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The golden illusion

By its very nature, the investing industry is full of differing views on how one ought to invest
their hard-earned cash. One of the more polarising debates is whether an investment in gold,
physically or synthetically via an investment fund, makes good sense. The debate tends to flare
up each time gold experiences a rapid growth in value, such as in the last couple of years.

The pros

Gold is believed to form during cataclysmic events like supernovae, when massive stars exhaust their
fuel and explode, or during the collision of two neutron stars—ultra-dense remnants of supernovae.
Due to its lustre and durability, gold has long been prized for jewellery; however, its uses go beyond
being just a desirable accessory. It is an excellent conductor, highly malleable, stable at high
temperatures and inert, meaning it does not rust. These properties make gold invaluable in industries
like electronics, medicine, and aerospace.

Perhaps it is no wonder that humanity has coveted gold for well over 6,500 years'. This enduring
demand is where the value of gold comes from, and its attractiveness to investors. One impressive
quality of gold is that it has retained purchasing power across the centuries. For example, in gold
terms a Roman centurion of 2,000 or so years ago was paid broadly the same as a US army captain
today?. It is this that leads some to propose physical gold as a long-term hedge against the collapse
of fiat currency and global capital markets.

Other positives are that gold offers uncorrelated returns to traditional assets such as bonds and
equities, providing potential diversification benefits. Unlike many investment opportunities, gold is
a relatively simple concept — being a lump of metal with a market value — and is easily accessed via
physical purchase or low-cost open-end funds.

The cons

As a commodity, gold prices are simply a function of supply and demand. Investors in gold assume
that others will desire it even more avidly in the future, with each new buyer hoping that others will
follow. If this sounds quite speculative, it’s because it is!

Estimating what to expect from an investment in gold, even over extended periods, is a difficult task.
Unlike traditional asset classes, gold produces no income stream?, it does not pay dividends and
usually costs owners to store and insure it. As a result, many assume its long term expected return to
sit somewhere near cash, which is underwhelming from a growth perspective compared to sensible
alternatives.

The chart below shows the increase in value of 1 ounce of gold from 1926 to August 2024, rising
from around $20 to just over $2,500. Investing the same $20 in global equities during this period
would have delivered a substantially superior outcome, nearly 50 times the cumulative gain. It’s also
important to note that this time frame includes extended periods where government policies, such as
the Bretton Woods Agreement, influenced gold prices.
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Figure 1: Annual gold spot prices against global equities- 1926-2024
Data source: Gold.org. Inflation: US CPI. Albion World Stock Market Index. https://smartersuccess.net/indices

As an Armageddon hedge, investors face a dilemma. Due to its bulk, weight, and the associated
costs of storage and management, many opt for synthetic products like gold-backed funds or ETFs
instead of owning the metal directly. If the goal is to hedge against a collapse of the financial system,
relying on that system to achieve exposure to gold makes little sense. Owning physical gold comes
with its own challenges too, such as storage and risk of theft.

Gold proponents may point to inflation hedging as the main attraction, but the evidence is
unconvincing. While gold has maintained its value over millennia, across more useful time horizons
to investors the results are less impressive. The table below shows that, after inflation in USD terms,
gold has yet to get back to its February 1980 high nearly 45-years ago. It also suffered an 83% fall in
value over the subsequent two decades - hardly a reliable inflation hedge!

Peak date Decline Trough date Recovery date Duration
Feb-80 -83% Mar-01 - =45-years
May-74 -50% Aug-76 Oct-78 4-5 years
Jul-73 -24% Nov-73 Jan-74 6 months

Table 1: Real gold price declines
Data source: Gold.org. Inflation: US CPI.
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The portfolio

Like any investing decision, gold has its pros and cons. Assessing whether it belongs in your
investment portfolio is the job of our investment committee. Each asset class must fill a specific

role in your portfolio and is weighed up against the alternatives. Gold has some favourable
characteristics, but you must take something out to put another thing in. Superior options exist, such
as shorter-dated high-quality bonds and inflation-linked bonds on the defensive side and developed
and emerging market equity as well as commercial property on the growth side.

Defensive assets Growth assets
Equity market crash insurance Core return driver
Inflation protection X Return enhancer X
Deflation protection Diversifier
Income X
Low volatility X

Table 2: Assessing the role of gold in your portfolio

As Warren Buffet succinctly puts it:
If you own one ounce of gold for eternity, you will still only own one

ounce at its end.’

Warren Buffet (2012)
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End notes.

1.
Smithsonian (2016) https://www.smithsonianmag.com/smart-news/oldest-gold-object-unearthed-bulgaria-180960093/

2.
Erb, Claude B. and Harvey, Campbell R., The Golden Dilemma (May 4, 2013). Available at SSRN: http://ssrn.com/
abstract=2078535 or http://dx.doi.org/10.2139/ssrn.2078535

3.

Whilst gold itself does not produce an income stream, financial institutions may try and claw back some of the storage costs
through gold lending revenues.

Other notes and risk warnings
Use of Morningstar Direct© data

© Morningstar 2024. All rights reserved. The information contained herein: (1) is proprietary to Morningstar and/

or its content providers; (2) may not be copied, adapted or distributed; and (3) is not warranted to be accurate,
complete or timely. Neither Morningstar nor its content providers are responsible for any damages or losses arising
from any use of this information, except where such damages or losses cannot be limited or excluded by law in your
jurisdiction. Past financial performance is no guarantee of future results.

Risk warnings

This article is distributed for educational purposes only and must not be considered to be investment advice or an
offer of any security for sale. The reference to any products is made only to make educational points and must, in no
circumstances, be deemed to be any form of product recommendation.

This article contains the opinions of the author but not necessarily the Firm and does not represent a
recommendation of any particular security, strategy or investment product. Information contained herein has been
obtained from sources believed to be reliable but is not guaranteed.

Past performance is not indicative of future results and no representation is made that the stated results will
be replicated.

Errors and omissions excepted.

Barnett Ravenscroft Wealth Management is a trading name of Barnett Ravenscroft Financial Services Ltd which is
authorised and regulated in the United Kingdom by the Financial Conduct Authority FRN: 225634 and registered in
England and Wales under Company No. 04013532.

The registered office address of the Firm is 13 Portland Road, Edgbaston, Birmingham, B16 9HN
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