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. 0 12 14 15 18 2 The science of economics is different from natural science. In natural science, it

is possible to detect regularities in the form of “When A, then B” or "If A rises
by x per cent, B changes by y per cent”. As a result, in natural science it is in
principle possible to come up with more or less reliable quantitative predic-
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EURUSD tions. This is impossible in economics, for there are no quantitative regularities,
1,50 or: behavioural constants, in the field of human action comparable to those to
1,45 be found in natural science. Different people — and even the same people — at
1'2’2 different instants of their lives react differently to the same external stimulus.
1,30

At the same time, however, there are inexorable economic laws such as the

law of supply and demand or the law of diminishing marginal utility. These

laws govern human action and can be logically derived from the irrefutably

1,10 true proposition that “humans act”. It is in this sense that we can know the

1,05 outcome of various modes of action in qualitative but not in quantitative terms.

1,00 0 12 14 16 18 20 Take, for instance, the case in which the central bank increases the quantity of
money in the economy.
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Source: Refinitiv; graphs by Degussa.

A rise of money in the hands of acting man will, other things being equal, lead
Actual Change against (in percent): to a decline in the marginal utility of the additionally received money unit —
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i Usdollar meaning that other vendible items will, form the viewpoint of the actor, gain in
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Palladium  1.993.0 | 4.9 -12.5 50.4 siders to be of higher value. And as more money is exchanged for goods and

20:3 T 5 =3 = services, the money prices of said goods and services go up. This economic law

Silver 156 14.4 4 1956 will no doubt always and everywhere make itself felt in real life.
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o oy I e - '[IOI’?S . For mstance, the rise in the quantity of money may be acgompanled by

INR 1311832 19 153 a4 an increase in the demand for money (for whatever reason). If this is the case,

RUB 1253912 19 23 185 the rise in the quantity of money may not be accompanied by a rise in money

Source: Refinitiv; calculations by Degussa.

prices of goods and services — because the “special condition” in the form of a
rise in the demand for money prevents goods prices from going up — and they
would have increased had it not been for the increase in the demand for mon-
ey. This has important implications for making inflation forecasts.

A CAUSE FOR INFLATION CONCERN

As a reaction to the politically dictated lockdown, central banks are churning
out ever-greater amounts of money. In the US, for instance, the Federal Re-
serve (Fed) monetises debt on an unprecedentedly grand scale. Not only the
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Precious metal prices (USD/oz) in the

last 4 years
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Source: Refinitiv; graphs by Degussa.

monetary base is growing strongly, but also the monetary aggregates M1 and
M2: In the middle of May 2020, M1 grew by 31.4% y/y, M2 22.3% y/y. To
most people this looks inflationary. Mainstream economists, however, play
down any inflation concern by saying that the “velocity of money” has de-
clined, so the rise in the money supply will not make goods prices go up.

US money aggregates rise strongly
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Source: Refinitiv, Fed St. Louis, calculation Degussa. Latest data point: 14 April 2020.

What they have in mind when arguing this way is the so-called “transaction
equation”: M * V=Y * P, whereas M = money stock, V = velocity of money, Y
= production and P = price level. The velocity of money — the frequency with
which a money unit is used to finance the nominal transaction volume — is
there: V=Y * P/ M. It is obvious that V declines if Y drops and M rises and if P
remains constant, falls or rises by less than Y declines and M rises. The im-
portant question is: What is the relation between V and P?

US: Velocity of money falls, goods prices rise

(a) Income velocity of money!" (b) Goods prices?
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Source: Refinitiv, Fed St. Louis, calculation Degussa. " Nominal GDP divided by M2. @
Series are indexed (Q1 1994 = 100).

In the US, for instance, the decline in the velocity of M2 since 1994 was accom-
panied by rising prices across the board (Fig. 2 a). The same holds true for the
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We raised our gold price “fair value”
estimate to 2.040 USD/oz

Strongly rising monetary aggregates in
many economies around the world and
exceptionally low interest rates push our
“fair value” estimate for the price of gold
to 2.040 USD/oz, up from 1.695 USD/oz
previously — thereby suggesting an up-
ward price potential for gold of currently
around 18%. We note, however, that the
standard error of this estimate is rather
wide (with an upper level of 2.230 USD/oz
and a lower level of 1.710 USD/0z).

Gold price (USD/oz), actual and estimate
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Source: Refinitiv; calculation Degussa.

euro area (Fig. 3 a and b). The lesson to learn is that a declining velocity of
money does not necessarily prevent goods prices from rising!

Euro area: Velocity of money falls, goods prices rise
(a) Income velocity of money") (b) Goods prices?
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In view of the “lockdown”-driven economic collapse and central banks’ moneti-
sation schemes, it might be helpful to take a look at a simple numbers game to
put things into perspective. Fig. 1 depicts real gross domestic product (GDP) fall-
ing by an assumed 10% in 2020 against last year. In 2021 it recovers 80% per
cent of its previous loss. The money stock rises, say, 25% in 2020. Fig. 2 shows
the corresponding “monetary overhang”, defined as GDP minus the money
stock. As we can see, the monetary overhang would go up significantly in 2020,
coming down somewhat in 2021 as the economy recovers, but remains at an
elevated level.

A SIMPLE EXERCISE

If we assume that the monetary overhang is what drives the level of the money
prices of goods (perhaps with a time lag), the purchasing power of money
would be falling quite substantially: In this scenario it would have lost around
34 per cent after five years, implying an annual rise in money prices of vendible
items of around 6.5 per cent p.a. — a number which, as should be noted, refers
to the combined effect of rising consumer goods prices as well as rising asset
prices such as the prices of, say, stocks, bonds, and real estate. In view of cur-
rent circumstances, this appears to be a rather positive scenario — and people
may be well advised to prepare for something worse than that.

The simple example indicates that much depends on the rise of the quantity of
money relative to the decline in production: The higher this “gap” is, the higher
the upward price pressure and the more severe the loss in purchasing power
can be expected to be. Of course, the velocity of money plays an important role.
While it is currently declining (as Y falls and M rises, and P has remained rela-
tively stable), the question is: Will it remain that low, and will it force prices
down? Or will it not fall enough to prevent prices from inflating?

These questions cannot be answered with scientific reliability. However, the
chances seem to be relatively high that the latest increase in the quantity of
money will ultimately push money prices higher, eroding the purchasing power
of money. It is not that likely that the additionally created money stock will be



Degussa < 20 May 2020

matched by an equal increase in the demand for money — simply because in-
comes have fallen and interest rates are very low, and may even go further into
negative territory in inflation-adjusted terms, all of which makes holding money
less attractive.

Production falls, money stock rises: a recipe for inflation
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¥* = Trend preduction, ¥ = actual production, M = money stock, and P = goods prices.

¥ drops 10% in 2020, 80% of the income loss will be recovered in 2021. M rises by 25% in 2020.
Growth of ¥* is 2% p.a, and 4% p.a. for M.

Goods prices react with a time lag to the 'monetary overhang’ M - Y.

Finally, central banks’ policies are meant to prevent the financial and economic
system from collapsing; this goal has priority. So price inflation as a result of
ramping up the quantity of money is to be considered “acceptable collateral
damage”. This is, in fact, the cold-hearted political strategy, which Ludwig von
Mises (1881-1973) in January 1923 captured succinctly in the following words:
"As serious an evil as inflation is, it is not considered the most serious. If it is a
choice of protecting the homeland from enemies, feeding the starving and
keeping the country from destruction, then let the currency go to rack and ru-
in."?

' Mises, L. v. (2006), The Causes of the Economic Crisis p. 31.
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In US-Dollar per ounce
Gold Silver Platinum Palladium
I. Actual 1733.7 17.1 816.9 1992.5
Il. Gliding averages
10 days 1712.9 15.6 765.4 1829.5
20 days 1709.7 15.4 763.9 1883.7
50 days 1655.0 14.9 744.2 1986.7
100 days 1619.5 16.3 853.2 2179.4
200 days 1556.4 16.9 880.9 1944.5
Ill. Estimates, end 2020 2040 25 1256 1536
™) 18 45 54 23
Band width Low High Low High Low High Low High
1710 2230 19.8 28.8 1020 1492 1300 1772
(1) -1 29 16 69 25 83 -35 -11
V. Annual averages
2017 1253 17.1 947 857
2018 1268 15.8 880 1019
2019 1382 16.1 862 1511
In Euro per ounce
Gold Silver Platinum Palladium
I. Actual 1581.1 15.6 745.0 1817.2
Il. Gliding averages
10 days 1581.4 14.4 706.6 1689.0
20 days 1575.5 14.1 703.9 1735.6
50 days 1518.6 13.6 682.6 1821.8
100 days 1476.7 14.9 777.2 1986.0
200 days 1413.4 15.4 799.3 1765.7
Ill. Estimates, end 2020 1940 24 1190 1460
1) 23 52 60 -20
Band width Low High Low High Low High Low High
1620 2120 18.9 27.4 970 1410 1230 1680
() 2 34 21 76 30 89 -32 -8
V. Annual averages
2017 1116 15 844 760
2018 1072 13 743 863
2019 1235 14 770 1350

Source: Thomson Financial; calculations and estimates Degussa. Numbers are rounded.

) 0On the basis of actual prices.
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BITCOIN, PERFORMANCE OF VARIOUS ASSET CLASSES

Bitcoin in US dollars
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Source: Refinitiv; graph by Degussa.
Performance of stocks, commodities, FX and bonds
(@) In national currencies (b) In euro
-80 -60 -40 -20 0O 20 40 60 -80 -60 -40 -20 0O 20 40 60
S&P 500 -8,6 S&P 500 -6,3
Nasdag 2,9 Nasdaq 5,2
Euro STOXX 50 Euro STOXX 50 -16,3
FTSE 100 FTSE 100 -25,7
DAX DAX -16,8
Swiss Ml Swiss Ml -6,3
Nikkei Nikkei -10,4
Hang Seng Hang Seng -13,1
Bovespa Bovesp68,8
Russia Russia -25,3
CRB Index CRB Index -28,2
Gold 14,5 Gold 16,7
Silver Silver -2,0
Crude ol Crude oil -35,8
EURUSD EURUSD -2,3
EURJPY EURJPY -3,4
EURGBP 5,8 EURGBP 5,8
EURCHF -2,0 EURCHF -2,0
USDCAD 7.3 USDCAD 7.3
USDGBP -7,7 USDGBP -7.7
USDJPY -1,1 USDJPY =11
US gov't bond 7 - 10 yrs M 106 US gov't bond 7 - 10 yrs 12,9
US gov'tbond 1 - 3 yrs 2,9 US gov'tbond 1 - 3 yrs 5,3
Euro gov't bond 7 - 10 yrs 1,6 Euro gov't bond 7 - 10 yrs | 1,6
Euro gov't bond 1 - 3 yrs 0,0 Euro gov't bond 1 - 3 yrs 0,0
UK gov't bond 7 - 10 yrs I 34 UK gov't bond 7 - 10 yrs 2.4 |
UK gov't bond 1 - 3 yrs 0,8 UK gov't bond 1 - 3 yrs -5,0
Japan gov't bond 7 - 10 yrs 0,1 Japan gov't bond 7 - 10 yrs 1,2
Japan gov't bond 1 - 3 yrs 0,0 Japan gov't bond 1 - 3 yrs 1.1

Source: Refinitiv; calculations by Degussa.
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Disclaimer

Degussa Goldhandel GmbH, Frankfurt am Main, is responsible for creating this document. The authors of this document certify that the views expressed
in it accurately reflect their personal views and that their compensation was not, is not, nor will be directly or indirectly related to the recommendations
or views contained in this document. The analyst(s) named in this document are not registered / qualified as research analysts with FINRA and are there-
fore not subject to NASD Rule 2711.

This document serves for information purposes only and does not take into account the recipient's particular circumstances. Its contents are not intend-
ed to be and should not be construed as an offer or solicitation to acquire or dispose of precious metals or securities mentioned in this document and
shall not serve as the basis or a part of any contract.

The information contained in this document was obtained from sources that Degussa Goldhandel GmbH holds to be reliable and accurate. Degussa
Goldhandel GmbH makes no guarantee or warranty with regard to correctness, accuracy, completeness or fitness for a particular purpose.

All opinions and views reflect the current view of the author or authors on the date of publication and are subject to change without notice. The opin-
ions expressed herein do not necessarily reflect the opinions of Degussa Goldhandel GmbH. Degussa Goldhandel GmbH is under no obligation to up-
date, modify or amend this document or to otherwise notify its recipients in the event that any circumstance mentioned or statement, estimate or fore-
cast set forth in this document changes or is subsequently rendered inaccurate.

The past performance of financial instruments is not indicative of future results. No assurance can be given that any views described herein would yield
favorable returns on investments. There is the possibility that said forecasts in this document may not come to pass owing to various risk factors. These
include, without limitation, market volatility, sector volatility, corporate actions, the unavailability of complete and accurate information and/or the cir-
cumstance that underlying assumptions made by Degussa Goldhandel GmbH or by other sources relied upon in the document should prove inaccurate.
Neither Degussa Goldhandel GmbH nor any of its directors, officers or employees shall be liable for any damages arising out of or in any way connected
with the use of this document and its content.

Any inclusion of hyperlinks to the websites of organizations in this document in no way implies that Degussa Goldhandel GmbH endorses, recommends
or approves of any material on or accessible from the linked page. Degussa Goldhandel GmbH assumes no responsibility for the content of and infor-
mation accessible from these websites, nor for any consequences arising from the use of such content or information.

This document is intended only for use by the recipient. It may not be modified, reproduced, distributed, published or passed on to any other person, in
whole or in part, without the prior, written consent of Degussa Goldhandel GmbH. The manner in which this document is distributed may be further re-
stricted by law in certain countries, including the USA. It is incumbent upon every person who comes to possess this document to inform themselves
about and observe such restrictions. By accepting this document, the recipient agrees to the foregoing provisions.
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