine it is a close as you can get to a bell ringing.2

Also, there was more positive media coverage that gold and gold stocks were performing well. We
learned during the quarter that Warren Buffett’s firm Berkshire Hathaway took a $564 Million dollar
position in the world’s second largest gold miner, Barrick Gold. Buffett has traditionally been anti gold
2

Date of publication April 22, 2019.
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and gold miners and so the fact that his firm made this move is significant. It also gives cover to many
other traditional main stream investment managers to consider investing in gold.
Furthermore, the large and well known Ohio State Police & Fire Pension Fund, with assets of $16 billion
announced that they approved a 5% allocation to gold in order to protect against debasement and
inflation. This is about as mainstream a Fund as exists and so seeing them make this move is significant.
Finally, high profile intelligent investors continue to mention the merits of the gold thesis. These
individuals include; Ray Dalio, Stanley Druckenmiller, Paul Singer, Paul Tudor Jones, and Sam Zell.
The investment world has awoken to gold and as we can see in the chart of Gold ETF holdings below, the
recent price correction has not diminished the amount of capital that has flowed into Gold ETF’s. Gold
investors appear to be “buying the dip”.
Gold ETF Holdings (troy ounce) 2008-Present

MONETARY CHAOS, DEFICITS AND WHO IS LEFT TO FINANCE THEM?
If you have been an investor with me for some time, you know that the investment theme that I have pursued since 2008 is what I originally referred to as “monetary chaos”. It all began in 2008 when the GFC
ushered in Quantitative Easing (QE) and the Zero Interest Rate Policy (ZIRP) which were supposed to be
short lived because Chairman Bernanke could see “green shoots”. Seven years later in 2015, the Fed began to normalize interest rates and in 2018 it began to reduce its balance sheet. The IOER3 spike (May
2018) and repo rate blow out (September 2018) put a halt to those efforts, and now the COVID crisis led
to US Government stimuli which makes the response to the GFC look modest by comparison.
As detailed in earlier letters the US Government is facing a sovereign debt crisis. The level of US Government debt is 138% of GDP, a level that has nearly always resulted in problems for other countries.
3

Interest Rate on Excess Reserves (IOER) is determined by the Fed and is the rate of interest that banks are paid on
their excess reserves held at the Fed. The spike indicated that the Fed was holding monetary conditions too tight.
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And, in fact, it is much worse than that since un-funded liabilities (Social Security, Medicare and Federal
Employee/Veteran benefits) amount to $140T (Congressional Budget Office (CBO) estimate) or $220T
(Kotlikoff estimate), both of which dwarf the current level of Federal debt which just passed $27T.
The following schedule shows the CBO’s deficit projections for the next 10 years as prepared in September 20204. Pre-COVID, the CBO was projecting future deficits of over $1 Trillion per year. The CBO
has a 35 year history of being fairly accurate on deficit projections (within 0.2% of GDP) or by approximately +/- $50 Billion5. You’ll see below that the 2020 deficit (Sept 2020) was $3.3 Trillion, or said another way the US just spent over twice the amount it collects in income and payroll taxes.

This sizable annual deficit will need to be reduced in future years, but it begs the question of how. If, as it
currently appears, the Democrats win the election, tax increases are a certainty. But even the current
Biden proposal will only increase taxes by $300 Billion per year. This increase will not be good for economic growth. Looking at the past few months’ run-rate, it appears that the deficit is running at a stable
4
5

An Update to the Budget Outlook: 2020 to 2030 https://www.cbo.gov/publication/56542
“An Evaluation of CBO’s Past Deficit and Debt Projections” Sept. 2019. https://www.cbo.gov/system/files/2019-09/55234-

CBO-deficits-debts.pdf
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rate of over $2.5 Trillion per year and this is before any additional stimulus, infrastructure bills, student
debt forgiveness or Universal Basic Income (UBI) all of which have been heavily signaled and messaged
by the Democratic Party.
Additionally, in this low interest rate world, with a dearth of foreign buyers, who will be the buyers of
Treasury bonds? Very few. Thus, the Fed will remain the Buyer of Last Resort.

FIRE AND ICE (INFLATION AND DEFLATION)
To understand the implications of recent developments we have to define and consider inflation and deflation. Inflation is a generally rising price level. Deflation is a generally declining price level. Monetarists view inflation as an increase in the money supply. Ceteris paribus an increase in the supply of money
will create inflation as more dollars chase the same amount of goods; however, there are a lot of other
moving parts. Prices also go up and down based upon supply and demand for goods. Greater productivity naturally leads to deflation or falling prices because more goods are produced for less. The power of
labor unions and the price elasticity of demand also figure into the equation. The velocity of money also
plays an important role.
Finally, there is the psychological portion of inflation and deflation, which we referred to in our Q2 2020
letter as Currency Substitution Inflation Psychology (CSIP). If consumers perceive that prices will be
higher in the future, they may overconsume today in order to lock in prices before they increase. This
consumption increases demand which creates a feedback loop, pushing prices up even further leading to
more inflation. Once started, an inflation cycle can build upon itself as it did in the 1970’s. Conversely, if
consumers see falling prices and believe they will continue to fall, they may defer consumption thinking
they will be able to buy something cheaper in the future. This deferred consumption lessens demand, further weakening the price of the goods under consideration. Prices fall, economic activity slows, unemployment rises and debts become unpayable. This is deflation. What I am describing with these examples
is the multiplier effect. Up and down.
In an economy that is running well there should be a small natural deflationary bias, primarily driven by
productivity improvements. This is what happened on the gold standard throughout the 19th century.
People could save and living standards improved greatly without rising prices.
When a consumer or government takes on debt to consume, the credit helps create short term demand and
inflation, but since the debt must be repaid, it is long term deflationary. This debt-based consumption is
just pulling demand forward and reducing future demand. This is why having a huge debt burden is deflationary. All debt must be serviced and repaid.
In a consumer based, credit driven economy the specter of deflation is terrifying to all debtors and governments. In a true deflation, debtors will default, demand will be destroyed and unemployment will soar.
The model for this, and the basis of the well-founded fear held by Keynesians, Central Bankers and Governments, is the example of the Great Depression where a credit driven monetary boom led to an equal
but opposite bust with massive economic pain and unemployment. Austrian Economists know that the
loose money, credit driven boom of the 1920s was the cause of the Depression and that the solution was
to never let the boom take place. Keynesians do not see it that way. They believe the Fed erred in not
printing enough during the Depression. They believe that they can do a better job of setting interest rates
than the free markets. We are now witnessing how that is working out. History has proven time and
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again, the solution to the problem is sound money (gold standard) and market based interest rates (no
Federal Reserve manipulation of rates).
So where are we today? Well looking at the situation objectively, there are a lot of deflationary factors.
Debts are enormous and weigh on everyone, including the US Federal Government. If money is spent
servicing debt it is not spent on consumption or capital investment. This is deflationary. Technology has
increased productivity massively. This is deflationary. China and developing nations are willing to work
and produce for a fraction of the cost of western workers. This is deflationary. And now COVID comes
along and causes massive unemployment, demand destruction and lowers demand in all kinds of industries. All of these factors are deflationary. Balancing this, governments have created and injected huge
amounts of newly issued credit and currency into the system all of which should be inflationary, but since
monetary velocity has plummeted and consumer savings have increased, the inflation has been muted6.
US Personal Saving as % of Disposable Income 1960-Present

Source: Bloomberg

6

Although, as we have said ad nauseum, reported inflation is understated and inflation in certain categories with
pricing power has been exceptional (college education, health care). There has also been massive inflation in asset
prices (stocks and bonds) driven by falling and artificially low interest rates.
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Velocity of M2 Money Supply 1960-Present

Furthermore, there has been a long-term deflationary trend reflected in higher bond prices and lower interest rates. Governments have fought the deflation by lowering interest rates to zero7. Objectively, without Government stimulus and extreme efforts it looks like deflation is winning. Certainly the deflationary
factors have kept reported inflation lower than traditional monetarists would have expected given the
growth in the money supply8.
However, as Chairman Bernanke so memorably said, we have nothing to fear from deflation because in
extremis, governments can drop money from helicopters and ensure that a rising price level and gentle
inflation will ensue. These “helicopter drops” are now referred to as “Going Direct” and involve sending
money (unfunded and printed) to consumers and businesses as the CARES Act just did.
This is all nice in theory, but in practice it gets a lot messier. As many leading central bankers have
pointed out, historically, inflation once started is very tough to contain. Especially if there is a lot of dry
monetary tinder lying around waiting for a spark to set it on fire (like today). When a true inflationary
psychology emerges, the currency can be abandoned, and quickly become worthless. This is hyperinflation and it has occurred with stunning regularity in mismanaged monetary regimes.
So is the world going to burn up in an inflationary inferno? Or is it going to collapse like in the 1930’s in
a deflationary settling of all debts through default and collapse? A modern-day ice age. To be honest, I
am not sure. I could envision either outcome, or a mixture of the two. Given the way our system and the
US Government is structured, with short-run, next election thinking, I lean toward the inflationary scenario; however, deflation is a real possibility. One issue is that it will take extreme governmental actions to
create inflation and they may underestimate the task, or realize that by taking those actions they risk hyperinflation. The Fed and Treasury are truly caught in a box with no escape. Create inflation and risk
losing control or permit deflation and the system suffers or collapses. History shows, a little inflation can
easily become too much inflation. As one monetary wag said “you cannot taper a ponzi”.

7

Which arguably makes the problem worse.
This is not your father’s monetary system. Many of us thought there was no way you could create the sums of
money and credit that have been created since 2008 without having an inflationary holocaust. Of course, times
and events have shown that we were wrong.
8
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GOLD WINS IN EITHER SCENARIO (INFLATION OR DEFLATION)
What is the best asset to hold in an inflation or a hyperinflation? History suggests it is gold because it is
the superior form of money which cannot be debased and has been accepted worldwide as money for
6,000 plus years. It is a proven protector of purchasing power. It has no counterparty liability and is the
only financial asset with this characteristic.
What is the best asset to hold in deflation? No doubt it is cash. Why, because your cash will buy more
goods, services and assets in the future in a falling price environment. However, there is one more layer
to this. What form of cash? The cash of a government? Or the centuries old form of cash which cannot
be printed debased, defaulted or destroyed, that is: GOLD. Gold beats government issued cash because
with the stroke of a pen the government can devalue their paper currency. This is exactly what Roosevelt
did in 1934, when increasingly individuals and firms preferred holding metallic gold to bank deposits or
paper currency. To stymie this, Roosevelt was forced to devalue the dollar in gold terms by 70% as he
changed the statutory price of gold from $20.67 to $35 per ounce, making it more expensive to exchange
$US for gold. Roosevelt’s devaluing of the dollar in gold terms was completely rational as a response to
massive asset deflation and an economic collapse. So with deflation there is the risk of a formal devaluation. Moreover, even if the currency is not devalued formally, what is the currency of a bankrupt country
worth? In a severe deflation, the Government would be swamped with social expenses and starved of tax
income because there would be a greatly reduced level of economic activity. It would become obvious
that the Government is bankrupt, and US Treasury borrowing rates would widen considerably driving
even greater deficits (unless an entity like the Fed can step in to keep rates “lower for longer”). By definition the currency of a bankrupt country is worthless as their only solution would be to print money to address the problem, and it would not take long for people to figure out that the currency has no value. Arguably, this is what the current price move in gold is sniffing out.
So, gold wins in inflation or deflation. Gold does not do well if the Government succeeds in starting another credit cycle that keeps the monetary system intact like it did from 2008-2020. Some have said, that
this will play out the same as the 2008 crisis and that Government actions will get us out of this mess.
This is going to require a threading the needle (between inflation and deflation) scenario that is more fully
described below. It is not impossible. But, given what we have just witnessed what are the odds of that?
I believe they are slim. Here is why.
WHY IS THIS NOT LIKE 2008?
In 2008, the bubble was at the housing level and affected Wall Street. As the housing bubble burst, Wall
Street banks caught up in it suddenly had over-levered balance sheets (Lehman at 30:1, Merrill Lynch
27:1, Goldman Sachs 28:1; Morgan Stanley 33:1). The government chose to backstop them. It took a lot
of money but the deflationary hole was filled. This current bubble is different. It is one level higher at the
sovereign debt level. Wall Street does not need bailing out. Government balance sheets need bailing out.
The question is, by who? A perfect visual on this is what just happened in the US Government P&L (see
chart below). As macro analyst Luke Gromen of Forest For The Trees, LLC says, the US Fiscal situation
just became irrecoverable. Nothing like this has ever happened before.
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US Government Expenditures / GDP 1950-Present

COVID just blew an enormous hole in the US Government Deficit. To be fair, these are quarterly figures
and the spending and deficit have dropped since June 2020. But the point still stands; this is a much more
severe crisis and it is at a level where there is no natural “higher authority” to solve the problem. In 2008,
the Fed could save the financial system. This time, who can save the Fed? Some may say, “but the Fed
doesn’t need to be saved; the Fed simply can print their way out of it”. Recent gold price increases would
agree with that response.
The chart on the following page depicts the Fed’s balance sheet actions over the past 12 years:


2008-2010: the Fed as lender of last resort, exchanged good assets (e.g. parking US Treasuries
and Cash at Wall Street banks) for Wall Street banks’ bad mortgage backed assets until those bad
assets ran-off via maturities or defaults in the Fed’s warehouse. To keep the money supply at
bay, the Fed mandated that banks keep higher reserves at the Fed through regulatory requirements
and higher interest rates. Thus velocity of money remained low.



2012-2018: the Fed increasingly had to purchase US Treasuries and Mortgage Backed Securities
to (i) keep rates low, and (ii) to monetize US fiscal deficits.



2018-2019: the Fed tried to normalize its balance sheet, but again stock markets did not like that
and interest rates began to accelerate.



2020: Normally, a Foreign Buyer with US$ holdings from its exports to the US would be a typical purchaser of the new US Treasuries issued to finance the current massive US deficits. This
would prevent the need for any new US$ creation as the foreign buyers’ currency in circulation
simply is recycled back into US Treasuries. But that Foreign Buyer has disappeared in this low
rate world. Thus, the Fed is forced to print dollars and expand its balance sheet to finance those
fiscal deficits and sop up those Treasuries. Further, unlike 2008 when any new US$ creation that
repaired bank balance sheets simply ended up at the Fed as regulated excess reserves, these newly
created US$ that finance the US deficit are making their way directly into the economy, creating
a greater supply of $US vs. a similar (or declining) amount of goods.

Equity Management Associates, LLC

Page 15

Macro analyst Lyn Alden has made a similar point about the difference between the 2008 and 2020 crises.
In 2008 we had QE. In 2020 QE + massive fiscal spending. In 2020 the Fed’s purchases of Treasuries
(red line) went into government transfer payments (green line) and commercial bank deposits/M2 (blue
line). Note the magnitude of the difference between 2008 and 2020.
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Unlike the Wall Street banks, the Treasury and Fed do not have a higher authority to turn to as their lender of last resort. They will be on their own to save themselves. Here is how I think they will try to do it.
The highest probabilistic bet is that the government is going to aim for a form of financial repression similar to what they did to work off the considerable debt burden incurred to fight WWII. It is mostly forgotten, but the level of US Federal debt as a percentage of GDP following WWII is very similar to what it is
today. The government needed to generate GDP growth and needed inflation to increase the price level
and thereby reduce the debt burden in GDP terms. Germany and Japan’s manufacturing base’s had been
destroyed leaving the US as the leading manufacturer, and the GI Bill and suburban growth powered the
US economy. To prevent interest rates from increasing, the Fed instituted yield curve control (YCC) (to
keep government financing costs low) and signaling inflationary policies. Is it a surprise that they are
speaking about the same things today? YCC leads to very negative real rates of interest as nominal interest rates do not compensate for underlying inflation. It is extremely bullish for gold.
Note in the following chart how deeply negative the real rate of interest (red line) was following WWII.

I believe this is what the US Federal Government will try to achieve today – massive fiscal stimulus (e.g.,
infrastructure, green energy programs) and monetary stimulus (e.g., low rates and QE programs as someone has to finance that fiscal stimulus) to attempt to grow GDP to service the national debt burden.

WHY IS THE US PREDICAMENT DIFFERENT THAN JAPAN AND ITS DEFLATION?
Many will state that deflation is here to stay as the US will have the same experience as Japan when its
bubble in equities and real estate popped in the early 1990s. Asset price deflation hit wealth, which cratered demand causing pain for levered consumers, businesses and banks. Broad based deflation followed.
However, the US is different in many ways than Japan:
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The structural rigidity of Keiretsu business entities and regulatory forbearance allowed banks to
delay realizing losses, but yet good money was chasing after bad and this stunted the ability of
new loans to be made to new, growing businesses and industries.
Further, Japan does not have safety nets such as Medicare and Social Security like the US. Thus,
the Japanese are forced to save more for retirement.
o Since 1980, Japan’s savings rate has averaged 29% of Disposable Income vs. the US average of 7%
The Twin Deficits (Trade and Budget) in the US are worse than Japan’s
FY 2019
US
Japan
Budget Deficit as % of GDP
-4.6%
-2.8%
FY Trade Balance as % of GDP
-4.3%
-0.30%

It’s worth reading the former NY Fed Governor Bill Dudley’s speech from 2013 (link below) where he
summarized Monetary Lessons learned from the Japanese experience. So many of the tools he discussed
are being discussed again today in recent Fed meeting minutes.
www.newyorkfed.org/newsevents/speeches/2013/dud130521

THE FUTURE OF INFLATION
Over the past 20 years the world has grown accustomed to the notion that inflation is benign and deflation
is the greater threat. A large portion of the US political establishment certainly is of that mindset. As Dick
Cheney said, “Reagan proved deficits don’t matter”. The helicopter blades are already turning since the
Government, through the $2.0 Trillion+ CARES act, just sent $560 Billion to individuals, $1.2 Trillion to
businesses and $340 Billion to state and local governments. The Government is manifestly overlevered
by any measure, and the deficits have grown so large that no rational buyer will fund them at these low
rates, as we have seen foreign buying disappear and domestic buyers are scarce. The US Treasury has
taken to funding a large portion of its deficits and debt maturities through very short term maturity refinancings because the auctions in the long dated issues have been weak. The Fed is buying a larger and
larger percentage of the Treasury bonds which are being issued. This is just pure monetization or printing
of money to fund deficits. It may be in the form of bank reserves or credit to banks who no longer have to
live with the SLR9 ratios since the FED changed the rules allowing them infinite leverage in buying
Treasury securities. But any way you slice it, new money and credit must be created to service the debt
burden or else the system does not function. We saw this very briefly in March when the market for US
Treasuries began to behave strangely and the safe haven bid for these securities disappeared. The Treasury rates began to spike at the same time the stock market was cratering. Not what should happen if the
Treasuries are a safe haven. The Fed even made mention of it in their meeting minutes and it no doubt
played a role in their thinking regarding the “whatever it takes” stimulus package which they announced.

9

The supplementary leverage ratio (SLR) is the US implementation of the Basel III Tier 1 leverage ratio, with which
banks calculate the amount of common equity capital they must hold relative to their total leverage exposure to
ensure solvency. In April 2020, the Fed lowered this SLR ratio to ”ease strains in the Treasury market” and allow
banks to “exclude US Treasury securities and deposits at Federal Reserve Banks from the calculation of the SLR”.
Effectively this change in rules gives the banking system the ability to buy infinite amounts of US Treasuries
without violating the SLR rules. They have been doing so and this will be a big aid to the Treasury in monetizing the
future deficits. The timing of this rule change is interesting to say the least.
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Now we look at an election where the leading candidate has said he will forgive student loans, and is
guided by Stephanie Kelton, who is the leading academic proponent of Modern Monetary Theory (MMT)
and is considering appointing Elizabeth Warren or Fed Governor Lael Brainard as Treasury Secretary
(Brainard is a proponent of Yield Curve Control). A Democratic administration is sure to increase government spending and programs well in excess of the modest $300 billion per year tax increase that Biden
has proposed. I believe this will lead to an eventual inflationary outcome. Frankly, I hope that it is an orderly inflationary outcome because a true run away hyperinflation would be very painful for all involved.
While I still believe there is a reasonable chance of a high inflation/hyperinflationary outcome, my base
case is that we are going to see a sizeable uptick in inflation over the next few years even though there are
very strong structural arguments for a deflationary outcome in the near term. I believe this to be the case
because the Government needs inflation to survive, and above all else Government’s seek to survive. I
believe a determined Government can create inflation. What I do not know is if, once started, they can
control the inflation. My suspicion is no. But frankly it does not matter much to our investment thesis.
Monetary debasement will ensure our investments do well and protect our wealth. Extreme monetary
debasement or hyperinflation will make our investments do spectacularly well. We are well positioned
for either outcome.
The outcome of this battle is going to be determined by US Government actions.

MONETARY CHAOS
Now some will contend that I am overreacting in predicting an uptick in inflation and/or the possibility of
hyperinflationary outcomes. They may contend that once the COVID crisis passes, things will settle
down, the economy will be growing and deficits will move back toward the January 2020 table of CBO
estimates we showed earlier of a “mere” $1.0-$1.5 Trillion annual deficits and we will go back to the status quo ex ante. In the past this has always happened and it will happen again this time.
As a counter to that I offer the following schedules which show just how extreme these monetary events
have become. (continued on next page)
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As we reported in our Q2 letter, the US Government is also running an unprecedented budget deficit, and
most of these expenditures went toward safety net payments to keep consumption going, not infrastructure investments that would have an eventual return on invested capital10. For the Fiscal Year ending
September 30 (just ended), the CBO estimates that the US Federal Government will report a deficit of
$3.3 Trillion. This compares to $984 billion in 2019.
To fund this deficit, the US Treasury has had to resort to record issuance of Treasury debt securities.

And who is buying these Treasury securities? Because foreign buyers have disappeared in this low rate
environment, the Fed and now their member banks have has been the purchasers of much of this debt.

10

Many will point to China’s exorbitant Government debt levels, and it is a valid critique. However, at least most of
China’s borrowing funded Infrastructure investments versus the US Treasury borrowings which have largely funded
consumption (as US consumption is > 67% of GDP vs. China consumption is only 39% of GDP ).
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The schedule below is the Fed chart showing the year over year absolute growth in the money stock (M2).

Note how in order to contain this crisis, the Fed has had to increase the money stock by over $2.5 Trillion.
Nothing approaching this magnitude has ever happened before.
Ultimately this stimulus will make its way into the economy and velocity of money. In fact, as Gromen
points out in this next chart, bank lending has risen at a 17% CAGR for the past 2 years; it’s just that the
loans have been made to the US Government as counterparty as opposed to businesses or individuals.
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ET TU, FED?
So can it be as simple as whether or not the Fed and Treasury are printing enough to keep the system stable and intact? It seems so. Of course the printing comes in many different forms and it is complicated
as some of the monetary transmission methods are opaque and indirect. For example, the Fed injects reserves into the banks and yet they often sit on the Fed balance sheet and only become high powered money if banks expand credit. Which they can do. There is a reason why the entire system is complicated; if
people understood how they were being robbed through monetary debasement they would be appalled.
So if the inflation/deflation debate is driven by the US Government’s policies and actions what can we
observe? Well first, we can observe their actions. Second, we can observe the various public market indicators. I am somewhat hesitant to call them “market” because many markets are no longer truly reflective of buyer and seller actions independent of Fed intervention.
The important sign posts are as follows:
o
o
o
o
o
o
o

Is the US Stock market going sideways, up or down.
Are interest rates rising, stable or falling.
Inflation as measured by CPI and PCE, is it growing, flat or declining.
Is the price of gold going up or down.
Is the US Dollar going up or down.
Is the Fed’s Balance sheet growing, stable or shrinking.
Are the economy and employment growing, flat or shrinking.

I suspect the Fed is utilizing these indicators to govern their policies.
Broadly speaking I believe there are three possible scenarios:
1. Deflationary Bust: The stock market is going down, interest rates are rising, the price of gold is
flat or going down, the US Dollar is going up. CPI is very contained. The Fed’s balance sheet is
not growing. The economy and employment are soft.
- Conclusion: Not enough Treasury and Fed stimulus. Deflation will result. This is the
default condition without continued aggressive US Government action. In particular a
major fall in the overvalued US stock market would have huge deflationary implications.
2. Thread the Needle: The stock market is flat or going up, nominal interest rates are stable, real
rates are negative, the price of gold is rising (but not too fast) the Dollar is declining (but not too
fast). Inflation is going up, but not too fast. The economy and employment are improving.
- Conclusion: the Fed has their preferred outcome. Inflation, but not too much.
3. Inflationary Crack Up Boom: The stock market is booming. Nominal interest rates are rising, real rates are deeply negative, the Fed is implementing YCC to prevent interest rate spikes from the
selling of bonds which are occurring due to inflation fears. The Fed’s balance sheet is growing.
The economy and employment are doing well but inflation is becoming a serious problem. The
price of gold is rising consistently, and rapidly and the Dollar is falling consistently and rapidly.
- Conclusion: The Fed knows they have a serious problem.
“Deflation is the devil” for a levered economy, and thus Scenario 2 is the Fed’s goal. However, the Fed is
terrified of Scenario 3 because they are aware of how a change in asset preferences during excessive in-
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flation can drive people out of bonds, away from the dollar and into gold. This happened between 1975
and 1980 as gold went from $118 to $800 per ounce and there was talk of the dollar failing. There was a
solution at the time and it was administered by Fed Chairman Paul Volcker who took nominal interest
rates to 20%11 to break the back of inflation and the inflationary psychology. If a similar inflationary psychology were imbedded today and the same solution was attempted, what would the world would look
like with 20% nominal interest rates given today’s government/corporate/consumer debt loads? Such a
rate of interest would save the dollar, but nearly the entire world (particularly the US Government) would
go bankrupt. Even a 5% nominal rate would cause serious problems given current debt levels (e.g., 5% x
$27 Trillion of US Debt = $1.35 Trillion alone in annual interest expense on the US Deficit, which compares very unfavorably to the $576B of interest costs in Fiscal 2020).
So the Fed12 is trapped and trying to thread the needle.
It is instructive to look at how the price of gold behaved in the last significant US inflationary cycle from
1972 to 1980. When inflation gets going, gold performs exceedingly well.

Evidence that the Fed is terrified of Scenario 3 is captured in the June 9-10 Fed minutes:
But the staff also highlighted the potential for YCT13 policies to require the central bank to
purchase very sizable amounts of government debt under certain circumstances—a potential that
was realized in the 1940’s—and the possibility that, under YCT policies, monetary policy goals
11

It was necessary to take nominal rates to 20% to create a positive real rate of interest because inflation was
running in the 10-15% range. Recall: “Whip Inflation Now” was a PR campaign to enlist US citizens to hold back the
increases in wages and prices of the 1970s, by increasing personal savings and taming spending habits.
12
Note throughout this letter I have used the term Fed to indicate the Federal Reserve but in reality it is a broader
entity which really includes the Fed and the US Treasury since the two are working together and coordinating their
actions. In many ways they are one and the same entity.
13
Note the Fed interchangeably uses the term Yield Curve Targeting (YCT) with Yield Curve Control (YCC).
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might come in conflict with public debt management goals, which could pose risks to the
independence of the central bank.
This is the problem. Once it becomes widely apparent that Fed policy requires yield curve control (YCC)
to prevent higher interest rates, and is deliberately trying to generate inflation (and they are successful at
doing so), everyone who is holding bonds at record low interest rates will realize that they are getting
killed on a “real return basis’. They will seek to sell their bonds to protect themselves. In a normally
functioning market this selling of bonds would create excess supply and send bond prices down and interest rates up attracting more buyers. But, the Fed has made it clear that they will not allow higher interest
rates to happen. The only mechanism they have to do this is YCC. When the bonds are offered for sale,
the Fed will buy them. With what? Why newly printed money of course. This printing of money would
cause the Fed balance sheet to balloon is size. We discussed this in the Q2 letter. It is a doom loop.
Monetization leads to inflation, inflation leads to bond sales, which lead to more money printing (monetization) to purchase those bonds. Making inflation worse. The end point is a worthless currency.
The Fed balance sheet today holds $7.1Trillion of assets. The global bond market is over $120 Trillion.
If bond holders are getting roasted by inflation and the Fed is willing to buy these bonds at market, there
is the possibility that the entire US Treasury bond market is going to look at the Fed and say “sold to
you.” Investors will take the cash and redeploy it in assets which benefit from inflation. This will lead to
a massive reversal in the low velocity of money. Now all the money that has been created but is sitting
idle in the bond market will be chasing stocks, real assets and gold. The result will be run-away inflation.

GOLD -WHAT DRIVES IT?
So, when a government reaches the point at which its debt burden becomes too great it faces a number of
choices. It can default, revalue or devalue its currency, or inflate its way out. There are merits and problems with each approach but generally speaking, inflation is the most commonly chosen course.
The goal with inflation is to reduce debt in nominal terms when compared to GDP. This makes servicing
and repaying the debt easier. To be successful in its efforts, a government must run a negative real interest rate through higher inflation. As we saw above, the US Government did this to reduce the burden of
the WWII debt. It looks to me like they are setting up to try to do the same thing again.
The good news is that there is nothing more bullish for gold than negative real interest rates. If you were
to ask me what is the one factor which is most determinative of the price of gold I would respond: the real
rate of interest and its direction.
The following three charts show this clearly on a short, medium and long term basis:
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Real 10 year UST Rates vs. Gold 1965-Present

Source: Bloomberg
While real interest rates are the primary driver of the gold price, we can also observe that over longer time
periods, there is a strong correlation between the gold price and the Fed Balance sheet which is a good
proxy for money and credit in circulation.
Fed Balance Sheet Assets vs. Gold 2003-Present
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Furthermore, there is a relatively strong correlation between the gold price and M1 Money stock which
from the chart below suggests that the price of gold has some catching up to do.
M1 Money Supply vs. Gold 1975-Present

GOLD IS STILL CHEAP AND GOLD STOCKS ARE CHEAPER
As you might expect the assets under management of the EMA fund have grown appreciably in the last
year and particularly in the last six months. More and more, intelligent investors are becoming aware of
the issues discussed above. Also, as you can imagine when I talk to new potential investors one of the
questions I often get is: am I too late? This is not surprising today because the Fund was up 97% last
year and is up 113% year to date. To answer this question, I generally offer the following three arguments to explain why I believe we are in the early innings of this ball game. First, adjusted for the Fiat
Money that has been created over the past 20 years, and particularly recently, we can see that gold is still
cheap relative to its substitute which is fiat money supply.
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Second, I point out that we are not just buying gold; rather, we are buying the stocks of companies which
produce gold. These miners have massive operating leverage to the price of gold (both ways). Because
of the dreadful bear market from 2011 to 2015, these stocks have never recovered fully and investors have
what I call “battered gold stock bull syndrome”. That is, they were so destroyed by the bear market that
everyone is still afraid to invest aggressively in the gold stocks even though their earnings are growing
rapidly and they are performing well.
This issue is captured nicely in the next chart which is the ratio of the Barron’s Gold Mining Stock Index
(BGMI) to the price of gold. As you can see the stocks have a ways to go before their market caps even
achieve their historical median relationship to the gold price.

Building on this point, I often show the following chart which demonstrates how explosive the price
moves can be in the gold stocks when a bull market takes hold.
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Note that currently this index is up 233% off the December 31, 2015 low but that prior bull markets have
provided returns of 500 to 600%. We may be in the second or third inning, but the game has some way to
go – and extra innings are always a possibility. Keep in mind that the Barron’s Gold Mining Index is
comprised of large miners and that the returns in the smaller miners can be even more explosive than this.
Finally, Gold is still not on most investors’ radar screens. I often recite the simple math that I have stated
in the past, although now the numbers have changed a bit. This has to do with the fact that we are still
very early in a longer term game where gold will play a more important role in the monetary system,
since the current system is so badly broken.
The aggregate amount of investable gold and gold equities is modest. Worldwide financial assets are
approximately $350 Trillion (all cash, stocks and bonds). The tradeable gold bullion available for
purchase and sale is $2.7 Trillion (assume Au $1,900 per ounce). The aggregate market cap of all gold
miners in the world is approximately $0.9 Trillion. Thus, gold related investments (2.7+0.9) of $3.6T are
roughly 1% of worldwide financial assets. If even 10% of worldwide financial assets were to move into
gold assets you would have $35 Trillion chasing $3.6 Trillion. Our investments will perform well.

CONCLUSION
Occasionally, I come across a piece of investment insight that is just too good not to pass along to my
investors and readers. This comment by Luke Gromen crisply summarizes where we are. Because we are
all dependent upon Fed and Treasury actions and unpredictable things like Government policy choices, he
points out that there is going to be a lot of volatility in this environment and concludes:
One can try to trade what is effectively the simultaneous bursting of the 1st global sovereign
debt bubble in 100 years, and the changing of the global currency system for the 1st time in
50 years, or one can buy gold and gold stocks unlevered…and trust that the US will not be
the first sovereign in history that allows itself to go bankrupt for lack of printed money.
Luke Gromen (www.fftt-llc.com) 14
I’d be happy to discuss this further; please do not hesitate to call or email me. Thanks for your support.
Best,
Larry
Lawrence Lepard
Managing Partner
Equity Management Associates, LLC
Sherborn, Massachusetts
Office: 508 975-4281
Cell: 617 462-8224
Email: llepard@ema2.com
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Luke generously allowed me to share this with attribution because it is taken from his premium service provided
to Institutional Investors.

