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Bull Market in Gold should continue now

Last week began with a thud and ended with a bang. After loosing some 7 points on Monday, the S&P 500 spent the rest of the week climbing to a 1.9 percent gain, hitting its highest levels since June 30. The Dow Jones Industrial Average was not far behind, climbing 1.5 percent, while the Nasdasq outpaced all other indices, climbing 3.3 percent. Slightly improved economic data and a general skepsis about the fundamental justification of rising stock prices as well as the expectation that end of the quarter mark-up games by professionals would soon reverse, kept too many people out of the market until Friday. Then, Friday’s start of the last quarter of the year obviously caused performance anxiety among the big money managers who for the most part had a middling to lousy year. The last quarter would have to bring the performance that most professionals had been missing. So everybody started to buy as soon as the market opened. Gold stocks as measured by the Philadelphia Gold & Silver Stock Index ($XAU) outperformed all other Indices again and rose over 5% after having experienced a better than 4% gain the week before.

The last time we talked about Gold was in December 2003. At the time I was of the opinion that sentiment had become too bullish and that the sector was due for a 6 to 9 months correction. I believe that this correction has ended.
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The left chart shows the average adjusted gold price index of the worlds five largest developed economic zones (ex China). This index is representative of the average world gold price because it eliminates currency fluctuations. The correction which started in January 2004 lasted less than six months and produced a maximum loss of less than 10% in the index. The right chart shows the Philadelphia Gold&Silver Stock Index.The correction also lasted less than six months, but the index lost a maximum of 30% in that time frame. The volatility in gold stocks always exceeds the volatility in the metal. This leads to outsized profits on the way up but can lead to devastating losses on the way down. The yellow metal started its ascent in the fist quarter of 2001, almost exactly one year before the dollar started its decline. This inverse realtionship between the dollar’s exchange value and the price of gold has been widely acknowledged and constitutes the operational basis for many gold investors.

It therefore seems logical to predict that the new upward move in the price of gold is predicting a resumption of the dollar’s downtrend. It is my opinion, however, that this is not necessarily so. I believe that the strong inverse correlation between gold and the dollar might become less strict. Gold can rise without the dollar collapsing.

In the past twenty years, the price of gold was mostly determined by producers’ selling their production and by central bank sales coming out of Europe. In other words, supply dictated the price of gold, not the demand. 

Does this “paradigm” sound familiar? It should, because the price of oil in the past twenty years also was dictated by supply, not demand. Oil rose and fell with news about increased (or decreased) production out of OPEC, just like gold rose and fell with news of more (or less) Central Bank selling out of Europe. Just like the oil price has turned into a demand story, the price of gold will also turn into a story of demand, not the lack (or excess) of supply. Lets look at the current supply-demand picture.
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The blue line represents global supply which consists of the following three components:

Mine Supply from new production and from forward sales to hedge future production. 

Official Sector Sales, which represents central banks and the International Monetary Fund.  

Old Gold Scrap, which constitutes recycled gold from jewellers, dentists or the industrial sector.

The red line in this chart represents the global demand side, which consists of these components:
Fabrication, which consists of jewellers, dentists and industrial users.

Bar & Coin retail investment, which comprises all investors and coin collectors.

The chart on the right simply shows the difference between supply and demand. At the beginning of 2004, this balance turned negative. Demand is outstripping supply by almost 100 tons for the second quarter of 2004. This imbalance will grow over time. Increasing wealth in India and China should result in explosive demand for precious metals in the future. Allow me one illustration.  Chinese demand per capita last year was approximately 0.16 grammes, against a world average of approximately 0.7 grammes. When expressed in terms of offtake per unit of GDP, Chinese jewellery demand amounted to approximately 0.17 grammes per thousand dollars of GDP.  This is almost twice the worldwide average of 0.09 grammes and is testament to the Chinese appetite for the metal and the fact that there are still large areas of the country that are impoverished. With rapid growth in GDP, this imbalance could be reduced dramatically, mirroring the scope of Chinese appetite for all commodities and finished goods. Note also that India lies third in this particular league, with just over one gramme per thousand dollars. India’s rising wealth also should increase demand for gold in coming years. 

Uncertainties concerning future central bank or IMF sales will keep many investors on the sidelines. Certain members of the IMF proposed this weekend that the IMF’s gold holdings should be used as a source of revenue to alleviate the debt burden of the poorest nations. The IMF currently is valuing its gold holdings at $40.-/oz. Although this proposal was not officially endorsed, reports like this will continue to unsettle investors who play by the old rulebook. We, however, should realize that the coming bullmarket in gold is no longer an oversupply- but a tremendous demand story that offers enormous profit potential. Forget the dollar, buy gold anyway. My price target for the next twelve months is $490/oz. I hope that I am not too conservative (as I was with oil).

Hermann Vohs
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