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Market update - Gold yields to long-term bonds
by Joe Mazumdar

In the past few weeks, we witnessed the critical relationship between long-term inflation-
adjusted U.S. treasuries’ (10-yr TIPS) yields and the gold price, and why this phenomenon has
become the focus of investors’ demand (ETFs).

Gold fell significantly (US$180/0z) as the yield on the 10-yr TIPS rose 120 basis points (bps) to
0.60% in March 2020, when the pandemic took a foothold in North America, only to rebound
35-40% to a nominal all-time high of US$2,069 per ounce in early August when rates fell over
60 bps to -1.0%, (Fig. 1). A recent spike in the 10-yr TIPs (+40 bps) broke through gold’s
support level of US$1,700 per ounce.
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(Figure 1: US dollar gold price per ounce [yellow line] and US 10-year inflation adjusted bond
yields [blue line]. Source: Investing.com and Exploration Insights)

The spike in long-term bond yields was underpinned by higher inflationary expectations, now
forecast to exceed the implied rate derived from the US 10-year TIPS’ rate (3% vs. <2%).
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The US Federal Reserve Chairman recently said that “the economy is a long way from our
employment and inflation goals, and it is likely to take some time for substantial further
progress to be achieved. Therefore, it appears that the Federal Reserve will keep rates low for

at least another 9-12 months. But the market is definitely not in agreement with the
Chairman, (Fig. 2).
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(Figure 2: Inflationary expectations from the perspective of consumers [top] and that implied
by the market [bottom]. Source: University of Michigan, FRED, US Dept. of Treasury and
Brookings Institute)
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Q4/20 gold demand was the lowest in over a decade

According to the World Gold Council, quarterly demand for gold has averaged ~35 million
ounces over the past decade, (Fig. 3). When yields spiked in the final quarter of 2020, it
reached its lowest level (~25 Moz) since the Global Financial Crisis of 2008.
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(Figure 3: Quarterly gold demand by source highlighting ETF investment demand [red bar] and
gold price [yellow line]. Source: World Gold Council and Exploration Insights)

Although jewelry manufacturing accounts for about half of the global demand, investment
products/securities (ETF) have become the marginal demand that drives the gold price up or
down.

ETF demand, which can be negative, was as high as 40-45% in Q2/20. The tide turned by the
end of the year with the first quarterly net outflow in more than two years triggered by the
jump in bond yields. Outflows continue to date as ETF demand is down 6% year-on-year in
2021, led by US funds.
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Mine supply rebounded in the final half of 2020

The average quarterly global gold supply is 36 million ounces, with 26 million or ~70% sourced
from mining, (Fig. 4).
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(Figure 4: Quarterly gold supply by source highlighting mine production [red bars] and gold
price [yellow line]. Source: World Gold Council and Exploration Insights)

The COVID-19 pandemic dropped mining production to under 25 million ounces in Q2/20, but
it recovered quickly to 28 million ounces on average in the second half of the year. Over the
same period, recycled gold averaged 11.4 million ounces (+1 Moz than the decade average) to

take advantage of the higher gold price.
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Production shortfalls offset by higher prices

The shortfalls in mining production were more than offset by a higher realized gold price in
2020 for precious metal companies, (Fig. 5). The average gold price was up 24-25% year-on-
year, from US$1,435 to US$1,786 per ounce. Meanwhile, the individual companies’ realized
gold prices increased between 25 and 28%.

$3,000 30%
2019 W 2020 @ Delta (%)

$2,500 29%

$2,000 28%

(]
$1,500 27%
$1,000 26%
$500 25%
$0 24%
Gold pricePAAS EGO KL NCM AEM GOLD KGC AUY AGI

(Figure 5: Change in the actual and realized gold price among selected major and intermediate
gold producers. Source: Company financials and Exploration Insights)

Realized gold price (USD per ounce)

(% ‘610T "SA 0Z0T) @214d p|o3 paziuSodas ul s8uey)

The free cash flow generated by the increase enabled many companies to add to their treasury
while simultaneously lowering debt levels, (Fig. 6). The average net cash position of a selected
group of 24 precious metal companies was negative US$88 million, with 40% having positive
positions.

$8,000 $1,000
= W/C LT Debt
e eee Netcash (USS M) — Net debt Avg. (USS M)
$7,000 ot 8750
$6,000 $500
s
g;- .
2 $5000 $250
- B z
o o
3 oy
5 $4,000 o &
% ~ X »é
= s3000 (M0 et -$250 5
§ -$88 million -
o - Average net cash
c o -
£ $2,000 o $500
< .
2
$1,000 ' -$750
$0 - -$1,000
LTSS 0VUx2Q e Quw OsSzZzoLKL%¥gEgowZUSsa
‘Dg;32<§§88§555821<5u A
[a) E n O
w

(Figure 6: Last reported working, long-term debt, and net cash [working capital net of long-
term debt] of selected gold producers. Source: Company financials, Investing.com and
Exploration Insights)
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Conservative price assumptions filter through higher-margin assets

Part of the reason for the high level of cash flow generation is the margins. Although the gold
price is up over 50% since a 2015 low, average gold prices used to calculate reserves are up
only 15-20%, (Fig. 7).

In 2015, the difference between the actual and reserve gold price was <US$10 per ounce,
whereas it currently sits at US$400 per ounce and higher for some majors that use a reserve
price of US$1,250 per ounce.

Gold prices used to model resources (Measured, Indicated and Inferred) tend to be less
conservative. In 2015, they were US$200 per ounce higher than the actual gold price.
Currently, the assumption is about US$300 per ounce lower.
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(Figure 7: Average gold prices used to calculate reserves [top] and resources [bottom] with
contained reserves [top] and resources [bottom] and average gold price. Source: S&P Global
Market Intelligence)
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Investors still didn’t care

Although most precious metal producers generated enough free cash flow to pay down debt
and increase dividend payouts, on average, these same companies did not outperform the gold
price in 2020 and are down 15-20% in 2021 year-to-date, (Fig. 8).
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(Figure 8: 2020 and 2021 year-to-date returns for selected major and intermediate precious
metal producers. Source: Investing.com and Exploration Insights)

Funded junior gold explorers with catalysts may outperform producers

But overall, given the amount of funds raised by junior companies over the past 15 months,
junior explorers may have a window to outperform producers, (Fig. 9). Equity financing
transactions directed to gold juniors flourished in the summer of 2020, while non-gold juniors
tended to dominate the final quarter of the year (300 transactions, U$1.5 B).
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(Figure 9: Number and amount of financings related to commodity [gold, base metals,

specialty commodity]. Source: S&P Global Market Intelligence)
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The funds have enabled juniors to finance exploration programs and other catalysts for the
next field season. The vast majority of companies generating drilling results have gold assets
since this type constitutes 75-80% of a total ~270 distinct projects, (Fig. 10). The Exploration
Insights’ portfolio current open positions are no different and weighted towards non-cash
flowing precious metal juniors, most of which are well funded for their next round of catalysts.
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(Figure 10: Number of distinct projects by commodity [histogram bars] with the number of
drill holes reported [dashed black line] and Exploration price index [black line]. Source: S&P
Global Market Intelligence)

The market’s concerns about inflation and the impact on bond yields may continue to weigh on
precious metals and their producers. If the market continues to push down the share prices of
companies with quality assets, I may consider adding new positions, similar to this time last
year.

Disclosures

Of the companies mentioned in this week’s letter, Exploration Insights owns shares of all the
companies listed in its Open Positions (link here).

[Note that our trading activity is based on our investment thesis, which can be short- (tactical)
or long-term (strategic), but the timing will not always be perfect due to market volatility and
share price liquidity. As a subscriber, you may want to purchase/sell a stock sooner or later
than we do. As we need to justify our purchases and sales while allowing our subscribers to
trade with us, we, unfortunately, cannot always act as quickly as we would like. We also want
to remind all our subscribers that they have access to the open and closed positions in the EI
Portfolio via the website. As soon as we execute a trade, we update the price and date of the
open and closed positions, depending on whether the position was purchased or sold. There
can be delays due to the illiquidity of some of the junior mining stocks and the time needed to
link a new stock to our website. Our site visit expenses are covered by the company.]
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https://www.explorationinsights.com/subscribers/portfolio/

Disclaimer

This letter/article is not intended to meet your specific individual investment needs, and it is
not tailored to your personal financial situation. Nothing contained herein constitutes is
intended or deemed to be--either implied or otherwise--investment advice. This letter/article
reflects the personal views and opinions of Joe Mazumdar, and Brent Cook and that is all it
purports to be. While the information herein is believed to be accurate and reliable, it is not
guaranteed or implied to be so. The information herein may not be complete or correct; it is
provided in good faith but without any legal responsibility or obligation to provide future
updates. Research that was commissioned and paid for by private, institutional clients is
deemed to be outside the scope of the newsletter, and certain companies that may be
discussed in the newsletter could have been the subject of such private research projects done
on behalf of private institutional clients. Neither Joe Mazumdar, Brent Cook, nor anyone else,
accepts any responsibility, or assumes any liability, whatsoever, for any direct, indirect or
consequential loss arising from the use of the information in this letter/article. The information
contained herein is subject to change without notice, may become outdated, and may not be
updated. The opinions are both time and market sensitive. Joe Mazumdar, Brent Cook, and the
entities that they control, family, friends, employees, associates, and others, may have
positions in securities mentioned, or discussed, in this letter/article. While every attempt is
made to avoid conflicts of interest, such conflicts do arise from time to time. Whenever a
conflict of interest arises, every attempt is made to resolve such conflict in the best possible
manner for all parties, but you should not assume that your interest would be placed ahead of
anyone else's interest. No part of this letter/article may be reproduced, copied, emailed, faxed,
or distributed (in any form) without the express written permission of Joe Mazumdar or Brent
Cook. Everything contained herein is subject to international copyright protection.
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