Short Gold???

If three weeks ago someone would have told you that there would be riots in Tunisia, its existing ruler would be replaced, and then there would be major riots in Egypt which would last for at least ten days, what would you have predicted would happen to the price of gold? Certainly, a rational man would have said that the fear of contagion in the Middle-east and its possible disruption of oil supplies will lead to much higher gold prices, maybe $100 per ounce higher.  Yet all of that happened and gold is lower today than when the Tunisian riots erupted in the middle of January.  As we said in a piece we wrote earlier this week, "Beware when the investment crowd is screaming "This Time Will Be Different" and the price of the asset is acting IRRATIONALLY."

Any regular reader of these market comments can rightfully ask, "What in the hell does Skip know about gold?"  I will quickly confess that I have never bought nor sold gold or gold shares.  However, gold is the anti-stock investment.  A bet on gold is a bet against normalcy.  Gold Bugs believe the future is going to come from the extreme tails of either end of the distribution of economic outcomes.  The Gold Bugs believe we are either going to have extreme inflation or that we are going into depression and deflation.  If either case were to be true, gold would be a good investment.  We have argued for the last two years that the bullish case for stocks rests on the assumption that the economic scenario will return to normalcy which is the anti-gold argument.

What really causes us to comment on gold is a piece we wrote earlier in the week, "Where are we now?"  (See WellsAssetManagement.com under Recent Pieces.)  In this piece, we tried to lay out the seven stages in a repeatable stock market Mega-cycle that are caused by Human Nature, specifically Fear and Greed.  We argued that the stock market was not even through the first stage and that it would likely be years before we would need to worry about selling.  The sell signal comes after (1) a long positive run, (2) the crowd is yelling "This Time Will Be Different" and (3) stock prices are acting IRRATIONALLY.

Do not these three conditions exist for gold today?

· Certainly the price of gold has had a long positive run.  Over the last decade, gold is up five-fold.  This 17% annual return is well beyond the 2.6% annual inflation: the rate of inflation is the long term variable that drives gold.
· The crowd is clearly screaming "This Time Will Be Different."  It seems as if every other advertisement on the television business channels is to buy gold.  The gold ads are almost as ubiquitous as the political ads in the two weeks before an election.
· Clearly the price of gold has acted IRRATIONALLY in the last three weeks.


We freely admit we have little or no expertise in gold.  But it is unlikely that the stock market and the price of gold can keep going in the same direction.  Either the economic future will rest within the normal part of the economic distribution or it will be in the tails of the distribution.  Over the long term, the economic future can only reside in one part of the distribution.  Gold may be gold, but it is still subject to the mispricing caused by Fear, Greed and Human Nature.  And Human Nature does not change.
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