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 In the course of the recent gold crash, the market has once again 
demonstrated its tendency to maximize pain. Massive technical 
damage has been inflicted. We are convinced that repairing the 
technical picture will take some time. Accordingly $1,480 is our 12-
month target. 
 
We think that the correction that began in September 2011 exhibits 
strong similarities to the mid cycle correction of 1974 to 1976. That 
phase was similar to the current one, especially with respect to the marked 
disinflation backdrop, the presence of rising real interest rates and extreme 
pessimism regarding gold-related investments.  
 
Since 2008 there have been more than 500 interest rate cuts around the 
world. Non-standard monetary policy measures seem to have become 
standard procedure. Tapering and exiting from QE might be more 
difficult than market participants currently envision.  
 
Due to the high levels of debt, nominal interest rates must remain near 
zero and real interest rates negative, providing a solid foundation for 
future gold price increases. 
 
The gold mining industry is currently going through a major period of 
change. It appears as though the industry is in the process of altering 
its priorities. We believe that the new commitment to transparent cost 
reporting, greater financial discipline and shareholder value is a crucial ï if 
quite late in coming ï insight by the sector. From a sentiment perspective, 
gold mining stocks are probably ñthe ultimate contrarian playò. 
 
This gold report is the first in which we offer a quantitative model of the 
gold price. The model justifies a considerable risk premium to the current 
price, although only small probabilities of occurrence of extreme scenarios 
have been factored in. Based on our conservative assumptions, we 
arrive at a long-term price target of $2,230.  

 
Due to the clearly positive CoT data as well as extremely oversold 
conditions, we assume that a bottoming process will soon begin. 
Regarding the sentiment situation, we see anything but euphoria in gold. 
Skepticism, fear and panic never signal the end of a long term bull market. 
We therefore judge that our long-term price target of $2,300, first stated 
several years ago already, continues to be realistic.  
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1. INTRODUCTION 
 
The crash has demonstrated that the market tends to inflict maximum 
pain on gold investors. On two days, the cascading price collapse 
beginning in mid-April exhibited a standard deviation of more than five 
ï an event that (if one believes in normal distribution in financial markets) 
occurs once every 5,000 years.

1
  

 
How has the general monetary climate changed since our last gold 
report? The current QE program is the most massive put ever written 
by Ben Bernanke. Both the extent of the current asset purchase program 
as well as its temporal horizon are unlimited. The Bank of Japan's policy is 
also increasingly expansive and will double the monetary base over the next 
two years in order to produce an inflation rate of 2%. Relative to economic 
output, Japan's QE package in the amount of 7.5 trillion yen per month is 
approximately twice as big as that of the US. If one adds up the monthly (!) 
QE amounts in the US and Japan, assets amounting to $160 billion are 
being bought with newly created central bank money. By way of 
comparison, this equates to far more than the annual gold production by 
mines, which is currently valued at $125 billion (2,700 tons). 
 
Change in Central Bank Balance Sheets 2002 vs. April 2013 + Gold  
(increase in tons and value) 

 
Source: Incrementum AG, Federal Reserve St. Louis, Datastream 
 
As readers of our annual Reports know, contrary to most other 
analysts, we primarily regard gold as a monetary commodity. In our by 
now 7

th
 ñIn Gold We Trustò report we want to take a sober look at the data 

and perform a holistic analysis of the gold sector.  
 
Today the main factor influencing financial markets seems to be the 
anticipation of central bank actions. Historical market patterns have been 
radically altered over recent years. Since 2009 the Fed has reacted to every 
economic slowdown by introducing fresh easing measures, so that a 
paradoxical situation can be observed by now: disappointing 
macroeconomic data lead to price increases in stocks, as a continuation, 
respectively expansion of the QE program is priced in. Better than expected 

                                                
1) Purely on a statistical basis the next crash should therefore occur on May 17, 6789 ï see 
also ñGold and the Eight Standard Deviation Moveò, Russell Rhoads, CBOE Options Hub 

ñéthere is no record in the 
economic history of the whole 
world, anywhere or at any time, of 
a serious and prolonged inflation 
which has not been accompanied 
and made possible, if not directly 
caused, by a large increase in the 
quantity of money.  
Gottfried Haberler 

 

ĂWe forget that Mr. Market is an 
ingenious sadist, and that he 
delights in torturing us in 
different ways.ñ 
Barton Biggs 

 

ñQE directly removes duration 
risk from the market, and unwind 
it would add such risk. If 
aggressive QE were to cease, 
there would be a sharp drop in 
bond, equity and home prices.ò 
Paul Brodsky 

ñIn order to gain insight into the 
smallest part, it is necessary to 
have an overview of the wholeò 
Johann Wolfgang von Goethe 
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macroeconomic data on the other hand lead most of the time to price 
declines, as a reduction of future QE is anticipated.  
 
Prior to the beginning of QE1, the historic correlation between the 
balance sheet of the Federal Reserve and the S&P 500 Index was 20%. 
Since 2009, this correlation has increased to 86%.

2
 The expansion of the 

money supply thus has had a bigger effect on the stock market than the 
trend of corporate profits. This relationship has been acknowledged by the 
Federal Reserve who argued in a study that, absent intervention by the 
central bank, the S&P 500 would be 50% lower.

3
  

 
The reason for this behavior is the so-called 'Greenspan Put'. It 
describes the fact that a general decline in asset prices (e.g. stocks, real 
estate) impairs consumption and thereby triggers economic crises. As a 
countermeasure, the central bank is supposed to counteract such situations 
by means of expansive monetary policy measures. Since stock market 
traders rely on these interventions on the part of the central bank, the 
implicit insurance by the Fed has been labeled the 'Greenspan Put'. In order 
to stimulate economic activity, the Fed once again relies ï as it has already 
done in the previous US economic cycle ï on the so-called 'wealth effect'.   
 
This results in an increase in 'moral hazard'. The term originally stems 
from the insurance industry. It describes the phenomenon that people that 
have fire or car insurance are actually taking less care to avoid damages 
than those who are uninsured. Negative consequences respectively costs of 
human action are not borne by the acting persons themselves, but are 
transferred to third parties (in this case insurance companies). The insured 
are even made whole (or partly made whole) for their own misbehavior, 
while profits from their own actions are exclusively retained by the actors 
themselves. This attitude can be observed in all kinds of spheres of life. 
According to Jill Fredston, an expert on avalanches, better safety equipment 
tempts mountaineers and ski tourers to engage in more risky behavior ï 
and thus makes them de facto less safe

4
.In further consequence this 

creates systemic incentives to act at someone else's expense
5.
 Financial 

participation in the form of retentions can provide a remedy for moral 
hazard.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                
2) Breakfast with Dave, David Rosenberg, Gluskin Sheff and Associates Inc.  
3) http://www.moneynews.com/Economy/fed-stock-prices-lower/2012/07/13/id/445266  
4 ) The Most Important Thing: Uncommon Sense for the Thoughtful Investorñ, Howard Marks 
5 ) Prof. Dr. Thorsten Polleit, Degussa Marktet Report, 7. December 2012 

ñPanics do not destroy capital; 
they merely reveal the extent to 
which it has been previously 
destroyed by its betrayal into 
hopelessly unproductive worksò 
John Stuart Mills 

 

Money Supply Expansion by now 
More Important for the S&P Index 
than Corporate Profits 

 

Moral Hazard Leads to Higher 
Risk Appetite 
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2.  ASSESSMENT OF THE CURRENT CORRECTION 
AND THE MOST RECENT EVENTS 

 
After our price target of $2,000 formulated last year was clearly 
missed, we must engage in self-criticism. We therefore want to analyze 
the reasons for the weakening of the gold price.  
 
a) Reasons for the current correction of the gold price 
 
The following factors were, respectively are, decisive for the weakness of 
the gold price

6
 : 

 

- Disinflation
7
 

- the outlook of QE being tapered and eventually exited 

- rising real interest rates 

- partly declining money supply (especially ECB) 

- record high short positions 

- backwardation since April 5, which has intensified  

- rising opportunity cost of owning gold due to the rally in stocks 

- ETFs: the majority of the outflows were from the SPDR gold trust 
ETF, and thus probably mainly initiated by US investment managers 
who are turning away from gold in order to switch into the rallying 
stock market 

8
 

- tightening credit spreads 

- cascading sell orders by trend-following systems, CTAs, managed 
futures accounts, etc., as the technical support level of $1,530 was 
violated 

- increasingly negative analyst opinions (among others, Goldman 
Sachs, Credit Suisse, Société Générale,...) 

 
Even though the consensus currently assumes that the gold bull 
market has ended, we are of the opinion that the fundamental case 
continues to be intact, more than ever. We believe that the correction 
that has been in train since September 2011 exhibits strong similarities to 
the mid cycle correction of 1974 to 1976. That period is similar to the 
current one specifically on account of marked disinflation, rising real 
interest rates and extremely high pessimism regarding investment in 
gold. 
 
 
 
 
 
 
 
 
 
 

                                                
6) the often cited (alleged) sale of the Cypriot gold reserves amounting to ten tons is definitely 
not relevant 
7) Disinflation is a bad environment for gold, deflation (measured as a negative rate of price 
increases) and rising rates of price increases are the best environment: between 1971 and 
2012 the monthly correlation between the gold price and the rate of inflation was at 0.46. In the 
highly inflationary period from 1978 to 1982 it was however at 0.89. That explains the weak 
performance of gold during the mid cycle correction 1974-1976 as well as in recent months.   
8) ETF sales were however an effect of the price decline rather than a reason for it.  

ñGold always does what it should 
doé it just never does it when we 
think it should.ò 
Richard Russell 
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Mid Cycle Correction 1974 to 1976 vs. Current Correction  
(indexed to 100) 

 
Source: Datastream, Incrementum AG 

 
A slight monetary disinflation can be discerned in the following chart. 
It shows the combined balance sheet totals of the Federal Reserve, the 
ECB, the Bank of England and the Bank of Japan. Since the money supply 
has decreased in the euro zone and the UK (which has however been 
partially compensated by the Fed and the Bank of Japan), this may also 
have had an effect on the gold price. 
 
Combined Balance Sheet Totals Fed+ECB+BoE+BoJ in USD trillion  

 
Source: Bloomberg, Datastream, Incrementum AG 
 

Many analyses attest to gold's inflation hedging characteristics. There are 
however also a great many critical voices that opine that gold and inflation 
rates show no statistical correlation, and that its usefulness as an inflation 
hedge is therefore a fairy tale. We have looked into this question and are of 
the opinion that it is important to establish the following connection: gold 
doesn't correlate with inflation rates, but with the change in inflation 
rates. In order to buttress this hypothesis we have calculated the 
following regression.  

 

 

Monetary Disinflation by ECB 
and BoE were only partially 
compensated by Fed and BoJ 

 

Gold Doesn't Correlate with 
Inflation Rates, But With the 
Change in Inflation Rates 
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Change in Inflation Rate vs. Change in Gold Price 

Source: Incrementum AG, Fed St. Louis 
 

Explanatory note: the regression is based on annual data since the end of 
the Bretton Woods agreement in 1971. However, the data point in red is not 
part of the regression calculation. It only serves as an illustration of the 
situation in the time period prior to 1971 when the last significant move in 
the gold price has occurred. In our opinion, the data point fits astonishingly 
well into the regression curve and supports the thesis that gold tends to 
exhibit a nominally positive trend during periods of price deflation. 
Disinflation periods (this is to say, declining inflation rates still in 
positive territory), which we are currently experiencing, are therefore 
the worst possible environment for gold.  
 

The current predominance of disinflationary, respectively deflationary 
forces, can be gleaned from the following illustration. It shows a ratio 
between commodity prices (the CRB index) and initial jobless claims (left 
hand scale) as well as the gold price in comparison thereto (right-hand 
scale). A rising boom/bust ratio indicates expansionary economic 
periods, while a falling ratio illustrates deflationary pressures.  

Boom-Bust Barometer (CRB Commodity Index / Initial Jobless Claims) 
vs. Gold 

Source: Incrementum AG, Bloomberg, Datastream 

 

ñWe conclude that, under a 
paper-money system, a 
determined government can 
always generate higher spending 
and hence positive inflationò 
Ben Bernanke 
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The next chart shows that the price of gold is suffering from the 
(temporary) return of confidence in the euro zone. The yield spread 
between Italian and Spanish

9
 relative to German government bonds has 

been declining markedly for several months and is currently at the lowest 
level since May 2011. That signals that tail risks in the euro zone have 
lately been priced out.   
 
Spread Between Italy & Spain over Germany versus the Gold Price 

Source: Erste Group Research, Incrementum AG, Datastream 

 
The long term downtrend of most currencies relative to gold can be 
discerned from the following chart. The downtrend of the equal-weighted 
currency basket

10
 has however recently flattened and moved away from its 

trendline. A similar phase was already in evidence in 2003 and 2004. 
Nevertheless, one must definitely keep an eye on the relative 
weakness of gold versus the basket. 
 
Currency Basket Measured in Terms of Gold: Long Term Downtrend 
Intact, Currently However Bottoming?  

 
Source: Datastream, Incrementum AG  

 

                                                
9) GDP-weighted, i.e., Italy with a 60% and Spain a 40% weight.  
10) the basket consists of: US dollar, euro, Swiss franc, Japanese yen, Renminbi, Indian 
Rupee, British pound, Canadian dollar and Australian dollar 

Fiat Currencies Relative to 
Gold Still in a Downtrend, 
Currently However Above the 
Trendline 
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a) Paper Gold versus Physical Gold 
 
The April crash showed how important it is to differentiate between the 
'gold price' and the 'price of gold'.

11
 The gold price refers most of the time 

to the price of a gold futures contract, e.g. at the COMEX. The price of gold 
by contrast is the price one must pay if one wants to buy physical metal.  
 
These spot and futures prices are connected via arbitrage and for that 
reason can not, in principle, move diametrically away from each other. 
Nevertheless, an understanding of the link between these two markets is 
necessary to correctly interpret events in the markets. In the present 
environment, there are for example considerable mark-ups, supply 
bottlenecks in the physical (cash) market.  
 
Many aspects of the April crash were unusual. For the first time, record 
high, anti-cyclical demand in the physical market could be observed 
on a global basis in the course of a large price correction: 
 
- the US Mint's sales soared to 210,000 ounces in April (+950% 

compared to a year ago, resp. a tripling compare to March) 
- premiums for gold in Hong Kong rose to the highest level in two years 
- China's gold imports from Hong Kong rose to an all-time high of 223 

tons 
- in India, physical demand rose to an all-time high in April (+138% y-o-y) 
- dealers in Europe, but also in Australia or the US reported supply 

bottlenecks 
 
The true importance of gold lies in its possession, not its price. A gold 
price decline or increase by 5% barely has an effect on physical 
possession, since probably only a share amounting to tenths of a percent of 
the total available stock changes ownership. The paper market by 
contrast consists of countless promises issued by a vast variety of 
counterparties. One should therefore refrain from equating participation in 
a price movement with ownership of an asset. There is for instance a 
fundamental difference between ownership of a cattle futures contract and 
being a farmer who raises cattle.

12
 

 
The paper gold market has grown exponentially in recent years. 
Originally it was created to help miners to hedge and mine developers to 
finance the development of mines. In the meantime the paper gold market 
has become one of the most leveraged markets. According to an LBMA 
study

13
, total trading volume in 2011 amounted to 50 billion ounces. 

That is 600 times annual production. According to the study, 10.9 billion 
ounces of gold worth a total of 15,200 billion dollars were traded in the first 
quarter of 2011. That equals 125 times annual production, or twice the 
entire amount of gold ever mined.

14
 240 billion dollars in trading volume per 

day amounts to more turnover than in most currency pairs. Insofar, gold is 
one of the most liquid investment assets in the world. 
 
 
 
 

                                                
11) ñThings that make you go Hmmm...ò, Grant Williams, April 22 2013 
12) ĂGold: an objective look at subjective valueñ, Anthony Deden, Gold Money Foundation  
13) LBMA gold turnover survey for Q1 2011, The Alchemist  
14) Probably the amount is even higher, as not all LBMA members took part in the survey 

Gold is one of the most liquid 
investment assets in the world -  
daily trading volume at the LBMA 
amounts to $240 billion  

ñThe relevance of gold is not in 
its price but in its ownership. This 
is precisely important for those 
who wish to make a profit from 
gold by purchasing certificates, 
ETFs and the like. Participating in 
a price movement is not the same 
as owning an asset. ñ  

Anthony Deden 

Gold price vs. price of gold 
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Daily Trading Volume in Billions of Dollars  

Source: World Gold Council, Incrementum AG 

 
Numerous contracts are currently in, or close to, backwardation.

15
 We 

have already discussed the importance of this ï for gold actually 
unusual ï phenomenon in previous years

16
. Simply put, backwardation 

means that the price of a futures contract is lower than the spot price. That 
in turn means that one can sell a physical commodity, buy a futures contract 
concurrently, and make a risk-free profit. Many commodities are seasonally 
produced, while consumption is distributed evenly over the year (for 
instance wheat). Shortly before the harvest, the spot price of wheat is 
therefore quite often reaching its highest level and wheat trades in 
backwardation, as inventories reach their lowest level. Backwardation 
therefore signals scarcity. 
 
Because gold's stock-to-flow ratio is far higher than that of wheat, 
gold should never trade in backwardation. In the case of gold, 
backwardation signals lack of confidence in future delivery of the 
physical metal, as expressed in the saying: ña bird in the hand is worth two 
in the bushò. Since only around 0.3% of all contracts are settled physically, 
a sudden increase in physical settlements could lead to massive 
dislocations. 
 

b) Technical Analysis: Sentiment and CoT Report 
Signal Bottoming Process 

 
In the course of the price collapse, massive technical damage has 
been inflicted. We are therefore firmly convinced that repairing the 
technical picture will take some time. In light of the basic technical rule 
ñsupport becomes resistance, resistance becomes supportò, the $1,530 
level should represent very strong resistance for the time being.   
 
When gold reached its all-time intraday high at $1,920, the price traded 
three standard deviations above the 40 day moving average. Only two 

                                                
15) Currently gold (August contract) and silver (July and September) are both trading in 
backwardation 
16) We want to point to articles by Dr. Keith Weiner in this context, for instance ñPermanent 
Backwardation: the Crack-Up Boomò 

ñLeveraged systems are based 
on confidence ï confidence in 
efficient exchanges, confidence 
in reputable counterparties, and 
confidence in the rule of law.ò 
GBI, Joe Yasinski und Dan Flynn 

Backwardation: ña bird in the 
hand is worth two in the bush...ò 

Drawdown of similar size as in 
the correction of 2008-2009, 
duration of correction however 
clearly above average  

The crash has inflicted massive 
technical damage ï repair of the 
chart picture will take some time 



Incrementum AG 
In Gold we Trust 2013 ï Extended Version 
27 June 2013 
 

ñIn GOLD we TRUSTò 2013 ï Extended Version Page 11 

times in the course of the current bull market (May 2006 and March 2008) 
was the gold price similarly overbought. In both cases, sharp corrections 
followed suit. Based on the following chart one can see that the current 
correction is approximately similar in extent to the correction of the years 
2008-2009. The duration of the correction (blue column) however is clearly 
above average. 
 
Correction Periods since the Beginning of the Bull Market  
(log scale) 

 
Source: Incrementum AG, Datastream 

 
The fact that sentiment is by now at the most negative level since the 
beginning of the bull market, gives us cause to be clearly positive 
about the long term. Sentiment indicators like e.g. Market Vane, the 
Hulbert survey and Rydex precious metals fund cash flows show that the 
gold price is miles away from excessive euphoria.  According to the 
Hulbert Financial Digest, the allocation recommended by gold 
newsletter writers was recently at minus 44%, an all-time low.   
 
Hulbert Gold Newsletter Sentiment Index  

 
Source: Sentimentrader.com 
 

Extremely negative sentiment is a 
positive contrary indicator 
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The commitments of traders report (CoT)
17

 currently shows ï from a 
contrarian perspective ï a clearly positive situation. It confirms that a 
great deal of speculation has been wrung out of the sector in the first 
half of this year. Many trend-following speculators in COMEX gold futures 
have apparently not only thrown in their bullish towels, but have embraced 
the downward momentum for gold by selling futures short. On the other 
hand, large commercial interests, the natural hedgers, considered by many 
as the ñsmart moneyò in gold futures, have very strongly reduced their net 
short positions. From October of 2012 to June, 2013, the commercial 
hedgers reduced their net hedges (net short futures positions) by 84%. 
They currently hold the smallest net short position since February, 2005. 
This means that the largest, most deep-pocketed and best informed traders 
have positioned themselves for higher gold prices.

 18
 

Compared to October of last year, large and small speculators have 
decreased their net long positions by 91% and 99% respectively. For the 
same period the large speculators have increased their gross short 
positions seven-fold to record high bets the price of gold will fall 
further. Because they tend to trade with the current trend and momentum, 
generally more short-term oriented speculators reach their highest gross 
short positions at or near important long-term low turning points for the price 
of gold. Conversely, the commercials seek to hedge longer-term price risk. 
Commercial hedgers tend to reach their least net short positions at or near 
important gold price lows. 

The commercial hedgers have not been net long gold since 2001 with gold 
then near $270, but following the 30-plus percent correction for gold since 
September, 2011, the industry hedgers and bullion banks are now the 
closest to becoming net long in 12 years. Indeed, on June 4, 2013 U.S. 
bullion-trading banks reported a 29,622-contract net long position for the 
first time since July of 2008 during the financial crisis with gold then USD 
$939. In our opinion this signals an attractive counter-cyclical entry 
point. The current positioning data in the futures market are what we 
would only expect in a mature downtrend and are a recipe for a 
pronounced rally. 

 
 
 
 
 
 
 
 
 
 
 
 
 

                                                
17) The weekly report by the CFTC shows the positions of commercial dealers, large 
speculators and small speculators. The commercials are often designated the 'smart money' 
and act in counter-cyclical fashion. The most valuable information is provided by the 
commercials at extremes. Large speculators are hedge funds and institutional investors that 
act highly pro-cyclically. Extreme levels can be interpreted as contrary indicators most of the 
time. Small speculators are regarded as the 'dumb money' and are also trend-followers.  
18) For detailed information please see ñGot Gold Reportò, Gene Arensberg 

CoT shows ï from a contrarian 
perspective ï a clearly positive 
situation. The bulls have thrown 
in the towel. 

Current positioning data in the 
futures market are a recipe for a 
pronounced rally 

Large and small speculators have 
decreased their net long 
positions by more than 90% 
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CoT Report  

 
Source: Sentimentrader.com 
 

Technical Analysis, Conclusion 
 
Since the all-time high in August 2011, the gold price is in a long term 
consolidation phase, similar to the mid cycle correction of 1974-1976. 
As a result of extremely negative sentiment and the clearly positive 
implications of the CoT data, we assume that we will soon enter a bottoming 
process. From a seasonal perspective, not much momentum is 
expected before August. 
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3. ESSENTIAL FEATURES OF GOLD  
 

a) The Unusual Portfolio Characteristics of Gold19 

Since August 15 1971 ï the beginning of the new monetary era ï the 
annualized return of the gold price amounts to 8.95%. The real 
appreciation of gold versus the dollar amounts to 4.7% per year on average. 
The attractive risk-return profile can also be discerned in the following 
illustration. What can also be gleaned is that productive assets ï such as for 
example the S&P 500 Index

20
 - exhibit a stronger return over the long term 

than gold. In our opinion, that is definitely to be expected over longer 
periods of time, due to the value-adding characteristics of companies. In the 
short to medium term however, the risk-return profile can easily turn in favor 
of gold ï especially in times of monetary policy uncertainty. 

Annual Return versus Annual Volatility
21

 

 
Source: Bloomberg, Ferdinand Regner, Incrementum AG  

 
The fact that the current correction is rather insignificant in a long term 
context becomes clear when contemplating the following chart of annual 
average prices. 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                
19) we have already discussed the portfolio characteristics of gold in our previous gold reports 
in some detail, see ñGold as Portfolio Insuranceò - Gold Report 2011 as well as ñGold as a 
Stabilizing Portfolio Componentò - Gold Report 2012 
20) total return, i.e., including dividend payments 
21) all data CAGR. Periodicity from 1971, except emerging market stocks (from 1988), euro 
zone stocks (from 1987) and US treasuries (from 1974) 
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Average Annual Gold Price  

 
Source: Incrementum AG, Datastream 
 
The value of global assets amounted to $223 trillion as of the end of 
2012.

22
 The share of investable gold currently amounts to $ 1.1 trillion, 

or only 0.5%.
23

 We believe that this share is going to increase considerably 
in the future, since the notable characteristics of gold (global currency with a 
long term track record, no credit or counterparty risk, highly liquid and 
globally traded, very little inflation through mine production) are especially 
desirable in the current environment. 
 
Gold's Share of Total Financial Assets Currently at a Mere 0.5%  

 
Source: World Gold Council, Credit Suisse, World Federation of Exchanges 

 
Countless studies confirm that gold as a portfolio addition lowers the 
volatility of a portfolio and thus improves the statistical portfolio 
characteristics. If one compares the monthly return of the S&P 500 with 
that of gold since 1971, one notices this diversification characteristic quite 
clearly. Apart from these quantitatively provable characteristics, gold has in 
addition the qualitative characteristic of being a debt-free investment asset 

                                                
22) see: ñGlobal Wealth 2012: The Year in Reviewò, Credit Suisse  
23) the total stock of gold is much higher, however not liquid as it is either in the form of objects 
of art, central bank reserves, as jewelry not for sale, or in technological products.  

Gold is a non-correlated 
investment asset 

ñAdding gold to the LCR (liquidity 
coverage ratio) reduces the 
volatility of the bankôs LCR 
portfolio, reduces the value-at-
risk of the portfolio, and improves 
the risk-adjusted returns.ò 
World Gold Council 
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that contrary to fixed income securities and bank deposits harbors no 
inherent counterparty risk. 
 
Monthly Return, S&P 500 versus Gold since 1971 

 
Source: Federal Reserve St. Louis, Incrementum AG  

 

 

b) The Relative Scarcity of Gold versus Fiat Currencies 
 

ĂIf you canôt explain it to a six-year-old, you donôt understand it yourself.ñ 
Albert Einstein 
 

Gold's supply curve only changes incrementally every year. First and 
foremost scrap supply is volatile, while mine production is extremely 
inelastic. This is one of the major virtues of gold in contrast to paper 
currencies which can be produced in unlimited quantity. Confidence in the 
future purchasing power of money depends crucially on how much 
money is currently available and how the money supply is expected to 
change in the future.  
 
One can see this relative scarcity in the following illustrations. Between 
1868 and 2011, the average growth rate of the monetary aggregate M2 was 
6.6%, while the stock of gold grew only by 2.1%. M2's historical volatility 
was also far higher, it ranged from minus 15.6% to plus 26%, while that of 
gold ranged only between 1.4% and a maximum of 3.5%. 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

ñThe growth rate of gold 
production is roughly stagnant 
while the growth rate of fiat 
currency in most parts of the 
world continues to accelerate. Itôs 
all about relative supply curves ï 
the supply curve for bullion is far 
more inelastic than is the case for 
paper money. It really is that 
simple.ò David Rosenberg 
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Maximum, Minimum and Average Rate of Change of Gold versus 
Money Supply M2: 1868 to 2011 

 
Source: GoldMoney Foundation, "The Aboveground Gold Stock: Its Importance and Its Size", 
James Turk 
 

If one analyzes the rates of change in different periods of time, one 
also notices the relative scarcity, the higher stability and lower 
volatility of the stock of gold. Since 1914, the year in which the Federal 
Reserve began to operate, the growth of M2 was 6.9% on average, while 
the stock of gold has only grown at 2% per annum.  
 
Average Rate of Change Gold versus Money Supply M2 in Different 
Time Periods 

 
Source: GoldMoney Foundation, "The Aboveground Gold Stock: Its Importance and Its Size", 
James Turk 

 
Despite technological progress and the associated increase in mine 
production, the stock of gold never grew by more than 3.5% in a year. 
This constant growth of the stock of gold results from the properties of 
natural deposits. Even if it takes ever more effort and becomes more 
expensive to mine gold, this is compensated by ever more efficient mining 
technology.

24
  

 
What does this actually mean? Let us assume that the price of gold rises 
considerably in the future and mining adjusts accordingly, then mining of 

                                                
24) see: ĂThe Above Ground Gold Stock: Itôs Importance and Its Sizeñ, Gold Money 
Foundation, James Turk and Juan Castaneda 

ñGoldôs value depends in large 
part on the degree of badness of 
bad money. Following on from 
the previous discussion this 
factor is significantly reliant on 
relative scarcity.ò 
Deutsche Bank  
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e.g. 3,500 tons per year would certainly be possible within 10 years time. If 
we assume further that annual mine production grows by 3% p.a. over the 
next ten years, cumulative mine production would amount to about 31,000 
tons over the period. The total stock of gold would then amount to 
approximately 203,000 tons by 2023. If mine production were to amount to 
3,500 tons at that point in time, this would still only represent an annualized 
inflation of the stock of gold of 1.7%.  
 

c)  Stock-to-Flow Ratio as the Most Important Reason 
for Gold's Monetary Importance 

 
Once again we return to the ñgreatest misunderstanding in the gold 
sectorò

25
 There is a clear difference between commodities, which can be 

explained by a consumption model (e.g. crude oil, copper, agricultural 
commodities) and goods that are bought in order to be held (gold, 
diamonds, works of art). While the economic utility of a consumable good is 
created when it is destroyed or used up, the utility of investment assets lies 
in their possession and later resale. Industrial commodities therefore have 
low stock-to-flow ratios, this is to say, inventories usually only cover 
consumption demand for a few months. If there were no inventories at all, 
supply would have to correspond exactly to production and demand exactly 
to consumption. However, if there are inventories, consumption can 
temporarily exceed production. Since inventories of consumable 
commodities are as a rule very low, prices will rise quickly in anticipation of 
a future supply shortage and bring consumption into balance with 
production.

26
  

 
Unlike consumable commodities, gold and silver exhibit a large 
discrepancy between annual production and the total available supply 
(= high stock-to-flow ratio). As already discussed last year, it is our 
premise that the high stock-to-flow ratio represents the most important 
characteristic of gold (and silver). The entire amount of gold ever mined 
totals approximately 172,000 tons. That is the stock. Annual production was 
about 2,700 tons as of 2012. That is the flow. If one divides the two 
amounts, one arrives at the stock-to-flow ratio of currently 64 years. 
 
We therefore proceed from the premise that gold isn't as valuable because it 
is so rare, but quite the opposite: Gold is valued so highly because annual 
production relative to the existing stock is so small. Putting it 
differently: not only scarcity, but primarily the relative constancy of the 
available stock is what makes gold unique. The annual production of 
2,700 tons is therefore not relevant to price determination. This 
characteristic was attained over centuries and can no longer be altered. 
This stability and security is a crucial precondition for creating confidence.  
 
Apart from goldôs unique stock-to-flow ratio its high marketability is 
another important feature. The easier it is to exchange a commodity, the 
more pronounced its 'moneyness' is. Carl Menger developed the theory of 
marketability in the 19

th
 century. According to this theory, gold has 

established itself in a long term evolutionary process, because its 
marketability was higher than that of any other good. According to Menger, 
the marginal utility of gold therefore declines more slowly than that of other 

                                                
25) see: ĂWhat is key for the price formation of goldñ, Robert Blumen, The Matterhorn Interview 
26) see ñIn Gold We Trust 2012ò - ñThe Biggest Misunderstanding in the Gold Sectorò as well 
as ñDoes Gold Mining Matter?ò and ñThe Myth of the Gold Supply Deficitò by Robert Blumen 

ñGold (and silver) must be 
distinguished from other metals 
and other commodities. Gold is a 
monetary metal due to the fact 
that its marginal utility declines at 
a rate lower than that of any 
commodity. For this reason gold 
does not obey the Law of Supply 
and Demand.ò 
Prof. Antal Fekete 

Stock-to-flow ratio as the most 
important reason for the 
monetary relevance of gold and 
silver 
 

Annual gold production is 
irrelevant for price determination 

ĂNations, differing in language, 
religion, habits and on almost 
every other subject susceptible of 
doubt, have, during a period of 
near four thousand years, agreed 
in one respect: that gold and silver 
have, uninterruptedly to this day, 
continued to be the universal 
currency of the commercial and 
civilized world.ñ Albert Gallatin, 
US Treasury Secretary 
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goods.
27

 Gold and silver therefore enjoy their monetary status not due 
to their alleged scarcity, but rather due to their superior marketability. 
 
In this respect there is a crucial difference between gold and other 
stores of value such as expensive real estate, diamonds or art objects. 
A Picasso painting, an expensive Bordeaux or a unique piece of real estate 
are all difficult to liquidate at an acceptable price in a liquidity emergency 
during a crisis situation. Furthermore, the specific features of art objects or 
real estate are only ascertainable after extensive due diligence. The 
fungibility of gold is therefore a crucial differentiation.

28
 This seems to be 

an additional reason why central banks are hoarding gold and not real 
estate, art objects or commodities as their main currency reserve.

29
  

 
The reason why individuals don't spend all of their money today is their 
reservation demand

30
 for money and the greater utility they expect it to 

command in the future. Reservation demand is therefore essential for price 
determination. The decisive factor is who values gold more highly: the new, 
incremental buyer, or the existing owner. The majority of gold analysts 
however focuses exclusively on 'exchange demand' and therefore assumes 
that price determination in gold can be forecast with the help of a simplistic 
consumption model.

31
  

 
Closely related to this concept is the reservation price. Every gram of 
gold that is held for a variety of motives is for sale at a certain price. The 
motives for holding gold are diverse: as jewelry, as a currency reserve, in 
the form of objects of art, for technological applications, and so forth. 
Similarly diverse are therefore the associated time horizons, which range 
from the short term speculation of a trader to the generation-spanning 
insurance of an Indian bride. These decisions are not transparent, but 
depend on a range of competing opportunities in the course of time. 
 
As a result, opportunity costs are essential for the gold price. How 
significant are the competing economic opportunities and risks that I am 
exposed to because I am holding gold? Real interest rates, growth rates of 
monetary aggregates, size and quality of debt, political risks, as well as the 
attraction of other investment classes are the most important determinants 
of opportunity costs. All market participants employ different filters, thoughts 
and time preferences in this context, which influence their price 
determination. 
 
Everybody who owns gold is therefore part of the supply side. Gold 
owners and non-owners alike constitute the buy side because they are all 
capable of demanding additional units. There will always be a price, or a 
combination of price and circumstances that will induce market participants 
to sell their gold. For some this will be at a far higher price level, for some 
however also at a significantly lower price level (for instance as a 
consequence of a deflationary collapse). The decision not to sell gold at 

                                                
27) see: ñThe Gold Problem Revisitedò, Prof. Antal Fekete  
28) This fact is often on display in stress situations in the financial system. In such periods, it is 
never the offer that disappears, but always the bid. Due to its high liquidity and the low bid-ask 
spread, gold is therefore often quickly liquidated in stress situations in order to create liquidity.  
29) see: ĂBitcoin: Money of the Future or Old Fashioned Bubbleñ, Mises Daily, Patrik Korda 
30) Reservation demand means that by holding on to something and making a conscious 
decision not to sell, one actually generates demand. Every good one holds and decides not to 
sell is subject to reservation demand. 
31) A remark: this is also why we believe that it is a mistake that gold is mainly analyzed in 
commodity research departments, as currency research departments appear to be to be far 
better suited to the task.  

ñThe pricing process is primarily 
an auction over the existing 
stocks of the asset. Whoever 
values the asset the most will end 
up owning it, and those who 
value it less will own something 
else instead. And that, in my 
view, is the way to understand 
gold price formation.ò 
Robert Blumen 

Opportunity costs are decisive 
for the trend of the gold price  

ĂGold still represents the ultimate 
form of payment in the world. Fiat 
money, in extremis, is accepted by 
nobody. Gold is always accepted.ò 
Alan Greenspan 
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the prevailing price level is therefore just as important as the decision 
to buy gold.  

 
 

d) The Ongoing (Re-)monetization of Gold in the 
International Financial and Monetary System 

 
ñAs the international community attempts to take on these challenges, gold 
waits in the wings. For the first time in many years, gold stands well 
prepared to move once more towards the center-stage. This could be the 
start of an immensely important phase in the history of world money.ò 
OMFIF 
 

The renaissance of gold in classical finance continues. OMFIF
32

, a 
global think tank for central banks and sovereign wealth funds, in a 
sensational report

33
 argues in favor of a remonetization of gold. In their 

view, gold should once again play a central role in the international currency 
framework. Due to its history, gold is said to be predestined to restore the 
structure and maintenance of trust and stability in international monetary 
relations.

34
 Gold would be of mutual benefit for all countries as an anchor for 

currencies and could put an end to the currently escalating currency wars. 
OMFIF however doesn't recommend a return to a classical gold standard. 
Gold should primarily settle balance of payments transactions. The report 
shows strikingly that fundamental changes to the currency system are 
already being discussed at the highest levels.

35
   

 
OMFIF recommends the inclusion of gold in the IMF's special drawing 
rights. This possibility was also mentioned by the governor of the People's 
Bank of China. He regards SDRs as a ñlight in the tunnel of reform of the 
international currency systemò.

36
 SDRs are a currency unit introduced by 

the IMF, which isn't traded on foreign exchange markets
37

. Currently the US 
dollar has a weight of 41.9%, the euro 37.4%, the Japanese yen 9.4% and 
the British pound 11.3%. Apart from gold, the 'R-currencies'

38
 are also 

supposed to receive a higher status in the international currency framework 
and are to be included in the SDR basket. 
  
Due to its high liquidity and its unique characteristics, gold is 
increasingly used as collateral. Following Eurex, CME Group, the 
International Exchange and JP Morgan, LCH Clearnet, the largest clearing 
house in the world, now also accepts gold as collateral.

39
 Clearnet functions 

as a clearing house for the largest international exchanges and trading 
platforms, as well as a number of OTC markets and derivatives. It appears 
as though there are worries about 'event risk', systemic and monetary 
risk.  
 
 

                                                
32) Official Monetary and Financial Institutions Forum  
33) ĂGold, the Renminbi and the multi-currency reserve systemñ, OMFIF, January 2013  
34) see: ĂEin Schub f¿r Renminbi und Goldñ (A push for renminbi and gold), Lars Schall  
35) see: ĂThe Central Bank Revolution IIñ, Hinde Capital, 2013 
36) see: ĂChina eyes SDR as global currencyñ, China daily  
37) Besides its normal functions, the IMF can also issue SDRs. This has - so far - not 
happened to any significant extent.  
38) Renminbi, Indian rupee, Russian ruble, Brazilian real and South African Rand 
39) http://www.zerohedge.com/news/lchclearnet-accepts-óloco-londonô-gold-collateral-next-
tuesday   

ñParticularly if the threats to the 
dollar and the euro worsen, a 
large SDR issue improved by 
some gold content and the R-
currencies may be urgently 
required.ò OMFIF 

ñThe previously dominant 
western economies have 
attempted to dismantle the 
yellow metalôs monetary role, 
and ï for a variety of reasons ï 
this has comprehensively 
failed. Gold thus stands ready 
to fill the vacuum created by 
the evident failings of the 
dollar and the euro, and the 
not-yet-requited ambitions of 
the renminbi.òOMFIF 

Gold is ever more frequently  
used as collateral  
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Especially in the US, calls for gold backing, respectively the 
acceptance of gold as an official means of payment, are becoming 
ever louder. After the state of Utah already approved gold and silver as an 
official means of payment in 2011, similar plans are now considered in more 
than a dozen additional federal states.

40
 The initiatives are among others 

receiving support from the Tea Party movement and the Gold Standard 
Institute. We interpret this development as an expression of increasing 
dissatisfaction with the financial and monetary policy of the United States. 
The symbolic effect of these initiatives is enormous, and we see a 
gradual continuation of this trend toward remonetization.   
 
The growing number of initiatives that demand repatriation and a 
credible audit of state-owned gold reserves, also illustrates the 
growing importance of gold. In the case of the German Bundesbank 
(about 500 tons in eight years) this appears mainly designed to soften 
public pressure. However, many other countries are now also following the 
example of Charles de Gaulle.

41
 Thus there are initiatives emerging in 

Mexico, Switzerland, the Netherlands, Azerbaijan and Romania that focus 
on demanding a repatriation of gold. We are convinced that this desire for 
transparency not only demonstrates the growing interest of populations in 
the gold reserves held by their governments, but is also an indication of 
growing distrust between central banks.  
 
Last year no less a figure than German Bundesbank president Jens 
Weidmann drew attention with a speech in which he revealed himself 
as extremely critical of covert government financing with the help of 
uncovered paper currencies. Even if he did not argue directly in favor of a 
gold currency, he explicitly pointed to gold's function as a medium of 
exchange, a means of payment and a store of value.

42
 

 
The demands for gold-backed bonds are growing ever louder. There 
are a number of precedents for its use as collateral in crisis situations. In the 
1970s Italy and Portugal for instance employed their gold reserves as 
collateral for loans from the German Bundesbank and the BIS. In 1991 India 
used its gold as collateral for a loan from the Bank of Japan. 
 
In a study commissioned by the European parliament, author Ansgar 
Belke came to the conclusion that gold-backed bonds would be far 
more transparent, attractive and fair for investors than government 
bond purchasing programs.

43
  According to the study, gold-backed bonds 

would alleviate the sovereign debt crisis at least in the short term. The 
World Gold Council is lobbying along similar lines and advises Italy to issue 
gold-backed bonds. A portion of its gold reserves of 2,400 tons should be 
used as collateral. That should lower financing costs and restore the 
damaged confidence in Italy's creditworthiness.

44
  

 
ñSimply speaking, a gold-based solution would be less inflation-prone. 
Those arguing that the gold-backing solution would decouple the money 

                                                
40) http://www.bloomberg.com/news/2013-04-08/trust-in-gold-not-bernanke-as-u-s-states-
promote-bullion.html 
41) Under the leadership of de Gaulle, France (on the advice of the legendary Jacques Rueff), 
converted the bulk of its dollar reserves according to the framework of the Bretton Woods 
agreement into gold, and thereafter shipped it to France ñso that it wouldn't be exposed to the 
grasp of a foreign powerò.  
42)http://www.bundesbank.de/Redaktion/DE/Reden/2012/2012_09_18_weidmann_begruessun
gsrede.html  
43) SMP ï Securities Markets Program  
44) ñItaly considers gold as an alternative to austerityñ, World Gold Council  

A study commissioned by the 
EU parliament recommends 
gold-backed bonds 

Calls for credible audits and the 
repatriation of gold reserves of 
central banks, are growing louder 

More than a dozen US States 
want to approve gold and silver 
as an official means of payment  

ñGold is the timeless classic in its 
function as a medium of 
exchange, a means of payment 
and a store of value. Today's 
money isn't backed by any 
tangible assets. Banknotes are 
printed paper, the euro is printed 
cotton.ò Jens Weidmann 

http://www.bundesbank.de/Redaktion/DE/Reden/2012/2012_09_18_weidmann_begruessungsrede.html
http://www.bundesbank.de/Redaktion/DE/Reden/2012/2012_09_18_weidmann_begruessungsrede.html
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supply and hard currency potentially leading to hyperinflation neglect the 
current non-role of gold for backing a currency. But above all, the use of 
gold as collateral avoids or lessens in importance, the reduction of 
incentives for reform of the beneficiary countries under the SMP and the 
OMT.ò Ansgar Belke in a paper to the European parliament.

45
 

 
Central bank buying amounted to 534 tons last year. That is the largest 
quantity since 1964. In 2013, the IMF expects a net amount of 550 tons. 
Especially emerging countries show increasing confidence with respect to 
their own (economic-) political power, and on the other hand growing 
distrust toward established reserve currencies. This is demonstrated by the 
strong increase in gold purchases by the central banks concerned.  
 
Central Bank Buying Since July 2012 in Tons 

 
Source: World Gold Council 

 
While France was the most important critic of the dollar's currency 
hegemony in the 1960s (prior to the collapse of the Bretton Woods 
system), China appears to have taken on this role today. France at the 
time criticized the ñexorbitant privilegeò

46
, stopped buying US treasuries, 

converted dollars to gold and repatriated gold. China is currently behaving 
in a similar manner, calling the dollar's status a ñproduct of the pastò.

47
 We 

assume that a speedy transformation of the renminbi into a reliable, stable 
and globally traded currency is one of the top priorities of China's 
leadership.

48
  

 
International acceptance of the Renminbi is proceeding apace. In the 
first half of 2012 the renminbi's share of cross-border trade was already at 
11% (vs. 7% in 2011 resp. 2% in 2010). China has recently taken a number 
of important steps in the direction of emancipation from a dollar-centric 
worldview. With the help of bilateral trade and clearing agreements, the 
economic integration and convertibility of the renminbi is gradually built up. 
The PBoC has thus negotiated 18 swap agreements with other central 
banks, among them those of Japan, South Korea, Hong Kong, Singapore, 
Argentina, Australia and most recently the United Kingdom

49
. More than 10 

Asian central banks already hold renminbi reserves, and there are plans to 

                                                
45) ñA More Effective Euro Area Monetary Policy than OMTs - Gold-Backed Sovereign Debtò, 
European parliament, Ansgar Belke, DIW Berlin and University of Duisburg-Essen  
46) a designation by the former French finance minister Giscard d'Estaing, in the 1960s, which 
described the  US privilege and the power of the global reserve currency.  
47) see: Inflationary Deflationñ, Paul Mylchreest, Seymour Pierce  
48) Although one should clearly differentiate between a reserve currency and a trade currency 
49) ñUK and China establish currency swap lineò, Financial Times  

ĂGold goes where the money is, 
and it came to the United States 
between World Wars I and II, and 
it was transferred to Europe in 
the post war period. It then went 
to Japan and to the Middle East in 
the 1970s and 1980s and 
currently it is going to China and 
also to Indiaò James Steel  

ñThe more gold a country has, 
the more sovereignty it will have 
if thereôs a cataclysm with the 
dollar, the euro, the pound or any 
other reserve currencyò 
Evgeny Fedorov 

Renminbi on the Way Toward 
Convertibility and Becoming a 
Trade Currency 
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expand this to South America, Africa, Europe and the Middle East. In 
September 2012 China announced that every country that wishes to trade 
crude oil can henceforth do so in Chinese currency as well. Shortly 
thereafter Russia publicized that it had entered into a trade agreement with 
China, in the context of which there will be unlimited oil sales to China. This 
trade will be billed exclusively in renminbi.  
 
China wants to establish the renminbi as the dominant currency 
among emerging markets. That is reminiscent of the German Mark, 
which was a hard currency alternative to the US dollar in the 1970s 
and 1980s. This goal can however only be reached if its exchange value is 
strong and confidence in its future purchasing power is high. We believe 
that gold will be one of the pillars of China's strategy.  Specifically, we 
assume that China's central bank continues to accumulate gold 
covertly, and believe that it is possible that gold-backing of the 
renminbi is planned. A gold-backed renminbi would increase its 
international acceptance in one fell swoop. The enormous gold reserves 
held by the United States

50
 were for instance ï aside from its military 

superiority ï a major reason why the US dollar became the global reserve 
currency. 
 
According to the World Gold Council, the central bank of China hasn't 
bought any gold since 2009. The fact that there haven't been any official 
announcements in four years clearly argues in favor of the notion that China 
will once again report surprisingly larger gold reserves. There is a lot of 
circumstantial evidence pointing in this direction. Last year, gold imports to 
the mainland from Hong Kong rose by 47% to nearly 560 tons. The 
momentum clearly appears to be increasing, as imports since the beginning 
of this year already amount to 498 tons. 
 
China's Gold Imports from Hong Kong (in tons)  

 
Source: Hong Kong Census &Statistics Department, Incrementum AG  

 
Our assumption is also confirmed by statements made by Chinese 
officials. In 2009 already, the newspaper China Youth Daily reported 
that there is a task force with a mandate to increase China's gold 
reserves. The gold reserves are supposed to be increased to 6,000 tons 
within the coming 3 to 5 years and subsequently to 10,000 tons. This is also 
confirmed by a representative of China's chamber of commerce. According 

                                                
50) in 1952, the US gold reserves amounted to 29,663 tons 

Gold backing of the renminbi 
would substantially increase 
international acceptance 

Does China possess 4,000 to 
6,000 tons of gold and with that, 
the second largest gold reserves 
in the world? 
 



Incrementum AG 
In Gold we Trust 2013 ï Extended Version 
27 June 2013 
 

ñIn GOLD we TRUSTò 2013 ï Extended Version Page 24 

to his statement, China is going to increase its gold reserves to up to 8,000 
tons.

51
 We therefore assume that the PBoC is currently massively 

expanding its gold reserves and holds far higher reserves than the 
officially reported 1,054 tons. We believe it is realistic that China has by 
now 4,000 ï 6,000 tons, and with that the second largest gold reserves 
worldwide.   
 
 

e) Excursion: Reasons for 'Aurophobia' 

It appears as though there are only two camps: people who love gold 
(a.k.a. 'gold bugs') or people who hate it. Between those two extremes 
there appear to be very few shades of gray, and people are only very slowly 
moving from one camp to the other. It appears as though there existed ï 
especially in the financial sector ï an 'aurophobia'. In our opinion there are 
a number of phenomena of behavioral psychology (behavioral economics) 
that explain the extreme emotions attached to gold.  

- Mental accounting: People always categorize financial 
transactions in terms of 'mental accounts' and evaluate them 
differently. Interest income is for instance booked in different 
accounts than price gains. Dividends are therefore regarded as a 
permanent addition to income, while capital gains are not booked as 
permanent, even though both have the exact same financial utility. 
That also explains why the phrase 'gold pays no interest' appears to 
be such a central counter-argument to owning gold.  

- Normalcy bias: This describes the mental state of distorted 
perception people enter when facing a disaster.  

- Cognitive dissonance
52

: it emerges if one's stable and positive 
conception of oneself is endangered, if someone receives 
information that makes him look stupid, immoral or irrational. This 
appears to be the reason for the fact that the first ever purchase of 
gold costs many people an enormous mental effort.  

- Availability heuristic and selective perception of information: 
Human beings tend to overestimate the importance of events of the 
recent past relative to events that have happened a long time ago. 
The recent past is therefore extrapolated into the future.  

 
 
 
 
 
 
 
 
 
 
 
 

                                                
51) ñChina should significantly boost gold in reservesñ, Reuters  
52 ) Cognitive dissonance is a term in social psychology that explains an " emotional state 
perceived as uncomfortable that comes from humans having several cognitions at once; 
perceptions, thoughts, opinions, attitudes, wishes or desires that are conflicting with each 
other, hence a kind of 'feeling of disturbance'.  

Why is gold such an emotional 
topic? 
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4. GOLD IN THE CONTEXT OF THE CURRENT 
MACROECONOMIC BACKDROP 

 

a) The Expensive Consequences of the Cheap Money 
Policy 

 
Since 2008 there have been more than 500 interest rate cuts around 
the world.

53
 In many countries, interest rates are at their lowest levels 

since records began. In July 2012, 10-year yields in the US thus reached 
with 1.39% the lowest level since the beginning of records in the year 1790. 
In the Netherlands ï which provide the longest available time series for 
bond prices ï interest rates fell to a 496 year low. In the UK, 'base rates' are 
currently at the lowest level since the founding of the Bank of England in 
1694. In numerous countries (Germany, Switzerland), short term interest 
rates even fell into negative territory. Never before has there been such a 
low interest rate environment on a global basis.  
 
The hunt for yield is by now producing worrisome effects. According to 
Bank of America, yields on bonds amounting to $20 billion are currently 
below 1%. As a result, the hunt for yield is leading to irrational exuberance 
in the high yield sector as well as in emerging market debt. Thus the yield of 
the Barclay's US High Yield Index fell below 5%

54
 for the first time in history. 

Not too long ago, a yield of 5% on US treasuries was regarded as low. Even 
nations that are not exactly known as paragons of stability, such as 
Mongolia

55
 or Rwanda, were recently able to issue bonds without a hitch. 

Mongolia issued bonds amounting to $1.5 billion (this equals about 20% of 
the country's economic output) at 5.125%, while Rwanda was able to 
finance itself at 6.62%. 
 
Interest rates are the ultimate key parameter of the economy. They 
coordinate the fact that humans place a higher value on the satisfaction of a 
need in the present than in the future. Interest rates bring the time 
preferences of men into line, and are therefore an indispensable compass 
for all market participants.

56
 The longer the zero interest rate policy lasts, 

the more reckless risks yield-hungry investors are likely to take. More 
and more capital is going to be allocated to dubious low returns. That 
undermines the productivity of capital. 
 
The Wide-Ranging Consequences of the Zero Interest Rate Policy

57
:  

 
- Private individuals and business firms have less incentive to save. 

Instead there will be consumption to the detriment of savings and 
investment.  

- Governments have less incentive to implement reform and 
consolidate their budgets 

- Malinvestment in capital-intensive producer goods 
- Traditionally conservative investors feel they are increasingly in a 

                                                
53) see: ñGold and the Yenò, www.acting-man.com 
54) see: ñYield Chasers United sets new records as wellò, www.acting-man.com  
55) Mongolia has been rescued 5 times by the IMF over the past 22 years, see also: . 
ĂMongolia Binges on Bond Bonanzañ, Wall Street Journal 
56) Prof. Dr. Thorsten Polleit ñWas der unbegrenzte Ankauf von Staatsanleihen durch die EZB 
wirklich bedeutetñ (What the unlimited purchase of government bonds by the ECB really 
means), Rott & Meyer, resp. Bob Murphy ĂCapital & Interestñ 
57) see in this context also Degussa Market Report, Prof. Dr. Thorsten Polleit, February 2013, 
as well as  ñUltra Easy Monetary Policy and the Law of Unintended Consequencesò, William R. 
White, August 2012 

Yields in numerous countries 
are at all-time lows 

 

ñSavings are the indispensable 
precondition of investment. Plain 
and simple, there exists no 
investment that isn't financed by 
savings.ò 
Prof. Jörg Guido Hülsmann 

 

ñIf you would know the value of 
money, go and try to borrow 
someò 
Benjamin Franklin 
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pinch regarding investments and accept excessive risks due to the 
outlook for long term low interest rates. That leads to capital 
misallocation and the formation of bubbles.  

- The too low interest rate environment therefore leads to severe long 
term damage for the economy, as the process of 'creative 
destruction' is thwarted and unproductive companies are kept alive 
artificially 

- Distributive injustices (ñCantillon effectò) 
- Financial markets are weakened, as careless behavior by market 

participants is encouraged (moral hazard) 
 

The unintended consequences of the zero interest rate policy are 
especially evident in Japan. Specifically, there is the growing 
interdependence of monetary and fiscal policy and the erosion of the 
allocation and signaling function of interest rates. This leads to an ever 
growing wave of speculative excesses and macroeconomic rescue 
operations, and finally to a creeping nationalization of the financial and 
economic system.

58 
 
ñIt can however be deduced from von Hayek's monetary over-investment 
theory (1929), that expansionary monetary and fiscal policy is not a lasting 
solution for crises. This is because the structural adjustment, respectively 
creative destruction of a crisis, which puts an end to speculative excesses 
and forces unprofitable companies to restructure, is put in abeyance. The 
marginal productivity of investments declines, and economic dynamism is 
thwarted.ò Prof. Gunther Schnabl 
 

b) Gradually Declining Leeway for Raising Interest 
Rates 

 
As can be seen in the following chart, the US has never before in 
history been able to finance itself as cheaply as now. In a normal, well-
functioning credit market this would signal that the country's 
creditworthiness is higher than ever before. However, if one takes a look at 
the growth of US public debt, some doubts as to its creditworthiness may 
well arise. Since 1971 the level of debt has increased 40-fold. 
 
US 10-year yields since 1870 

 
Source: Prof. Robert Shiller, Incrementum AG  
 

                                                
58) see: ĂDie Japanischen Lehren f¿r die europªische Kriseñ (Japan's lessons for the European 
crisis), Prof. Gunther Schnabl, University of Leipzig  

ñOngoing monetary 
accommodation is blunting its 
own effectivenessé ever more 
money will have to be injected 
ever faster for the central banks 
to keep achieving their near term 
policy goals, which are to 
obstruct any liquidations of 
capital misallocations and excess 
debt.ò Detlev Schlichter 


























































