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BARGAIN PRICED INSURANCE AGAINST THE RACE TO THE BOTTOM 

 

In our last commentary (September 2012), we discussed Quantitative Easing and alluded to the potential 

risk for loss of purchasing power that we believe this policy measure ultimately poses to investors.  In the 

context of our previous discussion we addressed the QE policy mechanism within the purview of the 

Federal Reserve.  However, if we subscribe to the logic of that discussion and its implications, then any 

worthwhile analysis must by necessity turn towards a list of broader alternatives for safeguarding against 

the loss of purchasing power.  In this world of fiat currency, fiscal profligacy, and short-sighted policy 

making, the list of alternatives is rather disappointing, if not posing in some cases at least as much, or 

even more potential danger than the USD.  The Euro?  The Yen?  Both of these currencies should be 

handled with care in our view, and that conclusion is drawn before we can even assess the potential 

effects of their own localized quantitative easing programs.  Still, once we have made it down the list to 

take into effect the eventual possible effects of quantitative easing, we can see below that global central 

bankers share a complimentary zeal for expansion of the money supply (including the Fed, the ECB, BoE 

and BoJ). 

 

    
Sources:  Morgan Stanley Research “The QE Chartbook”, Federal Reserve, Bank of England, European Central Bank, Bank of Japan 

 

What the charts above effectively demonstrate is a certain dose of a “beggar thy neighbor” currency 

policy lurking among the objectives of these central bankers, perhaps most explicitly at the Bank of 

Japan.  On this tactic though, the Japanese must concede that the Swiss Central Bank gets an “A” for 

honesty through its move to peg its currency to the Euro at SFr 1.20 in September of 2011.  The problem 

at hand for these  developed market economies is that aggregate demand is anemic nearly across the 

board, and therefore any commercial activity that can be possibly gained by exporting to the relatively 
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healthy emerging markets is having its wheels greased through the exchange rate mechanism (inasmuch 

as it will cooperate).  Problematically, when all of these markets emphasize exports and attempt to goose 

their export sales through a cheapened currency, the so-called “race to the bottom” becomes likely.  Put 

another way, at a minimum we believe that none of these players are willing to sit back and watch their 

currency become unnecessarily dearer in the markets.  Lastly, we do not doubt that somewhere in the 

joint calculus of these indebted nations is an attempt to erode their sovereign and private sector debt 

burdens over time through the spurring of inflation.   

 

With the whole world on the fiat system, and most of the major economies trying to maintain a 

competitive export position, this presents somewhat of a challenge for investors who largely tend to 

denominate their wealth in these same currencies.  In order to seek protection, investors might first 

consider at least some degree of diversification from relying too heavily on any one single medium of 

exchange.  Diversification, or protection, in this sense may be found in the currencies of countries with 

tighter fiscal and monetary policies, including possibly Canada, or emerging Asia, to name a few. In this 

context diversification might also be found in businesses that possess substantial competitive advantages 

in their markets, allowing them to pass along price increases.  Other methods of diversification might 

include owning bargain priced businesses that operate in industries producing or selling hard asset related 

goods, such as oil or agribusiness products, where the value of the end product remains a possible store of 

value in terms of the USD or other depreciating currencies.  We believe this last category has presented a 

number of opportunities to us during the past several years, and will continue to do so in our opinion.  

Our optimism is due to these businesses’ exposure to long-term demand linked to what we believe to be 

the most powerful economic trend of the next 10-20 years, which is the growth of the emerging market 

consumer.  These consumers need resources, and this topic is thoroughly explored in Buying at the Point 

of Maximum Pessimism (FT Press, 2010). 

 

It is also within this last resource oriented category we described that we find what we believe to be 

compelling bargains at this moment in time in the form of gold miners.  At first glance, it may seem 

strange to use the words bargain and gold in the same sentence.  However, the distinction lies not in the 

shiny yellow metal but rather in the observation that the mining firms operating in this space have not 

traded at such low valuations since the Lehman induced panic of the financial crisis during late 2008.  As 

we can see in the following illustration, valuation multiples including price to cash flow, and enterprise 

value to EBITDA, taken from the average of gold miners as a group are matching the lows of the 2008 

crisis, a time when stocks were in a veritable free-fall. 
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Source:  Bloomberg, LTCM 

 

What makes this observation compelling in our view relates back to our earlier discussion on the limited 

realm of alternatives to the risks posed by fiat currencies paired with aggressive monetary easing policies.  

Returning to the easing policies imposed upon those currencies, and the economic entities who utilize 

them, what we see is an overall picture of near-term disinhibition, promulgated by the central banks on 

one side through their subsidy-like monetization of spendthrift politicians borrowing to fund deficits on 

the other.  Given that currency valuation is a relative measure (all FX is priced in terms of something 

else), the most undisciplined expansion of currency versus others poses the most potential risk for 

depreciation, while those policies showing the greatest discipline, or restraint, show the most potential as 

a store of purchasing power.  This is rather intuitive, and speaks to the increasingly rare quality of 

discipline among leaders, since this behavior is observably rampant.  On this note, and in light of our 

working definition of inflation, which is too much money chasing too few goods, we believe that gold’s 

appeal as an alternative store of value may continue to gather a wider audience in the coming years.  

Taking the simple example of the United States, where the monetary base (M1 + Reserves) has increased 

168% since September 2008 or at an annualized rate of 26.9%, production of gold across the world has 

increased at a rate of 2.7%.  The blunt takeaway from these two figures is that gold production has not— 

and likely cannot—keep pace with the rate of production of currency by global central banks.  In sum, if 

gold is treated as a currency, it represents one with a highly disciplined issuance, based on the relative 

difficulty and expense required to locate and produce gold from a mine.  We believe that this underlying 

reality and the resultant general lack of growth in production and reserves among gold miners accounts 

for at least part of their currently low valuations in the stock market.  In a sense, we believe that gold and 

the valuations reflected in its producers resemble oil (and its producers) insofar as the commodities are 

available, but increasingly difficult, riskier, and more expensive to produce.  The equity valuations reflect 



 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

this view (among other possible risks), in our opinion.  Nonetheless, these seemingly unexciting 

fundamentals also must compete with a growing preference among investors for the simplicity of gold 

ETFs which can represent a direct play in gold prices, thereby skipping the vagaries associated with the 

bottom up fundamental analysis of a mining play.  From our perspective though, valuation is our guiding 

light and quantifying the potential for gain and loss is not only critical, but essential to our investment 

process.  We believe that the possible value of a gold miner can be understood by its stream of potential 

cash flows under a given set of scenarios, and therefore we can develop, for better or worse, a rational for 

owning or not owning the business.  Turning to gold itself, we possess the conviction to own it through 

these mining businesses (most notably, applying a medium-to-long-term time horizon), but outside of the 

businesses we lose much of our analytical framework and it becomes by nature a speculative undertaking.  

The bottom line is that we have no guess as to the price of gold over the near-term, but longer-term we 

believe it makes sense in light of its industry-wide slow growth in production, as well as with the mining 

businesses already discounting a drop in gold prices (applying one perspective).   

 

Aside from the above rationale, it has become increasingly obvious from a demand perspective in our 

view that emerging nations, including China are becoming more active in their accumulation of gold 

reserves.   

 

 

 
 
Source:  Hong Kong Census and Statistics Dept., Reuters 

 

This stands to reason that as the nation becomes wealthier it will continue to seek broader diversification 

of its own assets, and as we know, local inflation in China has also been problematic over the past few 

years.  Likewise, China has voiced increasing displeasure with the QE programs of the developed market 

central banks, given that in order to maintain a trading band between the RMB and the USD, it must 

stomach the increased money supply and mimic the same in order to preserve a given ratio. In doing so, 

this policy adds to inflationary pressure.  Yesterday, a Chinese official named Zhu Hong shared the 

following opinion, picked up by Bloomberg, “China says the U.S. program of asset-purchases known as 

quantitative easing is increasing the volatility of emerging-market currencies. The Asian nation and many 

others have criticized "this irresponsible and beggar-thy-neighbor policy" because it has a "lingering 

negative impact on developing, emerging economies in particular," Zhu Hong, China's deputy permanent 

representative to the World Trade Organization, said in meeting today in Geneva, according to a 
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statement issued afterward.”   Irrespective of the rhetoric, the recent gold purchases and intent to buy 

more over time are being signaled to the markets, which tactically may make their program more 

expensive than would otherwise be, but nonetheless another Bloomberg wire report on November 14, 

2012 quoting Gao Wei, a Chinese official from the Department of International Economic Affairs, 

expresses the Chinese view, “China needs to add to its gold reserves to ensure national economic and 

financial safety, promote yuan globalization and as a hedge against foreign reserve risks.”  “China’s gold 

reserve is ‘too small’, Gao says.”  Chances are that China is harboring some of the same concerns as most 

other generally lucid investors, observing the QE programs at work around the world, and is also seeking 

protection, if not setting the stage for a more widely used Asia-centric or global currency, once the 

various QE programs have run their probable course. 
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