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EMA GARP Fund, LP. --- Report for the First Quarter ended June 30, 2022
KEY TAKEAWAYS
● Inflation Rages
o 41% money supply growth of the past few years led to the current unhinged inflation.
● Hawkish Fed
o The Fed chooses to fight inflation aggressively; Powell trying to be Volcker.
● The Everything Bubble Has Clearly Burst
o Asset markets have begun their retreat, with still more to go just to get to fair value.
o $35 Trillion of wealth has been destroyed in stocks and bonds alone.
▪ Buckle up because markets tend to overshoot to the downside when bubbles burst.
● Crypto and Bitcoin
o Crypto was the poster child for speculative excess in this bubble.
o Broad Crypto market peaked at $3T in Q4 2021; now stands at $866B – a 71% decrease.
▪ Plenty of frauds and scams are finally blowing up.
● Bitcoin is NOT Crypto
o Bitcoin is a unique software protocol and network. It is scarce, immutable, decentralized and
a digital form of gold. Proof of work is a formula that is hard coded. There is no cheating.
o Crypto is centralized based upon Proof of Stake models, prone to manipulation and scams.
▪ There are over 20,000 Crypto currencies. But Bitcoin is the original technical invention
and the Bitcoin network continues to grow consistently.
● Will the Fed’s Actions Work? Answer: For a Time, Until Stuff Breaks
o Hawkish Fed is causing all risk assets to collapse, creating deflationary conditions near term.
o Signs of Fragility: Japan Gov’t Bonds; Europe; Select Credit Default Swaps (CDS)
o But Governments have only two choices to the global debt problem: (i) default on the massive
debt load (deflationary like the Depression) or (ii) inflate their way out of this mess. Inflation
tends to be politicians’ more palatable choice, historically.
● Volatility Is Here to Stay
o Fed will struggle between the two extremes: inflation as they ease…deflation as they tighten.
● US Federal Deficits and Its Impact on Gold and Gold Miners
o Gold’s biggest price moves happen when deficits spike.
o Several Tailwinds for higher Deficits = recession, lower tax receipts higher costs, huge nearterm US Treasury maturities, rising interest expense on the debt.
● Portfolio Positioning
o 80/20 split between gold/silver miners and Bitcoin/Bitcoin VC investments.
o Taking advantage of sell offs to scale our best names.
o Sound money (Gold and Bitcoin) will have macro tailwinds over next few years; Silver will
participate too given both its monetary metal status and its tightening supply/demand picture.
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RESULTS SUMMARY
This is the EMA GARP Fund L.P. report for the second quarter of 2022 ended June 30. For the month
of April, the Fund decreased in value by -10.73%. In May, the Fund decreased in value by -12.24%. In
June, the Fund decreased in value by -15.84%. For the quarter, the Fund decreased in value by -29.70%.
Quarterly

Return*

Cumulative

Q2 2022

-34.08%

-29.70%

Q1 2022

6.59%

6.59%

Monthly

Return*

Cumulative

June

-15.84%

-29.70%

May

-12.24%

-16.50%

April

-10.73%

-4.85%
Since

Annual

Return**

Inception

2021

-21.4%

145.3%

2020

121.8%

212.1%

2019

97.9%

40.7%

2018

-31.8%

-28.9%

2017

-7.8%

4.3%

2016

75.0%

13.2%

2015

-8.0%

-35.3%

2014

-26.8%

-29.7%

2013

-50.8%

-4.0%

2012

-7.9%

93.3%

2011

-32.2%

110.0%

2010

47.1%

209.5%

2009

33.2%

110.4%

2008

-5.8%

58.0%

2007

40.5%

67.9%

2006

19.5%

19.5%
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RESULTS COMPARISON
In the second quarter of 2022, the EMA GARP Fund decreased in value by -34.08 %. On a year to date
basis, the Fund is down -29.7% for the first half of the year.

First and Second Quarter 2022 Results Comparison
Q1

EMA Garp Fund, LP

Q2

YTD

6.6%

-34.1%

-29.7%

DJIA

-4.1%

-10.8%

-14.4%

S&P 500 Index

-4.6%

-16.1%

-20.0%

NASDAQ Composite

-8.9%

-22.3%

-29.2%

XAU/ Gold/ Silver stocks

20.1%

-29.5%

-15.4%

HUI Gold Stocks Index

20.9%

-28.8%

-14.0%

GDX Gold Majors ETF

19.7%

-28.6%

-14.5%

GDXJ Gold Juniors ETF

11.8%

-31.7%

-23.7%

GOEX Gold Explorers ETF

11.4%

-31.4%

-23.5%

SIL Silver Miners ETF

-0.8%

-28.6%

-29.2%

Gold Bullion

5.9%

-6.7%

-1.2%

Silver Bullion

6.4%

-18.2%

-13.0%

Crude Oil

33.0%

8.1%

44.2%

Goldman Sachs Commodity Index (GSCI)

32.4%

2.0%

35.0%

CCI Commodity Index

21.4%

-7.1%

12.7%

US Government 10 Year Yield

2.34%

3.02%

3.02%

US Dollar Index

98.31

104.69

104.69

Bitcoin

-1.2%

-59.1%

-59.6%

QUARTERLY OVERVIEW
In the second quarter of 2022, the Fund declined considerably. Ironically, our small allocation to Bitcoin
was only a minor drag on performance. While Gold bullion held up well, nearly the entire Gold/Silver
mining sector was hit hard in the wake of the broad market sell-off. Many junior miners were down 50%
in the quarter, and it felt like many investors were throwing in the towel.
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The chart below shows the huge disconnect between Gold bullion and the gold miners. Notice that from
2000-2011, the miners outperformed gold; however, since the 2012 bear market, there has been a major
gap between the two. Our belief is this has made the miners a deep value equity play.
HUI Gold Miner Index vs. Gold (1999-Present)

As Fred Hickey recently pointed out in his July newsletter:
“These massive gaps in performance make no sense unless one understands there are two
completely different sets of buyers for these assets. The biggest buyers of gold (Chinese, Indians
other Asians and Middle-Easterners) as well as central banks around the world buy gold, but not
gold miners. North Americans account for a relatively tiny amount of the physical gold purchases,
but they are the primary buyers of mining stocks.
Though it may not feel like it during this difficult quarter for gold mining stockholders, gold is in a bull
market and has been since 2016 when it bottomed around $1,050. While gold has been strong since,
the miners have lagged, likely still weighed down by memories of poor management decisions
(overspending, overexpansion, and overpaying for acquisitions) toward the tail end of the prior gold
bull market, which led to a collapse in the miners’ stock prices. Most of the management teams that
made those bad decisions were replaced with a chastened group determined not to repeat those
mistakes and whose focus is decidedly on shareholder returns. As a group, these management teams
have remained disciplined for several years, but the market (north American buyers) has yet to
recognize this.”
-Fred Hickey, July 2022
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We would add on to Fred’s comments: the draw down in gold stocks from 2011 to 2015 was brutal and
fears of that linger in many gold stock investor’s minds. We call this “battered gold stock bull syndrome”.
It too shall pass, and miners will react robustly to the upside when gold bullion price begins to sniff out
the challenges faced by governments and central banks globally. Indeed, as MSA Research pointed out
in this chart looking at Gold since 1980, and, in particular, the 2008 crisis’ impact on gold:

In Q2, the Fed raised the Federal Funds (FF) Rate by 50bps in May and 75bps in June and implied they
will continue on this path until inflation subsides. The Fed’s music stopped and investors scrambled for
seats as markets begin to price in a coming recession. Save for oil and some other commodities, there
were no places to hide as can be seen by this chart showing % returns year to date.

Down only 1.2% during the first half of the year, gold crushed the alternatives. We believe this is a
foreshadowing of what is to come.
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The DXY (US$) rose nearly 7% in Q2 as many companies sell assets/buy dollars to ensure a liquidity
runway to pay their US$ denominated debts in a recession. In the US, inflation was persistent during the
first half of 2022, and 10 Year Treasury yields increased from 2.33% to begin Q2 to a June high of 3.47%.
30 Year Mortgage rates nearly doubled from 3% to nearly 6%, and high yield credit spreads widened
200bps during this period.
The real fireworks could be seen across the globe. Japan, which is conducting yield curve control (YCC),
saw a large sell-off in its Government Bonds (JGBs) and the Bank of Japan (BoJ) was forced to print
massive amounts of Yen to support the 0.25% interest rate peg on its 10 year JGB. This has caused the
Yen to lose 24% of its value in dollar terms in the first half of this year. As the chart below shows, BoJ
bond purchases in June spiked to unprecedented levels. Imagine every country with a chart like this if
there is a global abandonment of government treasuries! Japan is practicing YCC. We believe it will be
widely required everywhere before this is over.

Additionally, emerging markets are beginning to show signs of strain (see Argentina’s Credit Default
Swap (CDS) chart on left below) and in Europe, Credit Suisse’s CDS has widened to near the 2008 levels
(below right). To us these are early warning signals of the stress being created by the Fed’s new policy.
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INFLATION RAGES
Throughout 2021, the Fed told us that the inflation we were experiencing was transitory and would
subside as the COVID related supply issues were resolved. Many of us said this was not true and that
inflation would be larger and more persistent than the Fed was projecting. This was not a tough call given
the 41% increase in the money supply in the prior two-year time frame. The Fed now admits that they
blew the call (again). Here are the monthly US CPI figures (% y-o-y).
2021
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
Oct
Nov
Dec

1.4%
1.7
2.6
4.2
5.0
5.4
5.4
5.3
5.4
6.2
6.8
7.0

2022
Jan
Feb
Mar
Apr
May
June

7.5%
7.9
8.5
8.3
8.6
9.1

So, how did we get here? The Fed opened the monetary floodgates in March of 2020. Through
quantitative easing (QE), they grew their balance sheet from $4.2T to $8.9T in the space of 2 years.
Initially there was little impact on reported inflation, and throughout 2020 the highest monthly inflation
print was a 1.4% year over year rate. But this all began to change in 2021 as shown in the schedule above.
Inflation began the year at 1.4% and exited the year at 7.0%. 2022 would prove worse.
Throughout 2021, the Fed held the Fed Funds (FF) rate at 0-25 basis points. Recognizing that the QE
which began in March 2020 was probably part of the problem, they announced a reduction in the rate of
QE in December 2021 and then an additional reduction in January 2022 with a complete stop of QE in
March 2022. The past year will forever be known as the year when inflation became unhinged – to levels
not seen in over 40 years. This represents a huge burden on the average American family.
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The political impact of broad-based inflation and $5+ gas prices (nearly 100% above pre COVID levels)
has all politicians and most citizens very angry and concerned. The Fed has been increasingly pressured
to respond more aggressively to the inflation problem. In the second quarter of 2022, they did.

HAWKISH FED
Fed Chair Powell began warning of tighter financial conditions in late 2021 and early 2022. In their March
meeting, the Fed enacted their first small rate increase taking the FF rate range to 0.25%-0.50%, up from
0-0.25%. They also signaled for additional rate increases and that the Fed intended to begin reducing its
holdings of Treasury and Agency securities at a future meeting (quantitative tightening - QT). This was
the first FF rate increase since December 2018 (over 3 years ago). It meant that stock and bond investors
were now officially “fighting the Fed”, something that historically has been a mistake.
In their May 4th statement, the Fed again cited the causes of inflation as the war in the Ukraine, COVID
supply issues and a tight labor market (no mention of QE or money printing) and they recommitted to
getting inflation down to the target rate of 2%. They also took another step and raised the target Fed
Funds rate to 0.75-1.00%, a jump of 50 basis points. Their announced QT plan is to reduce the balance
sheet by $47.5B per month, but after three months this figure would become $95B per month.
Theoretically, if they held to their reduction plan for a year, their balance sheet would shrink by $1.14T
or 13% annually.
Recall that in 2017-2018, the last time the Fed tried to taper its balance sheet it was reducing it by $30B
per month and they did not get far because the stock market plunged in Q4 2018 and the Overnight Repo
Market blew out soon thereafter. These market reactions to tighter monetary conditions created the first
Powell Pivot when they stopped tightening and ultimately resumed QE.
This QT program was set to begin on June 1, 2022. In theory, the Fed balance sheet should have shrunk
by $47.5B in June; however, in actuality, its balance sheet only shrank by $1.5B in June 2022. It is
possible that there are some accounting lags, but it is curious that they missed their first month target.
When the May 2022 CPI numbers came out hotter than expected at 8.6% year over year, there was a
notable uptick in Fed anti-inflation hawkish rhetoric. In the June meeting, they aggressively went for a
75 basis point FF increase when earlier signals had only indicated 50 points. Now the FF rate is set at
1.50-1.75% and they said that they anticipated that ongoing increases in the target rate will be appropriate
– including some hints that the July 27th Fed meeting could include a 100bps rate increase in light of the
9.1% June CPI print.
After 40 years of a cheap money/debt induced party, it is as though someone came in and turned on the
lights and said: “go home”. The last time a Fed Chairman was this aggressive in his rhetoric and actions
was Paul Volcker back in the late 1970’s and 1980 when he took the Fed Funds rate to over 20% to break
the back of inflation. They have promised to “do whatever it takes” to prevent inflation expectations from
becoming unanchored. Yet the challenge for Powell is that conditions today are substantially different.
As the chart below shows, Federal Debt to GDP is much higher today at 125% vs. only 30% in 1980. If
the Fed is not careful, they could implode what is a highly levered global financial system.
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“Powell’s belief that he still has a choice of being Volcker, instead of Arthur Burns, is
the Fed Chair version of me thinking I can be LeBron James.”
-

Luke Gromen, July 2022

Source: Luke Gromen, FFTT

THE EVERYTHING BUBBLE HAS CLEARLY BURST
When the history of this bubble is written, it will be noted that the Dow, the S&P and the Nasdaq all
topped in the first week of January 2022. During the first quarter, all three indices declined modestly
(Dow down 4.1%, S&P down 4.6%, NASDAQ down 8.9%). Some argued that this was just a correction
in the bull market. Whether the bubble had burst was debatable.
Now at June 30, with the Dow down 14.4%, the S&P down 20.0% and the NASDAQ down 29.2% the
picture is much clearer. When we add in the double digit decline in the bond markets, the blow up in the
crypto space, softness in housing, it is clear to us that the 40-year debt fueled everything bubble has found
its pin. The party is over. We are not going to return to the conditions which existed ex ante.
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Maybe it was not such a good idea to hold the Fed Funds rate at zero percent (ZIRP) from 2008 to
December of 2015 (7 years) creating enormous distortions in the pricing of capital assets. Free money
distorts everything.
As we chronicled in prior reports, this bubble was extreme and surpassed the size and scope of both the
Dotcom bubble of 2000 and the Housing bubble of 2008. The charts which follow show the magnitude:

This chart below (last updated at end of 2020) shows how the current bubble of > 200% GDP is far
greater than the 1929 bubble (100% of GDP)
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History shows that when bubbles burst, they do not just correct 20% and then stop. They tend to
overshoot. In the Dotcom bubble of 2000 and the Housing bubble of 2008, the S&P 500 in each case lost
over 50% of its value from top to bottom. This bubble exceeds the magnitude and breadth of those
bubbles and we expect 50% downside to be a minimum target. In many ways, this bubble more closely
resembles the stock bubble of 1929 in which case the DJIA lost almost 90% of its value.

The world is conditioned to expect low-cost money and a “Fed put” underneath the stock and bond
markets. The Fed’s change in direction has come as a huge shock to many investors. In fact, many are
still in denial about how hostile monetary conditions have become. Furthermore, we believe we are only
in the early innings of this financial asset bear market and we expect much larger losses to come in any
asset that appreciated based upon cheap money.
Even though we are still in the early innings, a lot of damage has been done. The Tweet below by our
good friend and brilliant analyst Ronni Stoeferle shows this has been one hell of a deflationary impulse.
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Note that Bloomberg and Jeffries believe that globally almost $35T of wealth has been destroyed in bonds
and stocks, some 1.6x the US annual GDP of $21.5T. This occurred in the space of six months. At the
beginning of the year in January most markets were at all time highs This is extremely deflationary and
will result in a negative wealth effect.
Warren Buffet famously said that “when the tide goes out you find out who was swimming naked”. It
certainly appears that the monetary tide is going out and now we are going to see who has a bathing suit.
As the schedule below shows, traditional 60/40 stock/bond allocations have not worked as they were
supposed to. The theory is that when stocks are down bonds rally as a safe haven. With inflation at 40year highs, and facing negative real yields, bonds have not been able to compensate for stock weakness.

CRYPTO AND BITCOIN
There was probably no greater poster child for the speculative expansion of this bubble than the enormous
growth in the crypto currencies and Bitcoin. From a starting point of only 50 crypto currencies back in
2013, when Bitcoin began to emerge, there are now over 20,000 crypto currencies. Reliable estimates
suggest that the entire crypto market was $3 Trillion at its peak in November of 2021; today it is
approximately $866 Billion, or a decrease of 71%. The paper value attributed to these trading vehicles
in such a short period of time is stunning; demonstrating that when crowd psychology chases perceived
easy wealth it can go much further than expected, yet it always ends badly. A perfect example is Doge
coin named after a dog and started as a joke, but it caught favor with celebrities and Elon Musk and went
on to achieve a peak market valuation of $87.5 Billion before collapsing 90%. Notably it still trades at a
$9 Billion market cap which is $9 Billion too much, in our opinion.
Given the unregulated nature of crypto and the rise of many offshore exchanges, there was a lot of
leverage being used in this space, and there was also a lot of fraud. Many crypto currencies were built
on faulty premises and were nothing more than sophisticated pump and dump schemes. A notable
example is Luna/Terra which hawked an algorithmic stable coin that was designed to give investors a
20% annual yield. How they were able to generate these kinds of returns was never specifically
explained. Like Gold, Bitcoin and cryptos do not provide yield. Thus, for any arranged scheme to provide
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yield, it clearly would imply that lots of leverage was employed. In our low-rate world where money is
priced too cheaply, hucksters were bound to show up to sell to the masses.
The fraud that was Luna Terra coin traded at a peak market cap of $18B before a run on the bank caused
the entire scam to collapse to worthlessness. This is not the only crypto related entity which has collapsed
to worthlessness - Celsius, the hedge fund 3 Arrows Capital, Voyager Digital, and Compass Mining have
also collapsed. We believe there is a lot more pain to come.
At the heart of all of this crypto meltdown is “phantom collateral” (i.e., lenders think they have real
collateral backing their loan; but alas they don’t, and often the borrower has borrowed from others using
the same phantom collateral. Yet, like in musical chairs, when the music stops and loans are called in –
collateral either doesn’t exist or multiple parties have claims on the same collateral, or it was worthless
to begin with. We saw this in the 2008 housing bubble with Collateralized Debt Obligations (CDO) and
CDO squared type scams.
As we saw in this draw down many crypto currency holders also held Bitcoin, and in a leveraged unwind
they were forced to dump their Bitcoin on the market.

BITCOIN IS NOT CRYPTO
It is important to distinguish between Bitcoin and all other crypto currencies. We strongly oppose all
other crypto currencies, which when boiled down to it are just a bunch of middlemen trying to take their
“toll” on the highway of the blockchain/Bitcoin by playing levered, fiat games. We strongly believe in
Bitcoin, and are what the world calls, Bitcoin maximalists.
Bitcoin is a unique technical invention. It is a software protocol and a network of 10s of 1000s of nodes
globally that provides a secure, immutable open ledger (i.e., records can’t be modified). On this network
flows a digital currency that is scarce and will continue to get more scarce overtime as the supply of new
coins decreases. There will only be 21 million Bitcoin in total issued (19.1 million coins have been
issued, thus far). This scarcity and security are obtained by using a blockchain with a proof of work
algorithm which prevents the “double spend” problem. The rules of the network are ironclad,
mathematical and could only be changed with consent of 51% of the decentralized network nodes which
are spread across the world. No human can mess with the pre-coded software formula, and economic
incentives make such a change unlikely. It is just math. Thus, Bitcoin represents, in our view, a digital
form of gold or a sound monetary medium that will be the leading form of payment and store of value in
the future.
Crypto currencies do not have the characteristics of Bitcoin. Most are based upon a Proof of Stake (POS)
model which allows the largest holders to set and change the rules. This is a huge deal because it means
that the issuance policies of all other crypto currencies are subject to change by the people at the top of
the chain (the leading stakeholders) – meaning they are centralized, not decentralized like Bitcoin. Take
Ethereum for example, it is controlled by a small group and the token supply issuance policy has changed
6 times during its life and counting. We do not trust or believe in any other crypto currencies as a store
of value. It is possible that useful good cryptos will emerge, but with 20,000 to choose from we have no
idea which ones are likely to succeed. Furthermore, these are likely to emerge with different use cases
than secure store of value, which is where Bitcoin excels.
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Conversely, we are witnessing consistent growth of the Bitcoin network as many are drawn to the
favorable features that we outlined above. As long as adoption and usage continue to grow, when
compared to a fixed supply, it is not hard to see what will happen to price. We think it is sad that the
frauds and promotion surrounding many crypto currencies have damaged Bitcoin and scared people away
from the one true technical development which we strongly believe will succeed over the long run.
The schedule below shows an Elliott Wave technical analysis of Bitcoin since 2016. As we can see, there
was an impulse move which launched the coin in late 2020 and now we are in a full- fledged correction.
Bitcoin has gone through this cycle several times before at smaller scale.

To review how we have invested in this area, we presently hold roughly 3% of the Fund in the coins and
roughly 14% of the Fund in private companies which provide services related to Bitcoin. Even after this
draw down in the price of Bitcoin, our cost basis in Bitcoin related investments is $3.9 million and they
are currently valued at $7.0 million (roughly 18% of the Fund). So we are well ahead on our Bitcoin
investments. We have been adding to our coin holdings at this level because Bitcoin has only been this
cheap compared to its 200-day moving average for 3% of the days it has existed.
We expect the price of Bitcoin to find a bottom as we get closer to the Fed pivot. We still maintain that
it has the most asymmetric upside of any financial asset in the world. We believe that on the other side
of the crypto meltdown, Bitcoin’s strength will grow as it is seen to be the one true crypto currency which
represents an innovation and does what it claims to do. Bitcoin will no longer compete with other cryptos,
it will have won. Some regulation will be required and indeed will likely be a key catalyst to wider
adoptions by institutions.
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MONETARY CHAOS: INFLATION OR DEFLATION?
Ever since we pivoted the Fund in 2008 to focus on gold and silver mining stocks, and subsequently
added Bitcoin to the mix, we have been using the term “monetary chaos” to describe the world we are
living in. The Fed’s low interest rate policies and QE have destroyed true price discovery in open markets.

Source: John Hussman, Hussman Funds

As the chart above shows, the Fed decision to hold interest rates at the zero bound for 7 years, when
coupled with massive QE which fueled credit growth, has created an economy that is so distorted that
nobody knows what the true value of anything is anymore. The Taylor Rule is a model developed by
economist John Taylor which adjusts the FF rate to account for inflation and the GDP output gap. In the
past, the Fed has used it to guide policy. The important take away from this chart is that in today’s
conditions, the Taylor rule suggests that the FF Rate should be almost 8%, a number which would be
devastating to the US economy given the 125% Debt to GDP level.
Of course, the “Everything Bubble” which occurred in all financial assets was not just driven by the Fed,
the US Government helped with its programs to spend freely to counter the COVID driven economic
downturn. The growth in US Treasury debt over the same time frame has been truly extraordinary and it
has accelerated recently.

`
Equity Management Associates, LLC

Page 17

Looking at the chart above, it is hard for an economist or an investor to answer the question: how does
this not end badly? Our society is so leveraged and so addicted to mispriced cheap money that, if the
Fed ever decides to seriously increase the cost of capital in order to defend the integrity of the dollar, the
resulting deflationary collapse is going to rival or exceed the Great Depression (1929-1940).
A higher cost of capital will collapse all risk asset markets and the negative wealth effect creates a
negative feedback doom loop. There will be a mad scramble for dollars and liquidity and prices for
everything will plunge. We are seeing the early signs of that rush to dollars in the DXY, the collapse in
stock markets, housing demand softening, and used car prices correcting. This is exactly what happened
in the 1920’s and 1930’s – the last time the world witnessed the collapse of several sovereign debt
bubbles.
There are only two alternatives for the US: Default on the massive debt load or inflate our way out of
the mess. Historically, inflation has been the more politically palatable choice.

WILL FED ACTIONS WORK? ANSWER: FOR A TIME, UNTIL STUFF BREAKS
Currently, because the inflation problem appears to be the most pressing political issue, the Fed is focused
on taming inflation via demand destruction with interest rate hikes and withdrawals of QE (QT). Let’s
face it, things were very frothy, and the Fed should’ve started this process well over a year ago. Year
over year house prices were up 20% per year. Rent prices year over year were up similarly: 17%.
Unemployment is very low and labor is pushing hard for wage increases to counter higher living costs.
The crypto market was a cornucopia of speculation and price bubbles.
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The problem the Fed will face is that this may not work. Some of the inflation is structural and long term
in nature and will only be solved by bringing more supply capacity online. However, adding capacity
requires capital investment and they just raised the price of capital. Not what would be necessary to
encourage new investments.
The Fed knows that part of the inflation problem is “inflationary expectations”. That is, if people expect
inflation, they will spend more quickly thereby creating more demand and driving more inflation. We
think this is why the Fed has been so aggressive with its anti-inflation rhetoric and in slowing the y/y
money supply growth (see chart below).

So a deflationary impulse has been created as seen in the softening of almost all asset classes. Yet, given
the fragility of the levered global system and some of the cracks beginning to emerge (e.g., Japan,
Emerging Markets and some Credit Default Swaps), we also think that the Fed is going to be forced to
reverse course, and probably fairly quickly. As a very wise investor recently described the Fed’s
predicament:
“We are in a period, a temporary period, that will probably last 6 to 12 months of a tightening
in monetary policy. But that will be the correction in the trend. That tightness will produce
weakness in markets and the economy, to be followed by another round of easing.”
-

Ray Dalio, June 2022
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Recall that the Fed has two formal mandates (full employment and price stability) and one informal
mandate (functioning financial markets). Powell has referred to this third shadow mandate multiple times
including during the March 2020 COVID crisis when the US Treasury bond market went no bid.
Whereupon he instituted extensive monetary stimulus with a “whatever it takes” policy to keep the
Treasury and other markets functioning.
We believe that this short-term deflationary impulse / market correction will be short-lived. It is only a
matter of time until something major breaks in the financial markets. As aggressively as the Fed has
tightened, it will likely have to stimulate just as aggressively when something breaks. This will lead to
even greater monetary debasement.
As one of the wags on Twitter likes to say, you cannot taper a ponzi. In our view, the current deflation
is moving quickly, and this reversal will have to happen faster than the market currently anticipates.
There are multiple signs that the new “tough guy” Fed policy is creating problems which will force them
to pivot. We have seen this movie before from the Fed when QT failed, and a Fed U-Turn was required
as the chart below shows.

As the brilliant macro analyst, Luke Gromen, describes it, the Fed thinks they are operating with a dial,
but in reality, they have more of a nuclear reactor on/off switch. As Luke stated recently:
“Given that severe bond (and equity) market dysfunction has now begun, before the Fed even
officially begins QT, the Fed is left with only a choice of how they want to lose their credibility:
1. Via the stock and bond market crashing before the Fed even starts QT, or;
2. By the Fed stopping tightening and then loosening policy into an inflation spike.”
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Another good look at this issue is the chart below prepared by Dan Oliver of Myrmikan Capital. We
agree with his comments.

We are currently caught up in a full-blown deflationary impulse and it is not fun. Some have asked what
happens if the Fed follows through and does not pivot. Our belief is that things could get worse from
here but the assets of gold in the ground do not go away. All we need to do is have companies which
survive. We are highly confident that this resolves in an inflationary manner, even if it takes a bit more
time. We are also supported by history in this belief.
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The following excerpt from Hirschmann Capital’s 2021 year end letter summarized the issue well:
h/t. Luke Gromen, FFTT

Note the following in the above which we think is critical: SINCE 1991, ALL 18 OTHER
GOVERNMENTS WITH DEFICITS EXCEEDING 11% OF GDP AND DEBT TO GDP RATIOS
EXCEEDING 110% DEFAULTED WITHIN TWO YEARS. (Source: Rogoff & Reinhart). The Fed
is looking at checkmate.

If in some strange instance it does not resolve via inflation, we would point out that in the deflationary
1930’s the gold stocks were the best performing assets by a large measure with Homestake Mining
appreciating in value by 10x from 1929 to 1939.

VOLATILITY IS HERE TO STAY
Because the Fed is struggling with two unsolvable problems (a levered, fragile system and inflation) and
bouncing between two extremes, we can reach one solid conclusion: things will be volatile. The Fed is
trapped and is trying to deal with two financial extremes: very high inflation, or a deflationary collapse.
We believe they will veer back and forth in their policy choices in an effort to stay in the middle of the
road, but it will be quite challenging for them.
Think of it this way, yes raising rates slows demand and thus can cause some deflation in the short run.
Yet, the higher cost of capital forces business creation (supply growth) to slow and/or leads businesses to

`
Equity Management Associates, LLC

Page 22

raise prices to offset the higher cost of capital. Thus, inflation can be difficult to combat. The three
inflationary waves of the 1970s are a case in point.

History shows that this is what happens when you come to the end of the road in a currency system. The
runaway inflation that we have been experiencing looked very much like the beginning of what the
Austrian economists call a “crack up boom”. (people rush to buy things with rapidly depreciating
currency). Ludwig Von Mises wrote about this almost 100 years ago:
“There is no means of avoiding the final collapse of a boom brought about by credit expansion. The
alternative is only whether the crisis should come sooner as the result of voluntary abandonment
of further credit expansion, or later as a final and total catastrophe of the currency system
involved.”
- Ludwig Von Mises

Or said another way, when a credit expansion reaches its peak and begins to collapse there are only two
possible choices: permit extreme deflation leading to an economic depression, or continued inflation via
money printing which ultimately leads to a collapse in the value of the currency.
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The next chart, prepared by our brilliant friend and co-investor Dan Oliver of Myrmikan Capital shows
just how violent the swings can be when a currency enters the failure zone:

Gold Price in Weimar Marks (1914-1923)

Source: Myrmikan Capital, LLC

What this chart shows is that even though the Weimar Mark was in the process of inflating itself into
worthlessness in the period between 1914 and 1923, the price of gold as measured by Weimar Marks
varied wildly on a monthly basis, and there were months when the gold price actually fell substantially
in Mark terms. These falls occurred when the Weimar monetary authorities jawboned about tightening
monetary conditions. Sound familiar?
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US FEDERAL DEFICITS, GOLD, AND GOLD MINERS
If you are like us, it is easy to feel frustrated with the price of gold these days. We have run-away inflation
and treacherous financial conditions which should favor gold. Yet, the gold price has been close to flat
in the first half of the year. Recall however, that in a deflationary impulse where all other markets are
going down gold has actually been holding its ground fairly well. We can see this in the follow chart:
This chart shows the price of gold from 1971 to present (gold line) right hand scale. It also shows the
US Federal budget deficit as a percentage of GDP (white line) left hand scale.
US Federal Deficits as % of GDP vs. Gold

The chart above is very instructive. Notice the strong correlation between increases in the US Federal
Government budget deficit and the price of gold. When the deficit as a percentage of GDP is expanding
(white line going down) the price of gold moves higher (yellow line going up) and vice versa. Most
recently, we can see how the COVID related deficits drove the price of gold from $1,500 to $2,000. In
the past year, as the deficit has come down from that fevered growth pace, gold has entered a holding
pattern. If the Fed engineers an economic slow-down and/or the bubble continues to unwind, we can be
sure that the deficit, which is 4.667% of GDP will grow again. How much? Well, when the 2000 Bubble
burst the deficit increased by 6.3% of GDP and when the 2008 bubble burst the deficit increased by 9%
of GDP. We believe that this bubble is bigger than those prior two and so the increase in deficit/GDP
could exceed 10%. This would take us back to the deficit level that we saw during COVID, and we all
know what the price of gold did in that timeframe. We expect that when it becomes clear that this bubble
has burst and the economy rolls over, gold will easily take out the recent highs of ~ $2,050.
It is notable that we are already seeing early signs that the deficit is about to increase as US Federal tax
receipts were down 15% YOY in May 2022. We think this probably relates to stock market weakness.
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Further, keep in mind two other important drivers of the deficit over the next few years:
●

Rising rates = higher interest expense in the annual deficit. Every 1% increase in US Treasury
rates will increase our deficits by approximately $200-$300bn given our $30T in National Debt
If the Fed raises rates by another 2%, as they have suggested they might, the interest cost on the
debt will grow by $600B from its present day run rate of ~$750B per year to $1.35T per year.
How will this cost be financed? More debt?

●

Below is a chart of US Treasury maturities (Totals $23.9T of $30.6Tn national
debt). (Intragovernmental debt is ignored in our chart below). Notice how short term oriented it
is – including $10T of debt maturing in the next two years. Former US Treasury Secretary Steve
Mnuchin tried to extend the maturities but there was NO BID.
US Government Bond Maturities (US$ Trillions)

GOLD
Let’s step back and review the action in the price of gold since the beginning of this bull market. The
bear market in gold ended in December of 2015 with a low of $1,045 per ounce. In 2016 a new bull
market was launched, and gold chopped around between ~ $1,150 and ~ $1,350 until breaking out in
2019. The Powell pivot in 2018 drove this break out and the COVID crisis in March 2020 turbo charged
the move. After appreciating from a 2018 low of $1,167 to a 2020 high of $2,089 (79%) it smelled the
end of Fiscal stimulus and the coming slow-down in QE and credit creation. Presently, gold is reacting
to the “tough guy” rhetoric of the Fed, but we believe it will look around the corner and realize that this
rhetoric is baseless. Unless the Fed wants to recreate the Great Depression, they are going to have to
back off of their current QT campaign. We saw this historically when in 2018 the economy and stock
market could not handle a Fed Funds rate of 2.5% and a much more modest tapering of the balance sheet.
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When this change of policy occurs (when, not if, in our opinion), gold will smell it first and will take out
the recent high of approximately $2,070 per ounce. Technical indicators suggest that the next move up
would go to $2,531 (see upper right corner of chart). When this occurs, we believe large swaths of
generalist investors will rush to come purchase the gold miners which are deeply undervalued at today’s
prices, let alone at much higher gold prices. In short, our portfolio will go bananas.

Many smart folks in our industry see the same value in Gold as we do. Famed value investor Seth
Klarman of Baupost and Credit Suisse’s Zoltan Pozsar recently stated the following regarding Gold:

“Instead of a Volcker moment, we got a Putin moment, and we basically have war and out of
this war, something will also emerge. Out of this, I think this “Bretton Woods III” that I started
to kind of develop and run with, is a world where we are, again, going to go back to commoditybacked money – where gold, once again, is going to play a big role. And not just gold, but I think
all forms of commodities.”
-Zoltan Pozsar, Credit Suisse, 4/7/22
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Now let’s examine a similar chart for the major gold stocks, the GDX. We can see that it is basically the
same picture with much more violent swings. As we have said in the past, the stocks typically magnify
the move in gold by 3x. So gold up 10% gold stocks up 30%. In this instance the relationship holds
fairly true as the price of gold is down ~15% from its peak and the major gold stocks are down 41% from
their peak. The decline in the Junior Miners in our portfolio has been larger.

PORTFOLIO POSITIONING
As we mentioned up front, we weathered the Crypto meltdown relatively well with only a small single
digit hit to the Q2 performance from Bitcoin itself. Our Bitcoin venture related investments did not
change in value in the quarter. We are in active dialogue with our portfolio companies to ensure that they
are managing their liquidity during this downturn.
Our gold/silver miner investments were the vast majority of the drag on Q2 performance. As the table on
page 3 showed, industrywide mining stocks were down approximately 30% in Q2. Looking at our
portfolio of miners, our names are down 35.6% over the past three months.
This type of drawdown in the junior gold miners, can be extreme because they have small market caps
with limited liquidity. We have tried to buy some of these bargains and there is no sizable stock for sale.
Buying quickly drives prices higher. Many of these miners are venture capital like investments in that
way. However, the volatility is the price we pay for the enormous upside these companies possess as
they develop their mines and/or as gold/silver prices move higher given the tailwinds discussed herein.
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One thing that is important to understand is that gold and silver mining companies have a valuable,
nonperishable resource in the ground. If their stocks fall substantially, they can cut back on spending and
wait to develop the asset under more favorable financial conditions. While waiting, the deposit itself
does not become impaired. For example, 1 million minable ounces is worth $1.7 billion (at today’s gold
prices) if it had been produced. We have companies with similar deposits with market capitalizations of
only $30 million, well below the value of the asset and the capex/drilling costs that has already been spent
to prove the existing reserves. So, a hostile financing climate may prevent them from developing the
asset immediately, but the asset does not disappear. Management’s key task is to reduce burn rate to a
nominal level so only minor dilution occurs while we wait for a better financial climate.
Our current portfolio can be summarized in the following snapshot:

The gold/silver miners are stunningly cheap. We are taking advantage of the downturn to scale up our
best ideas. Recently we invested in the acquisition related financing of Guanajuato Silver (GSVR-VC),
a Mexican silver miner with a good growth and cash flow story. Pro forma for their recent acquisition of
the mines near its existing facility, we are investing in this company at 2.3x Pro Forma 2023 EBITDA at
$21 silver prices. By way of comparison, GSVR was trading at over 5x EBITDA just three months ago.
We are getting this at ½ off. We also received a 3-year full warrant to purchase an additional share up
50%. With this acquisition the Company was able to take advantage of the financial distress of Great
Panther Mining and bought over $70 million of assets for $16 million, effectively doubled the size of its
deposits and future production for cents on the dollar. It is a very good deal.
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The Guanajuato Silver deal works well at today’s silver prices, but it is a home run if silver trades to
$30,40 or $50 per ounce, which we believe it will in the years ahead. As the tweet below shows, silver
is stunningly cheap vs. Gold (not to mention how cheap it is to money supply and the stock market).

Additionally, silver also has significant demand tailwinds given green energy trends. As the next chart
shows, silver demand will begin to outstrip silver supply in the 12-18 months.
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CONCLUDING REMARKS
In what seems like an increasingly chaotic world, we remain confident in how we are positioning our
own and your capital. The Fund remains open for existing and new investors. Thank you for confidence
in us.
Sincerely,
Larry and David
Lawrence Lepard
Managing Partner
Tel: 508 975-4281
Cell: 617 462-8224
llepard@ema2.com

David Foley
Managing Partner
Tel: 617 259-0699
dfoley@ema2.com

Equity Management Associates, LLC
Sherborn, Massachusetts
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