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In our February report, 2019 Top 10 List, we presented 10 fundamentals supporting a portfolio allocation to gold in 2019.
Here we shift our focus to the portfolio utility of gold mining equities. At Sprott, we view the investment merits of gold
and gold shares as distinctly different. Gold provides the capacity to remove virtually unlimited amounts of capital from the
vagaries of the global financial system at a moment’s notice.
Gold shares, on the other hand, introduce two important sweeteners to the gold investment thesis. First, gold mining companies
provide well-documented torque to cyclical advances in spot gold. In essence, high-quality miners introduce a tangible valuecreation process to the secular opportunity of rising gold prices. Second, gold shares represent a tactical allocation capable
of generating significant portfolio alpha during periods in which over-ebullience for U.S. financial assets is being recalibrated.
The investment proposition of gold shares is fairly straightforward: gold equities provide leverage to rising gold prices.
In Figure 1, we compare the annual performance of spot gold1, gold mining equities (GDM Index)2 and the S&P 500 Index.3
By and large, the interrelationship of these three asset classes has proved roughly as might have been expected—gold shares
have (intuitively) outperformed broad equity averages when bullion prices have been especially strong, and underperformed
when the momentum of rising bullion prices has stalled or reversed into outright decline.
Figure 1: Performance Comparison: Gold Bullion (Spot) vs. Gold Equities (GDM) vs. S&P 500 Index
(2001-3/15/19)
Year
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
3/15/2019

Spot Gold Delta
2.46%
24.78%
19.37%
5.54%
17.92%
23.16%
30.98%
5.78%
24.37%
29.52%
10.06%
7.14%
-28.04%
-1.72%
-10.42%
8.56%
13.09%
-1.58%
1.56%

GDM Total Return
39.28%
79.69%
47.07%
-9.38%
30.43%
22.98%
17.58%
-26.34%
37.98%
34.76%
-15.48%
-8.46%
-53.62%
-11.71%
-24.55%
54.57%
12.45%
-8.39%
6.20%

Source: Bloomberg. Based on annual total return for Spot Gold, GDM Index and S&P 500 Index as of March 15, 2019.
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SPX Total Return
-11.89%
-22.10%
28.66%
10.88%
4.91%
15.78%
5.57%
-37.00%
26.45%
15.06%
2.11%
15.99%
34.62%
13.68%
1.37%
11.95%
21.82%
-4.39%
13.11%

Sprott Gold Report
March 18, 2019

Between 2001 and 2012, spot gold posted 12 consecutive years of price gains, an extremely rare occurrence for any
investment asset. As exciting as this period was for gold investors (gain of 474.4%), the outperformance of gold shares was
extraordinary (up 628.3%).
For gold shares, the inescapable flipside of upside beta-to-bullion leverage through 2011 was subsequent downside gearing
which proved every bit as potent. From an intraday high of 1,855.09 on 9/9/11, the GDM Index declined 81.27% to a low
of 347.41 on 1/19/16. It is fair to say that any asset class shedding four-fifths of its value over a four-year period is unlikely
to breed a broad class of dedicated constituents. On the other hand, it is from such misery that compelling investment
propositions are spawned.
Given our evaluation of the current macroeconomic landscape, we suspect gold equities are poised for a
span of significant nominal and relative performance.
The Math of Rising Gold Prices
Gold shares’ beta-to-bullion relationship is powered by empirically sound fundamentals. Gold mines involve significant fixed
costs underpinning highly variable revenues. Therefore, the math of a rising gold price implies profit leverage over both
embedded development and construction costs as well as ongoing costs of extraction. Additionally, a rising gold price
increases the mineral reserves of most mining companies even in the absence of incremental discoveries.
SEC accounting rules guide gold-miners to include in their reserve statements only the portions of ore bodies which can be
mined profitably at a reasonably assumed gold price. As the gold price rises, miners can therefore upgrade their mineral
resources to the reserve category based on audited assumptions of profitability. Finally, a rising gold price fuels expanding
corporate exploration budgets, in turn, enabling the value creation of new discoveries. Because most new gold is found close
to existing deposits, a rising gold price reflexively enhances the value of miners’ existing land packages.
This beta-to-bullion dynamic suggests that the most important factor in performance of gold equities should always be
the direction of the gold price. Nonetheless, a common reservation about gold shares is the perception that their equity
component introduces vulnerability to the same type of broad-based equity turbulence against which a gold investment is
supposed to provide protection.
M&A on the Rise as Gold Miners Consolidate
We also believe that we have entered a new mergers and acquisitions (M&A) cycle. Since 2000, there have been nearly 1,500
acquisitions in the precious metals industry. 2019 alone has seen the industry’s biggest players making headlines for mergers
and new ventures.
Gold mining is one of the only industries we can think of with a “negative survivorship bias.” Unlike most industries, the
most senior gold miners are not necessarily the competitors with the brightest or safest prospects. It is extremely difficult
for gold miners to replace their mined reserves on an annual basis, for the simple fact that gold appears in the earth’s
crust at only 4-or-so-parts-per-billion. Therefore, in order to avoid being priced as depleting-resource assets, senior gold
miners are generally forced to acquire emerging producers to supplement dwindling proprietary discoveries. After 12 straight
years of rising gold prices through 2012, gold’s 45% decline through December 2018 exposed an inordinate number of
poor development and acquisition decisions across the industry. Now that legacy write-offs have been taken and capital
discipline has been reinvigorated, the most senior gold miners are on stronger footing to take the next step towards industry
rationalization.
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Figure 2: Number of Acquisitions vs. Gold Price (2000-2017)
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Source: S&P Global Intelligence, Bloomberg.

Late last year, industry maverick Mark Bristow engineered what amounts to a reverse-takeover of larger Barrick Gold by the
far more efficiently managed Randgold Resources. Given Mr. Bristow’s legendary discipline in converting EBITDA to free cash
flow, we expect the Randgold/Barrick merger to catalyze significant reorganization and right-sizing of Barrick’s far-flung
assets. Following Mr. Bristow’s lead, Newmont responded within months to Randgold’s throwing of the gauntlet with an
equally surprising bid for industry behemoth Goldcorp. In recent weeks, Barrick and Newmont have agreed to an innovative
and far-reaching joint venture to extract synergies from joint operation of the two companies’ sprawling Nevada assets. While
it is still too early to predict how industry dynamics will ultimately shake out, it certainly appears that the starting gun has
been fired on long-overdue consolidation in the gold mining space.
It is our expectation that high-quality producers just below the top-tier of industry capitalization will be the ultimate
beneficiaries of intelligent rationalization of the gold mining industry. As seniors shed and trade their non-core assets, we
anticipate subsequent balance sheet liquidity to be deployed in competitive bidding for the most attractive
mid-tier and emerging producers—precisely the tranche of the gold-mining industry we favor at Sprott.
(For more on the industry’s increasing M&A activity, please see our webcast Gold’s Time to Shine, featuring Ed Coyne and
John Hathaway.)
Outlook for Gold Equities in 2019
Ebullient equity markets and a range-bound gold price have constrained investor enthusiasm for gold equities in recent years.
Despite significant gains during 2016, gold shares remain in 2019 near historic lows in many valuation metrics. As shown
in Figure 3, during the 25 years through 2008, the ratio of the XAU Index4 to spot gold averaged 0.2497x but today rests at
only 0.0584x. We recognize there are a few legitimate factors weighing on this ratio’s decline. Component XAU companies
have issued more shares, contemporary mining opportunities are increasingly challenging and gold miners are still disabusing
investors of their reputation for poor capital allocation. Nonetheless, we view the 77% decline in relative valuation
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between prominent gold-miners and their sole output (bullion) as an investment proposition with highly
compelling reversion-to-mean potential.
Figure 3: Gold Equities Undervalued Relative to Bullion (12/23/83-3/15/19)

Source: Bloomberg. Ratio of XAU Index-to-Spot Gold.

As we have mentioned, we remain confident in the proven capacity for gold miners to generate portfolio alpha during
significant corrections in U.S. equities. As shown in Figure 4, since 1996, there have only been two periods of extended
inverse performance between the GDM Index and the S&P 500: 1996-through-2002 and 2012-through-the-present. In the
first instance, gold shares were literally left for dead as the internet bubble hit full frenzy through March 2000. Then, as the
S&P 500 fell 52%, gold stocks tripled.
Figure 4: Gold Equities Dislocation from the S&P 500 Index (1/3/95-3/15/19)

Source: Bloomberg. GDM Index versus the S&P 500 Index.
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In the current episode, the S&P 500 and gold shares have (counter-intuitively) moved in opposite directions ever since the
Fed’s September 2012 announcement of open-ended QE3. During the first half of 2016 (yellow ovals), this gaping divergence
appeared to be closing with a vengeance. Since the Trump election shock, however, gold shares have essentially moved
sideways for two years while the S&P 500 has resumed its blistering upward trajectory. At the risk of talking our own book,
it appears the S&P 500 is carving out the mother of all head-and-shoulder tops precisely as the GDM Index is percolating
towards its next significant advance (blue ovals).
Especially in context of the post-Trump equity liftoff, we expect the “jaws of life” divergence between the S&P 500 and
gold equity averages to close with trademark gusto in the near future. To us, redeployment of a portion of general
U.S. equity exposure to gold shares at this juncture represents a non-consensus portfolio allocation with
extremely high probabilities for success.
If we are correct in sensing an important inflection point for relative valuations of precious metals equities versus general
equities, what might be in store for gold shares for the balance of 2019 and beyond?
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About Sprott
Sprott is a global alternative asset manager with a defining focus on precious metals and real assets
investments. Through our subsidiaries in Canada, the U.S. and Asia, Sprott is dedicated to providing
investors with world-class investment strategies that include exchange-listed products, active equity
strategies and highly-specialized real asset investments. Our deep sector expertise creates investment
and financing solutions unparalleled in the industry.
For more information, please visit sprott.com

sprott.com
	Spot gold is measured by the Bloomberg GOLDS Comdty sub-index.
	NYSE Arca Gold Miners Index (GDM) with dividends reinvested. GDM is a modified market capitalization weighted index comprised of publicly traded companies
primarily involved in the mining of gold and silver in locations around the world.
3
	S&P 500® Index represents 505 stocks issued by 500 large companies with market capitalizations of at least $6.1 billion. This Index is viewed as a leading indicator of
U.S. equities and a reflection of the performance of the large-cap universe. The SPX Index represents price only, and SPXT Index represents total return with dividends
reinvested.
4
	XAU is an index of precious metal mining company stocks that are traded on the Philadelphia Stock Exchange.
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This article may not be reproduced in any form, or referred to in any other publication, without acknowledgement that it was produced
by Sprott Asset Management LP and a reference to www.sprott.com. The opinions, estimates and projections (“information”) contained within
this report are solely those of Sprott Asset Management LP (“SAM LP”) and are subject to change without notice. SAM LP makes every effort to ensure
that the information has been derived from sources believed to be reliable and accurate. However, SAM LP assumes no responsibility for any losses or
damages, whether direct or indirect, which arise out of the use of this information. SAM LP is not under any obligation to update or keep current the
information contained herein. The information should not be regarded by recipients as a substitute for the exercise of their own judgment. Please contact
your own personal advisor on your particular circumstances. Views expressed regarding a particular company, security, industry or market sector should
not be considered an indication of trading intent of any investment funds managed by Sprott Asset Management LP. These views are not to be considered
as investment advice nor should they be considered a recommendation to buy or sell. SAM LP and/or its affiliates may collectively beneficially own/control
1% or more of any class of the equity securities of the issuers mentioned in this report. SAM LP and/or its affiliates may hold short position in any class of
the equity securities of the issuers mentioned in this report. During the preceding 12 months, SAM LP and/or its affiliates may have received remuneration
other than normal course investment advisory or trade execution services from the issuers mentioned in this report.
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Sprott Asset Management LP is the investment manager to the Sprott Physical Bullion Trusts (the “Trusts”). Important information about the Trusts,
including the investment objectives and strategies, purchase options, applicable management fees, and expenses, is contained in the prospectus. Please
read the document carefully before investing. Investment funds are not guaranteed, their values change frequently and past performance may not be
repeated. This communication does not constitute an offer to sell or solicitation to purchase securities of the Trusts.
The risks associated with investing in a Trust depend on the securities and assets in which the Trust invests, based upon the Trust’s particular objectives.
There is no assurance that any Trust will achieve its investment objective, and its net asset value, yield and investment return will fluctuate from time
to time with market conditions. There is no guarantee that the full amount of your original investment in a Trust will be returned to you. The Trusts are
not insured by the Canada Deposit Insurance Corporation or any other government deposit insurer. Please read a Trust’s prospectus before investing.
The information contained herein does not constitute an offer or solicitation to anyone in the United States or in any other jurisdiction in which such
an offer or solicitation is not authorized or to any person to whom it is unlawful to make such an offer or solicitation. Prospective investors who are
not resident in Canada or the United States should contact their financial advisor to determine whether securities of the Funds may be lawfully sold in
their jurisdiction.
The information provided is general in nature and is provided with the understanding that it may not be relied upon as, nor considered to be, the
rendering or tax, legal, accounting or professional advice. Readers should consult with their own accountants and/or lawyers for advice on the specific
circumstances before taking any action.

