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MUTUAL FUNDS & ETFS

Should You Consider a
Weighting in Gold?

Ideally, a gold allocation should change
based on where gold equities are in the
valuation cycle.

AN INTERVIEW WITH THOMAS WINMILL

Thomas Winmill is portfolio manager of Midas Fund
(MIDSX), which focuses on investments in gold miners, gold
and other precious metals. I spoke to Winmill in early Octo-
ber about what investors should consider when thinking about
adding an allocation to gold-related assets to their portfolios.

—Cynthia McLaughlin

What is the thesis for including an allocation to gold in
a portfolio?

There’s a traditional theory that gold is a safe haven—
analternate asset class that moves in sometimes contrary
directions to equity markets. In short-term periods, say
threeto six months after an interest rate cut, broad equity
markets typically go down and the price of gold goes up.
So, there is some reason on a short-term basis, after you
see a 50-basis-point cut by the Federal Reserve, to allocate
to gold.

Medium term, because gold is not someone’s liability
and it has 4,000 years acting as a store of value, it can be
a good insurance policy in a portfolio if everything else
is going down during those scary moments of a market
crash. Because there’s no return on equity (ROE) in gold
bullion, however, over centuries it has underperformed
almost every asset class. So, there is a timing element to
holding gold.

What's probably not as well recognized, though, is that
the equities of gold mining
companies offer operating
leverage and potential for
a return on investment in
almost any gold price envi-
ronment. In the particular
environment we're in, we
are seeing very stretched
valuations for general equi-
ties and historic bargain

In the particular environment
we're in, we are seeing very
stretched valuations for
general equities and historic
bargain basement valuations
for precious-metal-related
equity investments.
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basement valuations for precious-metal-related equity
investments.

What should individual investors keep in mind whe
sing gold or gold mining companies in their portfolio as a
diversification strategy? Would the considerations be dif-
ferent for somebody who is retired versus a younger saver?

A younger individual typically invests for capital
appreciation and has a longer time horizon. In that situa-
tion, the market for equities, including gold mining equi-
ties, offers a “weighing machine” and that’s an opportu-
nity to take an investment position in a quality mining
company with a longer-term view.

In the short term, the market for gold investing is a
notoriously fickle “voting machine” and many unpredict-
able psychological, nonfinancial, factors affect prices,
such as violence in the Middle East or something of that
nature. In my experience, having managed Midas Fund
for over 20 years, I have not seen any successful inves-
tor exploiting short-term psychological factors. So, the
younger you are and the longer your investment horizon,
you can increase your allocation to quality gold mining
companies that have histories of producing returns for
their investors and look for the benefit of the proverbial
“weighing machine.”

For older investors, gold can be a nice source of income
because there are some gold mining companies that have
good dividends and are committed to a sustainable divi-
dend policy. Gold mining, however, is a very speculative
activity, and gold equities and gold bullion can be very
volatile. So, older investors or those seeking more sta-
bility in their asset base and fixed income, should have
a smaller percentage of their overall assets in precious
metals and precious metals equities.

Ideally, your gold allocation should change based on
where gold equities are in the valuation cycle. When
investors get too excited “voting” for gold, they unfortu-
nately often overweight it at the wrong time. Considering
that current valuations—using measures such as price
to net asset value, free cash flow yield, value of reserve
ounces per share, etc.—are relatively low compared to the
past, this might be a good time to overweight gold equi-
ties in a portfolio.

idas Fund holds both gold mining companies and the
PDR Gold Trust, which holds gold bars. What are the goals
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of having exposure to both the mining companies and gold
itself? Is there an advantage of one over the other?

From a portfolio management standpoint, you see
what'’s called beta, where one asset class tends to perform
in relative percentage terms to another asset class. If the
gold price goes up $1, the beta to the gold price movement
in a diversified portfolio of gold stocks would normally
be two to three. So you could expect gold equities to go
up 2% or 3% if the gold price goes up 1%, due to operating
leverage.

The gold and silver exchange-traded funds (ETFs) in
Midas Fund form a precious metal core that normally
doesn't go down as much if equity prices decline or go
up as much if those prices rise. The ETF gold and silver
ounces complement the ounces of the fund’s portfolio
companies that hold unmined gold reserve ounces in the
ground.

Remember, gold and silver mining companies have
their inventories composed of ounces of metal in ore con-
tained in the ground. That is where we are looking for our
biggest precious metals exposure.

Gold went up early during the coronavirus pandemic and
hen fluctuated as inflation increased in 2021 and again in
022. What drives the price of gold, and are those reasons
different today than they were previously?

There are a lot of theories. We've talked about the his-
tory of gold and its relative performance to other asset

TABLE 1
Midas Fund Compared to Category Average

Equity
Midas Fund Precious Metals
(MIDSX) Average

Total Return (%) and Grade:

YTD 23.6 H 287

2023 (1.8) 47

2022 (11.1) 13 4

2021 (19.2)

2020 10.6 31 8

2019 30.6 42.0
Annual Return (%) and Grade:

3-Year 5.1 8.9

5-Year 0.8 9.3

10-Year 0.9 6.4
Total Risk Index (X) 2.18 2.02
Yield (%) 0.0 0.84
Expense Ratio (%) 5.11 .- 1.35
Portfolio Turnover (%) 18 58
Total Assets ($ Mil) 13 - 990

Source: AAll/Morningstar. Data as of 9/30/2024.

classes. Yet, the essential role of gold has not changed.
The concept of gold as a store of value and an alternative
asset class is still widely accepted.

Since the outbreak of the Russia-Ukraine war, we've
seen an acceleration of the trend of foreign central bank
reserves becoming less and less composed of U.S. dollars.
The percentage of foreign central bank reserves com-
posed of U.S. dollars was around mid-70% years ago. It’s
around 50% today. What that suggests to us is that for-
eign central banks are saying, “Wait, look at what hap-
pened to Russia in 2022. They got on the wrong side of the
U.S. Treasury, and all their assets are frozen.”

In fact, since 2022, China has undertaken a massive
divestment of its U.S. dollar-denominated reserves in the
form of U.S. Treasury bonds, etc. At the same time, sta-
tistics show a massive increase in central bank buying
of gold. If you own gold in a vault or produce it within
your borders—and China is one of the largest producers
of gold—the U.S. Treasury cannot affect your net worth
or your ability to have liquidity. Gold is widely accepted
and a lot more valuable pound for pound than oil. You're
seeing the central banks of Russia, China and other coun-
tries around the world that are not on great terms with
the U.S. buying gold. And since 2022 to now, we've seen a
big change in the gold price.

I would argue that there may be two other factors
leading to the recent escalation of gold prices, related to
the fact that the Federal Reserve and U.S. Treasury have
embarked on very unconventional central bank policies.
First, for a long time past, these policies have resulted in
burgeoning fiscal deficits and debt and an apparently
senseless monetary policy of near zero interest rates. Sec-
ond, these policies have caused a lack of confidence in the
future wisdom of the Fed. The theories that I'm hearing
and reading are that, over the years, due to these policies
there’s been a reduction of return on investment of fed-
eral spending and a reduction of net savings across the
country.

When you have essentially a zero return on invest-
ment of federal spending and a negative national savings
rate, you have a real problem. That's when the country
can have a downward spiral because it can’t grow its way
out of its massive debt situation. I think both factors are
contributing to a perception that the debasement of the
U.S. dollar is imminent and that gold may offer a safe
haven from that debasement.

ow would you suggest an investor determine whethe
o increase or decrease exposure when investing in gold o
igold mining companies?

Investing in gold mining is not that different from any
kind of investment activity. The biggest risk in invest-
ing in any sector is a lack of knowledge. To reduce your
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TABLE 2
Top 10 Holdings of Midas Fund
Allocation

Company Ticker (%)
Agnico Eagle Mines Ltd. AEM 20
Lundin Gold Inc.* LUGDF 11
Northern Star Resources Ltd.* NESRF 11
Dundee Precious Metals Inc.* DPMLF 8
Evolution Mining Ltd.* CAHPF 7
SPDR Gold Trust** 7
Endeavour Mining plc* EDVMF 7
B2Gold Corp. BTG 6
Royal Gold Inc. RGLD 6
Perseus Mining Ltd.* PMNXF 5
Total 88

*Trades as an ADR over the counter.

**Trust’s objective is for SPDR Gold Shares (GLD) to reflect the perfor-
mance of the price of gold bullion, less the trust’s expenses.

Source: Midas Fund. Data as of 8/31/2024.

risk, increase your knowledge about what you own. If you
know what you own and you have a base valuation for it,
volatility does not become a problem. You must under-
stand exactly what you own, and if you don't understand
exactly what you own, be super careful.

If youre investing on macroeconomic themes, be
aware that macroeconomic investing is very rarely suc-
cessful. There are many factors; we have talked about
many major ones already. There are probably 100 other
minor ones we could have covered. The less you know,
the more you have to diversify, and if you super diversify,
you're going to end up getting a market-based return that
almost defeats the purpose of an individual trying to pick
out stocks or adjust sector allocations.

A foundational approach to investing—and this is
true for our Midas Fund and our other funds that invest
in a broader spectrum of securities—is, in our view, free
cash generation. If you invest $1 into a business, you pre-
sumably have an expectation of receiving more than $1
back. That extra amount you expect back over the dollar
you put in is best measured by free cash flow. That’s true
for Microsoft Corp. (MSFT), Barrick Gold Corp. (GOLD) or
any company. For someone looking to invest in a mining
company, they need to focus on its ability to generate free
cash flow.

I'dbevery careful about trying to project free cash flow
for a company that has never produced any— it’s best to
adopt a “show me” attitude. Also be very careful about
any company'’s ability to continue to produce free cash
flow in the future unless it has adequate gold reserves in
the ground.

For example, a company with an amazing amount
of historical free cash flow may chug along for another
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year or two, and then, oops, it's out of economic ounces
to mine. It looks cheap today but isn't. Maybe it has a
20% free cash flow yield for two years, and then it stops
mining and it's game over. You've really lost 60% of your
money after taking out 20% for two years in a row.

So, look at a company’s historical ability to gener-
ate free cash flow, and then look at how many ounces of
reserves—not speculative or inferred, but provable eco-
nomic reserves in the ground—it has in front of it. If it’s
a 10% free cash flow yield that has 10 years of reserves,
you'll get your money back after 10 years. That is a poor
investment. If you discount those future cash flows, your
investment of $100 today would be worth only $80 or
whatever your discount rate is. Look for free cash flow
and look at the number of years that this company is
likely to be able to continue mining and earning that free
cash flow.

Besides free cash flow, what key financial metrics do yo
ook at when you’re evaluating gold mining companies and
hinking about including them in Midas Fund?

You want to see companies that are improving opera-
tions or bringing additional ounces online, where the free
cash flow yield is expected
to increase. We look for
growing production and
lower all-in sustaining
cost of those ounces. We
also consider reserves,
resources, debt levels, share
dilution, price to net asset
value, value of reserve
ounces per share and similar measures.

However, one nonfinancial thing to bear in mind, par-
ticularly in this environment, is political risk.

Currently, our biggest holdingin Midas Fund is Agnico
Eagle Mines Ltd. (AEM). Agnico Eagle is focused on hav-
ing minesin countries that have a stable mining code and
good social license to continue to mine, including North
America, Finland and Australia. For instance, Canada is
probably the most favorable jurisdiction in the world to
start a mine. There's an established mining code and the
permitting process is well understood. Capital that goes
inis fairly secure.

In contrast, Mali in West Africa used to be a very nice
country for gold mining. Not anymore. Those in charge in
Mali have decided they need more money, and a number
of companies whose assets or mines are mostly in Mali
have been getting skinned. The prospects for those com-
panies that were quite attractive four or five years ago are
almost hopeless today.

In 2024, there are over 60 federal elections being held
around the world. There's alot of change going on all over

You want to see companies
that are improving
operations or bringing
additional ounces online,
where the free cash flow
yield is expected to increase.
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the world. A mine takes along time to work out—perhaps
a minimum of 10 years of mining to capture hoped-for
economic returns. Some fabulous South African mines
have been going for 100
years. You want to put a
limited amount of capital in
and get a lot of capital out.
A stable political regime is
essential to permit that pro-
cess to happen.

Look for free cash flow, a lot of ounces in reserves and
a stable political jurisdiction.

Look for free cash flow, a lot
of ounces in reserves and a
stable political jurisdiction.

With the increasing popularity of cryptocurrencies, has
he perception of gold being a safe haven changed? Does it
ake sense to hold both gold and crypto in your portfolio if]
you're looking for this type of exposure?

The advent of crypto also has origins from the time
when there were perceptions that the Fed was acting in
unconventional and questionable ways—i.e., fiscal bail-
outs and monetary zero-interest-rate policies after the
2008 financial crisis. Importantly, however,Iam not sure
that the market for crypto is going to be embraced by the
major central banks. El Salvador accepts crypto as legal
tender, butI don't know if that's going to be a trend. In the
U.S., we've seen the U.S. Securities and Exchange Com-
mission (SEC) essentially go after crypto brokers and vari-
ous crypto offerings. I think many governments around
the world are going to continue cracking down on crypto.

I don't see that happening with gold because so much
of central bank assets are in gold.

FIGURE 1

or investors who want to own physical gold, what con-|
iderations should they take into account and how should,
hey proceed?

In considering whether to own physical gold, make
sure to understand that the price you might see on the
screen—such as a futures price or the London fixed
price—is probably not the price you're going to get when
youbuy or sell a one-ounce bar, for example. Screen prices
are typically for much bigger orders, say 100 ounces or
more. The bullion dealer engaging with a retail inves-
tor is going to take a much bigger spread. If the London
price is $2,600 per ounce, it may be offered retail to you at
$2,700 per ounce. If you want to sell it, it might be $2,500
per ounce.

Also, don't forget that there is storage and insurance
that needs to be considered when you're talking about
your total return. It’s like owning a car.

The last thing I would say to investors is to consider
the opportunity cost. If instead of buying one ounce for
$2,600 you put that in a money market fund, you get
income and you would not be subject to spreads. I would
buy physical gold just for fun; Iwould not do it as part ofa
long-term investment plan.

Is there anything I didn’t cover that you'd like to add?

I would add that it’s interesting that the gold price is
up 35% so far in the 12 months [as of early October]. The
S&P 500 index is up 27%, but valuations of S&P 500 com-
panies are stretched. Valuations for the gold miners are
really quite attractive.  would try to stick with good free-
cash-flow-producing gold mining companies that have
plenty of ounces in their reserve
statement and mines in stable
countries. m
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