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Gold and the Debt Bubble
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Special Note: The following analysis was written before the lamentable developments 
in the Middle East. Obviously, the open-ended potential of the violence between Israel 
and Hamas reinforces the geopolitical rationale for gold exposure, but a compelling 
investment case would exist independent of those developments.

Turning Point at Hand

Despite the battering of gold and precious metals stocks during the last two weeks of 
September, gold managed an increase of 1.35% through the first nine months of 2023. 
Related mining stocks suffered a year-to-date 6.13% decline using GDX (VanEck Gold 
Miners ETF)1 as a proxy.

We believe the severe correction in precious metals is near exhaustion and expect gold 
to trade at new highs over the next 12 months. We reason that the Federal Reserve’s 
(“Fed”) “higher for longer” stance is unsustainable as it will trigger a general credit 
deflation and a steep election-year recession.

On timing, veteran market analyst Mark Hulbert agrees:

	 “�Gold and gold mining stocks are once again poised for a significant rally. Recommended gold 
exposure by market timers is in the bottom decile since 2000.” (Market Watch 10/2/2023- 
A Contrarian Update of Market Sentiment)

As explained by Sprott Market Strategist Paul Wong:

	 “�Gold’s end-of-quarter weakness synched with that in equities and bonds. In a history repeats/
rhymes manner of last year, the sharp rise in the U.S. dollar (USD)/yields is draining systematic 
liquidity, inflicting pain on virtually all asset classes except volatility.

”Whether we’re talking about socks or stocks,  
I like buying quality merchandise when it is marked down.”  

– Warren Buffett

	 “�Below is a quick graphic to visualize the effect on gold bullion. Selling in gold because it is 
liquid (highly liquid), and we have clear examples (2008, 2020, 2022) where gold sells on the 
liquidity drain before rising again. The top panel is the total market depth/liquidity index, which 
appears ready to break down sharply (delayed data). The middle panel is the Goldman Sachs 
Financial Conditions Index (inverted axis),2 which is breaking on the rising USD, spiking higher in 
real yields, etc. The lower panel is gold bullion, highlighting prior periods when gold saw forced 
liquidation due to liquidity squeezes.”

John Hathaway, CFA 
Managing Partner, Sprott 
Inc.; Senior Portfolio 
Manager, Sprott Asset 
Management USA, Inc.

John Hathaway, Senior Portfolio 
Manager, joined Sprott Asset 
Management on January 17, 2020, 
following Sprott’s successful acquisition 
and reorganization of the Tocqueville 
gold strategies. The Sprott Investment 
Team welcomes Hathaway, along with 
Doug Groh, Senior Portfolio Manager, 
and Victor Huwang, Director, U.S. 
Operations. The Sprott Investment Team 
offers world-class expertise in the active 
management of precious metals equities. 
Visit sprott.com for more information.

1	 �VanEck Vectors Gold Miners ETF (GDX) tracks the overall performance of companies involved in the gold mining industry.
2	� The Goldman Sachs Financial Conditions Index is a weighted average of short-term interest rates, long-term interest 

rates, the trade-weighted dollar, an index of credit spreads, and the ratio of equity prices to the 10-year average of 
earnings per share.
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Figure 1. Gold Sells on Liquidity Drain Before Rising (2017-2023)

Source: Bloomberg. Data as of 9/27/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

More than $33 Trillions of U.S. Debt

The Fed-induced squeeze in liquidity is affecting all asset classes. To abort the consequences of a full-blown deflation (similar 
to the aftermath of the Global Financial Crisis [GFC]), Fed policy must revert to warp-speed money creation sooner rather than 
later to finance emergency election year fiscal spending measures.

The precarious U.S. fiscal situation has received only token attention for many years, but is now mentioned prominently in 
the financial media.

	 “�The Treasury itself is a source of risk…The scale and upward trajectory of U.S. borrowing and absence of any political corrective now threaten 
markets and the economy in ways that they haven’t for at least a generation.” (Rising Rates mean Deficits Matter-WSJ 10/5/2023.)

And, from Kevin Warsh, former Fed Governor (WSJ 10/6/2023): 

	 “�The U.S. is courting trouble. The federal government is 43% larger than it was four years ago, and its reach is expanding mightily. More than 
a third of the surge in investment spending can be traced to government subsidies, credits and handouts…

	 “�The coming supply of Treasury securities required to fund U.S. government deficits will likely be substantially larger than official estimates. 
And purchasers of Treasury debt will demand higher yields, at least until something breaks in the economy.

	 “�First, on the supply side. The government currently funds $33 trillion of outstanding debt at an average interest rate of about 2.9%. Funding 
costs on the growing debt burden are forecast to average only a fraction of a percentage point higher over the next 10 years, according to 
the Congressional Budget Office. I’ll take the over.

”The greatest danger in times of turbulence is not the turbulence. It is to act with yesterday’s logic.”  
– Peter Drucker
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	 “�The bond market is signaling heightened uncertainty about the range of possible outcomes. If the Fed’s recent rosy economic forecasts for 
growth and inflation are wrong and a recession ensues, there will be a gusher of new debt. Every additional 1-point increase in interest rates 
will add more than $2.5 trillion of expense in the next decade.

	 “�Next, on the demand side. After the global financial crisis, four of the largest purchasers of Treasury debt were price-insensitive. That is, 
they were buying Treasury debt for policy reasons — economic, geopolitical or regulatory. Price didn’t matter. How fortunate. These buyers, 
however, have largely exited the market. The Fed bought about a quarter of all Treasury debt in the past decade but warns that its Treasury 
holdings will shrink for at least another year.

	 “�China, another massive buyer in recent years, is unlikely to sell its existing holdings at a loss. But don’t expect Chinese leadership to do the 
U.S. any favors by showing up in size at the next Treasury auction. Japan’s domestic growth profile is the most robust in decades. The lion’s 
share of its excess savings will stay closer to home. And after the banking debacle in March catalyzed by Silicon Valley Bank, the largest 
banks — firmly overseen by their regulators — are no longer keen to load up on ‘risk-free’ long-dated Treasury bonds.”

Figure 2 shows that the value destruction in debt markets is already five times greater than in the Global Financial Crisis. 
We believe that the extent and significance of the value destruction is poorly understood. The elements for a systemic crisis 
appear to be in place, perhaps sufficient to undermine the validity of U.S. sovereign credit.

Figure 2. Aggregate Value of Marketable Debt Securities (1999-2023)

Source: Bloomberg. Data as of 10/04/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

Timing: Gold to Rise?

We expect a trend reversal for gold soon. Extremes in sentiment and oversold readings have usually preceded significant 
trend reversals within a short time. The Gold Miners Bullish Percent Index (BPGDM), currently at 10.71% (see Figure 3), is 
considered oversold at readings below 30.
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Figure 3. Gold Miners Bullish Percent Index ($BPGDM) (2019-2023)

Source: Stockcharts.com. Data as of 9/27/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

Gold CFTC (Commodity Futures Trading Commission) managed money positions approaching 0 is another reliable contrary 
opinion signal. It is a similar story for Bernstein’s Daily Sentiment Index and Comex Gold Open Interest levels (see Figures 4a/b/c).

Figure 4a. Gold CFTC Managed Money Net Positions (2015-2023)

Source: Meridian Macro Research. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.
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Figure 4b. Bernstein’s Daily Sentiment Index (2006-2023)

Source: Bloomberg and Bernstein’s DSI. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

Figure 4c. Comex Gold Open Interest Levels (2022-2023)

Source: Bloomberg. Data as of 10/02/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

Gold’s strong performance relative to treasuries (TLT) is a disconnect from historical patterns. Strength compared to Treasuries 
has occurred despite the relentless liquidation of gold-backed ETFs; we have seen outflows in 53 of the last 66 weeks (see 
Figure 5).
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Figure 5. Gold-Back ETF Flows (2022-2023)

Source: Bloomberg. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

No Soft Landing

The repercussions of the Fed-engineered liquidity squeeze have yet to take full effect. U.S. bankruptcy courts experienced 
the busiest August on record (Bloomberg 9/5/2023). The fallout from “higher for longer” rates on low-grade credit is well 
underway, as depicted in Figure 7 for the SPDR Bloomberg High Yield Bond ETF (JNK).

Figure 6. SPDR Bloomberg High Yield Bond ETF (JNK) (2021-2023)

Source: Worth Charting. Data as of 10/5/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.
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Bankruptcies are on the Rise

Zombie corporations, according to Macro Mavens (9/12/2023), employ 2.2 million workers. The cost of refinancing debt 
issued during the past decade of ultra-low interest rates will be prohibitive for many marginal entities. The negative impact 
on employment will not be well received during a presidential election year.

	 “�Business bankruptcies are rising briskly…The filers blamed elevated inflation, higher interest rates, waning government aid and lingering 
supply-chain disruptions. More corporate filings are likely on the way as high-interest rates push big companies over the edge.” (Source: Big 
Bankruptcies Boost Economic Fears-WSJ 10/9/2023)

The deterioration of corporate and consumer credit is driven by Fed-engineered high interest rates. Weakening credit will 
ultimately deflate the debt bubble, an underappreciated and misunderstood residual of the past decade of suppressed interest 
rates. Credit deflation will prove to be the principal cause for the coming GDP (gross domestic product) hard landing.

The Conference Board’s Leading Economic Indicators (LEIs) are among the many signs that a recession lies ahead (see 
Figure 7).

Figure 7. Leading Economic Indicators (LEI) vs. Gross Domestic Product (GDP) (2000-2023)

Source: The Conference Board and Bureau of Economic Analysis. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no 
guarantee of future results.

Credit problems will pressure the banking system. According to FFTT, LLC, The Forest for the Trees (10/3/2023):

	 “�As the rising USD and rising UST yields drive disinflation, it will drive credit losses in the U.S. banking system (CRE up first, followed by credit 
cards, autos, houses, etc.). Banks will then sell the USTs and MBS they were regulated into buying as ‘HQLA,’ etc., to cover credit losses.”

Banking system balance sheets on a mark-to-market basis are significantly weaker than during the GFC, while interest 
expense is higher than in 2008 and rising rapidly. Such data is apparently of no concern to policymakers: At the annual IMF 
conference in Marrakech, Treasury Secretary Yellen “rejected concerns that banks could suffer a repeat of the turmoil earlier 
this year that followed a sharp jump in borrowing costs.” Financial Times, Janet Yellen sees no market ‘dysfunction’ from US 
bond rout, 10/9/2023)

https://www.ft.com/content/9a70879c-9b70-4b56-bf02-e8695d3e3850
https://www.ft.com/content/9a70879c-9b70-4b56-bf02-e8695d3e3850
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Figure 8a. Banks’ Unrealized Losses are Large (2010-2023)

Source: FDIC. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

Figure 8b. Total Interest Expense: Commercial Banks and Savings Institutions (1992-2023)

Source: Meridian Macro Research. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.
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While a faltering banking system ranks very high among Fed policy buttons, a close second would be the labor market. There 
are several signs that the labor employment picture is weak, contrasting the heavily massaged BLS (Bureau of Labor Statistics) 
monthly nonfarm payroll reports. The household employment survey has been a better lead indicator of employment than 
nonfarm payrolls. Employment estimates from the nonfarm payroll survey are a count of jobs, while the household survey 
estimates the number of people employed. Clearly, the full-time employment data shown in Figure 10 does not convey a 
healthy labor market.

Figure 9. Full-Time Employment (3-month level change) (1999-2023)

Source: Macro Mavens. Data as of 9/30/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

Trouble Ahead

Official complacency aside, we believe that trouble in the banking system and the labor market will soon become impossible 
to ignore. As noted by 13D Research & Strategy on 9/17/2023, 2-year Treasury yields will signal a policy reversal before any 
official proclamation:

	 “We continue to closely monitor 2-year Treasury yields, as they have historically led the Fed’s policy agenda, and gold.

	 “�Two-year yields have not made a clear higher-high since the March highs, while the Fed has further raised the Fed Funds rate. This has 
resulted in a higher Fed Funds than 2-year yields, suggesting a ‘restrictive’ Fed policy.

	 “�The previous times when the Fed Funds rate was higher than 2-year yields before the Fed finally reduced the policy rate is noted by the 
red arrows in figure 10. These instances of a restrictive Fed policy, based on this measure, were followed by a sharp contraction in the U.S. 
economy and significant stock market losses.”
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Figure 10. 2-Yr Yields Have Historically Led to Shifts in Fed Policy; SH  
Fed Funds Rate (Black Line) vs. 2-YR Treasury Yields (Brown Line; 1994-2023)

Bloomberg. Bloomberg. 13D Research & Strategy. Data as of 9/17/2023. Included for illustrative purposes only. Past performance is no guarantee of future 
results.

Mean Reversion Potential for Gold Mining Equities

The consensus expectation of rates “higher for longer” is nonsense. A world in debt is effectively short U.S. dollars. Dollar 
“strength” is the effect of a politically unsustainable general credit squeeze. Dollar strength (see Figure 11) accompanied the 
unfolding of the GFC and we believe the analogy holds true under present circumstances.

Figure 11. U.S. Dollar Index (DXY) (2006-2023)

Source: Bloomberg. As of September 30, 2023. Included for illustrative purposes only. Past performance is no guarantee of future results.
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Gold miners represent a perpetual call on monetary disorder but are valued seemingly in total disregard of that optionality. 
Many producers are trading at free cash-flow yields of high single digits or more, sport strong balance sheets and are (incredible 
as it may seem) well-managed businesses. Relative to the gold price, precious metals mining stocks have underperformed, as 
shown by the ratio of gold mining stocks (HUI)3 to the gold price (see Figure 12).

”When the whole world if running towards a cliff, he who is running in the opposite direction appears to have lost his mind.”  
– C.S. Lewis

Figure 12. HUI/Gold Ratio (1995-2023)

Source: Meridian Macro Research. Data as of 9/23/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

We noted the many reasons for this disconnect in our July 12, 2023, Q2 commentary (see “Gold vs. Gold Stocks: An 
Unresolved Incongruity”). Our view is that there is potential for a significant mean reversion trade in mining stocks. We 
believe that the trigger for mean reversion would be for gold to trade decisively above the psychological threshold of $2,000 
per ounce, which until now has been a ceiling and a signal for algorithmic traders to short the metal. As can be seen from 
the chart of the inflation-adjusted gold price below, $2,000/oz is meaningful only for those who regard nominal U.S. dollar 
prices as reality. Macroeconomic fundamentals for the U.S. dollar have worsened significantly since the 2011 gold price 
peak. A steady state price for bullion in the mid to high $2,000s would not seem to be an extreme expectation in light of the 
deterioration of the U.S. fiscal position over the past two decades.

3	� The NYSE Arca Gold BUGS Index (HUI) is a modified equal dollar weighted index of companies involved in gold mining. BUGS stands for Basket of Unhedged Gold Stocks.

https://sprott.com/insights/sprott-gold-report-gold-vs-gold-stocks-an-unresolved-incongruity/
https://sprott.com/insights/sprott-gold-report-gold-vs-gold-stocks-an-unresolved-incongruity/
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Figure 13. Inflation Adjusted Gold Price (1979-2022)

Source: Grant’s Interest Rate Observer. Data as of 9/29/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

In the event of a systemic reset in the world monetary order, the potential for mean reversion in terms of allocation of 
investable assets to gold could be eight times the current level estimated (see Figure 14).

Figure 14. Gold’s Share of Global Equity and Bond Securities (1970-2022)

Source: BIS, ICE Benchmark Administration, Metals Focus, Refinitiv GFMS, World Bank, World Federation of Exchanges, World Gold Council. Data as of 12/31/2022. 
Included for illustrative purposes only. Past performance is no guarantee of future results.
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Or based on Figure 15, mean reversion potential of roughly 12 times.

Figure 15.

Source: Meridian Macro Research. Data as of 9/23/2023. Included for illustrative purposes only. Past performance is no guarantee of future results.

The Virtues of Patience

Over the past ten years, investing in gold mining stocks based on the rationale of unavoidable monetary disorder has been 
frustrating and humbling. Still, monetary and macroeconomic developments since the 2011 peak in the gold price have been 
invariably encouraging to those who pay close attention.

”The stock market is a device for transferring money from the impatient to the patient.”  
– Warren Buffett

In closing, it would not be out of place to sermonize on the virtues of patience. There is much sage advice on the topic, but 
the most appropriate for our purpose is the observation of famed economist Rudiger Dornbusch that:

	 “In economics, things take longer to happen than you think they will, and then they happen faster than you thought they could.”

Hard core battered and bruised gold stock investors have not journeyed this long for a measly 10%-20% rise in the gold 
price, although that would be a nice start. With a little more patience, we expect the payoff from the past two decades of 
incompetent central banking to be multiples of that measure.
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Please contact the Sprott Team at 888.622.1813 for more information. You can also email us at invest@sprott.com.

Past performance is no guarantee of future results. You cannot invest directly in an index. Investments, commentary and statements are unique 
and may not be reflective of investments and commentary in other strategies managed by Sprott Asset Management USA, Inc., Sprott Asset Management LP, 
Sprott Inc., or any other Sprott entity or affiliate. Opinions expressed in this presentation are those of the presenter and may vary widely from opinions of other 
Sprott affiliated Portfolio Managers or investment professionals.

This content may not be reproduced in any form, or referred to in any other publication, without acknowledgment that it was produced 
by Sprott Asset Management LP and a reference to sprott.com. The opinions, estimates and projections (“information”) contained within this content 
are solely those of Sprott Asset Management LP (“SAM LP”) or its affiliates 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 and affiliates assume no responsibility for any losses or 
damages, whether direct or indirect, which arise out of the use of this information. SAM LP and affiliates are 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 SAM LP or its affiliates. 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.

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.
®Registered trademark of Sprott Inc.	 Sprott Asset Management USA  |  500 Fifth Avenue, Suite 3020, New York, NY 10110  |  Toll Free: 888.708.0237  |  sprott.com
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