Gold and Silver Ratio

REFINEMENTS OF THE RATIO
Understanding the gold/silver ratio makes possible very profitable arbitrage refinements to our investment strategy.
· First, we time our purchases by the ratio. When the ratio is relatively high, we favour silver in new purchases. When the ratio is relatively low, we favour gold.

· Second, we buy that form of silver that offers a possibility of extra profit. When the silver market gets hot, new investors will be buying US 90% silver coin. That drives up the premium to 30 or 40% above the silver value. At that point we can swap 90% coin for one ounce rounds or 100 ounce bars, and convert that premium to extra ounces of silver.

· Third, we play the ratio. When the ratio is high, we swap gold for silver. Then when the ratio drops, we swap silver back into gold. From the present 76:1, I am looking to make our next swap from silver to gold below 40:1. Every time we cycle through a complete swap - gold to silver and back to gold - we increase our ounces.

These ratio refinements certainly beat the alternative strategy: sitting still with a sterile investment, waiting for the price to rise.
RATIO TRADING BENEFITS & DRAWBACKS
Our strategy is to buy silver with gold when silver is cheap, and then reverse the trade, buying gold with silver, when gold becomes cheap in terms of silver. We swap, for example ten ounces of gold for silver when one gold ounce buys 80 silver ounces (the ratio is 80:1). Then when the ratio drops to 40 to one (40 ounces of silver buys one ounce of gold), we swap back our 80 silver ounces for 20 ounces of gold, doubling our holdings.
DRAWBACKS
1. Tax consequences
If you have a profit in any gold that you sell and you file income tax returns, you will have to claim the gain on the gold because gold for silver does not qualify as a "like kind" exchange."

2. Storage
It takes 80 times as much room to store your silver.

3. Market risk
I could be wrong. The ratio could go higher still, even back to 100, and you would just have to wait that much longer.

4. Transaction costs
Transaction costs (shipping, spreads, and commission) can be as high as 10%, although they should be somewhat lower. You have to hold the trade long enough to justify the transaction costs, and the transaction costs of trading physical gold and silver is higher than trading some sort of paper like futures or options. (To keep your costs low, I only charge commission on one side of the trade. If your dealer won't do that, find one who will.)

BENEFITS
1. Growth
It takes an investment that pays no dividends and no interest (gold) and makes it grow by increasing the number of ounces you hold.

2. Potential outperformance
In the last great precious metals bull market, 1960 - 1980, silver outperformed gold about 2.3 times (230%). Gold rose from $35 to $850 or 2,429%. Silver rose from 90 cents to $50, or 5,555%, 2.29 times as fast. Silver is a smaller and therefore much more volatile market, and repeated this outperformance several times between 1941 and 1980. The 200 year mean for the ratio is 31.3:1, so if the ratio just reverts to its historic mean without overshooting it (as in 1980), it will outperform gold over two times.

3. Precious metals
You never step out of your position in precious metals. You are invested in gold or silver at all times.

Never skew your portfolio more than 70% to silver. That is, at current market value you should never have more than 70% of your total investment in silver. Keep the other 30% in gold. Always take delivery of your physical metal. Never leave silver in storage with any dealer.

THE RIGHT SIDE OF THE RATIO
Fair warning: I am not a prophet. If I am wrong about gold/silver ratio, it will cost you money. You'll buy silver instead of gold and the gold will outpace the silver.
For all the reasons listed above, however, I don't think that will happen. I think the best way to profit in the next years will be to slant your precious metals portfolio toward silver, using a ratio trading strategy to increase your gains. 
I could be wrong - but I've got 4,500 years of history on my side.
(By Franklin Sanders; March 5, 2003)
