As Cautious as Croesus: Gold as an Inflation Hedge

Croesus was a king in ancient times whose vast wealth made him the standard by which other people were judged. It was a high honor to be as rich as Croesus. What made his pile so visible to an admiring public was that he accumulated it in gold, because that was for practical purposes the only financial asset available at the time. Perceptive people of that day recognized, as we do, that gold is not really wealth, but is only a kind of counter for wealth. But the convenience of the counter was enormous. A simple vault in the palace of the king could hold a fortune equal to an immense acreage of prime farm land, and the gold did not bring with it hordes of recalcitrant peasants, unpredictable weather, and leaf blight. Gold, like other financial assets, is a form of wealth which requires very little active management by the possessor, at least in comparison to any form of so-called real wealth. For that reason it is unique in being the centerpiece of the gold standard, which is again the talk in financial circles.

Gold is only one of many financial assets today. Individuals rarely hold a significant fraction of their wealth in this form, but it is one which serves as a hedge against inflation in fiat money. Alan Greenspan is said to watch the price of gold closely, for signs of market sentiment on inflation and deflation. The insurance that it provides is effective, though expensive. A present-day Croesus would be more cautious than rich.

Gold and Inflation: Some Theory

There are two essential characteristics which an inflation hedge must have. The first and most obvious one is that over long intervals of time its real value should be much less variable than its nominal value, or in other words its real value should be highly predictable off into the distant future. As an ideal, we might say that the real value should be constant, although strictly speaking that would probably be impossible to achieve. It is permissible for an inflation hedge to earn a real rate of return – i.e., for the real value to grow steadily over time; but if the asset is, like gold, essentially riskless, the real rate of return should be small. In any case, positive and negative real rates of return have to be transitory. It would be better for the expected rate of real return, which in the case of gold is the same as the rate of change of the real price, to be absolutely zero forever. Many investments which are pretty good inflation hedges, such as farm land and commercial real estate, earn a significant real return as well, but that is because they entail a lot of specific investment risk.


The degree to which the real price of gold has been constant over time is truly remarkable, as the accompanying graph shows. This graph is our Logistic Centerfold for the month of February 2000
 Our February centerfold has an affinity for gems, does important work in the medical field, and thinks platinum is “too too." Beyond that, she coyly declines to be interviewed, but in any case the picture speaks for itself. It covers the period from 1946, when the price of gold was fixed at $35 per oz., to 2006, a span of 60 years. In order to clarify the overall trend, I have taken annual averages, leaving 60 data points. “The” price of gold at each point is simply the average over the year, deflated by the CPI. 
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Sources: CPI: U.S. Department of Labor and Logistic Research & Trading Co. 

Gold: Handy & Harmon afternoon fixing 


While gold has varied in real terms, the net change over the period is rather small, as the graph shows and the following simple calculations confirm. At the end of May, 1999 gold was selling for about $260 per oz. If it had simply risen with inflation, starting in 1932, the price would have been $430 per oz. If one test of an inflation hedge is the predictability of its real value, this is a pretty creditable performance. There are not many factors which one could forecast 67 years ahead and come within about 40% of the actual result. The price of gold has fallen precipitously this year, and if we used and average price – the average price that appears on the graph as the last column – the real price of gold has fallen only about 20% over a span of 67 years.


It in tempting to delve into the unique factors that have influenced the price of gold over various subintervals of this history. The recent years, in particular, have been colored by two bearish events: the creation of a unified European currency that is a new, highly credible reserve currency, and also a runaway increase in mine production. The creation of the new Euro is probably already familiar, though what has happened to gold mine production probably is not. This decade has actually witnessed the greatest gold rush in history. It would be a mistake, however, to interpret these sorts of events as in some way an exception to the rest of history. There are always good, fundamental economic reasons for why the real price of gold is stable in the long run. It is the microeconomic forces of production costs and demand for gold jewelry, among others factors, that eventually have to do the heavy lifting of keeping the real price in line.


While the high predictability of gold’s real value probably may come as something of a surprise, the overall shape of the history surely comes as no surprise to anyone from the baby boom generation. Gold first rallied after President Nixon closed the gold window in 1971. Even though the years surrounding the relaxation of the Nixon price controls were a time of high inflation, gold soared even faster, and by 1975 it had made up all the ground lost between 1932 and 1971. This sequence was repeated in the second half of the decade, with gold finally peaking in January, 1980. It closed at $850 per oz. on January 21st. Since then, gold has slid pretty steadily in real value, except for a short-lived rally in 1987. There is little evidence that we have reached a bottom of the bear market. The nominal price is lower today – at $260 – that it has been at any time in the last twenty years.


There is no denying that within the period there were times of very large positive and negative real returns. Surprisingly, their existence does not invalidate the proposition that gold is an inflation hedge. On the contrary, these large returns are necessitated by the rules of how an inflation hedge works. This is tied up in the second essential characteristic of an inflation hedge.

Gold and Unexpected Inflation.


The idea that the real value of an inflation hedge should be roughly constant over time is easily accepted, and seems to be true almost by definition. What is less obvious is that when inflation accelerates, an inflation hedge must outpace it, and conversely when inflation slows, the hedge must slow even more. In other words, an inflation hedge must have a positive expected real rate of return in inflationary periods and a negative expected real rate of return in disinflationary times.


An asset which simply followed inflation would provide insurance against inflation only up to the amount invested in that asset. At that rate, gold would be a diversifier of risk – by hedging up a part of the total portfolio – but it would not be a hedge asset for the whole portfolio. An inflation hedge must generate gains and losses to offset inflationary losses and disinflationary gains on the rest of the portfolio. It does so be realizing a positive real rate of return when inflation accelerates, and correspondingly a negative real rate of return when it decelerates. The cumulative real rate of return over long periods of time will net out to zero, as it did over the last sixty years, if episodes of unexpected inflation and unexpected disinflation net out. 


It is possible, using the last twenty years of data, to be more precise about how much gold one would need to hedge a portfolio. There is no single universal answer to this question because it depends on the specifics of the portfolio and on the investor’s investment horizon. It is obvious, for instance, that you need more gold to hedge a portfolio of long term bonds than to hedge a portfolio of commercial real estate, because real estate rentals adjust to inflation. The relationship between gold and inflation, however, is the same regardless of what else any particular investor has in his portfolio, and so it is possible to get a fairly definite answer to that part of the analysis.


Over the last twenty years, the empirical rule has been that gold rallies about 5% for every 1% that the inflation rate accelerates, and symmetrically that gold falls about 5% for every 1% drop in inflation. The changes in inflation referred to here are one-time-only changes in the cost of living, and the associated change in the price of gold is also a one-time-only event. If instead the added 1% of inflation was permanent – with prices rising indefinitely by an added 1% each year ( gold would also have to rise 5% every year. Stepping back from the brink of endless inflation, let’s fix on a single, one-time-only 1% rise in the CPI. A 1% rise in the Consumer Price Index would lower the real value of any bond or note which matures more than one year in the future. Since the note would be repaid in dollars which are worth 1% less, its present ( and therefore totally “real” ( value would also drop by 1%. Using the 5% rule quoted above, to hedge a portfolio of bonds and notes, one would want to own $1 of gold for every $5 of fixed income assets. 


Bonds and notes are of course unique in as much as the real cost of inflation on their value is entirely governed by the nature of the security itself. Any other asset, whose future cash payouts can float more or less cleanly with inflation, would require further detailed analysis and quantification, which we cannot attempt here. It seems safe to say as a general rule however that other assets are less impacted by inflation than bonds are, so gold should constitute somewhat less than 1/6th of any investment portfolio. 

It may seem unfair of us to recall beleaguered Croesus at this point, because he was presumably not thinking of hedging inflation when he laid up his store of gold, and he has already endured centuries of scorn as the lead character in the story of King Midas. In his defense, gold performed financial services which we obtain today in other, more efficient ways. Nonetheless, it is impossible to let him off without noting that he was a good six times as cautious as a prudent investor needs to be. 

The Gold Standard.


Proponents of a gold standard like to point to the hedging properties of the metal as the rationale for a gold standard. The premise is of course that if gold holds its real value over time – which it does – and that if a nation wanted its currency to do the same, it should make a firm contractual tie between the two.


Speaking only for myself, I have very little interest in this idea, and I think that most investors would feel the same. The only things that are really important are that gold be on the gold standard and that it be available to the investing public. At one time or another, the sponsors of nearly every other currency have promised that their brand would be just as good as gold. This note of skepticism should in no way, however, diminish the real achievements of that noted gold bug at the Fed.
� This piece first appeared in February, 2000 as a newsletter to Logistic Customers. I have updated the data to 2006.





