
BUZZ CHRONICLES > ALL

Saved by @mundvayne

See On Twitter

Twitter Thread by Otavio (Tavi) Costa

Otavio (Tavi) Costa
@TaviCosta

Where are we in the precious metals cycle?

There is no shortage of questions on why gold has significantly underperformed

during such an ideal macro setting.

Here is thread ■■■

Let’s start by looking at the usual fundamental trends of this industry as part of prior historical cycles.

Gold and silver stocks have never peaked at historically undervalued levels.

Miners are now trading at the cheapest fundamental multiples we have ever seen.

Assuming the current 2022 free-cash-flow estimate relative to the current enterprise value, the median company among the

50 largest miners in the US and Canada exchange now trades at an unprecedented 7% yield.
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Note that in aggregate terms, the same basket of companies also trades at its highest free-cash-flow yield in history.



Additionally, as shown in the second panel of the chart below, gold and silver miners continue to expand their margins in a

significant way.

The median free-cash-flow margin is now above 25%.



Believe it or not, today, 73% of the top 50 gold and silver miners are profitable on a free cash flow basis.

That is the highest level we have ever seen.



Historically, mining companies tend to lever up and dilute massive amounts of shares when they are at the top of their cycle.

We are experiencing the complete opposite today.

These companies have become true free-cash-flow machines and are now able to not only pay down debt but to avoid

significant equity issuances to finance their businesses.

In fact, gold and silver miners just repaid the largest amount of debt in the last 25 years.



We have not even seen the onset of an M&A cycle yet.

PM miners have turned gun-shy when it comes to acquiring new projects or companies.

Remember, mining companies tend to overpay for deals at the peak of the cycle.

We are barely seeing any deals being done today.



It is quite normal for gold to struggle after making new highs.

We have seen this price behavior happen twice before.



In March 1978, gold briefly reached a record level and then corrected by 15% soon after.

Also, January 2008, the metal hit new highs and continued to appreciate for another month until declining by 28% during the

GFC.

We are probably seeing a similar issue today again.

The price is now 14% lower, and the entire financial media already claims that gold is dead.

Note, however, how the shiny metal tends to come screaming back after these pullbacks.

The gold to silver ratio usually reaches historical lows when miners are near peak cycle.

Yes, this ratio was higher during the covid crisis, but the current levels are almost as low as it was during other major

bottoms.

My 2 cents:

Silver is the cheapest metal on earth.



Here are some technical reasons to be long precious metals:

Miners still look very oversold.

Last times we had such a divergence between the Philadelphia Gold and Silver index relative to its 200 day moving

average, it also marked two important bottoms.



Silver remains historically undervalued relative to money supply and is now technically forming a double bottom.



The longest and nicest looking cup and handle I have ever seen.



Interestingly, as the government has continued to pile on more and more debt, gold has underperformed.

Such a phenomenon is unsustainable in our view.

Today, the setup today looks just like it did in the early 2000s ahead 10-year precious metals bull market.



Junior miners in the PM industry have started to outperform the seniors.

These are important signs that a bottoming is taking place.

Ideally, one wants to see the risker parts of the market not only holding up their values but perhaps even leading the way to

the upside.



The correlation between inverted real interest rates and precious metals is strong and indicates that the industry is due for a

jump.

Here is silver vs. 5-year TIPS yield:



As inflation continues to develop in the economy, see below the incredible link between gold and CPI since the GFC.

Note how after the pandemic lows, gold front ran the potential risk of a rise in consumer prices and the entire precious

metals market appreciated sharply.



It is important to remember that before recently peaking, gold had been going on a streak for two years already.

The metal was up more than 75% from August 2018 to August 2020 and even reached historical highs during this period.



Back then, with CPI around 1%, very few investors foresaw inflation as a risk to the economy.

Now it is a real problem.

We think gold likely appreciated too quick and too fast becoming what some thought as an obvious trade.



Extreme sentiment probably explains the reason for its recent weakness after signaling way earlier than any other asset the

possibility that an inflationary environment could be ahead of us.

We are now on the other side of this extreme.



Gold looks fundamentally cheap, technically oversold while inflation continues to gain traction.

See below global central bank assets reaching new highs while gold is still lagging.

For us, it’s a matter of time until gold follows to the upside.

H/T @crescatkevin
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We also believe that the historic relationship between PMs and the growth in CPI will continue to be strong and the recent

pullback in gold and silver related assets poses an incredible opportunity for investors to deploy capital at what we believe to

be truly attractive levels.

Keep in mind that we are using government reported numbers to gauge inflation in this analysis.

We should all know by now that the true cost of goods and services is growing at a drastically faster pace than CPI.

Let’s do some comparable analysis now:

Precious metals are now at their cheapest levels relative to other commodities since 2009. The other 2 times this ratio

reached such depressed levels also marked incredible buying opportunities.



Silver has some major catch up to do.

Overall commodities are leading the way and look ready for another big move to the upside after consolidating.



Back to fundamentals:

Gold and silver miners have never looked this cheap relative to the S&P 500.

Their free-cash-flow yield is almost twice the overall market.

The value and growth proposition embedded in miners today is unmatched by any other time in history.



If gold and silver miners were considered a sector, it would be the only part of the economy today that generates higher

free-cash-flow yield than inflation.



Again, if precious metals stocks were a sector, they would have the cleanest balance sheets of them all.

Consider the fact that the mining industry is also a very capital intensive business.



On the supply side:

Because of a decade of exploration underinvestment, there have been no major new gold discoveries in the last four years.

This chart is also courtesy of @crescatkevin
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More importantly:

The majors have not been replacing their reserves and the industry is about to face a supply cliff.

Courtesy of @crescatkevin again

https://twitter.com/crescatkevin


Miners have been reluctant to spend capital even though gold prices have been moving higher.

Thus, supply is constrained, an incredibly bullish fundamental backdrop for gold and silver.



Finally, a great reminder of asymmetry:

The entire precious metals industry is dirt cheap. Apple’s market cap is 4 times the size of the whole precious metals

industry.



Inevitably, secular trends and long-term investment theses are always being tested.

It is our job to identify the times when price volatility becomes unwarranted and use it as an opportunity to allocate capital

accordingly.

We think this is the case today.

Our deep understanding of the mining industry along with our comprehensive macro and value framework gives us

enormous conviction to stick with our strategy and continue to be buyers of these assets at lower prices.

To be clear:

We did not make a firmwide commitment to partner with arguably the most successful exploration geologist to launch a

precious metals fund if all we were aiming for was a couple years of strong returns.

Gold and silver cycles are long-term trends that tend to last many years.

Our view is that if there was ever a time to go up on the risk curve in exchange for upside return potential, that time is now.



The market is pricing PM companies at dirt cheap multiples as if they will be going out of business in the next couple of

years.

In our humble our opinion, that could not be further from the truth.
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