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THE VALUE OF GOLD IS THE PRICE OF GOLD 

 
You will have noticed the stand out performance of South African gold equities since the start of the 
year and perhaps wondered why they are doing well this time.  Gold equities are in fact (poor) 
derivatives of the metal itself, and so it is useful to ask the same question as it relates to directly 
investing in gold.  No one, no rational person at least, goes to bed thinking about gold, purely on its 
investment merits, and then gets up it in the morning and buys or sells it.  The appeal of gold, and its 
derivative, gold equities, lie totally outside of the metal itself.  The value of gold is the price of gold.  
The price of gold is inversely related to: (i) the real interest rate on paper backed by the credibility of 
the government (Treasury bills and bonds), and (ii) the expected return of high quality equities.  
 

PROTECTING THE PURCHASING POWER OF SAVINGS DRIVES MONEY FLOWS 

 
Investing, rationally speaking is the act of protecting the purchasing power of one’s savings from 
erosion by inflation.  Strictly speaking, the idea is to not only keep up with inflation, but earn a return 
above inflation. An instrument that keeps up with inflation is a store of value while one whose returns 
surpass inflation creates value.  The latter, known as a productive asset, is clearly a superior hedge 
against inflation than the former. 
 
A productive asset derives its value from its ability to serve the evolving needs of its customers while 
creating shareholder value.  The longer it does this, the higher its quality.  To illustrate, the value of 
treasury bills and bonds are based on the full faith and credit of the government that issued them. To 
the extent that investors are confident that both fiscal and monetary policy will not erode the value of 
income earned from government instruments or artificially inflating the value of those instruments, 
their faith in the creditworthiness of the government will rise.   
 
The inverse is not only true, but describes the current environment.  In a bid to resuscitate growth from 
the economic crisis of 2009, the Federal Reserve Bank began to inject liquidity into the financial 
system in such large quantities that by August 2011, the yields pushed below year-on-year inflation all 
the way from 3months to 30yrs.  In the process, the Fed managed to (artificially) flex real interest rates 
from positive over the same maturity profile to negative.  Consequently, government bond prices 
inflated to a level that materially dimmed the prospect of future capital gains – front running the Fed 
was a winning trade for bond managers.  This is troubling if you depend on bond yields for income as 
pensioners do--for instance, not only do your monthly earnings fall short of the cost of living but you 
run the risk of future losses on your nest egg (capital) when the air came out of bond prices.  There are 
a variety of actors in the economy whose assets are primarily invested in fixed income securities, who 
along with pensioners have fallen prey to this phenomenon known as financial repression—earning 
yields below the rate of inflation. 
 

HIGH QUALITY COMPANIES OUTPERFORM GOLD, THE MARKET, AND 
TREASURIES 

 
It behooves actors who find themselves in this situation to seek to redress of the erosion of purchasing 
power of their assets by investing in other asset classes. The first port of call is highly productive 
equities.  The value of highly productive equities requires judgment and confidence in the stewardship 
of the economic moats responsible for their commercial success. In times of high economic 
uncertainty, high quality companies tend to outperform the market as investors reward them for the 
certainty with which they renew corporate value through pricing power (see Figure 1a and Figure 1b).   
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Figure 1a:  Total Return of Gold Index, SWIX and High Quality Index 

 
Source:  Factset, First Avenue 

 

Figure 1b:  Cumulative Total Return: Gold Index, SWIX and High Quality Index 

 
Source:  Factset, First Avenue 

 
In the absence of valuation opportunities in high quality companies, investors gravitate towards gold. 
As gold is not a productive asset, an investor requires gold to simply hold its value relative to inflation 
(in order to store the purchasing power of the capital invested).  In other words, it should only retain its 
“net asset value” in real terms as opposed to returns above inflation reflective of customer goodwill on 
the net asset value of high quality businesses.  In essence, gold is a beneficiary of: (i) the loss of faith in, 
and creditworthiness of, the government, (ii) lack of valuation opportunities in high quality companies.  
Its return is primarily related to the quantum of faith lost – the sole reason why investors start looking 
at gold in the first place.  The greater the loss of faith - the longer the US dollar is subjected to the 
vagaries of inflation (loss of purchasing power through negative real rates) - the greater or overzealous 
the belief in gold. 
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Figure 2:  CPI, Real Rates, Real Gold Price and Rand Depreciation 

 
Source:  BNP Paribas Cadiz, First Avenue 

 
Two stylised facts can be observed from the chart above. 

1. Gold prices react immediately to positive (restoration of purchasing power) and negative real 

rates (erosion of purchasing power).  

2. In the event of negative real rates, gold prices tend to ignite well past inflation – no matter 

how benign inflation is.  Put another way, the level of inflation is immaterial to movement in 

gold prices.  It is simply where interest rates are relative to inflation that moves the gold price. 

“PRINTING PRESS PRODUCTION” VERSUS GOLD MINING PRODUCTION  

 
Instructive to the tendency of the gold price to overshoot or ignite well past inflation is the dynamic 
between the supply of money and gold.  You can look at this dynamic in two ways.  The first is that 
globally there are approximately US$12.5 trillion physical and electronic currency reserves compared 
to 155,000 metric tons of gold above ground.  This amounts to US$2,500 per ounce of gold if all of the 
world’s reserves were to be backed by the entire stock of above ground physical gold.  It is easy to see 
why, if you conclude that gold is a better store of value than currency, it then should trade at US$2,500 
(parity).  This is overly simplistic because as we have just mentioned, most of the world’s money is 
chasing productive assets which contribute to advancing civilisation rather than a tangible asset such 
as gold which anticipates cataclysmic calamity in man’s affairs. Put another way, if human ingenuity 
failed to serve mankind anymore (the end of the world for all intents and purposes), I would prefer to 
own a piece of land to produce food and arms to protect my family rather than gold. 
 
The second and most logical way to appreciate gold prices is by analysing the rate at which money 
supply has grown relative to the supply of gold. On average, over the long term, mining activities adds 
only about 1% to the global supply of gold every year which pales in comparison to growth in money 
supply.  Since the peak of the last secular bull market in gold (1980), a 1% growth compounded 
annually yields a global gold supply just 37% larger than what was available for purchase then. An 
aggressive 2% would lead to 88% growth. Meanwhile, broad US money supply, denoted MZM today, 
has ballooned from just US$853bn in January 1980 to US$12.2tr at the end of Dec 2013.   This 
staggering 1,222% growth in monetary supply equates to a compound annual growth rate of 
approximately 8.2%. 
 
It is not for lack of trying that gold mining companies have only managed to grow production at more 
than 1%-2%, while the Federal Reserve Bank has succeeded where it tried to grow money supply. 
Some of that c.8.2% compound annual growth has gone towards high quality equities while a portion 
of it has gone into gold at times of negative real rates.  Either way, it is easier to see how the gold price 
is highly leveraged to money supply due to the low availability of gold relative to however much is left 
over of money supply after investing in high quality equities. What obviously causes vicious cyclicality 
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and extended lulls in the gold price is the flow of money back into government bonds when positive 
real rates return, increase and bond prices have fallen.  It takes a special kind of person not to commit 
suicide when an asset in which he has religious fervor toward drops spectacularly and languishes for 
what seems to be an eternity.    
 
While educated citizens of modern societies find it easy to point out the ills of monetary policy, very 
few, if any, have put forth better solutions that will simultaneously accommodate the exacting 
demands of a growing population.  Seeing that generations of management teams have over the 
decades failed to mine gold at a faster rate, underwriting the expenses of a growing population with 
gold in any one country will simply lead to wars!  Rather than propose better monetary policy or better 
gold mining techniques, we at First Avenue would rather own high quality equities to more than 
compensate for the loss of purchasing power inherent in money.  Owning gold directly, not only 
assumes macro prescience of when real rates will turn positive, but is also a blunt tool in addressing the 
“printing press” problem.  
               
Figure 3 shows how far out along the yield curve excess liquidity created negative real rates (from 
which the gold price benefited) and how much of the current yield curve has flexed back into positive 
real rate territory.  To illustrate, where all points right up to the 30yr bond were in negative real rate 
territory from August – December 2011, all points above the 5yr have currently (February) flexed back 
into positive real rate territory (see Figure 3).  This is why the pace of tapering is cautious.  An 
aggressive pace of removal of excess liquidity will result in the short end of the curve also getting into 
positive real rate territory where demand for money exceeds supply, stoking finance costs and 
inflation, and potentially muting GDP growth.  In short, long term money is now expensive, and near 
term money remains cheap.  Macro forecasting of when, not if, pricing in short term money follows 
that of long term, and negatively affects the gold price, is nothing short of playing God with client’s 
money.   

Figure 3:  Flex in Real Interest Rates along the US Yield Curve 

 
Source:  BNP Paribas Cadiz, First Avenue 

 

Few clients will tolerate the vicious downswing, let alone the subsequent waiting period-perhaps 20 
years-to the next upswing (despite knowing that the next upswing will be higher than the present one 
because money supply will have compounded faster than gold mine production).  So instead of taking 
extreme liberties with clients’ patience, we would rather lose a client than lose his/her money. 
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BENEFITS OF HUMAN INGENUITY ACCRUE AT A FASTER RATE THAN 
CURRENCY DEBASEMENT 

 
Gold equities fare far worse than the metal itself. In fact, human intervention in the production of gold 
is as terrible (if not more) an endeavor as monetary policy is at safeguarding the value of paper money. 
Despite the current secular bull market in gold prices, shareholder value creation (earning a return 
above cost of capital) is an exception rather a rule in gold equities (see Figure 4a).  In addition, none of 
these companies are able to sustain a dependable track record of dividend growth.  In fact, gold 
equities exist by raising capital periodically to support their operations. The top 10 gold companies in 
the world have burnt US$11bn in free cash flow while inflating their shares in issue three fold (see 
Figure 4b).     

Figure 4a:  Average ROICs (2000 – 2012) vs. WACC of Top 10 Gold Companies Globally 

 
                                                                                                                           Source:  Citi Research 

Figure 4b:  Cumulative FCF Burn for Top 10 Global Gold Companies, 2000 - 2012  
 

  
                                                                                                        Source:  Citi Research 

 
Where we come out in solving the “growth in real savings” problem is that the benefits of human 
ingenuity compound at a faster rate than the growth in: (i) money supply, (ii) gold production, and (iii) 
value creation in gold equities.  Our intention at First Avenue is to accrue these benefits to our clients 
through stock picking of companies that contribute to the never ending task of perfecting civilization.  
        
To illustrate value leakage between gold and gold equities, we show how AngloGold – the best of 
South African mining companies – has failed to create value from a rising gold price from even before 
the current secular bull market in gold and a weakening Rand currency (Figure 5a).   
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Figure 5a: Anglo Gold Value Creation versus the Gold Price 

 
Source:  Factset, First Avenue 

 
By contrast, Woolworths, a high quality company, has more than captured the benefits of its 
investment in fixed assets.  Along the way of the capital gains observed in Figure 5b, it has grown its 
dividend payments, and paid special dividends.  All of this from just serving man’s psychological needs 
to be differentiated from one another.  

Figure 5b: Woolworths Share Price versus Book Value per Share 

 
 
You can do the same example in dollar terms (removing the ZAR effect) by comparing the best gold 
mining company in the world, Newmont Mining, to Hermes, one of the best haute couture companies 
in the world (see Figure 6a and Figure 6b below).   
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Figure 6a: Newmont Value Creation versus the Gold Price 
 

 

Figure 6b: Hermes Share Price versus Book Value per Share 

 
 
You may posit that we have cherry picked examples that make our case.  Feel free to pick your own 
examples.  Somewhere along the exercise you will realise that the probability of a gold mining stock 
(or stocks) dispelling our thesis is so much lower, to the point of inconsequentiality, to the probability 
of picking a high quality company (or companies) that nullifies our thesis.  And probabilities are a 
function of either sample size or frequency of tries.  Following on that, investing is the act of investing 
in the highest probability outcomes when a valuation opportunity arises.  Another way to look at it is 
to count the number of gold companies that have gone bankrupt compared to the number of high 
quality companies that have gone bankrupt.  I am certain you will be able to do it out of recollection if 
you don’t want to make a project of empirical analysis out of it. 
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SECTOR ROTATION INTO RESI OPENS UP OPPORTUNITIES ELSEWHERE 

 

Finally, while you may agree with our logic on the one hand, you will also be cognisant of the fact that 
gold equities on the South African stock exchange have gone up 44% in the first two months to the 
end of February, 2014.  In this period, Goldfield which has produced nothing but a slew of bad news is 
up 24.4%.  Harmony, which suffered 8 fatalities in the month of February, is up 34% over the same 
period. AngloGold, up 56%, met market expectations but did not declare a dividend.  Chalk it up to the 
currency.  Owing to it, South African gold majors have far outperformed their global peers.  Like a goal 
keeper rooted in his stance by a well taken shot, South African companies will of course benefit from 
additional revenues derived solely from a factor - a 15% to 20% weaker ZAR - they know nothing about 
when it happened.  When currency benefits fade – either due to strength or stability in the exchange 
rate – they will not know how to grow their earnings from such a high base.  This is true for gold 
equities as it is for the wider resource equity index (RESI) which is up 13% over the same period.   
 
Resource equities tend to outperform the market due to either weakness in the currency (2002, 2013) 
or high commodity prices.  Conversely, they underperform when both macro factors reverse.  The risk 
in valuing and indeed investing in resource companies is the high uncertainty in forecasting these 
factors. That is why there is a low preponderance of high quality companies (we hold BHP Billiton and 
Sasol in very large proportions. Figure 7 shows investor reaction to the sector when both factors 
materially impact free cash flow growth and economic profits.  )).  Sector rotation into resources by 
investors (reaching for risk in search of returns) opens up rare valuation gaps in high quality 
opportunities elsewhere in the market for us.  Consequently, we are content to underperform on 
account of this more efficacious cause of buying intrinsic value rich companies at once in a lifetime 
valuations.   

Figure 7: RESI-ALSI versus CRB Index – Rolling 3yr Returns 
 

    
 
 

SOURCES: 
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DISCLAIMER 
 
 
The content of this report and any information provided may be of a general nature and may not be based on any 
analysis of the investment objectives, financial situation or particular needs of the client (as defined in the 
Financial Advisory Intermediary Services Act). As a result, there may be limitations as to the appropriateness of 
any information given. It is therefore recommended that the client first obtain the appropriate legal, tax, 
investment or other professional advice and formulate an appropriate investment strategy that would suit the risk 
profile of the client prior to acting upon such information and to consider whether any recommendation is 
appropriate considering the client’s own objectives and particular needs. 
 
Any opinions, statements and any information made, whether written, oral or implied are expressed in good faith. 
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