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  farrelly’s Spotlight on Gold  

Executive summary   

 

Gold is tangible and has a long history upon which to draw conclusions 

Gold is a currency that has been used since Roman times. It cannot be manufactured 

and it does not perish. It is difficult to value but we have data on gold prices going back 

over 800 years and so we can assess of how its price has behaved in different 

circumstances. This study enables us to draw a number of conclusions, some reliable, 

others less so. 

Gold is a poor hedge against inflation over meaningful time horizons 

Over thousands of years gold has maintained its purchasing power. However, over 

shorter periods it has often proved to be a terrible inflation hedge. From 1980 to 2000 

gold investors lost around 80% of their capital in real terms - and this was an inflationary 

period. Between 2000 and 2020 - a period of low inflation - gold investors made real 

returns of 6.3% per annum in excess of inflation. The two seem unrelated in practice. 

Gold is close to its highest real price in 800 years 

Because it is difficult to value, the price of gold fluctuates wildly as speculators get overly 

optimistic and pessimistic. One thing we have learned is to be wary of buying at peak 

prices and, today, the real price of gold is not far off an 800 year peak. Whether this 

information has any investment merit is not clear. Are we feeling lucky? 

Gold can provide insurance against major equity downturns and, possibly, Armageddon 

A real plus is that gold tends to provide positive returns during equity market downturns. It 

is not 100% reliable but it seems to work more often than not. What is not clear is whether 

gold is cheap insurance or very expensive insurance at today’s prices. Potentially, gold 

also provides insurance against a global collapse in civilisation. Maybe. 

Beware spurious correlations 

Gold has fascinated investors and analysts for decades. In the absence of hard 

valuation metrics, many resort to showing cause and effect charts - which work, until 

they don’t. The most popular today centres on real interest rates. It seems to work - but 

we don’t place a lot of weight on it. And, in any event, it says “don’t buy gold.” 

Avoid for now unless you are a true believer 

We like the insurance aspect of gold but hate buying assets at close to peak valuations. 

For now, farrelly’s suggests waiting for prices closer to US$1000 than US$2000 per ounce.  

If you are a true believer and expect to see prices heading much, much higher, by all 

means buy. But, as those early adopters, the Romans, would say - caveat emptor. Let 

the buyer beware. 
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  Spotlight on gold 

 

Gold is tangible and has a long history to analyse 

Gold has been used as a currency since Roman times. It cannot be manufactured and it 

does not perish. It is difficult to value but we do have data on gold prices going back 

over 800 years and so we can make an assessment of how the price has behaved in 

different circumstances. It enables us to draw a number of broad conclusions, some 

reliable, others less so. Figure 1 shows real prices for Gold in Pound Sterling terms back to 

1265. If the line is going sideways, gold is holding its value against inflation. If it is 

declining, gold is losing value versus inflation, if rising, it is outperforming inflation.  

Figure 1: Real Gold prices (Pound Sterling per Ounce) 

 

 

Gold is a poor hedge against inflation over meaningful time horizons 

Looking at the past 800 years, we can see that gold has moved sideways in real terms - 

in other words, it has held its purchasing power. It has been a good hedge against 

inflation in the very, very long term. However, there have been long periods where this 

has not been the case.  

Even so-called hard currencies can lose purchasing power 

The first shaded region in Figure 1 coincided with the Spanish conquistadors looting vast 

amounts of gold from the Aztecs and Incas. Over 150 years between 1500 and 1650 the 

supply of gold in Europe more than doubled and, with the benefit of hindsight, not 

surprisingly, the value of gold in real terms halved. This was money creation pure and 

simple - even hard currencies can be subject to currency debasement. 

The second shaded region shows when Britain elected to go onto the gold standard in 

1700 - backing the value of the pound with a set amount of gold. Sounds great? Another 

way of describing the gold standard is that the price of gold is fixed and so, as inflation 
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rolls on, the value of an ounce of gold falls in real terms. And so, the price of gold fell for 

250 years until the gold standard was dropped in the 1970’s. Once released from its 

artificial constraints, the price of gold took off. 

The third shaded area is the twenty years from 1980 to 2000. Here - in a period of high 

inflation - gold lost 80% of its purchasing power. The villain here was the bursting of the 

speculative bubble in gold prices in the 1970’s. 

Three different periods of poor performance and three totally different causes. The more 

we look at history the more we should realise what we don’t know. 

While it is interesting to look back over 800 years it is also useful to focus on more modern 

times - the past 60 years - to see what a focus on more meaningful time horizons reveal. 

Figure 2 below shows how gold has performed in real US dollar terms over the past 60 

years. The pink region shows when inflation is very high (above 5% per annum), the 

yellow shows when inflation is high (between 3 and 5% per annum) with the unshaded 

region showing periods of moderate to low inflation (below 3% per annum.) 

Figure 2. Real Gold Prices US$/oz (2022 dollars) in different inflationary environments. 

 

 

The very high inflation period of the 70’as was a great time for gold investors - perhaps 

when it earned its reputation as an inflation hedge. After 1980 we saw a long period of 

high (but falling) inflation where gold totally failed to preserve purchasing power as a 

result of the bursting of the gold bubble referred to earlier. When we finally got into the 

low-inflation 21st century, the price took off again. Our take on all of this? Over 

meaningful time horizons of five to twenty years, the behaviour of the price of gold has 

very little to do with inflation.  
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Gold is close to its highest real price in 800 years 

Because it is difficult to value, the price of gold fluctuates wildly as speculators get overly 

optimistic and pessimistic. One thing we have learned is to beware of buying at peak 

prices. Figure 2 shows that, in real terms, prices are close to the highest levels seen in over 

60 years and that they have retreated from these levels three times over that timeframe. 

This may not be meaningful, but at the very least it does indicate that caution is 

warranted with prices at these levels.  

Further, Figure 1 shows that the price of gold is not far off an 800 year peak. Again, 

whether this information has any investment merit is not clear, but it does support the 

notion that prices today are at levels which, historically, have proved to be dangerous 

for investors. Are we feeling lucky? 

 

Gold tends to provide insurance during major equity downturns 

A genuine positive. Gold does tend to provide positive returns during equity market 

downturns. It’s not 100% reliable but seems to work more often than not.  

 

The data in Figure 3 shows how gold has often provided a positive source of returns 

during bear markets and spectacularly so in the 1973 to 1974 bear market. In the other  

five  bear markets we have seen in the past 60 years, a holding of gold would have been 

a useful moderating impact on portfolio outcomes.  

The other point to note is the difference if we measure our outcomes in US dollar terms or 

Australian dollar terms - effectively hedged or unhedged. The unhedged result provides 

more protection because the Australian dollar tends to fall when equities are falling in 

value. This provides a boost to returns accruing to Australian gold investors that would not 

be experienced by US gold investors. This currency impact was particularly significant 

during the GFC when the Australian dollar had a major fall. 

Figure 3:  Gold performance during US Equity bear markets 

Peak Trough S&P 500 fall 
Gold              

(US$ terms) 

Gold               

(A$ terms) 

Nov-68 Jun-70 -33% -11% -11% 

Dec-72 Sep-74 -46% 133% 127% 

Aug-87 Nov-87 -30% 9% 10% 

Aug-00 Sep-02 -46% 17% 24% 

Oct-07 Feb-09 -53% 21% 72% 

Jan-20 Mar-20 -20% -1% 8% 

Source: S&P, US Federal Reserve, farrelly' analysis 
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  Cheap or expensive insurance? 

While we can conclude from the data that gold is likely to provide protection in an 

equity market downturn, we need to have a sense whether this is cheap or expensive 

insurance.  

For example, we can buy derivatives (put options) which will absolutely provide positive 

returns during a severe equity downturn. The only problem is that these derivatives are 

very expensive.  if we hold this insurance on a permanent basis it will take away much if 

not all of the returns we will receive from investing in equities. Equity options are a 

prohibitively expensive form of insurance.  

Another prohibitively expensive form of insurance are stop loss strategies whereby we sell 

out any time the market falls a certain amount, say, 5% or 10%. The problem here is that 

for every time this strategy works there are many more occasions where we sell and 

have to buy back at higher prices. It is a strategy that we strongly discourage even 

though it does unquestionably provide a form of insurance. 

With that as background, the insurance cost of holding gold depends entirely on its 

return prospects. If we were confident that it would provide returns similar or better to 

equities it would be a very cheap form of insurance. If it produced negative returns it 

could be a prohibitively expensive form of insurance. 

For the past 20 years gold has provided exceptionally cheap insurance in that it has 

both produced great returns and offset the impacts of equity market downturns. 

Unfortunately we can’t buy past performance. Going ahead, whether gold deserves a 

place in the portfolio does depend on its return prospects. Hence the importance of 

Figures 1 and 2 which show gold is at 60 and 800 year peaks. To farrelly’s jaundiced eyes, 

gold looks like an expensive form of insurance at current prices. 

 

Insurance against Armageddon? 

Not long ago, few were interested in insurance against a total breakdown of society. The 

tragic events in the Ukraine have served as a reminder that such a breakdown is, 

perhaps, not quite so far away as it may have seemed six months ago. Is gold a good 

form of insurance against such an event? farrelly’s would argue that a geographically 

diversified portfolio of traditional assets would be every bit as effective from an insurance 

perspective - if one could get out of the impacted country. Carrying US dollars would 

probably be as, or even more effective, than gold bullion in such a flight scenario. 

For Australians and New Zealanders, our geographic isolation is the first line of insurance 

and a pretty effective insurance at that. Would some gold in our portfolios help in the 

event that the conflict in the Ukraine spirals into a major superpower confrontation? Yes, 

but for much the same reason as outlined earlier, it would probably protect against any 

major market downturn that would likely accompany such an event. 

Again, we would ask is the insurance worth it? Does the cost justify the protection? Gold 

prices have already moved up. Is this the same as trying to buy life insurance after being 

diagnosed with a heart condition? 
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  As for the total breakdown of civilisation - hopefully a highly remote possibility - this may 

make sense for the very wealthy and, even then, comes with caveats. For an investor 

with say, $500,000 to invest, does it make sense to put 5 percent of their wealth, say 

$25,000 aside as living money? This may well prove to be very expensive insurance.  

For an investor with $10 million, then a $25,000 survival package may make some sense 

but only if it was very thoughtfully stored. A gold managed fund is clearly going to be 

ineffective In a societal breakdown. Even gold bullion stored in the bank may not be 

accessible. A safe at home? Buried in the back yard or some remote location? Maybe. 

But what about size? Buying food with gold bars may be impractical. Nothing should be 

taken for granted. 

Beware spurious correlations and dubious analysis 

Gold has fascinated investors and analysts for decades. Gold analysts love to show 

charts which demonstrate why gold prices will rise. These tend to work - until they don’t.  

One relationship that was widely touted was the one showing how the so-called money 

printing by Central Banks (otherwise known as Quantitative Easing or QE) was driving 

gold prices higher. Figure 4 was a very popular piece of analysis in 2013. It shows the 

relationship between the amount of cash introduced into the system by the QE process 

(orange) and the gold price (blue). From the onset of QE in 2008 until 2013, the 

relationship seemed to work brilliantly. Since then, not so good.  

 

Figure 4 : US real Gold prices and Quantitative Easing money creation 

 
 

Unfortunately, almost from the moment this chart started to appear in the mainstream 

media, the relationship completely broke down - since 2013 the two have largely moved 

in opposite directions. The reason is that QE has never been a money creation process 

and the shaded region was purely a coincidence.  
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  Beware spurious correlations. Over and over again, we see relationships touted to prove 

why gold prices must go higher. Gold and cash rates, gold and money supply, gold and 

oil prices - the list goes on and on. Inevitably, these relationships breakdown soon after 

they are discovered. 

Today, a relationship that seems to  worked over time is the one between real US interest 

rates and the gold price shown in Figure 5.  

(Note that the right hand scale is inverted - as real  yields go up the orange line goes 

down.) There is an economic rationale - if real interest rates are low, then investors seek 

out alternative stores of value such as gold. 

Figure 5: Real Gold prices vs. US real interest rates (inverse scale) 

 
 

While the relationship seems to work, the logic is not irrefutable and so we don’t place a 

lot of weight on it. As we have said before, these types of relationships have a history of 

working beautifully for a long time but breaking down soon after they are discovered. In 

any event, this chart says “don’t buy gold.” From here, most - including farrelly’s - believe 

that real interest rates won’t go much lower than they are today. And so, if we believe 

this relationship will continue, gold won’t go much higher. 

 

Avoid for now unless you are a true believer 

Our take on all of this is that, with gold prices at close to all time highs in real terms, we 

would suggest avoiding gold for now. If prices were closer to US$1000 than US$2000 we 

would be much more enthusiastic.  

However, in the event that you were a true believer in gold prices rising indefinitely, then 

by all means buy some as equity market insurance. As insurance against inflation 

farrelly’s is unconvinced. Only if you think inflation is permanently going to 6% per annum 

or more would gold be worth a place in a portfolio. Right now, farrelly’s believes that is 

highly unlikely. 
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farrelly’s SPOTLIGHT is a subscription based service that provides in depth coverage of 

subjects that are of interest to long-term investors but perhaps not well covered by main-

stream research providers.  

Tim Farrelly has spent over 40 years researching and writing about investment markets. 

For the past 20 years he has been the Principal of farrelly’s Investment Strategy which 

brings a long-term focus to the outlook for markets - a focus which delivers far more relia-

ble and useful observations than the majority of analysis that has an essentially short-term 

perspective. 

Over the course of the year there will be eight SPOTLIGHT reports that will review subjects 

such as the outlook for residential property, interest rates, hedge funds, private equity, 

private debt, gold and where active managers do and don’t make sense. It will attempt 

to debunk some of the many myths that enjoy such currency in the investment world.  

SPOTLIGHT aims to be evidence based, long-term in orientation, written in plain English 

and, above all, useful for investment decision makers. 

Licensed Financial Advisers who subscribe are welcome to share copies of the reports 

with their client base. 

Annual Subscription : $160 per annum plus GST 


