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The gold price retreated to a one-year low this week as a stronger US dollar and the prospect of rising US 
interest rates kept pressure on the metal. Importantly, gold equities’ performance has remained steady in 
recent months, with gold producers outperforming physical gold. Historically outperformance by gold stocks 
has proven to be a bullish indicator for the gold sector and we believe the coming weeks could present an 
opportunity for contrarian investors seeking exposure to an undervalued sector, backed by a supportive 
macroeconomic environment. 
 
Gold has declined by around -9% over the past three months (in USD terms), while gold equities have 
registered a slight gain. The primary catalyst for gold’s recent selloff has been a surge in US dollar strength. A 
“flight to safety” by investors spooked by volatility in emerging market currencies, coupled with a hawkish 
statement by the US Federal Reserve, sent the dollar higher while gold declined, in-line with its recent inverse 
correlation to the USD.  
 
Gold equities’ encouraging recent performance relative to gold is significant, as it strongly supports the view 
that the gold price has become oversold. While short-term US dollar strength has undoubtedly presented a 
headwind for gold in recent weeks, the broader macroeconomic and market conditions appear increasingly 
supportive of higher gold prices. 
 

 
 

Source: Bloomberg. Data at 18 July 2018. 

Gold equities are represented by the Philadelphia Gold and Silver Index (XAU Index). All data in USD terms.
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A contrarian opportunity in the gold sector? 
 
While US dollar strength and concerns over rising rates have weighed on gold in recent weeks, we consider 
these negative factors are likely to be short-lived and do not change the longer-term bullish outlook for the 
gold sector. Currency market volatility may have benefitted the US dollar in the short-term but is likely to be 
an increasingly positive driver for gold in the medium-term, as the outlook for the US dollar becomes clouded 
by the substantial risks to the US economy posed by the escalation of the Trump Administration’s trade war 
and growing inflationary pressures. 
 
Similarly, the recent hawkish rhetoric from the US Fed changes little regarding the longer-term outlook for 
monetary policy. Low real interest rates remain a key driver of the gold sector and the US interest tightening 
cycle has so far proven positive for the gold sector. There have been seven US rate hikes since December 2015, 
yet the gold price has made steady gains over the past two and half years. The reason for this is that the 
modest pace of the rate increases, coupled with rising inflationary expectations in the US, has kept real interest 
rates near historic lows; a highly supportive environment for gold.  
 
Recent statements by Fed officials do not suggest any material change to the expected interest rate hike 
programme, which likely involves two more hikes in 2018 and continued steady rate rises in 2019. The modest 
pace of monetary tightening reflects policymakers’ caution regarding the risks to US economic growth. 
Alongside the risk of trade war escalation, key risks include the expanding debt burden and the growth of the 
deficit under the Trump Administration’s pro-growth, low tax policies. With pressure on policymakers to avoid 
triggering a recession or market downturn, it is unlikely that rates will raise faster than expected. Meanwhile 
inflation will continue to be stoked as the introduction of tariffs on imports and further protectionist measures 
begins to impact consumer prices in the US.  
 
Will gold stocks continue to outperform gold? 
 
While some consolidation has taken place in the gold sector during H1 2018, gold producers’ steady 
performance in the face of a falling gold price can be attributed to the range of reforms undertaken by many 
gold producers in recent years. A lot has changed since the last major downturn in the gold sector, which 
culminated in late-2015 as gold prices fell to around USD 1050/oz, and the outlook today for gold equities is 
markedly different compared with three years ago. Improved capital discipline among a selection of gold 
producers has led to margin expansion and the implementation of capital controls. Furthermore, it is 
encouraging to see a growing number of management teams becoming increasingly focused on returns to 
shareholders, often through the introduction of dividends, something not seen widely during the previous 
cycle. 
 
Gold mining equities are in better financial shape than they have been for a long time, a fact we believe will 
support gold stocks’ ongoing outperformance of the gold price. A group of high-quality gold producers has 
emerged which offer compelling potential upside relative to a holding in physical gold. Moreover, gold equities 
remain at attractive valuations relative to the broader stock market, something which is beginning to attract 
the attention of generalist investors seeking value amid record highs in global stock markets. 
 
Gold and gold equities offer effective portfolio diversification at a time of rising risk in financial markets 
 
There is a strong rationale for allocating to the gold sector at present, as low real interest rates and the return 
of inflation create a supportive macroeconomic environment, and as rising risk in the financial sector increases 
investor demand for diversification. Market indicators such as rising volatility and a flattening yield curve 
suggesting that the years of steady gains for global equity markets may be nearing its end.   
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As an asset class with a low correlation to many financial products, gold is an effective portfolio diversifier. 
Gold has value as a strategic asset and historically an allocation to gold has been shown to result in lower 
volatility and protect returns over time. With the gold price at a 12-month low and gold stocks undervalued 
but showing signs of recovery, we believe see an opportunity for investors seeking to build a position in the 
gold sector, either via a direct holding in physical gold or through an allocation to the gold equities sector. 
 
Baker Steel Capital Managers LLP manages the BAKERSTEEL Precious Metals Fund, an actively managed gold 
equities fund with a strong track record of outperformance relative to its peers and relative to a passive holding 
in gold or gold equities. 
 
Sources: Bloomberg, ICE Benchmark Administration, Willis Towers Watson, World Gold Council, Baker Steel 
Capital Managers LLP 
 

Important 

Please Note: This document is issued by Baker Steel Capital Managers LLP (a limited liability partnership 

registered in England, No. OC301191 and authorised and regulated by the Financial Conduct Authority) on 

behalf of BAKERSTEEL Precious Metals Fund (“BSPM”) for the information of a limited number of institutional 

investors (as defined in the Fund prospectus) on a confidential basis solely for the use of the person to whom 

it has been addressed. This document does not constitute or form part of any offer to issue or sell, or any 

solicitation of any offer to subscribe or purchase any shares or any other interests nor shall it or the fact of its 

distribution form the basis of, or be relied on in connection with, any contract therefor.  Recipients of this 

document who intend to apply for shares or interests in BSPM are reminded that any such application may be 

made solely on the basis of the information and opinions contained in the relevant prospectus or other 

offering document relating thereto, which may be different from the information and opinions contained in 

this document. This report may not be reproduced or provided to any other person and any other person 

should not rely upon the contents. The distribution of this information does not constitute or form part of any 

offer to participate in any investment. This report does not purport to give investment advice in any way. Past 

performance should not be relied upon as an indication of future performance. Future performance may be 

materially worse than past performance and may cause substantial or total loss.   

Source: Bloomberg. Data at 19 July 2018.
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http://bakersteelglobalfunds.com/de/home-deutsche/

