
All That Is Gold Does Not Glitter
 J.R.R. Tolkien       
Gold is at once the most fascinating, compelling, and destructive substance 
known to human kind. Over the millennia, the pursuit of gold has taken 
the form of fictional characters such as King Midas and Jason and his 
Argonauts, as well as prominent real-life individuals including Croesus and 
the Conquistadores Francisco Pizarro and Hernan Cortez. The California, 
Klondike, and Siberian Gold Rushes, among others, resulted in large 
population shifts, the accumulation of wealth by a very few, and misery and 
hardship for most. Empires have risen and fallen, wars have been fought, 
power has shifted, and indigenous populations have been decimated, all in 
the quest for instant wealth. And, failing ready access to gold, many people 
including Sir Isaac Newton have been drawn to the promise of alchemy. 
Gold has served as a store of value, a means of conducting commerce, an 
investment vehicle, and the centerpiece of the world’s monetary system 
in addition to its familiar role as a means of adornment. 
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The history of gold is much too long and twisted for a single paper so I highly recommend Peter 
Bernstein’s wonderful book The Power of Gold-The History of an Obsession. I also want to avoid 
becoming mired in the debates that have raged for centuries regarding gold versus paper money, 
so most of this paper will be focused on gold as an investment vehicle. We viewed this paper as 
an educational piece rather than any sort of market commentary.  However, it turns out that this 
topic may be rather timely in that the price of gold crossed $1800 today (7/8) which is an eight-year 
high. First, we should spend some time understanding the nature of gold including the amount 
outstanding, its sources and uses, the dynamics of supply and demand, and the history of its price.

The Basics
One of the interesting characteristics of gold is that essentially all that has ever been produced is still with 
us. Estimates vary somewhat, but approximately 197,000 metric tonnes (217,000 tons) have been mined 
throughout history, and if all of it were combined, it would constitute a cube that is 71 feet on all sides 
and would fit comfortably in an Olympic size swimming pool!  Geologists estimate that there are 54,000 
tonnes in below-ground reserves that can be mined at a future date. Currently, about 3,000 tonnes are 
added to the gold stock each year representing a growth rate of about 1.5%. While the amount mined 
periodically experiences a modest surge due to new discoveries, the following chart, which depicts the 
cumulative amount of gold mined, demonstrates that the overall supply is quite stable. And, a key factor 
in its appeal is the fact that there has never been a time when gold was not a scarce commodity. 
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The five largest producers of gold are:

China 12% United States 7.6%

Australia 9.4% Canada 5.8%

Russia 8.5%

The largest user is China at 984 annual tonnes followed by India, The United States, and Germany. 
Several of the countries that are large consumers do not have a significant mining industry requiring 
that all of their needs be met by imports.

Gold has many uses that fit into the following broad categories:  

Importantly, the “Other” category includes a wide variety of applications such as dentistry, electronic 
circuitry, computers, healthcare, aerospace, glassmaking, and decoration such as gold leaf. 

Supply and Demand
As shown in the first chart, the overall supply is relatively fixed with only modest annual growth. 
Demand can be broken into two broad categories. First, there is relatively stable long-term demand 
that is a function of economic and population growth as well as wealth creation. These factors 
generate demand for industrial uses, the purchase of jewelry, and a vehicle for long-term savings. 
Around this stable long-term demand, there are shorter-term swings resulting from investors’ 
appetite and central bank purchases and sales. For example, central banks throughout the world 
sold 7,853 tonnes between 1987 and 2009 only to purchase 3,297 tonnes between 2010 and 2016. 
The latter part of this paper will deal with the investment case for gold.
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The Price of Gold
The first lesson in Finance 100 is that the value of any asset is equal to the present value of the future 
cash flows that one receives by virtue of owning it. The projected cash flows are discounted at an 
interest rate that reflects the opportunity cost of capital as well as the perceived riskiness of those 
cash flows. Gold is a unique creature in that there are no dividend or interest payments. In fact, 
the cash flows are negative because there are costs of holding gold including storage, insurance, 
and interest payments if leverage is employed. So, anyone who purchases gold must believe that 
another investor will be willing to pay a higher price at a future date; there is no other source of 
return. Since it is all about price, let’s look at a 100 year history of the price of gold. 

First, the price of gold was essentially fixed at roughly $21 per ounce from the starting point of 
this chart in 1915 until 1934, and at $35 per ounce through 1971. In August of that year, President 
Nixon announced that the U.S. would no longer exchange gold for Dollars thereby allowing both 
the price of gold and currencies throughout the world to float freely. Since that time, the general 
trajectory of the price of gold has been strongly upward although there have also been several 
significant price declines. From August of 1971 through June of 1980, the price increased from 
$42.71 to $664.30, an extraordinary compound annual return of 36%. Similarly, from June of 2001 
through July of 2011, it increased from $269.82 to $1613.5, an annualized return of 19.2%. While 
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the average volatility of gold over time is fairly similar to that of stocks, there have been several 
shorter periods of extraordinary price change. For example, the price went from $524 to $634 in 
the first two trading days of January 1980 followed by an increase to $820 over the next three 
days. The price peaked at $850 on January 21st of that year only to decline by $145 on January 
22nd. This incredible volatility was followed by a long, slow, and irregular decline to $269 in April 
of 2001. In total, the price fell 69% over twenty-one years. So, without opining on the merits of 
gold, it is fair to say that any potential investor should be prepared for significant and potentially 
sustained changes in price in both directions.

The Rationale for Investing in Gold
Gold is not a particularly popular asset class in that it represents less than 1% of aggregate investor 
portfolios. There are investors who totally eschew gold, gold “tourists” who drop in occasionally, 
and perennial gold bulls who are often known as “Gold Bugs.”  

There are five commonly cited arguments in favor of owning gold and a review of the available 
research suggests that they have varying degrees of validity. 

• First, gold represents a good source of portfolio diversification because its return is 
uncorrelated with that of other assets classes. Specifically, from 1974 to 2017, the correlation 
of gold to both stocks and bonds was -.03 implying that movement in the price of gold bears 
no relationship to the behavior of these other asset categories.

• Second, some posit that gold offers an attractive rate of return. Since the price of gold 
began to float in 1971, it has generated an annualized return of 7.8% as compared to the 
10.4% return on the S&P 500. However, as we have seen, there have been sustained periods 
of both strong and weak returns on gold raising the question of how one forecasts the 
potential return at any given time. There are metrics such as P/E ratios, dividend yields, and 
the yield to maturity on bonds that allow us to make valuation judgements about stocks 
and bonds and then forecast returns, albeit with a fair degree of error. In contrast, it is very 
difficult to determine a “fair” price of gold because it generates negative cash flows and its 
return is therefore largely dependent on investor sentiment. Some investors have looked 
at metrics such as the ratio of the prices of gold to a barrel of oil for guidance. But, there is 
no obvious reason that there should be a relationship between the two and the actual ratio 
has fluctuated between 6 and 91 with an average of 15.4 which renders this measure of little 
value. Similarly, some argue that the price of gold typically surges during periods of low 
real interest rates and vice versa. But, investors’ track records at forecasting interest rates 
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are very poor suggesting that this measure doesn’t provide much help either. All in all, gold 
may provide an attractive rate of return but that view is based more on hope than on sound 
fundamental analysis. 

• Third, gold serves as a long-term store of value. Over the past one hundred years, gold has 
generated a real or after-inflation return of 1.2% per annum suggesting that it has indeed 
accomplished that objective.

• One of the most common arguments in favor of gold is that it provides a hedge against 
inflation. Interestingly, several recent academic papers that I reviewed came to opposite 
conclusions on this point. Gold did in fact appreciate during our last major bout of inflation 
that lasted from 1972 to 1980, but it also performed well from 2001 to 2012, a period of 
generally declining and very low inflation. If the price of gold were highly correlated to 
inflation, then the real or inflation adjusted price should be relatively stable over time. Well, 
here is the historical picture:

So, we will label the inflation hedge argument as a “maybe.”

INFLATION ADJUSTED PRICE OF GOLD (1915-2020)
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• Next, gold is believed to provide a hedge against severe stock 
market declines. According to State Street Global Advisors, gold 
has provided an average return of 6.3% during the last fourteen 
equity market downturns as compared to a negative 21.5% return 
on the S&P 500 Index, both on a cumulative basis. 

• Finally, gold is viewed as a crisis hedge. Crises can take many 
forms: political upheaval, natural catastrophes, terrorism, loss 
of faith in monetary systems, fear of government financial 
difficulties, and so on. Gold is thought to be an effective hedge 
against such events because it is both portable and a “real” asset 
that does not represent an IOU of some other entity. Throughout 
history, a good deal of the demand for gold in India and China 
derives from the desire of their citizens to own gold jewelry, 
coins, and ingots as hedges against these kinds of events. 

Methods of Investing in Gold
There are six common means of investing in gold and each has its pros and 
cons. In the interest of brevity, I will not provide a comprehensive explanation 
of these alternatives and will only mention significant plusses or minuses.

• Invest in gold coins or bars. This is the most direct approach but 
it requires storage with the associated costs. Dealers may also 
apply significant markups

• Invest in shares of gold mining companies. Their stocks are 
not necessarily correlated with the price of gold and may be 
influenced by movement in the broad stock market.

• Invest in gold futures and/or options. This approach requires 
knowledge of futures and options and is labor intensive.

• Invest in a gold exchange traded fund. This is probably the most 
convenient route for most investors although it entails annual 
cost of .4 to .65%.

• Invest in a broad commodity index that includes gold. However, 
the allocation to gold in most indices is relatively small (3-5%) 
suggesting that this approach is not a pure play on gold.

c o n t i n u e d  o n  n e x t  p a g e  > W H I T E  P A P E R   |   7

Important notes  
and dIsclosures

This White Paper is being made 

available for educational purposes only 

and should not be used for any other 

purpose. Certain information contained 

herein concerning economic trends and 

performance is based on or derived from 

information provided by independent 

third-party sources. Diversified Trust 

Company, Inc. believes that the sources 

from which such information has 

been obtained are reliable; however, it 

cannot guarantee the accuracy of such 

information and has not independently 

verified the accuracy or completeness of 

such information or the assumptions on 

which such information is based.

Opinions expressed in these materials 

are current only as of the date appearing 

herein and are subject to change without 

notice. The information herein is 

presented for illustration and discussion 

purposes only and is not intended to be, 

nor should it be construed as, investment 

advice or an offer to sell, or a solicitation 

of an offer to buy securities of any type 

of description. Nothing in these materials 

is intended to be tax or legal advice, and 

clients are urged to consult with their 

own legal advisors in this regard.
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• Purchase gold jewelry. Jewelry is generally illiquid and subject 
to very high dealer markups.

Many of the studies that have been done with respect to the ideal 
portfolio weighting in gold have been commissioned by firms 
that deal in gold so they should be viewed accordingly. But, their 
recommendations generally range from 5 to 10%.

Where Do We Stand on Gold?
Our investment approach has always been based on rigorous research 
and fundamental analysis which requires that we have the ability to 
carefully forecast the risk and reward characteristics of a potential 
investment. While this discipline will likely result in our missing an 
opportunity here and there, we believe it reduces the chance of 
being seduced by the latest “hot” investment category. Given the 
negative cash flows associated with investing in gold as well as the 
difficulties in determining a “fair” price, we have never included it 
in our recommended portfolio allocation although we have always 
included other types of hedges. 

Given the current pandemic and ensuing financial crisis, we believe the 
greater concern over the short term is deflation. But, the aggressive 
actions on the part of the FED as well as the significant increase in 
outstanding U.S. Government debt resulting from the various stimulus 
bills suggest that inflation could be a longer term concern. This concern 
stems from the belief that one of the principal sources of inflation is 
rapid monetary growth, either the direct result of printing money or 
indirectly through the monetization of government debt. For that 
reason, we are currently evaluating a number of potential inflation 
hedges and may well recommend a portfolio allocation that could 
include an allocation to gold through a broad based commodity index 
or as part of an inflation “sleeve” that might also contain Treasury 
Inflation Protected Securities, real estate, and other hedges. In that 
eventuality, we hope this paper provides a basic understanding of, 
and fascination with, an investment that has been continuously in 
use for thousands of years.
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