BFI Infinity InSights | May 2021

CEO Corner

BEFI

INFINITY

Spring arrives for the global economy

Since the release of our
January InSights update,
the global economy has
continued to go through
a challenging time. But
now, finally, the outlook
is turning more positive
for the future, as the
world is starting to get
the pandemic under
control. While more and
more people, especially
in the West, are vaccinat-
ed, there are still regions
where the pandemic is still raging, which is especially
true for India. And yet, despite this, global macro-eco-
nomic indicators are pointing to a solid global recovery
that will, in combination with massive fiscal stimulus
programs, lead to a very strong bounce for the world
economy.

Daniel Zurbruegg
CEO BFI Infinity

The concern now is whether this recovery might
prove to be too strong. Especially in the U.S., there
are legitimate fears over “overheating” the economy.
The new administration under President Biden has
launched an economic stimulus program that is
larger than anything we have ever seen before. The
question is how much this will push up inflation and
how much are yields going to rise in the months
and years ahead. Indeed, after the historically high
government debt levels around the world, higher
interest rates might be the second biggest risk for
the global financial system.

Back in January, our outlook was cautiously optimis-
tic for financial markets for the remainder of 2021, but
we also pointed out that due to rising yields, there
could be an uptick in market volatility during the first
quarter. Indeed, as we anticipated, during February and
March we saw pressure on equity prices worldwide, as
investors became concerned over higher rates and
tried to digest the new reality. At BFI Infinity, we kept
our portfolio hedges in place and that certainly helped

a lot to keep the value of our client portfolios stable
during this more volatile period.

With the start of April and the arrival of spring, we
have also seen renewed confidence and optimism in
global equity markets, that started to perform strongly
and now seem to be less sensitive to the possibility of
rising yields and inflation. Equity prices rose during the
month of April, with the commaodity sector showing a
particularly strong performance. As we have already
mentioned a few times in our analyses, it is our belief
that commodity prices are at the start of a multi-year
bull market. This is why we already began investing in
commodities for our clients last year and have since
then increased our exposure.

While we are almost fully invested in equities, we are of
the opinion that, for the time being, long positions in
stocks should be hedged with put options, as the prob-
ability of a bigger correction is still considerable in the
current environment. However, what gives us a lot of
hope is the fact that the strength of the recovery has
increased quite substantially. In 2020, equity markets
were largely driven by two sectors, technology and
healthcare, whereas the momentum now has spread
into a broad range of other industries. This more broad-
based move in the market is usually a very healthy sign
for a bull market and we therefore think there is more
upside to come as the recovery progresses.

Also interesting in this context is the fact that European
markets have outperformed the U.S., as well as Asia,
in the first couple of months of 2021. It is still too
early to tell, but after several years of outperform-
ing US markets, we could now be at a turning point.
Normally, when either European or U.S. markets out-
perform, these trends tend to remain in place over
longer periods of time. So this might be good news for
European equities, especially considering the fact that
they are significantly cheaper in terms of valuation.

At this point, wed also like to highlight two especial-
ly important themes too, one concerning the US Dollar
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and the other the outlook for precious metals, particu-
larly gold.The Dollar has been showing some weakness
over the past few weeks, after a relatively strong per-
formance the better part of 2020. We believe this
downtrend will likely continue in the coming months
and years. In fact, we expect the decline to persist for
at least another 3 years and possibly even hit a new
all-time low.

This renewed weakness in the Dollar is also starting
to have an effect on precious metals prices. Gold was
consolidating since last year when it reached a new
all-time high, but then, in early March and early April,
it tested the lower support level of around USD 1685
twice and successfully bounced back from it. So-called
“double bottom”formations like this often indicate that
there is a trend reversal taking place and indeed, after
testing the USD 1685 level for the second time, the
price of gold moved up quite decisively and surpassed
the USD 1800 level in recent days. At the moment, it
would still be premature to form a firm conclusion, but
it certainly looks like gold and silver might be headed
higher from here.
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All the points we have discussed here, an improving
macroeconomic environment, international equity
markets that have started to build momentum, a
declining U.S. Dollar and positive signs for precious
metals, are factors that speak for a globally diversified
investment portfolio. With this overall pretty positive
outlook, we hope that the summer will bring us a
renewed sense of optimism and a long awaited return
to normality in our lives, as the pressures and the chal-
lenges that the pandemic brought finally start to lift.

Feel free to contact us directly at info@bfiwealth.com,
with any questions. We look forward to hearing from
you.
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Bonds: From risk-free returns to return-free risk?

When looking to add
a low-risk compo-
nent to an investment
strategy, investors typ-
ically think of bonds.
These fixed income in-
struments have deliv-
ered an outstanding
and very reliable per-
formance over the last
40 years, thanks to the
continuous trend of
falling interest rates,
and to this day, they are commonly perceived as a
safe investment. However, a lot has changed over
the last year and many core assumptions have been
overturned. In the aftermath of the covid crisis, the
climbing inflation expectations, the unprecedented
stimulus operations and the record levels of public
debt, does the investment case for bonds still stand?

Dirk Steinhoff

Chief Investment Officer

Interest rates at a turning point

Bond prices are inversely related to interest rates,
meaning they fall when interest rates rise, and vice
versa. When interest rates fall, newly issued bonds

will have a lower interest rate compared to those
issued in the past, which increases the demand for
the existing bonds and pushes prices higher. This is
precisely the scenario we have experienced over the
past 40 years in the U.S. and the main reason why
bonds came to be viewed as low-risk, reliable invest-
ments.

There is, however, another scenario too: Rising rates.
When interest rates rise, investors flock to the newly
issued bonds, that offer better rates, causing the
older bonds to lose value. This might seem obvious,
but the important thing to note here is that this loss
in value can occur very quickly and it can be quite
substantial, as illustrated in Figure 2. For instance,
a mere 2% increase in the interest rate leads, on
average, to a loss in value of almost 10% for a 5-year
bond. In the case of a 30-year bond, almost half of
its value is wiped out, due to that seemingly small
interest rate increase.

Overall, the ultimate impact of an interest rate
increase on a bond depends on the magnitude, the
speed and the persistence of that increase. If it's only
a small change that is perceived as exceptional and
likely to be short-lived, many investors hold on to

Figure 1: Development of US effective Federal Funds rate, 1980 — 2021
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their bonds, thereby limiting the losses. Contrari-
wise, in the case of a rapid and substantial interest
rate increase that is expected to persist, bondhold-
ers rush to sell their positions and the price decline
of bonds is much more severe, in particular for bonds
with a long maturity (see Figure 2). If these bonds
also serve as collateral for a loan, such an increase
can lead to margin calls and forced sell-offs. The risk
of a banking crisis related to the huge derivatives
market, where most instruments are tied to interest
rates, is even larger.

For some, this might seem like a far-fetched scenario,
given the fact that for the last 40 years, we have seen
interest rates more or less continuously decline. Es-
pecially over the last decade, consistent and massive
interventions by the Federal Reserve successfully
kept interest rates extremely low, even during turbu-
lent periods and even when it was thought that an
increase was inevitable. The central bank’s resolute
stance and its firm commitment to its interest rate
policy bolstered investor confidence throughout the
covid crisis as well and it created the impression that
interest rates could be kept low forever.

And yet, we feel that the extraordinary develop-
ments we saw over the past year and the inflationary
pressures that built up are too powerful to ignore.

BEFI

INFINITY

We have very likely reached a crucial turning point
and the era of ultra-low interest rates may be about
to come to a close.

Among the clearest indications that we are likely
headed in that direction are the unprecedented
debt levels and the almost exponential increase in
the money supply. Of course, public debt in the U.S.
has been climbing over the past 40 years (see Figure
3). It is therefore far from a new problem, however,
what is different this time, is its record acceleration.
In addition, the covid crisis saw the Fed balance
sheet being inflated even more in an effort to stim-
ulate the economy and avoid a recession, but with
interest rates at a record low, monetary stimulus
is no longer an effective instrument, creating an
even higher demand for fiscal support. The combi-
nation of massive monetary and fiscal stimulus has
created enormous liquidity flooding the markets, an
inflationary force which can, at some point, only be
dampened by higher interest rates.

Another important factor that is set to contribute
to higher interest rates is the deglobalization trend.
Since the 90s, we have witnessed the emergence
and establishment of international value chains and
increased trade across the globe, that pushed pro-
duction prices down and created seemingly endless

Figure 2: Impact of interest rate increases on bond value
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Figure 3: US public debt as a percentage
of GDP, 2000-2020
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supply capacities. Thanks to these disinflationary
forces, the Fed was relieved of the burden of having
to increase interest rates, something it usually
does when it wants to avoid an overheating of the
economy. However, we are now seeing signs of this
trend slowing down, or arguably even reversing. The
ongoing impact of the pandemic on global supply
chains and the U.S.-China trade tensions are just two
among many deglobalizing forces. Should this trend
continue or intensify further, it could put pressure
on the U.S. central bank to proceed with interest rate
hikes in order to keep inflation in check.

Given the scale and the importance of these shifts in
the global economic landscape, we believe that the
risks of climbing inflation and higher interest rates
should be taken seriously by investors and especial-
ly by bondholders. Clearly, we don't expect this sea
change to happen overnight. After four decades of
declining interest rates, such a reversal will take time
and will be accompanied by significant volatility, but
even so, this outlook considerably weakens the in-
vestment case for bonds and presents a very unat-
tractive risk-return ratio.

What about TIPS and floaters?

With the investment appeal of bonds being signif-
icantly dampened, many investors look for alterna-
tive fixed income instruments, the most popular of
which being Treasury inflation protected securities
(TIPS) and floating rate notes (FRN).
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A TIPS is a security issued by the U.S. government
and theidea behind itis to protect investors from de-
clining purchasing power. This is achieved by paying
a fixed interest rate on a principal which is adjusted
semi-annually according to changes in inflation (as
measured by the consumer price index). When in-
flation increases, the principal value of the TIPS
also increases and the contrary applies in the case
of deflation, resulting in smaller interest payments.
Once the TIPS matures, the investor receives either
the adjusted principal or the original principal, de-
pending on which is greater. While this instrument
offers inflation protection, as well as a natural hedge
against deflation if held to maturity, there are some
issues that should be considered.

First of all, TIPS are not as widespread and thus not as
liquid as traditional treasuries. Secondly, they price a
premium into the interest rate offered in exchange
for the inflation protection they provide. Therefore,
the interest rates offered by TIPS are generally lower
than those for traditional bonds. For this reason,
they are not attractive fixed income instruments
given the current low interest environment. It is also
worth mentioning that inflation expectations also
have an impact on the interest payments of TIPS. As
soon as the expected inflation rises faster than the
treasury yield, the interest payments of TIPS may
even decrease in an inflationary environment, a risk
that is particularly pronounced in times of managed
yield curves.

Unlike a TIPS, a floating rate note has a variable
interest rate which is tied to a benchmark, such as the
federal funds rate. This fixed income instrument can
be issued by financial institutions, governments or
corporations. How often the interest rate is adjusted
to the benchmark depends on the product, with
the reset frequency ranging from daily to yearly
adjustments. If the benchmark interest rate rises,
so does the FRN rate and vice versa. As is the case
with TIPS too, that protection offered by floating
rate notes is also priced into the interest rate, so in
exchange for the reduction of interest rate risk, the
FRN rate is typically lower than that of its fixed rate
equivalents. Bearing these issues in mind and with
the yields to maturity on investment grade FRN cur-
rently ranging between 0.05-0.35%, we do not see
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any value in these instruments in the current envi-
ronment from a risk-return perspective.

Implications for investors

While we see the overall outlook and investment
appeal of bonds as significantly weakened, at least
for the short- and mid-term, we also recognize that
there are still ways in which a bond allocation can
make sense. For one thing, the decision to invest in
bonds or not heavily depends on the profile of each
client and their particular needs and goals. Even in
an inflationary environment, a small bond position
might be strategically sound for an investor who
prioritizes income in the short term. Even more im-
portantly, we must also highlight at this point that
holding bonds is a decision that is not always or
entirely based on the returns alone. Bonds can also
provide currency exposure and they can be a useful
diversification instrument in this regard. The return
might be low, but it is still preferable to merely
holding cash. Finally, we must point out that the
skeptical outlook we presented here only applies to
current investments and the situation as it stands
today. In a few years, bonds may, due to higher
yields, very well prove to be much more attractive,
even amid higher inflation levels.

At this point, however, and for most investors, there
is a gap that was created by the declining appeal of
bonds. Under the present conditions, it can be chal-
lenging to fill it, given that there are no attractive
equivalents or other instruments that can offer risk-
free returns. Therefore, some flexibility is necessary,
but there are good alternatives for investors who are
willing to increase their risk tolerance somewhat in
exchange for reasonable returns.

An interesting option among them are real estate
investment trusts (REITs). These are companies
that own income producing property and still offer
decent returns, though the risk of REITs is without
a doubt generally higher than that of investment
grade bonds. Also, investors need to pay attention
to what kind of REITs they invest in and conduct their
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due diligence very carefully. We like specialty REITs
(e.g., data centers, healthcare sector, logistics, etc.),
especially in the booming region of Asia, due to fa-
vorable demographic and economic developments.
For the same reasons, we would be more cautious
with residential, retail, and office REITs in advanced
economies.

Another alternative is offered by dividend-pay-
ing stocks. A careful selection can generate regular
income streams, approximating the fixed income
offered by bonds. Of course, the overall risk levels are
considerably higher with stocks, but with diligent
screening, an investor can mitigate this to an extent,
by identifying high quality companies with a strong
balance sheet and a solid business model.
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Legal Disclaimer

This report was prepared and published by BFI
Infinity Inc.,, a Swiss wealth management company
registered under the U.S. Investment Advisors Act
of 1940 with the U.S. Securities and Exchange
Commission (SEC) as an investment advisor.

This publication may not be reproduced or
circulated without the prior written consent by BFI
Infinity Inc., who expressly prohibits the distribution
and transfer of this document to third parties for
any reason. BFI Infinity Inc. shall not be liable for
claims or lawsuits from any third parties arising
from the use or distribution of this document.
This publication is for distribution only under such
circumstances as may be permitted by applicable
law. This publication was prepared for information
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purposes only and should not be construed as an
offer, a solicitation or a recommendation to buy, sell
or engage in any venture, investment or financial
product. Certain services and products are subject
to legal restrictions and cannot be offered worldwide
on an unrestricted basis. Although every care has
been taken in the preparation of the information
included, BFI Infinity Inc. does not guarantee and
cannot be held responsible for the accuracy of any
statistic, statement or representation made. The
analysis contained herein is based on numerous
assumptions. Different assumptions could result in
materially different results.

All information and opinions indicated are subject to
change without notice.

BFI Infinity Inc.

Zurich Office: Tel. +41 58 806 2210
Bergstrasse 21 Fax +41 58 806 2211
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