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When to include gold in your portfolio 

Author: Renier de Bruyn, Senior Investment Analyst, Sanlam Private Wealth 

 

Whether to own gold in an investment portfolio is always a hotly debated subject among investment professionals 

and laypersons alike. Gold tends to do well in an environment in which other risky assets struggle, but paying too 

much for the ‘insurance’ it offers in a diversified portfolio will produce a drag on overall performance. We set out 

our objective assessment of the investment merits of the precious yellow metal. 

 

‘Gold and silver are money… Everything else is credit.’ – JP Morgan, 1912  

‘Gold… has two significant shortcomings, being neither of much use nor procreative. True, gold has some 

industrial and decorative utility, but the demand for these purposes is both limited and incapable of 

soaking up new production. Meanwhile, if you own one ounce of gold for an eternity, you will still own 

one ounce at its end.’ – Warren Buffett, letter to shareholders, 2011 

These quotes from two famous financial professionals may seem conflicting but are both true descriptions of the 

yellow metal that humans have come to adore over thousands of years. Gold has an extremely long history as a 

store of value due to its attractive appearance, finite supply and anti-corrosive properties. However, it’s also an 

unproductive asset that sits idle and produces no cash flow, so it can’t create real wealth over the long term. 
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These two characteristics of gold drive the metal’s price performance relative to other assets during different 

market cycles. In times of economic expansion and increased risk appetite, gold tends to underperform due to its 

unproductive nature. However, in times of high inflation when government-issued money loses its purchasing 

power, the allure of gold as a store of value rises.  

The best time to own gold is therefore during periods of weak economic growth and high inflation – known as 

stagflation. Stagflation isn’t a common occurrence in developed markets, as inflation pressures tend to rise when 

an economy is performing well and demand is strong. For stagflation to occur, the inflation pressures need to 

come from constraints in the supply side of the economy. 

Gold versus real interest rates 

One of the most accurate models used to explain the movement in the US dollar price of gold over recent decades 

is the level of real interest rates in the US, which is the difference between the nominal interest rate and the 

inflation rate. Low real interest rates tend to coincide with a high real gold price, and vice versa.  

The chart below shows the relationship between the real gold price and the real interest rate on a 10-year inflation-

linked US government bond since 1997. As the chart indicates, the relationship is highly significant, with 83% of 

the movement in the gold price explained by changes in the real interest rate.  

 

The red dot on the chart shows where we are now. With the current real rate on a 10-year US government inflation-

linked bond at -0.5%, gold seems to be correctly priced at around US$1 800 based on their historical relationship. 

The level of real interest rates incorporates both the drivers of gold’s relative performance as set out above. Low 

real rates on government bonds can be the result of a weak economic outlook (investors flee to safety) or inflation 

fears (investors are willing to pay up for inflation protection), both of which are supportive of the gold price. They 

can also be a function of central bank intervention, as we’ve seen over recent years.  
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Another way to look at this: the lower the real interest rate that an investor will earn on a safe-haven asset such 

as a US government bond, the lower the opportunity cost of holding gold, which produces no interest rate. If one 

is guaranteed a negative return after inflation on a government bond, then the 0% interest rate on gold suddenly 

becomes more palatable. 

An insurance policy 

While the unproductive nature of gold should result in much lower returns than equities over the long term (Warren 

Buffett’s argument), the appeal of gold in a portfolio context arises from the diversification benefits of owning this 

asset class. Simply put, gold tends to do well in an environment in which other risky assets struggle, as shown in 

the correlation chart below.  

 

Gold can therefore be viewed as a form of an insurance policy in a portfolio, providing a ‘pay-off’ when the growth 

assets in the portfolio suffer. Using a purely quantitative approach, we have calculated that an ‘optimal’ allocation 

to gold in a balanced portfolio for South African investors is around 3% through the cycle. 

The cost of insurance 

Next, we look at the ‘premium’ investors are currently paying for the insurance benefit of gold in their portfolios. 

First, the real gold price (gold price adjusted for inflation) appears high relative to its history over the past 50 years, 

as shown in the chart below. 
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Second, real interest rates in developed markets are low relative to history, as indicated in the chart below. If real 

rates normalise higher, this would provide a headwind for gold. 

  

COVID-19 has resulted in a highly unusual economic cycle over the past 20 months. During the initial economic 

contraction, governments provided massive amounts of monetary and fiscal stimulus to support demand in the 

economy. However, the lockdowns had a severe impact on supply chains, which has resulted in shortages and 

bottlenecks, and consequently inflationary pressures.  

Whether these inflationary pressures will prove transitory as supply chains recover, or become a more permanent 

feature should supply fail to rise sufficiently to meet the high levels of demand and liquidity in the world, is a 

serious debate among investment professionals at the moment. The outcome will, in our view, have a significant 

impact on the direction of gold over the next year or two. 
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Bull and bear case for gold  

The direction of real interest rates should continue to be the key driver of the gold price. Real rates are currently 

low, while the real price of gold is relatively high. The US Federal Reserve (the Fed) has already made known 

plans to start reducing the number of bond purchases over the coming months, referred to as ‘tapering’, which 

may result in upward pressure on rates. 

The previous period of Fed tapering in 2013 proved to be a weak period for gold. If tapering is performed against 

an expanding economy with inflation under control as the economy fully reopens and supply chains recover from 

the shackles of COVID-19, while policy interest rates normalise higher, the outlook for gold relative to other assets 

isn’t promising. 

A more bullish case for gold would require continued inflation pressures from the supply side’s inability to respond 

to stimulus-driven demand due to further pandemic-related lockdowns, tight labour market conditions in the 

developed world or other unexpected geopolitical events.  

In this case, real interest rates can decline even further, especially if central banks are slow to respond to the 

threat of inflation via tighter monetary policy (similar to what happened in the 1970s). In this regard, one may 

wonder whether central banks can indeed act independently to raise rates given the impact this would have on 

government finances, where debt levels have increased materially over recent years. 

A serious debate  

Given the benefit of owning gold in a portfolio at the right stage of the cycle, the Sanlam Private Wealth investment 

team takes the debate about gold very seriously. However, overpaying for insurance at the wrong time in the cycle 

will produce a drag on overall performance. The ‘insurance premium’ seems to be on the high side now, but one 

would be happy to have paid it should disaster strike.  

For my 2022 wish list, I would like to see continued economic recovery free of COVID-19, inflation proving mostly 

transitory and policy rates starting to normalise higher. This should be supportive of equities, especially the better 

valued ones, and not so good for gold. This, in return, should provide a better entry point for both gold and 

developed market government bonds before we need them at the next stage of the cycle. 
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Glacier Research would like to thank Renier de Bruyn for his contribution to this 
week’s Funds on Friday. 

 

 

 

Renier de Bruyn 

Senior Investment Analyst 

Sanlam Private Wealth 

 

Renier joined Sanlam Private Wealth at the 

start of 2010 as an investment analyst, 

focusing on financial, retail, media and 

selected industrial shares. Renier graduated 
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Financial Planning from the University of the 
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