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Investors either love or hate gold. Fans, often known as gold bugs, believe that (after President 
Nixon abandoned the last remnants of the gold standard in 1971) governments will end up 
debasing the value of their money by freely printing uncontrolled amounts of fiat currencies. 
Gold, in this case, is seen as the only store of value against the ensuing inflation. On the other 
hand, detractors view gold as a relic of the past—a simple commodity with a relatively stable 
supply and gradually shrinking demand. Moreover, gold does not produce cash flows, unlike 
stocks, bonds, and real estate.  
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Gold does have an important role to play under certain conditions. In particular, it has proven a 
very effective hedge against the risk of faltering of the financial system and social and political 
unrest.  The current outlook, however, does not favor the asset.   
 
1.0  Gold Prices, Real Interest Rates, and Economic Growth 
 
A widespread view among investors is that owning gold constitutes an essential safeguard 
against inflation. With the Consumer Price Index (CPI) at +9.1% year-over-year in the latest 
monthly report, it is understandable that inflation currently ranks high among investors' 
concerns. However, history does not uphold gold's reputation as an infallible inflation hedge. For 
example, when CPI rose by +8.9% in 1981, gold's price (per ounce) fell by nearly one-third, 
from $589.75 to $397.50.   
 
The actual driver of the gold price is not inflation, but real interest rates, i.e., interest rates net of 
inflation. Many large investors and speculators do not own physical gold. Instead, they transact 
in the derivatives markets. Lower interest rates translate into cheaper contracts to buy gold, 
increasing its attractiveness. Rising inflation also spurs demand for gold. The combination of 
falling interest rates and increasing inflation has consistently been bullish for gold, while the 
opposite has been bearish. 
 
For purposes of this discussion, we define the Real Rate as follows: 
 

Real Rate = (Yield on Ten-Year Treasury Bonds - Year-over-Year Change in CPI) 
 
The ten-year Treasury yield began 2021 at 0.91%. As measured by the CPI change between 
December 31, 2019, and December 31, 2020, inflation was +1.4%. Therefore, the Real Rate on 
January 1, 2021, was -0.49% (0.91%-1.40%).  
 
History shows (Graph 1) that although the Real Rate has swung from positive to negative on 
several past occasions, it has always turned back to positive. The return to a positive Real Rate 
has historically been unfavorable to gold prices.  
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Graph 1 – Real Rate (White) and Gold Price per Ounce (Orange) 
Gold prices have risen when real interest rates dropped. Conversely, rising real rates have not proven unfavorable ground for gold. 

 
Source: Bloomberg Professional Services 
 
A swing back from today's highly negative real rate is especially likely because the real rate is 
linked to Gross Domestic Product (GDP) growth. Both macroeconomic theory and empirical 
evidence suggest that real interest rates and the GDP growth rate converge over time.  
 
A strong economy is historically associated with a positive real interest rate. Yet in 3Q 2021, 
GDP increased by a robust +4.9% year-over-year while the real yield on 10-year Treasuries 
ended the period at -3.90%. That represents an extreme disparity. With the economy 
rebounding from the 2020 recession, it is hard to foresee the real rate remaining negative.  
 
Graph 2 – Real Rate (White) and GDP Growth Rate year-over-year (Orange) 
The Real Rate has occasionally turned negative but then turned positive all the time. The Real Rate generally follows the direction of GDP 
growth. At the end of 2021 the Real Rate was -5.3% (the lowest level in 50 years) while GDP was growing at a fast pace.  

 
Source: Bloomberg Professional Services 
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The likelihood of a return to a positive real rate is supported by the market's expectation that the 
Fed will continue tapering its purchases of Treasury bonds and raise interest rates throughout 
2022.     
 
Clinging to gold in the face of a return to positive real rates has proven costly in the past. 
Consider the period beginning in June 1980, when inflation was close to an all-time high at 
+14.4%. The real interest rate stood at its lowest level ever prior to this year, -4.29%, and the 
gold price was $653.50. Predictably, the real rate soon began to swing back to toward positive.  
 
It returned to positive territory in November 1980. In the five months between those two dates, 
investors who owned gold lost 5% of their investment. They did not get back to even until more 
than 25 years later, when gold finally climbed to $654.42 in April 2006. During that long wait, 
gold owners' returns dropped as low as -61%, as the gold price bottomed out at $255.68 in 
August 1999. 
 
2.0  Caveats 
 
Nothing in the preceding discussion should be interpreted as downplaying the threat of higher 
inflation. Although we expect year-over-year CPI increases to decline from June's +9.1% rate as 
supply chain problems fade, we also think inflation will exceed the Fed's 2% target rate for some 
time to come. That will represent a step-up from the +0.7% to +2.3% annual rates of CPI-
measured inflation observed from 2012 to 2020.  
 
In short, investors do need inflation protection, but gold may be the wrong solution. Instead, we 
will insulate your portfolio with asset classes that have proven themselves in past inflationary 
surges. These include stocks of companies that can pass their cost increases to customers and 
preserve their profit margins. In the fixed income category, leveraged loans promise to stay 
ahead of inflation. 
 
3.0 Conclusions 
 
Finally, investors should not count on perfect timing when dealing with inflation, interest 
rates, and gold. Over the June-November 1980 period cited above, gold followed the script by 
declining as the real interest rate rose, but through September 1980, gold was up +2%. As 
noted, the price then receded, and it took a quarter-century for holders of the yellow metal to get 
back to even. Based on that experience, you must resolve not to panic if the trade out of gold 
initially goes against you by a small percentage. Over the course of a year or more of rising real 
rates, you can be confident that gold will begin to head south.    
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We plan to reduce/remove gold from client portfolios throughout 2022. Gold has investment 
merit under certain conditions, notably acting as a refuge when a country's whole economic and 
political system is shaking. However, in the period ahead, gold positions will likely be dead 
money or worse.  
 
If, however, you’re an investor who loves the precious metal and remains determined to 
stay in gold even after reading the preceding discussion, please let us know as soon as 
possible, before we begin revising portfolios. 
 


