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With the summer months now behind us, the world unfortunately remains
plagued by SARS-CoV-2, and after a second surge in infections, it remains
very unclear how the coming quarters will develop in terms of the pandem-
ic. There are a number of potential vaccines being developed at enormous
speed and with massive amounts of resources; at this point however, it is
highly speculative whether by the end of this year, or possibly much later, the
viral threat will be credibly contained.

Major economic damage is now plainly visible throughout developed and
emerging markets, the big unknown remains the longer-term effects of now
6 months of a state of emergency in many areas of the economy. So long as
governments continue to alleviate the material losses for many, the worst in
terms of economic damage will be avoided. However, there will be a last-
ing effect stemming from these highly exceptional times that the virus has
caused. Fiscal deficits and governments’ indebtedness will rise dramatically
this year, and most probably in the ones to follow as well.

ANNUAL RATE OF CHANGE OF US PUBLIC DEBT
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Back in the old days of financial markets without central banks taking the
role of elephants in the room, such a bleak outlook for government finances
all over the world would have called the Bond Vigilantes in. They would be
pushing bond yields up by strongly selling government paper, forcing the
Administration and Congress to credibly signal an eventual reduction in defi-
cits. Today, this avenue of development has disappeared, thanks to central
banks actively purchasing bonds, not only of their own governments, but now
also actively buying corporate bonds. Unsurprisingly, this has led to a flood
of corporate bond issuance. With only two thirds of 2020 passed, the total
amount of issuance from the US corporate sector has already exceeded the
record of 2017, while US public debt has been growing by more than 30%
in the past 6 months on an annualized basis. Yield levels, both for corporate
and government bonds, remain at close to all-time lows, thanks to the subtle
support by a Federal Reserve which has just announced that inflation rates
above 2% would actually be welcome after a period of very low inflation, in
order to achieve an “average 2% rate of inflation” Translation: the central bank
has come here to stay.

US INFLATION
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What this means for future inflation to us is blindingly clear, as we take the

view that certain economic laws of gravity may be suspended due to a num-
ber of reasons, but ultimately will drive the beast of inflation out of the bottle, in
which it now has been contained for more than three decades, due to central
banks taking full advantage of their independence (and other disinflationary
factor)s. Looking at the financial history of the past centuries, the combination
of a major fiscal deficit with open and large-scale government bond purchas-
es on behalf of the central bank has in every instance led to significant price
rises in the medium to long term. We doubt it is different this time.

The consequences of such a development, if the past offers any guidance,
is a weaker USD. While other major central banks such as the Bank of Japan
(BoJ) and the European Central Bank (ECB) are loosening the monetary reins
as well, the question of relative supply becomes important. With the Fed’s
highly aggressive balance sheet increase in the wake of Covid-19, a seven-
(vs. Bod) and five-year (vs. ECB) relative downtrend of the Fed’s balance
sheet size has ended. Compared to the Yen and the Euro, the Dollar used
to offer a significant yield advantage during the period of early 2016 to early
2020, which offset the drag from the US’ chronic current account deficit. Go-
ing forward, it is hard to foresee any divergence in the future path of interest
rates, at least for the coming years.

YIELD DIFFERENCE: 3 MONTH LIBOR
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Taking another view at the US government’s budgetary situation, we deem
important that “the age of Trump” has brought important change: the Repub-
lican party is no longer the one of fiscal rectitude and balanced budgets, but
rather the contrary, considering the level of the fiscal deficit in terms of gdp,
before the pandemic struck. Deficits of close to 5% of GDP during a peri-
od of healthy economic growth were unprecedented, even under President
Reagan in the 1980s, the deficit had barely surpassed 5% of gdp. With the
Democrats also willing to spend a lot, we cannot see how this grave situation
can be resolved without major economic impact. One possibility would be
higher taxes, something the Democrats favor to do. The impact on growth,
however, could be substantial, and thus weaken the USD further. From a po-
litical viewpoint, therefore, the US Dollar appears to be between a rock and
a hard place.

Many eyes are fixed on the US elections in two months. The polls suggest
the incumbent to lose on November 3, but recalling the experience of 2016
and the constant attacks on the whole electoral process by the in many ways
unconventional president, while observing a highly fluid and unpredictable
situation in connection with the numerous protests in the country, such an
outcome is far from certain. When it comes to setting the economic policies
for the coming years, the role of Congress, and especially the Senate, cannot
be overestimated. Considering a flurry of policy changes to inundate the US
economy, if the Democrats seize control of Congress, and the White House,

A

St. Gotthard
>

Fund Management



the effects on the different industries will be disparate to a high degree. We

would even expect that in the case that Donald Trump gets re-elected, while
the Democrats seize both chambers of Congress, an important pivot will be
reached. Sectors like energy, health care, financials, materials, and quite like-
ly technology could face increased pressure on their margins, while renew-
able energy companies and related sectors should see a significant boost
in demand.

PROBABILITY OF DEMOCRATS TAKING THE SENATE
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The geopolitical arena is another source of uncertainty. How will the dispute
between the US and China on a bundle of issues develop? The case for
détente appears remote, with the Chinese government now openly talking
of its intention to reduce its Treasuries holdings “gradually ... under normal
circumstances” and that it “might sell all of its U.S. bonds in an extreme case,
like a military conflict”. Has the country’s leadership just given a broad hint of
its barely veiled plan to annex Taiwan with the use of military force?

If such a development were to occur, financial markets would fall precipitous-
ly, in our view. While such an outcome is not our favoured scenario, it appears
increasingly likely, given the growing aggressiveness of the Chinese regime,
for instance in the South China Sea. Should a major military conflict develop,
the case for rising inflation (and for the price of gold as an inflation hedge)
would instantly become the focus of all market participants. Some observers
consider the ongoing government debt monetization to be the precondition
for steeply rising prices. From this perspective, an igniting factor such as war
is needed to start the process of an inflationary spiral.

6-MONTH CHANGE: FED BALANCE SHEET VS S&P 500
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So where does this all leave us? Markets have rallied astonishingly quickly
because of all the government support poured over the pandemic-stricken

economies. A lot will hinge upon central banks’ “forward guidance” when
or rather if they are willing to take away the punch bowl or, as we like to call
it, wean markets off the monetary morphine they have provided them with
for more than a decade (some would even say: 25 years). At this point, the

uncertainty with the second wave of the pandemic, coupled with an already
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strained private sector, will have central bankers abstaining from anything
that might be considered hawkish. Therefore, the possibility of further equity
market rises cannot be negated. As long as the Fed keeps growing its bal-
ance sheet, setbacks should be limited.

There are, however, some developments that speak in favor of a cautious
investment strategy. Valuations have risen to levels unseen since the dot-
com bubble. Especially technology stocks appear to be priced for perfection.
In an environment of very low interest rates throughout the yield curve, this
appears justified as growth stocks’ high growth rates mean high profits in
the distant future. With the discount factor “translating” these future profits to
their net present value (i.e. today’s valuation) standing at the current record
low levels, the net present value approach is severely distorted. Therefore,
any upmove in yields should display cracks in the lofty valuations of many
growth stocks.

NASDAQ’S RECORD VALUATION
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Recent days’ setbacks in cryptocurrency prices, and bellwether stocks such
as Tesla and Apple, in our opinion prove that a significant number of retail
investors can move the needle for a certain time. However, with such high
numbers of recently opened accounts at retail brokerage firms such as Rob-
inhood, steep setbacks must be taken into account as some recent price
developments increasingly look exactly like previous bubbles (Nikkei in the
1980s, dot-com bubble, Bitcoin prices in late 2017/early 2018).

We recommend to focus on real assets going forward, such as gold and other
commodities, while equities should not be seen as the best inflation hedge: In
the period December 1968 — May 1974, the S&P 500 lost almost 60% in real,
that is inflation-adjusted terms, and almost reached this nadir again in March
of 1980. We continue to be positive on digital assets and see an opportunity
to add to positions in times of weakness.

A NEW BUBBLE?
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CONCLUSION

»  The pandemic rages on, but financial markets appear to not be concerned. Central bank largesse is needed to sustain the rally, however.

> We expect the fourth quarter of 2020 to display above-average volatility due to a number of influencing factors such as the economic repercussions of
Covid-19, the US elections, but also geopolitical stress points.

> A blue wave appears possible, in such an event markets could take a dive for then a major turn in economic policy must be expected. We consider the
Senate majority to have the highest impact on market reactions.

»  The outlook for inflation looks very bleak in the medium term. Real assets continue to be a good hedge against rising prices, and digital assets should
be considered as diversifiers to precious metals.
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Disclaimer

For marketing and information purposes by St. Gotthard Fund Management
AG (“STGFM”). STGFM is domiciled and regulated in Switzerland. This doc-
ument is for information and advertising purposes only. For further informa-
tion, please contact STGFM. The above figures refer to a simulated past
performance and simulated past performance is not a reliable indicator of
future performance. A gain in value in the past provides no guarantee of
positive performance in the future. The above figures are presented gross
of fees. Before investing in a product please read the latest product docu-
ments (e.g. this teaser, factsheets and prospectus) carefully and thorough-
ly. The documentation is available free of charge in English and, where rel-
evant, in one of the local language(s) where the product is registered. The
information and opinions contained in this document have been compiled
or arrived at based upon information obtained from sources believed to be
reliable and in good faith, but is not guaranteed as being accurate, nor is
it a complete statement or summary of the securities, markets or develop-
ments referred to in the document. Members of STGFM may have a position
in and may make a purchase and/or sale of any of the securities or other
financial instruments mentioned in this document. The product mentioned
herein may not be eligible for sale in all jurisdictions or to certain categories
of investors and may not be offered, sold or delivered in the United States
and other countries. Please contact your tax and legal advisor. The infor-
mation mentioned herein is not intended to be construed as a solicitation or
an offer to buy or sell any securities or related financial instruments.

CONTACT US

Gotthardstrasse 14
6300 Zug
Switzerland

+41 (0) 41544 91 20
info@stgfm.com
www.stgfm.com

The risk of price and foreign currency losses and of fluctuations in return
as a result of unfavourable exchange rate movements cannot be ruled out.
There is a possibility that investors will not recover the full amount they
initially invested. The performance data do not take account of the com-
missions and costs incurred on the issue and redemption of the product.
Commissions and costs have a negative impact on performance. The in-
formation in this publication is intended for information purposes only and
does not represent an offer, solicitation of an offer, public advertisement
or recommendation to buy or sell any investment or other specific prod-
uct. It is recommended that advice be obtained from a qualified expert.
If the currency of a financial product or financial service is different from
your reference currency, the return can increase or decrease as a result
of currency fluctuations. This information pays no regard to the specific or
future investment objectives, financial or tax situation or particular needs of
any specific recipient. The details and opinions contained in this document
are provided by STGFM without any guarantee or warranty and are for the
recipient’s personal use and information purposes only. This document may
not be reproduced, redistributed or republished for any purpose without the
written permission of STGFM. Source for all data and charts (if not indicated
otherwise): St. Gotthard Fund Management AG. The place of performance
and jurisdiction is at the registered office of STGFM.
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