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At Cabot, we love investments that enhance return and lower the
risk of a portfolio. Such investments are the ultimate “twofer.”
Gold has served this purpose from time to time, especially
during market panics. However, Gold has also gone through
long periods of very disappointing performance. Lately, the
value of Gold has perked up and has some market technicians
excited.
In this paper, we go through a few of the supply and demand
dynamics that drive the price of gold. We also look at the
potential for economic turbulence following unprecedented
expansion of the global money supply. We conclude that while
there are no sure things, Gold does indeed deserve a place today
in a diversified portfolio.
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Gold fans are an odd bunch. They tend to argue the merits of the yellow
metal in any environment and this single-minded obsession can be a bit
of a turnoff. At Cabot, we try to be pragmatic and open-minded. As with
any investable asset, gold can rise and fall in price for any number of
reasons. Demand for gold might surge because:




The inverse holds. Demand for gold can fall if or when the above reasons lose their effect. It
may also fall because:



So what is driving gold today? We’ll start with the drivers behind current supply and demand,
and then will move to the global uncertainty over currencies, inflation, and growth.
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According to the World Gold Council, at the end of 2015 there was 186,000 tons of gold available
above ground. Think of this as all the gold that has ever been mined—gold’s nearindestructability means that only a small amount has ever been lost. So the amount of available
aboveground gold increases each year by the amount mined. Last year that was 3,165 tons. That
is a growth rate of less than 2% in aboveground gold. Gold can also re-enter the marketplace
for new use through the recycling of scrap gold, which amounted to 1,093 tons last year.
Recycling doesn’t change the total amount of aboveground gold, just allows it to be repurposed.
These two sources—mines and recycling—comprise the annual supply of gold, totaling 4,258
tons last year.
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It is difficult to see current production levels rising again soon, since miners have not been
investing heavily in new projects. An analysis by research firm SNL shows a steady decline in
spending on new projects for metal mining (the data include other metals like copper and
silver.)
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Recycled supply, which makes
up about a quarter of the
annual total, ebbs and flows.
The amount of recycled gold
has fallen since 2011 with the
price of the metal. Higher
prices bring more supply of
recycled gold to the market,
while lower prices induce less
recycling.
Our conclusion on gold supply,
after surveying the twin
components of mining and
recycling, is that growth will be
limited in the next several
years, probably staying in the
4,000 ton per year range.
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Where does all this new gold go? The vast
majority gets worn as jewelry or locked up as
an investment. According to the World Gold
Council, demand for gold in 2015 was 4,212
tons, nearly matching supply. More than half
of gold demand comes from jewelry needs
totaling 2,415 tons. The next largest use for
gold is investment in the form of coins, bars,
or ETFs backed by physical gold. Last year
investment demand amounted to 878 tons.
Demand from central banks was 588 tons.
Much of that came from emerging market
countries boosting their gold reserves.
Finally, despite its high cost, gold has some
industrial uses hovering around 331 tons for
things like electronics or dentistry. An
interesting effect to note is that jewelry and
investment demand changes can offset each
other when the price of gold fluctuates. If
investment demand pushes prices up, jewelry
demand will fall off as people substitute other
metals, delay purchases, or “go smaller.”
This occurred during gold’s meteoric rise in
price from the mid-2000s to 2011 (see chart on
page 2). Investment in gold by individuals,
institutions, and central banks rose from
about 320 tons in 2006 to 2,200 tons in 2011.
The price of gold doubled from around $600
per ounce to $1,200. Predictably, jewelry
demand fell in the face of these higher prices
from about 2,300 tons to 2,100. Economists
call this “elasticity of demand.”
We saw similar elasticity in the first quarter of
2016, when investment demand pushed gold
prices to their highest levels in years.
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Predictably, jewelry demand fell, landing below investment demand for the first time since
2011… not coincidentally like when gold last peaked.

Let’s recap. What do we have so far? The supply of gold
appears stagnant as miners have not been investing in new
production. Higher prices for gold will bring more recycled
gold to the market, but that is only 25% of the total supply.
Meanwhile, demand for gold is sensitive to price in that
higher prices dampen demand for jewelry (more than half of
the total).
What might cause gold to rise, when such a move would harm
jewelry demand and increase recycled supply? Investment
demand has outstripped these effects in the past, and could do
so again. The most notable was the period in which goldbacked ETFs made it easy for anyone to invest in gold without
worrying about storage, security, or liquidity. What could
cause another boom in investment demand for gold? The
impetus lies in the role gold has played for centuries—it is a
reliable store of value in times of uncertainty.
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Still with me? Most people’s eyes roll back at the mention of
these wonky topics. However, this is perhaps the most
compelling argument for gold today. In non-technical terms:
Over centuries, Gold has been a better store of value than cash
in almost any currency since cash tends to lose its value over
time. That is why things cost more today than they did 10 years
ago. It is called inflation, and gold has historically offered
protection against inflation. Professor Roy Jastram did a
seminal study on the purchasing power of gold in 1977 that
dated all the way back to the year 1560, and found that gold
consistently held its value. He called it “The Golden Constant.” We can find no currency that
has does as well. Economist Jill Leyland of the World Gold Council (consider the source…
however Leyland’s work is widely cited) updated Jastram’s work which strengthened the case
for gold as a store of value.
In a separate study, Claude Erb and Campbell Harvey translated Roman-era and modern day
military pay (as one of few professions for which such statistics are documented and
comparable) into gold, and found that the yellow metal had indeed preserved its purchasing
power for over two thousand years!
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It demonstrates the tendency of
governments and central banks to
devalue paper money (currency) by
printing more of it to spur spending
and economic growth. Inflation is
the natural side effect of increased
money supply. History shows that
inflation follows money supply,
and central banks will err on the
side of creating more inflation.

Of course, the US is not alone. Our
inflation is quite benign compared
with other parts of the world,
where currencies have been losing
value much faster. Governments
worldwide have expanded their
balance sheets by printing reams
of money since the Great
Recession reaching about 10
TRILLION DOLLARS printed over
8 years. Furthermore, they have
employed other unconventional
policies to boost growth. They
have bought corporate bonds.
They have lowered interest rates
below zero, charging for deposits
instead of paying interest on them.
With approximately $13 Trillion of
global bonds offering negative
yield, gold’s 0% yield looks almost
generous. We are in the midst of the greatest central bank experiment, ever.
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1. Governments and central banks are in uncharted territory.
2. Historically, they tend to create too much inflation.
3. Gold has offered inflation protection for hundreds of years.
We don’t know if these radical central bank policies will boost growth and/or equity markets.
No one does. However, it pays to have some form of protection in the event that unexpected
turbulence follows unconventional policies. Gold has throughout history offered such
protection. Why is that? Unlike paper currency, gold is limited in its supply. Recall that total
aboveground gold grew 2% last year. Compare that to the money supply of various developed
markets:
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Every year, the supply of money grows more
than the supply of gold. Central banks are
printing like crazy to stimulate economic
growth. Meanwhile, the amount of gold we
bring above ground is physically limited by
what gold miners can do. And gold miners
have not been investing enough in their
businesses to accelerate supply of gold. That
means the relative scarcity of gold is
increasing, and will continue to do so.
Where can all this lead? Based on our picture
of limited supply of gold, a massive supply of
printed money, and increased institutional
demand, Rob Lutts, Cabot’s president and
chief investment officer, thinks that the price
of gold could reach $2,000-$3,000 per ounce
within the next 3-5 years.
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