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In the first
seven
months of
the year,
gold prices
regained
some luster
lost after a
multi-year

slump,

buoyed by
new financial risks and geopolitical developments. While Donald Trump’s surprise US
presidential victory contributed to a more recent setback for gold prices, Steve Land,
portfolio manager, Franklin Gold and Precious Metals Fund, believes a potential increase in
US inflation and a drop in supply may help gold shine anew into 2017. Here, he discusses

the challenges—and opportunities—gold-mining companies may potentially face in the
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year to come.

After a strong start to 2016, which saw the gold spot price rise from $1,060 per ounce at
the start of the year! to a high of $1,366 per ounce in July,? prices lost some of their luster,
as price-sensitive Chinese and Indian investors scaled back their gold purchases and
investors settled down following the United Kingdom'’s June vote to leave the European
Union (Brexit), which had been a strong catalyst for the second quarter’s spike in demand.
Gold-price volatility also increased leading into the US presidential election in early
November. After it became apparent Donald Trump pulled off a surprise win, gold spiked up
more than $60 per ounce in international trading during the night of the US election, but
gave back the entire move as US markets opened. After the election, gold sold off as
investors rotated to sectors that were viewed to be greater direct beneficiaries of a

Republican-controlled House and Senate under President-elect Trump.

The price of gold currently sits at around $1,184 an ounce,3 or just over 11% higher than
where it started the year. In early January, many investors began pouring their money into
assets that are traditionally perceived as “safe havens,” which includes gold. Gold tends to
attract investor attention as a store of value when markets are in turmoil because it
typically has a low correlation with other asset classes and a long history as a financial

instrument.

Gold prices also have been buoyed this year by historically low interest rates in many
parts of the world. Low interest rates reduce the opportunity cost of holding physical gold.
Although gold does not pay a yield and often has costs associated with storage, in a
negative-rate world, more investors have turned to gold as an alternative to government
bonds. Gold offers reasonable liquidity while not being tied to any one region, financial

system or government.

Next year, elections around the world also could influence the price of gold, as was
evidenced by the short-lived spike that occurred after initial results indicated Donald
Trump had won the US presidential race. One of the key drivers for gold is uncertainty.
While all elections bring change, given the US results this year and subsequent market
reaction, upcoming elections in Europe and elsewhere seem to have the potential for more

upheaval than most.
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A further increase in US inflation also could boost gold prices, as some consider gold an
inflationary hedge. This year, prices have responded to anticipation surrounding potential
US monetary policy actions, selling off when the Federal Reserve (Fed) seemed to be
moving in advance of inflation and rising when the Fed appeared to be willing to be behind
the inflation curve. | should mention that gold prices are very difficult to predict, and their
correlation with interest rates is not clear. The greatest short-term price swings have
typically resulted from events the market wasn’t fully expecting, such as the United

Kingdom’s Brexit vote in June.
Supply-Side Concerns

Like most commodities, ultimately, fundamental supply and demand drive gold prices. This
year, increased investor demand for gold has dramatically tightened the supply-and-
demand balance. Mine supply is historically slow to respond to higher prices; five weak
years for gold equities left companies with overextended balance sheets and frustrated
investors—the five-year cumulative return for the industry from 2010 to 2015 was
-76.2%.% Mining companies appear to have significantly underinvested to the point that
even with a large increase in spending, it is difficult to see how gold production could be
higher than current levels in five years’ time; it often takes 10-15 years to ramp up from
an initial discovery, through feasibility studies, permitting and construction to a producing

mine.

The five-year slump in gold equities forced discipline on an industry that had not
historically needed to deliver on traditional financial returns. It appears to us that the gold-
mining industry is emerging from the downturn more focused on real capital returns and
free cash generation than we have ever seen before. The downturn in gold forced
companies to cut costs and reduce spending. In our view, gold miners have done an
excellent job so far this year controlling costs and maintaining financial discipline into the
rising gold price, and we have seen a material improvement in cash flow and earnings as a

result.

Looking ahead, however, it may be difficult for companies to maintain these cost controls,
especially if overall economic activity continues to increase, which typically places upward

pressure on energy prices. The gold-mining industry has benefited in recent years from low
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oil prices, as moving and crushing large quantities of rock to extract gold is very energy
intensive, and any substantial increase in oil prices could crimp companies’ operating
margins. Weak currencies in some heavy mining jurisdictions such as South Africa,
Australia and Canada have also helped reduce costs over the last few years, but many of
these commodity-linked currencies have strengthened recently, which will likely make the

year-over-year comparisons in 2016’s fourth quarter more challenging.
Staking a Claim for Opportunities

We are finding attractive investment opportunities in the gold industry, with many
companies still trading at values below what it would cost to build their existing mines
today. It is important to keep in mind that this industry is among the most volatile. Even
after this year’s rally, the price of gold remains more than 50% below year-end 2010

levels.

In our view, an investment in the gold industry is based, in part, on the fundamental belief
that exogenous events such as Brexit, rising trade tensions, inflationary fiscal and
monetary policies by many central banks globally should support gold prices. If gold prices
rise, new opportunities emerge for mines that did not make sense at lower gold prices, as
lower-grade resources become economic and the cost of capital for new plant and
equipment falls. Additionally, stronger cash flow provides the ability to pay down debt
faster than expected and to chase new mineral exploration or incremental plant

expansions.

Furthermore, mining companies have continued to focus on improving the cost structure of
their operations, debt repayment and asset rationalization, which we believe should result
in improved performance potential and is conducive to equity-price appreciation,
especially in a rising gold-price environment. In our view, the combination of high volatility
and low correlation to the overall market make gold stocks an attractive potential

diversifier to consider as part of an overall portfolio.

Steve Land’s comments, opinions and analyses are for informational purposes only and
should not be considered individual investment advice or recommendations to invest in
any security or to adopt any investment strategy. Because market and economic

conditions are subject to rapid change, comments, opinions and analyses are rendered as



of the date of the posting and may change without notice. The material is not intended as
a complete analysis of every material fact regarding any country, region, market, industry,

investment or strategy.
This information is intended for US residents only.

To get insights from Franklin Templeton Investments delivered to your inbox, subscribe to

the Beyond Bulls & Bears blog.

For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
What Are the Risks?

Franklin Gold and Precious Metals Fund

All investments involve risks, including possible loss of principal. Also, the fund
concentrates in the precious metals sector which involves fluctuations in the price of gold
and other precious metals and increased susceptibility to adverse economic and regulatory
developments affecting the sector. In addition, the fund is subject to the risks of currency
fluctuation and political uncertainty associated with foreign investing. Investments in
developing markets involve heightened risks related to the same factors, in addition to
those associated with their relatively small size and lesser liquidity. The fund may also
invest in smaller companies, which can be particularly sensitive to changing economic
conditions, and their prospects for growth are less certain than those of larger, more
established companies. Investing in a non-diversified fund involves the risk of greater price
fluctuation than a more diversified portfolio. These and other risks are described more fully

in the fund’s prospectus.

Investors should carefully consider a fund’s investment goals, risks, sales charges and
expenses before investing. Download a prospectus, which contains this and other

information. Please carefully read a prospectus before you invest or send money.

1. Source: FactSet. See www.franklintempletondatasources.com for additional data

provider information.
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2. Ibid.

3. Source: Bloomberg, as of November 25, 2016. See

www.franklintempletondatasources.com for additional data provider information.

4. Source: FTSE Russell, for the five-year period ended September 30, 2016. Gold mining
stocks are represented by the FTSE Gold Mines Index, which encompasses all gold-mining
companies that have a sustainable, attributable gold production of at least 300,000
ounces a year and that derive 51% or more of their revenue from mined gold. Indexes are
unmanaged, and one cannot invest directly in an index. They do not reflect any fees,
charges or expenses. Past performance is not an indicator or a guarantee of future

performance.
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Important Legal Information
FINRA's BrokerCheck
You can check the background of your investment professional on FINRA’s BrokerCheck.

Links can take you to third party sites/media, directly or through new browser windows. We
urge you to review the privacy, security, terms of use, and other policies of each site you visit.
You use any third-party site, software, and materials at your own risk. Franklin Templeton does
not control, adopt, endorse or accept responsibility for content, tools, products, or services
(including any software, links, advertising, opinions or comments) available on or through third
party sites or software.

Franklin Templeton welcomes your feedback on this blog. To keep the conversation respectful
and focused, please follow our current Commenting Guidelines. We review comments and
reserve the right to block any comment or commenter, including those that we may deem
inappropriate or offensive. We may block any comment or commenter whose posts include
investment testimonials, advice, or recommendations, or advertisements for products or
services, or other promotional content.

Questions or comments about your Franklin Templeton account or customer-service issues?
Please contact us directly but never include account or personal financial information in your
comments.

The comments, opinions and analyses are the personal views expressed by the investment
manager and are intended to be for informational purposes and general interest only and
should not be construed as individual investment advice or a recommendation or solicitation
to buy, sell or hold any security or to adopt any investment strategy. It does not constitute
legal or tax advice. The information provided in this material is rendered as at publication date
and may change without notice and it is not intended as a complete analysis of every material
fact regarding any country, region, market or investment.
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All investments involve risk, including possible loss of principal.

Investors should carefully consider a fund’s investment goals, risks, charges and expenses
before investing. To obtain a summary prospectus and/or prospectus, which contains this and
other information, talk to your financial advisor, call us at (800) DIAL BEN/342-5236 or visit
franklintempleton.com. Please carefully read a prospectus before you invest or send money.

Data from third party sources may have been used in the preparation of this material and
Franklin Templeton Investments (“FTI”) has not independently verified, validated or audited
such data. FTIl accepts no liability whatsoever for any loss arising from use of this information
and reliance upon the comments, opinions and analyses in the material is at the sole
discretion of the user.
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