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WHY INVESTORS SHOULD NOT 
HOLD GOLD MINING SHARES AS 
A HEDGE

- By Dana Webb

Foreign 
Banking Woes

 According to Morningstar, gold 
prices dropped to a 5 year low in 2015 
and caused many to wonder why? 
There are probably as many answers 
to that question as there are analysts in 
the field. However, there is one fact that 
concerns me most. When I first started 
in the business over 25 years ago, inves-
tors used gold mining shares and gold 
coins as a hedge against a potential dol-
lar collapse. Today, gold mining shares 
may not give you the same protection that some believe it once did. It’s simple math. 
When gold prices rose a few years ago, more mutual fund families, ETFs and hedge 
funds began selling gold mining shares. The more the price of gold increased, the 
more shares they sold. Consequently, I don’t think there is enough U.S. gold today to 
cover all of the paper shares that have been sold. If we have a dollar collapse, the first 
to sell those shares may be able to convert to gold coins, but I’m concerned that many 
will be left with shares they can’t convert. The latest report1 I saw stated the “coverage 
ratio” was now 293 ounces of paper gold for every one ounce of physical gold. There-
fore, today, I believe, only gold coins can possibly give you the protection you expect. 
 Think about it this way. If you are using something for protection in case of a 
catastrophe, do you want there to be any doubt that it will be there when you need it? 
Of course not. Would you purchase life insurance from a company that you weren’t 
sure had the money to pay your loved ones when you died? Of course not. If you are 
investing in gold, either gold shares or gold coins may work for you. However, if you 
are using gold as a hedge, I encourage you to own gold coins and not gold mining 
shares. After all, if you own gold coins, there is no doubt. If the dollar collapses, and 
gold becomes the new currency, you will be protected. But if you own gold as shares 
of a mutual fund or ETF you may not be able to convert to real gold when you need 
it most. Don’t be fooled into believing that holding paper gold in your portfolio will 
keep you safe. The “coverage ratio” says it won’t.

1    www.zerohedge.com

The opinions and forecasts expressed are those of the author, and may not actually come to pass. This information 
is subject to change at any time, based on market and other conditions and should not be construed as a recom-
mendation of any specific security or investment plan. Past performance does not guarantee future results. Invest-
ments in precious metals such as gold involve risk. Investments in precious metals are not suitable to everyone and 
may involve loss of your entire investment. These investments are subject to sudden price fluctuation, possible insol-
vency of the trading exchange and potential losses of more than your original investment when using leverage. 

Dear Friends,
 No one should have been too surprised 
by the Fed’s recent decision to stand put on 
interest rates.  I’ve been harping on this very 
theme for, what seems like, forever (or, at 
least a year, anyway).  I’ve argued continu-
ously that the Fed has no real room to ma-
neuver.  This is due to banking problems 
overseas – more on that in a minute.  We 
also have a national election approaching in 
barely five weeks.  So, any move by the Fed 
at this point could look extremely politi-
cal.  As I’ve said before, for us as investors, 
it matters little who is elected president, as 
neither side significantly benefits financial 
markets more than the other.  It’s most im-
portant that we have a smooth election pro-
cess and an uncontested final result.
 Longer term, however, I believe that 
the Fed will continue to face the same con-
straints in its ability to raise interest rates 
in the coming months, and perhaps, even 
years.  The Yield Curve (the difference be-
tween short-term and long-term rates) will 
likely remain fairly flat.  That is, the differ-
ence between the two rates will be fairly 
small (right now it’s at approximately 1.2%)  
The spread on the yield curve directly af-
fects the profitability of loans made by a 
bank.  Banks borrow on the short end of 
the scale and lend on the long end of the 
scale.  So, if the spread between the two is 
large (i.e. 2.5% or greater) banks earn a lot 
of profit on the loans they make.  Conse-
quently, they make far more loans when in-
terest rates spreads are wide than when they 
are narrow.  When they are narrow, banks 
are much less willing to lend and credit 
becomes scarce. In the U.S. right now the 
yield curve is moderately flat.  Credit is not 
plentiful, however, you couldn’t really char-
acterize it as tight, either; well, maybe just a 
little.  If credit availability becomes too tight 
(i.e. – the Yield Curve becomes too flat) the 
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economy will tip into recession.  This is what I fear will happen 
if the Fed begins to raise rates.
 In normal economic times when the long end of the Yield 
Curve is hovering around 5 ½% - 6 ½% and the short end is in 
the neighborhood of 2% the Fed can raise rates in ¼% or even 
½% increments to slow credit expansion in the economy with-
out causing a crisis.  Today, however, the Fed doesn’t have that 
kind of wiggle room.  The short-term rates are at 0.35% and the 
long rates at 2.25%, a spread of less than 2%.
 If I had to point to a likely culprit for the dilemma that the 
Fed finds itself in – unable to go either forward or backward 
with interest rates – I would likely put my finger on foreign 
banks.  Japan’s banks have been a problem since their real estate 
bubble burst in the 1980’s, and now both European and Chinese 
banks have joined this party of banks that have a very limited 
ability to lend.  If banks are constrained in their ability to lend 
then credit expansion in an economy is muted.  Modern econo-
mies live and die on the availability of credit.  So, if credit is be-
ing rationed out to the main players of an economy “through an 
eyedropper” economic growth will be subdued and often bor-
der on the brink of recession – just like Europe and Japan these 
days.
 Here’s how this happened:  In the decade leading up to the 
Japanese real estate bubble (1980’s) and the huge European sov-
ereign debt crisis, (2008) banks in both economies made a lot 
of risky loans.  To be fair, American banks also made a large 
number of unsound real estate loans during this time.  The huge 
difference between the U.S. banks and foreign banks, however, 
is how they handled the result once the credit bubbles burst. 
American banks were quick to write down these bad loans and 
then work to recapitalize their banks.  The entire process took 
about two to three years to run its course, then the U.S. banks 
were back to the business of creating credit.
 Not so with the banks in Europe and Japan.  Their process 
of writing down bad loans was a much more laborious process, 
if it even occurred at all.  In Europe the time for writing down 
a bad loan could take as long as nine years!  In Japan, many of 
the loans that defaulted in the early 1990’s are still being carried 
on their books now twenty years later.  Some Japanese banks 
have gone so far as to issue new loans to customers in default 
so that they would have available cash to make the payments 
on their original loans.  (And, you thought our banking system 
had problems!)
 The cumulative effect of carrying all of these bad loans on 
their books is that it’s very difficult to make new loans which 
would keep these modern economies moving forward.
 This effect is far more pronounced in Europe where bank 
lending is nearly the exclusive source of external financing for 
most firms.  This stands in contrast to the U.S. where firms have 
a much larger variety of funding sources.  (graphic 1)
 Without sufficient credit expansion the demand side of the 
supply/demand equation begins to flag.  Consumers are unable 
to make the purchases they desire, however producers continue 
to crank out their products at the normal rate.  Eventually, their 
warehouses begin to fill up, so they cut prices to relieve the in-
ventory glut.  These price reductions take place on an economy-

wide scale.  This is what’s known as deflation.  Firms also begin 
to lay off workers.
 In response to this general slowdown in the economy, 
the central bank lowers interest rates in the hopes of cajoling 
banks into lending more and consumers into borrowing more.  
However, in this particular scenario, lowering interest rates is 
completely ineffective.  The reason for the slowdown in credit 
expansion is not due to interest rates being too high but from 
the bank’s inability to make new loans due to all the bad loans 
currently on their books. 
 The central banks of both Europe and Japan have both gone 
so far as to push their interest rates below zero (i.e. – negative) 
in hopes of expanding credit in their respective economies.  
The result has been entirely disappointing for the reasons stated 
above.
 The bank of China has also simultaneously reduced credit 
to its customers, but for an entirely different reason.  They are 
attempting to deflate a massive bubble that had developed in 
their stock market and real estate sector over the past decade.  
The effect is similar, however, to that of Europe and Japan in 
that it is a massive reduction in credit in one of the world’s ma-
jor economies. 
 I anticipate that this situation in Europe and Japan will 
continue for the foreseeable future.  Consequently, our Federal 
Reserve will be left with little room to maneuver.  With inter-
est rates so abysmally low in Europe and Japan, any increase in 
rates here will draw capital away from foreign investments and 
directly into our U.S. Treasury Bonds.  This new demand for 
our bonds will drive up their price while simultaneously driv-
ing down their interest rates.  This has the effect of flattening 
out the U.S. yield curve which then leads to further constraint 
of credit in the U.S.  This is exactly how the scenario played out 
last December when the Fed raised short-term rates by 0.25%.  
Ten-year Treasury rates subsequently fell from 2.5% to 1.5% 
and the spread of the Yield Curve shrunk from 2.25% to 1.1%.  
The effects of a resulting credit squeeze are being felt today by 
our economy.  GDP growth rates are quite muted and expan-
sion in the small business sector has been almost non-existent 
as smaller companies rely heavily on bank lending for their ex-

(graphic 1)

|GTM – U.S.

57

|

Source: Cambridge Associates, Deutsche Bank, FactSet, MSCI, National Venture Capital Association, J.P. Morgan Asset Management.
Age at IPO is defined as time elapsed from first funding round until IPO date. *Data as of 4Q15. 
Guide to the Markets – U.S. Data are as of July 31, 2016.
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Composition of firms’ external financing sources

Public vs. private equity returns
MSCI AC World total return and Global Buyout & Growth Equity Index*

Buyout & Growth Equity Index

MSCI ACWI
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pansion financing.  It’s interesting to note that the recovery in 
employment since the last recession has been due almost exclu-
sively to hiring by the larger corporations, not small firms.  Just 
the opposite of a normal recovery.
 I believe that the Fed will not raise rates through the No-
vember elections.  I’m not so confident that they will remain re-
strained after that.  I fear that, despite all of the evidence that it 
would be a bad idea, there is a 50/50 chance they will raise rates 
this December.  There is great pressure on them to do so by the 
banking and business communities.  I fear that they may yield.  
This Fall will be a time to position our assets for this possible re-
sult.  We will be contacting you through our normal Quarterly 
Review process and suggesting changes where appropriate.
 In the meantime, sit tight and enjoy the pageantry of our 
presidential election and our wonderful Fall weather.  We will 
be in touch with you soon.  Feel free to contact us with any 
questions or concerns.

Respectfully Yours,

Thomas P. Kerins
Investment Advisor Representative 

The opinions and forecasts expressed are those of the author, and may 
not actually come to pass. 

Always Learning...
We are pleased to announce that 
Curren Webb has earned the 
designation of Chartered Retirement 
Planning CounselorSM from the 
College For Financial Planning.  

The CRPC® program provides graduate 
level instruction consisting of 11 modules and requiring 
90-100 hours of study.  This instruction is focused on 
evaluating a client’s long term retirement needs.  All CRPC® 

designees commit to 16 hours of continuing education 
every two years in order to ensure that they remain up to 
date on the latest issues affecting retirees.  
Congratulations, Curren!

Chartered Retirement Planning CounselorSM and CRPC® are trademarks or registered ser-
vice marks of the College for Financial Planning in the United States and/or other countries. 

The Dividend Advantage
               - By Deb Hendrickson
WHAT ARE DIVIDENDS
 A company’s net profits can be allocated to  share-
holders via a dividend (i.e. a cash payout), or kept within 
the company as  retained earnings. Dividend payments 
must be approved by the shareholders and may be struc-
tured as a one-time special dividend, or as an ongoing 
cash flow to owners and investors.  The dividend rate is 
often quoted in terms of a percent of the current mar-
ket price, which is referred to as the dividend yield.  For 
instance, a $10 stock that pays a $0.50 annual dividend 
would have a 5% yield.
 For the most part, companies that would fall into a 
“growth” category like Amazon or Google will reinvest 
the earnings into the growth of the company rather than 
issue dividends.  Many “value” companies like AT&T 
have historically paid out dividends to shareholders.
 Mutual fund and ETF  shareholders  are usually en-
titled to receive accrued dividends as well. Mutual funds 
pay out interest and dividend income received from their 
portfolio holdings as dividends to fund shareholders. In 
addition, realized capital gains from the portfolio’s trad-
ing activities are generally paid out as a year-end divi-
dend (capital gains distribution).

HOW WE USE DIVIDEND PRODUcING ASSETS IN 
cLIENTS’ PORTFOLIOS
 In a very low interest rate environment like what we 
have experienced for the past several years, dividend pro-
ducing assets can be used for generating steady income.  
Since assets such as money markets or CD’s may not pay 
enough to even cover inflation, dividends can produce 
the necessary cash flow desired by an investor.
 Dividend producing assets may continue to meet 
your income needs even in a volatile market environ-
ment because the payout of a dividend is wholly unaf-
fected by movements in the stock price.  Rain or shine, 
this cash gets generated by the company and sent to you.  
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The information you provided in your New Account Application is essential information that your advisor relies on when making recommendations for 
your account.  If you experience a change in your financial situation or investment objectives, or if you wish to implement new or modify any existing 
restrictions concerning the management of your account, it is important that you contact your advisor to update your information.

This remains true as long as you don’t have to sell the un-
derlying investment.  In the table below you can see how 
this works.  

 If you originally purchased 2,000 shares/units of a 
stock or mutual fund at a price of $100 and it had a divi-
dend yield of 4.0%, you would receive annual dividends 
of $8,000.  Under normal circumstances if there is a 10% 
market correction, the value of your portfolio is now worth 
$180,000 however, you would still receive the same dol-
lar amount of dividends because the yield actually goes up 
when the price goes down (again, as long as you don’t have 
to sell any of the 2,000 shares or units.)

DIVIDEND RISk
 While uncommon, there have been situations when 
a company reduces or even eliminates its dividend.  For 
example, last year with a huge supply of oil that resulted 
in greatly reduced prices per barrel, some marginal en-
ergy companies were forced to reduce their dividends be-
cause they had insufficient cash flow to continue the full 
payment.  These are usually abnormal circumstances.  As 
your financial advisors, we search for high quality compa-
nies and create a diversified portfolio so that if one holding 
has an issue, it likely wouldn’t impair the overall portfolio’s 
ability to generate the necessary cash flow.

Dividend yield investing may not be suitable for all investors and is not 
guaranteed by the issuing entity. Investing solely on the basis of divi-
dends is not indicative of the quality of an investment.  Investors must 
be sure to analyze their ability to sustain risk and market fluctuations. 

Stock/Mutual Fund 2,000 $ 100.00 $ 200,000.00 4.0% $ 8,000.00
10% Market Correction 2,000 $   90.00 $ 180,000.00 4.4% $ 8,000.00


