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ForewordWelcome to the fifth edition of Gold Investor We are pleased to share a selection of the latest investment research from the World Gold Council with youFollowing last year’s strong performance by many equity markets around the globe the first few months of 2014 have proven to be a reality check for investors In this edition ofGold Investor we address the challenges investors face from foreign exchange and potential systemic risks from emerging economies and depressed bond yields in developedmarkets In addition we provide a perspective on using gold as a hedge as financial markets continue to evolveMarcus GrubbManaging DirectorInvestment StrategyFirst Hedging EM risks? Think gold looks at how investors have benefitted from strong performance from emerging markets (EM) over the past decade driven by strongeconomic growth favourable demographics and in many instances market deregulation However as emerging markets have become an increasingly important part of globalGDP and international trade as well as a more widely recognised asset class the risk of contagion stemming from EM has increased dramatically The study identifies gold as auseful tool to hedge EM risk: as a currency hedge and as a tail risk hedge Whether investors have direct or indirect exposure to emerging markets adding gold as a strategicportfolio component can increase risk adjusted returns through lower volatilitySecond in Can gold replace bonds in balancing equity risk? we explore how given today’s historically low bond yields investors may have to accept greater portfolio risk inorder to generate returns similar to those enjoyed in the past two decades due to a secular decline in bond yields However we believe that bonds may not be able to cushionthese additional risks as they now have limited upside The report finds that by complementing a likely smaller bond allocation over the coming years gold can improve portfoliodiversification and reduce tail risksFinally A perspective on gold as a hedge to an expanding financial system examines the benefits of holding gold in an environment where expansionary monetary policies andthe resultant global imbalances in capital accumulation and borrowing imply significant levels of currency debasement and more frequent tail risk eventsWe hope you find this edition of Gold Investor informative and stimulating and we welcome your viewsGold Investor | Risk management and capital preservation



  
I: Hedging EM risks? Think goldAttractive returns across emerging markets (EM) for most of the last decade supported by economic growth have appealed to many investors While the long term view onEM is still positive some market participants fear that its larger share in the global economy has also increased the potential for spillover effects As current volatilitysurrounding EM rises it is particularly relevant for investors to implement a sound portfolio risk management strategy Our research suggests that as an EM currency andsystemic risk hedge gold can enhance strategies aimed at minimising the potential for an overall portfolio loss02 03



  
Has EM become the new DM?Exposure to EM has benefited investors over the past decadeOver the past decade EM has transitioned from being primarily a tactical play for some daring investors to a more widespread strategic component in portfolio allocation Infact it has been one of the best performing asset classes in recent years EM stocks gained 12 1% per year (in US dollar terms) between 2003 and 2012; EM bonds fared equallywell with annual returns of 11 6% over the same period 1 Compare that to annual returns of 1% 1 9% and 4 9% for European Japanese and US stocks 2 respectively and onecan understand why the EM story rooted in economic growth favourable demographics and in many instances market deregulation has been closely followed by theinvestment community 3Not only did EM recover much faster than developed markets (DM) from the 2008 2009 financial crisis but annual volatility for the MSCI EM equity index (19 5% in localcurrency terms) over the past decade has been only slightly higher than the comparable US equity index and 15% lower than its European equivalent 4 While foreign exchangefluctuations did increase EM volatility by approximately 5 percentage points (measured in US dollars) over the period long gone seemed the days of major EM led crises likethe Long Term Capital Markets (LTCM) in 1987 the Mexican crisis in 1994 or the Asian crisis in 1997 In addition falling rates in DM (easy money) and the expansion ofmutual funds and exchange traded funds (ETFs) helped a broader set of investors gain EM exposure fuelling their appetite for an asset class that appeared to offer better returnsfor not much more riskbut the recent EM pullback has sent chills across the investment communityHowever in 2013 potential signs of overheating became more evident and many emerging markets in large part through their currencies showed a vulnerable side Theannouncement in May of more imminent Fed tapering had a ripple effect on EM This combined with a drop in commodity prices an important source of revenue for many EMcountries sent local EM equities and currencies down while pushing credit spreads up 5 Despite retracing some of the losses during the second half of 2013 year to date in2014 equities are down once again (Chart 1a) with a substantial component of volatility (for US dollar investors) stemming from currency risk (Chart 1b)Chart 1: (a) EM equities were down in 2013 and despite a period of recovery during the second half they have fallen once again year to date in 2014 (b) with foreign exchange(FX) fluctuations adding in many cases significant riskUSEAFEEuropeEM AsiaEMEM EMEAEM LatAm15 10 5 0 5 10 15 20 25 30US$ return (%)2014 YTD H2 2013USEAFEEuropeEM AsiaEMEM EMEAEM LatAm0 5 10 15 20 25Volatility (%)Volatility in local currency FX componentReference notes are listed at the end of this article Sources: Bloomberg MSCI World Gold Council1 Equity returns based on the MSCI EM equity index level in US dollar terms from December 2002 and December 2012 Bond returns based on the J P Morgan EM GlobalBond Index (EMBIG) over the same period2 Equity returns based on the corresponding MSCI country/region indices in US dollar terms from December 2002 and December 20133 The Economist Emerge splurge purge March 20144 Volatility computed using weekly returns based on the indices mentioned in footnotes 1 and 25 Returns and spread changes based on on the indices mentioned in footnotes 1 and 2Gold Investor | Risk management and capital preservation



  
Investors are left wondering whether the recent EM performance represents a temporary correction the beginning of a change in the trend for EM or perhaps more worryinglythat spillover effects from EM could derail a nascent DM recoveryThe good the bad and the uglyMany trust EM’s longer term strengthEM still carries a lot of potential Studies estimate that more than half of global GDP will come from EM within the next decade 6 Overall the market seems optimistic about thelong term prospects resulting from a natural abundance of resources innovation and favourable demographics In addition following previous decades of mismanagement andhard lessons learned many of these countries reduced debt levels and in many instances became net creditors to the global financial systemAs such EM will remain an integral part in many investors’ portfolios and in our view its share will likely increasebut after 10 years of impressive performance common and idiosyncratic factors have put pressure on the asset class as a wholeHowever after more than 10 years of impressive growth rates many emerging economies have shown signs of stress In all the current environment has been a (not so gentle)reminder that opportunity will not likely come without risk And while today there is a greater level of differentiation between the various countries and regions that constitutethe asset class it is still seen by many as a whole For example as EM investing has become more main stream global indices such as the MSCI EM or the J P Morgan EMBIGused as benchmarks for many passive and active strategies 7 tend to pull the asset class together and can produce outflows in countries with less apparent direct risk Furthertrade globalisation and other factors have also created stronger links thus creating a greater risk of contagionWhat is true is that the current EM pullback has been influenced by common economic developments as well as idiosyncratic country (or region) specific risksThe common factors are linked to sources of economic growth Many of these countries benefited greatly from (and in the case of countries like China fuelled) the commoditiessuper cycle that started at the beginning of the century and resulted in EM producing a significant share of global trade In addition falling rates in developed markets during thedecade provided cheap funding and aided economic expansionBut in the same way EM benefited from soaring commodity prices they have been hurt by them Some producers may have become too reliant on commodity exports withcurrencies inextricably linked to the fortunes of specific and volatile raw materials Other net consumers have experienced expanding current account deficits and rising priceshave either stirred food inflation or acted as a tax on consumptionFurther expectations of rising rates in the US reduced the access to cheap funding that benefited EM countries and increased the opportunity costs for investors to access theasset classOther factors behind the weakness in EM are more localised and respond to particular economic or political conditions These may be the result of unsustainable economicpolicies a large appetite for credit or geopolitical turmoil However while in other circumstances these may have been seen separately the overall situation has mountedpressure on EM6 Ernst & Young Tracking global trends: How six key developments are shaping the business world 2011 McKinsey & Co Winning the $30tn decathlon: Going for gold inemerging markets 20127 http://www msci com/products/indices/country and regional/em/04 05



  
As correlations increase risk management is even more relevantInvestors’ are concerned about spillover effectsIn our view the main concerns investors face are how much a spillover from EM could affect their portfolio whether they have direct EM exposure or not and how mayinvestors hedge against it?given that larger EM economies have the potential to inflict greater damage to the global economyAs shown in Chart 2a correlations between smaller EM countries (based on GDP from MSCI EM equity index country components) and world equities show that generallytheir performance is less linked to other markets Conversely correlations for the upper quartile suggest a higher interconnection While this may seem obvious its implicationsare relevant: for investors not all EM economic woes are created equal but there are some that can have significant consequences to portfolio performance Further thecorrelation of extreme negative returns has also increased This is evidenced by the rise in correlation of returns between EM and DM debt markets in the lower decile of thedistribution (Chart 2b) 8Chart 2: (a) Equity movements in smaller EM countries are less correlated to other markets than those from larger EM countries while (b) correlation of extreme negative eventsbetween EM and DM debt has significantly increased over timeExcluding 2008 2009 crisisTop quartileBottom quartileTop quartileBottom quartileFull decade0 0 1 0 2 0 3 0 4 0 5 0 6 0 7 0 8 0 9 1 0CorrelationEM correlation to US equitiesEM correlation to world equities ex USTail correlation0 250 200 150 100 0501990s 2000s 2010sNegative tail correlation between EM and DM debt marketsReference notes are listed at the end of this article Source: Bloomberg MSCI Riskelia World Gold CouncilHedging EM risks with goldSo what can investors do?We concentrate here on how investors can use gold to hedge their emerging market exposure whether as a function of the current environment or on a longer term and morestrategic basisGold can help investors who:Our analysis focuses on two types of strategies:have direct exposure to EM1 For investors with direct exposure to emerging markets our research suggests that using gold to hedge foreign exchange risk can significantly reduce risk at a lower costand those who don’t2 For investors more concerned about potential systemic impacts resulting from an EM event whether they hold emerging markets directly or not our research shows thathaving a strategic gold holding has not only reduced volatility historically but has reduced losses and in some instances produced gains during periods of systemic meltdowns8 The tail correlation analysis was provided by Riskelia For more details see reference notes for Chart 2 at the end of this articleGold Investor | Risk management and capital preservation



  
Foreign exchange risk hedging9Given the long term positive view on EM and the potential benefits to investors who hold it a pertinent question is what strategies investors can employ to hedge EM exposure?In our view currency risk should be on top of the listCurrencies are an integral part of EM investingCurrencies can be effective instruments to reflecting market views on the level of risk and as such are often used as proxies for expressing macro views or hedging againstunforeseen eventsWhile many EM currencies have generally appreciated over the past decade reflecting more confidence in the underlying macro dynamics they are still prone to violentpullbacks as we have recently seen This type of volatility can be difficult to manage for investors who are heavily engaged in foreign exchange (FX) markets; it is even moredifficult for investors who are notFor many FX hedging is an appropriate strategy but it comes at a costDeciding not to hedge may be an understandable strategy for investors who wish to take a directional view on currencies or include currencies as part of their portfoliodiversification strategies However this may not apply to all investors While opinions can differ some research suggests that hedging FX risk can be a superior alternative overthe long term 10 FX hedging has been proven to lower portfolio risk especially for volatile currencies and those that are positively related to the business cycle However itcomes at a costCosts are often excluded from return calculations because they can be difficult to quantify but some of these costs can have a material impact on performance 11which is exacerbated by the rate differential between developed and emerging marketsFor FX hedging the lion’s share arises from interest rate differentials particularly prevalent between developed and emerging markets The current environment also accentuatesthis cost as DM rates are exceptionally low The differential between the two exerts strong downward pressure on hedged returns For example an investor wishing to hedgeIndian rupee/US dollar exchange rate risk would have to commit to paying approximately 7 5% over the following year In other words if an Indian equity investment generatesa substantial 15% over the coming year around half of the return would be wiped away if an investor hedges the FX risk On the other hand the decision not to hedge exposesinvestors to other sets of risks The Indian rupee as an example depreciated by approximately 40% between July 2011 and December 2013 on the back of a high current accountdeficit and capital outflows9 Parts of the text and analytics in this section were originally published in Gold and currencies: hedging foreign exchange risk Gold Investor Volume 1 January 201310 Eun C S and B G Resnick Exchange rate uncertainty forward contracts and international portfolio selection The journal of finance Vol 43 1988; and Schmittmann JCurrency hedging for international portfolios IMF Working Paper No 10/151 June 201011 There are other more subtle costs to consider as well including margin calls on the overlay A hedged US dollar based investor in the case of a US dollar rise sees no markto market FX impact on international positions but will have to service the loss on the hedge There is therefore a cash flow impact This occurs whenever the duration of thehedge does not match the holding period of the asset under consideration In addition tracking error and re balancing leaves investors either over or under hedged depending onthe return on the underlying asset This discrepancy represents an inefficiency cost Finally transactions costs such as trading fees and bid ask spreads can compound if theportfolio is rebalanced frequently A higher rebalancing frequency mitigates the inefficiencies of hedging but increase transaction costs These costs apply to any hedge06 07



  
Chart 3 details the historical cost of currency hedging a constructed proxy for the MSCI EM equity index Calculations show that an investor would have paid on average5 2% per annum to hedge the currency exposure of this emerging markets basket over the 25 yearsChart 3: Approximate annualised cost of hedging currency exposure for the MSCI EM indexCost (%)18 16 14 12 10 8 6 4 2 01988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014Annualised cost Average annualised costReference notes are listed at the end of this articleSource: Bloomberg Global Financial Data Thomson Reuters World Gold CouncilAs a result of the costs of hedging gross returns measured in many local EM currencies are unachievable for foreign investors But having no currency hedges in place exposesthe investor to harmful currency swings and tail risk events in emerging markets as previously discussed What alternatives do investors have?Gold can offer a natural alternative to currency hedging strategiesIn our view gold offers a potential solution to these issues Gold exhibits a number of characteristics that allows investors to hedge part of the currency related risk whilereducing costs adding diversification and protecting against tail risks These include:12Gold’s link to emerging markets through consumer demandIts role as currency in the financial systemIts negative relationship with the US dollar and other developed market currenciesIts low correlation to most developed market assetsIts ability to protect against tail risk eventsConsequently investors can benefit from including gold in their portfolios as part of their currency hedging strategy for EM investments12 For a more detailed discussion on the merits of these characteristics see: Gold and currencies: hedging foreign exchange risk Gold Investor Volume 1 January 2013Gold Investor | Risk management and capital preservation



  
This should not come as a surprise to those familiar with gold market fundamentals Countries like India China Turkey and the entire Southeast Asia region have a culturalaffinity for gold Physical gold demand coming from developing countries has contributed to more than 60% of annual demand since 2000 and represented more than 70% ofglobal demand over the past five years (Chart 4)Chart 4: Emerging markets make up for the majority of gold demandRegional distribution of 5 year gold demand ending in 2013% of demand30 25 20 15 10 5 073% by emerging markets27% by the rest of the worldIndian sub continent Greater China Middle East Other Asia Other EM Europe North America Japan OtherSource: Thomson Reuters GFMS World Gold Council08 09



  
Including gold has shown to reduce EM currency related risksIncluding a gold hedging strategy for an EM position can significantly reduce the drawdown (peak to trough declines) on the investment As Chart 5 shows gold hedged EMequity exposure dramatically decreased portfolio drawdown from 2001 to 2013 This was particularly evident during the global credit crisis of 2008 2009 and the subsequentEuropean sovereign debt crisis Adding a 50% gold overlay to a partly hedged emerging market equities position achieves a lower drawdown than a 100% exchange rate hedgedemerging market investment 13 Similarly the average pullback on a 50/50 gold/currency hedged position at 9 2% was lower than both a fully currency hedged and a fullyunhedged emerging markets’ positionChart 5: Drawdown of unhedged currency hedged and gold hedged EM indicesPullback (%)70 60 50 40 30 20 10 0Average unhedged EM pullback: 13 1%Average FX hedged EM pullback: 12 5%Average FX hedged/gold EM pullback: 9 2%12/2001 12/2003 12/2005 12/2007 12/2009 12/201150% EM FX hedged + 50% gold 100% EM unhedged 100% EM currency hedgeReference notes are listed at the end of this articleSource: Bloomberg World Gold Counciland is in many cases much more cost effective than local currency hedgingFurther as previously discussed the costs of FX hedging using currencies with higher rate differentials and less liquidity can exert a considerable drag on returns In contrastgold allocations and overlays can be implemented in rather simple and cost effective ways For example the cost of vaulting allocated physical gold ranges from 5 15 basispoints while the cost of owning an ETF ranges from 15 50 basis points a fraction of the cost of hedging emerging market currenciesLiquidity in the gold market rivals DM currencies and surpasses EM spot currency transactions combinedThe gold market is extremely liquid With an estimated average trading volume of US$240bn per day 14 it not only ranks fourth relative to major currency pairs behind the USdollar/euro US dollar/yen and US dollar/pound sterling but dwarfs any other non US dollar cross currency pairs surpassing all EM spot currency transactions combined 15The funds needed to implement a gold overlay can be obtained at the prevailing interest rate of the investor’s home country thus eliminating the additional costs created by ratedifferentials13 The 50% hedge ratio was used as it is a common approach for investors (FT Hyman Robertson State Street Global Advisors) While there is a good amount of literature onhedging ratios many of them disagree to a large extent and optimal ratios can be time dependent (Black 1989a)14 London Bullion Market Association LBMA gold turnover survey for Q1 2011 The Alchemist August 201115 Statistics computed using the Bank for International Settlements (BIS) databaseGold Investor | Risk management and capital preservation



  
Tail risk hedgingGold can also provide a useful tool in risk management if an EM led crisis becomes systematic For example one led by recessionary pressures in a larger economy with ahigher level of global interconnectivity or in the case of a widespread geopolitical eventGold during times of crises typically reduces the losses experienced by risk assets including EM equities These events include crises that are systemic in nature For emergingmarkets such events are often either related to or caused directly by the country’s currency and debt marketsGold can also reduce losses during tail events whether they are directlyFor investors with direct exposure to EM including gold in currency hedging strategies can improve performance during tail events For example a 50/50 combination of goldand an EM currency hedging strategy outperformed fully hedged and fully unhedged strategies during eight recent tail risk events (Chart 6 ) In particular the 50/50combination hedged portfolio outperformed an unhedged strategy by an average of 30 basis points and collectively by a total 240 basis points over the eight events underconsideration Similarly it outperformed a fully currency hedged strategy by an average of 14 basis points and 111 basis points collectively over the same periodChart 6: Outperformance of portfolios with a 50% gold overlay on EM indexBasis points150 100 50 0 50 100 150Total outperformance: 240 basis pointsTotal outperformance: 111 basis points1997 Asian financial crisis1998 Russia default2002 Argentina defaultSeptember 112002 recessionGlobal financial crisisSovereign debt crisis ISovereign debt crisis IIGold overlay vs unhedgedGold overlay vs FX hedgedReference notes are listed at the end of this articleSource: Barclays Bloomberg World Gold Council10 11



  
or indirectly linked to EM investmentsIn addition for investors without a direct allocation to EM holding a strategic allocation to gold can reduce the losses during tail risk events (Chart 7) 16 In the currentenvironment a potential spillover from geopolitical events or a more noticeable slowdown in bigger EM economies could deliver a blow to other markets In such anenvironment holding 5% 6% in gold on a 60/40 portfolio (or more generally 2% 10% in the portfolio across various levels of risk tolerance) can serve as an effective safeguardagainst tail risksChart 7: Gold reduces portfolio losses during tail risk events*Basis points300Collective outperformance of 735 basis points250200150100500Black MondayLTCM crisisDot com bubbleSeptember 112002 recessionGreat recessionSovereign debt crisis ISovereign debt crisis IIReference notes are listed at the end of this articleSource: Barclays Capital Bloomberg Hedge Fund Research J P Morgan Thomson Reuters World Gold Council16 See Why invest in gold? Gold Investor Volume 4 October 2013Gold Investor | Risk management and capital preservation



  
ConclusionAs the economy becomes more globalised and EM play a larger role spillover risks have increased This is particularly relevant to investors todayOver the past decade emerging markets have benefited from strong growth and cheap funding Investors have increased their exposure and given the positive long term view ofthese economies there is a strong rationale for investors to have EM in their portfolios However given recent market volatility and concerns about the sustainability of EMgrowth it is more pressing than ever for investors to understand how to hedge exposure to the asset class and even if they don’t have direct holdings how to reduce the effectsof a spillover in their portfoliosWhile EM crises may have been regionally contained in the past the increasing weight of these markets in global GDP and international trade could increase the risk ofcontagion in any future crisis In that context there is a strong argument for using gold to enhance EM hedging strategiesHolding gold can be a sound strategy for direct and indirect EM risk hedgingGold’s EM currency hedging characteristics represent an additional benefit to a strategic allocation Our body of research has shown that an allocation to gold in the range of 210% is optimal for investors across a band of risk appetites Gold’s foreign exchange hedging capabilities further emphasise its versatility as a portfolio componentin addition to being cost effective to implementIn addition given the low cost of a gold allocation from the transaction monitoring and carry perspectives its positive relationship to EM and its application as a tail riskhedge gold makes an attractive alternative to traditional exchange rate hedging programmes The results of our analysis show how gold can reduce portfolio drawdown forinvestors with emerging market allocations relative to a foreign exchange hedge Further gold as a discrete allocation increases risk adjusted returns by lowering volatility Thisstrategy may be particularly useful going forward based not necessarily on directional views on gold prices but because the global economy has become more intertwined andgold has garnered a greater response in crises impacting more than one market12 13



  
ReferencesChart 1: (a) EM equities were down in 2013 and despite a period of recovery during the second half they have fallen once again year to date in 2014 (b) with foreign exchange(FX) fluctuations adding in many cases significant risk(a) Equity returns based on the corresponding MSCI country/region level in US dollar terms Year to day returns computed as of 15 March 2014(b) Volatility computed using daily returns based on the indices described on part (a) FX component corresponds to the difference between returns in local and US dollar termsChart 2: (a) Equity movements in smaller EM countries are less correlated to other markets than those from larger EM countries while (b) correlation of extreme negative eventsbetween EM and DM debt has significantly increased over time(a) Average correlation between top and bottom quartile MSCI EM index constituents (ranked by GDP) and MSCI US index as well as MSCI World ex US index all in localcurrency terms from December 2002 to December 2013Top quartile countries include: China Brazil Russia India Mexico and South Korea Bottom quartile countries include: Egypt Philippines Greece Peru Czech Republic andHungary Excluding Greece did not have a material impact on the results(b Calculations of tail dependency between EM and DM debt were provided by Investment Research firm Riskelia These correlations localised to the lowest decile of returnsfor EM debt (J P Morgan EMBIG; J P Morgan EMBI before 1994) and corresponding returns for DM debt (J P Morgan Global Bond Index) were calculated as 500 dayrolling correlations on daily data from 30 November 1992 to 14 March 2014 These values were then averaged across the three discrete periods in the chart The method forcalculating tail correlation are based on a model proposed by Bradley B and M Taqqu How to Estimate Spatial Contagion between Financial Market Global EcoFinance 2005Chart 3: Approximate annualised cost of currency hedging the MSCI EM indexCost is computed by multiplying a constructed proxy for the MSCI Emerging Markets Index respective country weights by the corresponding interest rate differentialsComputations are made from a US$ perspective but results are similar for euro and pound sterling investors given the relatively similar domestic interest rate environmentsinvestors have experienced See Appendix II in Gold and currencies: hedging foreign exchange risk Gold Investor Volume 1 January 2013 for more details on themethodologyChart 4: Emerging markets make up for the majority of gold demandRegional distribution of 5 year gold demand ending in 2013Includes bar and coin jewellery technology and ETFs Middle East includes Turkey Other category aggregates country demand for which no individual country data isavailableChart 5: Drawdown of unhedged currency hedged and gold hedged EM indicesThe 50% EM FX hedged + 50% gold drawdown analysis assumes that gold is an overlay position For more details see: Gold and currencies: hedging foreign exchange riskChart 6:Outperformance of portfolios with a 50% gold overlay on EM indexThis chart shows the outperformance of a portfolio with 50% FX hedge/50% gold overlay EM index relative to two other portfolios: one with an unhedged EM index and anotherone with a currency hedged EM index Please refer to Table 5 Appendix III in Gold and currencies: hedging foreign exchange risk for event datesChart 7: Gold reduces portfolio losses during tail risk eventsStandard portfolio is defined as one having 55% equities 25% fixed income and at most 5% cash with the remaining weights optimally allocated to alternatives assets such asgold commodities and real estate The optimal gold allocation is 5% Gold’s allocation when included is 5% Black Monday: September 1987 November 1987 LTCM: August1998 Dot com: March 2000 March 2001 September 11: September 2001 2002 recession: March 2002 July 2002 Great recession: October 2007 February 2009Sovereign debt crisis I: January 2010 June 2010 Sovereign debt crisis II: February 2011 October 2011Gold Investor | Risk management and capital preservation



  
II: Can gold replace bonds in balancing equity risk?Aggressive monetary policies have dragged US bond yields to record lows while constraining their upside As investors look to manage portfolio risk fixed income may notprovide the same cushion it did in the past Investors are confronted with difficult choices: add more equity risk and face increased volatility Keep outsized bond holdings andaccept lower returns or even worse forfeit capital if higher than expected inflation materialises Amid these choices and in the current environment we show that investors canbenefit from increasing their gold allocation By complementing smaller bond holdings gold can improve portfolio diversification and reduce tail risksLimited upside on bonds and overvalued stocksHistoricalCurrent14 15



  
IntroductionThe good times for bonds are likely behind usOn the back of aggressive easing in the US and most other advanced economies it has become abundantly clear to investors that the yields on bonds remain at historic low levelswith little room to move down further As a core asset used by investors to meet liabilities and reach future savings goals we do not see the outlook for fixed income asencouraging Broad improvements in US economic fundamentals and an expectation that the low interest rate policy environment is nearing an end have already started affectingfixed income which in aggregate in the US posted a negative return in 2013 for the first time in 14 years 1lower expected fixed income returns call for higher optimal gold allocationsIn Gold in the ‘Great Rotation’ 2 we discussed whether employing historical bond return assumptions in a forward looking strategy was an ideal approach in assessing optimalasset allocations given the current historically low level of bond yields across the curve Consequently we compared the effect that long term strategic observed historical andexpected bond returns had on optimal gold holdings We found that a more realistic outlook for bonds using expected returns based on then current yields shifted the optimalallocation for gold materially higher Gold’s lack of correlation to most assets would enhance its portfolio contribution in an environment of capped bond returns Even underconservative assumptions for gold returns investors needed to add anywhere from 1 4 up to 5 5 percentage points to the long term baseline gold allocation to obtain similar riskadjusted returns (see Chart 2 later in the article)while poor equity performance would raise this allocation furtherIn this article we focus on two aspects of portfolio allocation First using a simple portfolio we update our previous analysis to reflect the most current interest rateenvironment As before we show that gold allocations based on realistic forward looking bond returns are still materially higher than strategic or historical return assumptionsfor bonds would suggest Second we expand our study to reflect current equity return expectations We find that based on simple but reliable measures there appears to be littleexpected compensation in current valuations from equities in general In fact the outlook for a bond/equity portfolio could be more challenging than we have seen for quite sometime especially if economic growth does not arrive fast enough to support equity valuations or if a slow policy normalisation by the Fed results in higher inflation Finally aswe subject both fixed income and equity returns to a downward adjustment in the interest of fairness we do the same for gold and find that even under negative expected realreturns gold provides additional benefits to a portfolio that cannot be obtained solely through a combination of stocks and bonds1 The Barclays US aggregate total index returned 2 02% in 20132 World Gold Council Gold in the ‘Great Rotation’ Gold Investor Volume 2 April 2013Gold Investor | Risk management and capital preservation



  
Languid fixed incomeToday fixed income remains exposed to a normalisation of monetary policy leading to higher yields and lower pricesThe environment we laid out for fixed income in Gold in the ‘Great Rotation’ is still largely valid though the road of rising yields is unlikely to be smooth or globallyencompassing as we have seen in 2014 so far US 10 year bond yields are higher than they were this time last year (c 2 6% vs 1 9%) reflecting the positive expectations of areturn to sustained growth and normal levels of inflation but also the potentially painful route away from quantitative easing The period of bond weakness in 2013 does placetoday’s investor with a slightly brighter outlook longer maturity real yields are now positive However on the whole a prolific rise in bond prices since 1980 and with yieldstoday only marginally off their historic lows providing returns in line with the historical trend to date let alone repeating the returns over the past few decades will prove verydifficult (Chart 1)Chart 1: Despite a small rebound 10 year treasuries still offer investors historically low yieldsYield 16 14 12 10 8 6 4 2 01880 1890 1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000 2010Reference notes are listed at the end of this articleSource: Professor Robert Shiller Yale UniversityVarious approaches to estimating returns ten years forward produce slightly different results but simply using the redemption yield on a current 10 year treasury bond held tomaturity gives investors a return on capital of approximately 2 7% in nominal terms and 0 6% in real terms (reflected by the US 10 year TIPS3 yield) a considerable discountto its real long run average of 1 8% The entry yield of a bond explains a large proportion of its subsequent returns 4 so it is a valid starting point for long term performanceassessment 53 Treasury inflation protected security4 Starting 10 year Treasury bond yields have explained c 89% of subsequent annualised nominal returns (1867 to 2003) as the only unknown component is the rate at whichcoupons are reinvested over the maturity of the bond Real returns are much harder to forecast as expected inflation is also added to the equation Given historically low levels ofcurrent inflation (US core PCE) the downside for real returns appears even more compelling5 Expectations for shorter maturity bonds will of course be contingent on the path of policy rates and the term premium Most investors hold continuous maturity bonds that rollover so our simple approach is perhaps not the most accurate but it does reflect the yield repression that we are currently experiencing and that risks to bonds yields howeverslowly a normalisation may play out are to the upside16 17



  
Adjusting gold allocations in this new fixed income environmentWe assess the incremental effect on gold that arises from this shift in returns away from long term assumptions for bonds similar to our previous work but using a simplifiedframework The inputs we have used are listed in Table 1 in the references section The long term inputs as per our previous research are sourced from work done by CreditSuisse in the Global Investment Returns Yearbook 2014Optimising a portfolio using adjusted fixed income returns raises gold allocations across the allocation curve by 0 4x to 1 5xOur current inputs include a mixture of expected returns for bonds and cash though we apply a less onerous maturity premium discount to cash than Credit Suisse We assumethat stocks will see returns as per the long term For volatilities and correlations we employ historical values over 25 and 10 years While we concede that correlations arearguably one of the most critical components in the portfolio formation process forecasting correlations is a complicated task and one we will consign to future researchHowever for this exercise we assume that as global assets have become more entangled and interlinked via portfolio holdings global banking and trade correlations over thecoming decade will be more similar to recent history than that of the long runChart 2 is reproduced from Gold in the ‘Great Rotation’ It uses a broad set of assets to produce a realistic representation of the incremental optimal allocation to gold asprospective bond returns are ratcheted downwards 6 Real return inputs for US treasuries were respectively 6 9% 2 0% and 1 0% for historical strategic and then currentcategories In summary it shows that optimal allocations for gold increase when expected bond returns are adjusted downward as gold helps both to diversify a portfolio and tomaintain lower portfolio volatilityChart 2: Reducing expected bond returns significantly increases the optimal weight that gold should have in portfoliosGold allocation (%)12 10 8 6 4 2 09 9%7 5%5 7%4 3%3 4%2 0%4 5 6 7 8 9 10Portfolio volatility (%)Historical Strategic CurrentReference notes are listed at the end of this articleSource: Barclays Credit Suisse World Gold Council6 These included: cash treasuries inflation linked bonds high grade bonds foreign bonds small and large cap equities foreign developed market equities emerging marketequities global REITs and commoditiesGold Investor | Risk management and capital preservation



  
Using a simpler and unconstrained set of inputs for the US consisting only of bonds equities cash and gold Chart 3 shows how the optimal gold allocation shifts across thecurve as we adjust bond returns down from long term and strategic levels to current redemption yield levels The green columns measure the ratio of this incremental increaseranging from about 1 1x to over 1 5x at the higher end of the portfolio risk spectrum The purple lines in the chart indexed to the start show the optimal allocation curve and thatas we go above an 8 5% portfolio risk level the incremental optimal gold allocation increases further not only is it higher (green bars) but increasingly so As per the originalanalysis and despite a higher general level of starting yields than in early 2013 the poor outlook for fixed income supports a materially higher optimal weighting to gold acrossthe risk spectrum of a diversified portfolioChart 3: Lower bond return expectations substantially increase optimal gold allocations across all levels of risk toleranceOptimal gold allocations when bond returns are adjusted to reflect current expectationsRatio Index level3 0 182 5 152 0 121 5 91 0 60 5 30 02 3 4 5 6 7 8 9 10Portfolio volatility %Current to strategic gold allocation ratioStrategic allocation (indexed)Current allocation (indexed)Source: World Gold Council18 19



  
Equities to the rescue?Low bond yields and better economic sentiment shifted investors’ focus towards equity markets and especially during the second half of 2013 money flowed from fixed incomeinto equities This so called ‘Great Rotation’ had been long anticipated and seemed like a natural choice as investors looked for sources of income outside traditional bondchannels: through dividend paying equities and expectations of better performance by growth stocks It also opened the room for alternative investments such as hedge fundsprivate equities and more recently master limited partnerships (MLPs)As investors migrated into equities they also increased the risk in their portfolios But can equities appropriately replace bonds in longer term portfolio strategies?Further equity gains may require a structural shift in fundamentalsIndeed it has been a powerful five years for US equities since the March 2009 lows having bounced off the quantitative easing (QE) springboard to grow at an annualised realrate of 17% compared to a long term average of 6 5% 7 While there are welcome signs that fundamentals are catching up with equity prices the sustainability of performance isclearly now a key concern for investors What is the outlook for the next ten years and will equities make up the shortfall that bonds are likely to create?Market observers view equities as requiring a major structural shift toward stronger fundamentals not just to continue their run but to validate current prices Profit growth canlead or lag GDP growth over some secular periods but in the long run their share of GDP is typically mean revertingCurrent forecasts for GDP growth (c 2 6%) are generally lower than the long term (c 3 2%) which may constrain the rise in bond yields but should in the same vein constrainearnings barring a marked improvement in productivity 8Government and household net dis saving has grown profits (at least in the US) during the past decade making profit growth susceptible to a reversal unless we see corporateinvestment so glaringly absent during the past few years9 employed in forceIn addition despite an improving unemployment rate labour force participation remains worrisome and the public purse while better is still bloated and household and nonfinancial business leverage remains very high 10Corporate profits and profit margins have reached record levels 11 largely due to low wage costsSimple yet empirically effective models for long term equity returns suggest the next decade will be similar to the lastA number of measures of future performance converge and indicate that the next decade will under perform the long term average (6 5%) and by quite some margin 12Using Professor Robert Shiller’s well known cyclically adjusted price earnings (CAPE) ratio which today stands at 25 13 and subsequent average 10 year equity performanceconsistent mean reversion in valuations has resulted in an average subsequent real return of just 2 8%A simple equation using the CAPE for an expected return yields c 3 5% 14Another approach by Arnott and Bernstein as detailed by J P Morgan 15 proposes about 3 7% 4 7% real returns for equities over the coming decadeWhile the above exercises might oversimplify what can be a complex forecasting effort they do appear to agree on an unusually sub par environment for equities ahead 16While we take no position on the future path of growth we use these estimates to gauge how an optimal allocation to gold would fare with a further adjustment to stocks on topof the one we made to bonds7 Credit Suisse Global Investment Returns Yearbook 20148 Livingston Survey Professional forecasters: http://www philadelphiafed org/research and data/real time center/livingston survey/9 http://www ft com/cms/s/0/b42cae14 8425 11e3 b72e 00144feab7de html#axzz2wVnSriVs10 http://blogs ft com/andrew smithers/2014/03/a world awash with debt/11 http://research stlouisfed org/fred2/graph/?g=cShGold Investor | Risk management and capital preservation



  
Adjusting both fixed income and equities raises gold allocations by 1 5x to 2 5x across allocation curveAs discussed in the previous section adjusting bond returns to this ‘new reality’ shifts gold’s allocation curve upward Adding the outlook for equities (Chart 4) results in aneven greater shift from 1 5x to 2 5x the base case allocation For all three scenarios we used our standard real expected return of zero for gold Correlations and volatilities in thecurrent adjustments were based on 10 year historical estimates which being higher and slightly positive for gold’s volatility and correlations respectively penalised gold versusthe long term inputs Thus conservatism does little to diminish gold’s portfolio benefitsChart 4: Investors who consider that the outlook for equities is not as bright either may need to further increase their gold allocations to manage portfolio risk more effectivelyOptimal gold allocations when bond and equity returns are adjusted to reflect current expectationsRatio Index level3 0 182 5 152 0 121 5 91 0 60 5 30 02 3 4 5 6 7 8 9 10Portfolio volatility %Ratio (with bond adjustment; lhs) Ratio (with bond and equity adjustment; lhs)Long term strategic (indexed; rhs) With bond adjustment (indexed; rhs)With bond and equity adjustment (indexed; rhs)Source: World Gold CouncilGold’s usefulness is evidentThese examples show incremental allocations to gold across the risk spectrum which become more pronounced as portfolio risk increases particularly above an 8% portfoliorisk level The allocations are unconstrained highlighting the increasing ratio of gold per adjusted portfolio compared to the base portfoliowith its portfolio benefits holding in a constrained 60/40 portfolioIf we add constraints to the scenario after all unconstrained portfolios are not common practice and using a standard 60/40 equity bond mix 17 with strategic inputs producesestimates of optimal gold allocations consistent with our previous research ranging from 5% to 6% for a moderate risk portfolio As we adjust bonds downwards the optimalallocation to gold rises an additional one percentage point on average A further adjustment to stocks on top of bonds raises the optimal allocation by 2 5 percentage pointsrelative to the long term strategic level12 Credit Suisse Global Investment Returns Yearbook 2014 : https://www credit suisse com/uk/en/news and expertise/research/credit suisse research institute/publications html13 25 15 as at 31 January 201414 http://www hussmanfunds com/rsi/cape htm Equation: 1 06 * (16 / Current CAPE)^(1/10) 1 + current dividend yield where 16 = long term average CAPE excluding the1999 dot com bubble15 J P Morgan: Long term capital market return assumptions https://am jpmorgan com/us/institutional/11 973a ltcmra 2014 full16 Criticisms of this approach seems to apply adjustments that increase current earnings and thus lower the CAPE One might perhaps cynically draw the conclusion that thereare incentives involved here Should that be the case then conservatism is a good place to start17 Please see appendix for asset boundaries20 21



  
Finally we also examined what the effect of introducing lower (in this case negative) expected returns for gold would have on optimal weights We find that in fact even underthe assumption that real gold price of gold would fall by as much as 2 5%per year which would imply not even a nominal gain optimal gold allocations increase relative tothe long term level given the current outlook for bonds and equities This is a testament to gold’s quality as a diversifier and the fact that the value of adding gold to the portfoliois not solely linked to its price performance but also to how it behaves relative to other assetsThe challenges aheadDecades when both bonds and equities under perform relative to long term averages are uncommon but do existWith the US serving as our Petri dish we see that there have been quite a few periods when 10 year realised annualised returns have been below average as the current outlookseems to imply for both bonds and equities (33% of total) annotated in the lower left boxed quadrant of Chart 5a In other words both asset classes have underperformed Ofcourse a major culprit during these scenarios has been high inflation commonly tied to wars But filtering out high inflation years (namely by focusing on years with annualinflation below 4%) leaves 16 periods when the ensuing decade would have been meagre both for bonds and equities in real terms (Chart 5b)While this is not a common occurrence in benign inflation scenarios investors need to be conscious of both the implications of a joint underperformance of bonds and equitiesand the probability of its occurrence if inflation does become a problem over the next decadeChart 5: (a) Historically there have been periods when both stocks and bonds prices fall (b) even during benign inflation environmentsAnnualised 10 year bond returns (%) Annualised 10 year bond returns (%)12 1210 108 86 64 42 20 02 24 46 65 0 5 10 15 20 5 0 5 10 15 20Annualised 10 year stock returns (%) Annualised 10 year stock returns (%)Reference notes are listed at the end of this articleSource: Professor Robert Shiller Yale University World Gold CouncilGold Investor | Risk management and capital preservation



  
ConclusionBecause no investor has a crystal ball the simple application of diversification through strategic asset allocation can help address what might happen next However there arejunctures when the assumptions that form the building blocks of long term strategic asset allocation strategies may suggest a tactical adjustment We appear to be at such ajuncture for bonds and perhaps less so for stocks but even if we are not considering various scenarios and using conservative assumptions is likely not a bad place to startOur focus is naturally on gold and we place it within a portfolio not on a whim but on the back of more than a decade of rigorously applied research If one considers the currenteconomic environment with a poor bond performance outlook and a possibly challenging environment for stocks then an allocation to gold above the long term average iswarranted There will as always be opportunities for investors within equities and fixed income as well as domestically and abroad but those decisions are discretionaryFor the prudent investor allocating to a new reality of challenged equity and bond environments will require higher levels of risk and consequently greater levels of riskmanagement Our research suggests that gold as a hedge a diversifier should form part of this risk management strategy22 23



  
ReferencesChart 1: Despite a small rebound 10 year treasuries still offer investors historically low yieldsSourced from Professor Robert Shiller (http://www econ yale edu/~shiller/)Chart 2: Reducing expected bond returns significantly increases the optimal weight that gold should have in portfoliosRefer to Gold Investor 2 for reference information: http://www gold org/download/gold investor/2013 04/gold investor 201304 pdfChart 3: Lower bond return expectations substantially increase optimal gold allocations across all levels risk toleranceOptimal gold allocations when bond returns are adjusted to reflect current expectationsExpected real bond returns are adjusted from their long term strategic value of 4 1% to the current redemption yield (as of 31 January 2014) of 0 2% (as per Table 1)Chart 4: Investors who consider that the outlook for equities is not as bright either may need to further increase their gold allocations to manage portfolio risk more effectivelyOptimal gold allocations when bond and equity returns are adjusted to reflect current expectationsAdding to Chart 3 above stock returns are adjusted to 3 5% (Table 1) which is a rounded average of CAPE based and dividend yield based (Arnott & Bernstein) measuresconsistent with outlooks provided by Credit Suisse and J P Morgan (referenced in this paper)Chart 5: (a) Historically there have been periods when both stocks and bonds prices fall; (b) even during benign inflation environments(a) Uses long term data sourced from Professor Robert Shiller (http://www econ yale edu/~shiller/) 10 year bond and stock returns (total inflation adjusted basis) are presentedon annualised basis(b) Highlights only returns when US CPI inflation (averaged over the same period) is below 4%Table 1: Optimisation analysis inputs:Strategic inputsCorrelationsAsset Return Volatility Cash Bonds Equities GoldCash 1 5% 1 1% 1 00Bonds 4 1% 4 0% 0 41 1 00Equities 7 4% 14 9% 0 09 0 14 1 00Gold 0 0% 15 4% 0 10 0 14 0 04 1 0025 year historical correlations and volatilities zero real return for goldCurrent inputs adjusted bond returnsCorrelationsAsset Return Volatility Cash Bonds Equities GoldCash 0 0% 1 4% 1 00Bonds 0 2% 3 9% 0 53 1 00Equities 6 3% 14 6% 0 08 0 04 1 00Gold 0 0% 19 0% 0 02 0 28 0 08 1 00Current expected 10 year real returns for bonds adjusted cash return strategic returns for equities10 year correlations and volatilities zero real return for goldCurrent inputs adjusted bond and equity returnsCorrelationsAsset Return Volatility Cash Bonds Equities GoldCash 0 0% 1 4% 1 00Bonds 0 2% 3 9% 0 53 1 00Equities 3 5% 14 6% 0 08 0 04 1 00Gold 0 0% 19 0% 0 02 0 28 0 08 1 00Current expected 10 year real returns for bonds adjusted cash return estimated returns for equities10 year correlations and volatilities zero real return for goldSource: Bloomberg Credit Suisse Global Investment Returns Yearbook 2014Gold Investor | Risk management and capital preservation



  
III: A perspective on gold as a hedge in an expanding financial system1While financial assets have grown at an unprecedented pace gold holdings remain low depriving investors of the portfolio benefits it can offer The share of gold in portfolioscan sustainably increase and provide balance to a global financial system likely to experience more frequent tail eventsDerivativesEquitiesBondsGold as afoundation asset1 This is the second edition of an article originally published April 2013 as part of Gold Investor Volume 2 under the title Gold holdings: ample room for growth in a broad andliquid market24 25



  
IntroductionFinancial assets have grown at an unprecedented pace for more than 20 yearsThe issuance of equity and debt securities claims on assets or future cash flows is driven by capital markets and unlike real assets 2 they are not constrained by physicalsupply In fact corporations and governments routinely issue unsecured debt and equity securities not linked directly to any forms of collateral The lack of a physical backingcoupled with a boom in financial innovation has allowed financial assets to grow 10 fold over the past 20 years well in excess of a three fold increase in nominal grossdomestic product (GDP) over the period And this trend is unlikely to subsideFollowing a sustained period of easy monetary policy and record growth in financial assets gold has become increasingly relevant as an investment that balances risks in otherassets As a real asset one that cannot be debased or devalued gold is seen by many investors as a valuable risk management and wealth preservation tool Gold supply isgeologically constrained yet once produced is through a broad and liquid marketwhereas gold holdings represent only 1% of all financial assets despite a 12 year bull runDespite a significant price pullback mostly during 2013 gold has risen for most of the past decade on the back of growth in emerging markets economic uncertainty centralbank demand and constrained supply Even so gold remains a widely under owned asset Gold holdings account for 1% of all financial assets a by product both of its scarcityand the unprecedented growth in other financial assets Further gold’s low ownership rate stands in stark contrast to levels seen in past decades as well as what researchsuggests optimal gold allocations should be2 A physical asset that derives its value from its intrinsic properties Real assets include precious metals commodities real estate and raw landGold Investor | Risk management and capital preservation



  
Financial assets are growing at a rapid and unsustainable rateBetween 2000 and 2012 debt markets have grown three fold to almost US$ 90tn while equity markets have increased by US$17tn to US$66tnThere have been huge fluctuations in asset prices over the past decade Despite the volatility financial assets have almost tripled during that period Currently at a strikingUS$156tn 3 the size of financial assets are a multiple of global GDP (Chart 1) This growth has been primarily led by fixed income markets Between 2000 and 2013 debtmarkets have grown three fold from US$33tn to US$90tn 4 as a result of ageing demographics in many developed countries heightened risk aversion low interest rate policiesand record government spending to boost ailing economies In particular outstanding US treasury debt more than doubled from US$4 5tn in 2007 to US$11 9tn in 2013 a largeportion of which is held by foreign investors 5 At the same time global stock markets have also grown at a relatively more modest pace of 35% from US$49tn in 2000 toUS$66tn in 2013 partly driven by economic growth in emerging markets better prospects for economic recovery in developed markets and an increase in initial public offerings(IPOs)Chart 1: Global financial assets have grown at an unprecedented rateUS$tn GDP/financial assets ratio160120804001 61 20 80 4019801990200020102013DebtEquityGoldWorld GDPGDP/asset ratio (rhs)Reference notes are listed at the end of this articleSource: BIS Thomson Reuters GFMS World Bank World Federation of Exchanges World Gold Council3 Estimate based on global debt outstanding and market capitalisation of listed companies as of December 2013 See reference notes listed at the end of this article4 Ibid5 As of December 2013 foreign central banks owned 49% of outstanding treasuries while the Federal Reserve held 17%26 27



  
Including derivatives and securitised products brings total financial assets to an astronomical US$1 000tnStill we are only scratching the surface Innovation in financial markets and a supportive regulatory environment saw an explosion of assets managed by hedge funds and privateequity firms as well as an increase in securitised products Counting securitised products financial assets have grown to more than US$200tn 6 And this figure pales incomparison to the notional size of the over the counter (OTC) derivatives market estimated at US$693tn in 2013 by the Bank for International Settlements (BIS) 7 In particularthe notional size of derivatives markets for debt and currencies are multiples of the size of the underlying assets increasing the risks of spillover effects in the financial systemIn total underlying assets securitized products and derivatives amount to more than US$1 000tn 8Chart 2: The notional values outstanding in debt and currency derivatives dwarf the size of the available underlying assetsMarket to asset ratio12 10 8 6 4 2 0Asset Debt Futures Currency Forwards and swaps Options Equity GoldReference notes are listed at the end of this articleSource: BIS Bloomberg IMF Thomson Reuters GFMS World Bank World Federation of Exchanges World Gold Council6 McKinsey Global Institute Mapping global capital markets August 20117 Bank for International Settlements BIS Quarterly Review December 2013 Reported figures correspond to notional values In addition the gross market value of derivativecontracts outstanding approximately US$20tn It is important to note that while a majority of derivatives are used as a hedging tool the potential failure of counterparties toservice the contract might be disastrous for an institution that thought it was “de risking” its operational activities The notional value of gold derivatives in June 2013 wasUS$461bn less than 0 1% of the total notional size of the over the counter derivatives market8 Computed by the World Gold Council based on estimates by the BIS Bloomberg WFE and othersGold Investor | Risk management and capital preservation



  
meanwhile gold in the hands of investors accounts for only US$1 4tnIn contrast the stock of gold bullion bars and coins excluding those held in foreign reserves by central banks sits at a remarkably smaller US$1 4tn 9 This represents less than1% of the US$153tn in financial assets excluding central bank foreign reserves (Chart 3) partly driven by gold’s limited supply which grows slowly (Focus 1) Further thenotional amount in gold derivatives (OTC and exchange traded contracts) is estimated at US$740bn roughly half of the gold bullionChart 3: Only 1% of US$153tn of financial assets is currently in goldMoney markets Fixed income Equities Alternative investments Gold5% 47% 43% 5% 1%Reference notes are listed at the end of this articleSource: BIS Hedge Fund Research Preqin Thomson Reuters GFMS World Federation of Exchanges World Gold Council9 Value based on an estimated 35 500 tonnes held in bars and coins (including gold backed ETFs) at the end of 2013 and the year end gold price of US$1 204 50/oz28 29



  
Focus 1: How large is the gold market?By the end of 2013 the above ground stock of gold was estimated to be approximately 177 200 tonnes (t) 10 representing all the gold that has ever been mined worth more thanUS$6 9tn based on the year end gold price (Chart 4) The largest share (almost half) is held in the form of jewellery and is worth more than US$3 3tn Central banks collectivelyhold 30 500t as part of their foreign reserves while bars and coins in the hands of investors (including gold backed ETFs) account for one fifth of the above ground stock worthUS$1 4tn This is the figure we use to estimate the share of gold as a percentage of global assetsGold is geologically scarce and fundamentally constrained by physical supply 11 Gold mine production which has averaged 2 800t annually over the past five years a smallfraction of the production of some other metals12 increases the above ground stock at a rate of 1 6% per year Because gold is virtually indestructible with only a fraction lostthrough technological and industrial use 13 a large portion of the above ground stocks is readily available and can be sold on the secondary market As a result liquidity in thegold market is unmatched by most financial assets (Chart 5)Chart 4: The stock of gold held in investment form is worth US$1 4tn20 9m Reference notes are listed at the end of this article Source: Thomson Reuters GFMS US Geological Survey World Gold Council20 9m Central banks 30 500t 17 2% Jewellery 85 400t 48 2% Investment 36 100t 20 4%Other 25 200t 14 2%Chart 5: Gold is one of the most liquid assets Dow Jones (all stocks) German Bunds UK gilts US Agencies S&P 500 stocks Euro/yen Gold Japanese government bondsUS$/sterling US Treasuries US$/yen US$/euro 0 200 400 600 800 1 000 1 200 1 400 Average daily volume (US$bn) Reference notes are listed at the end of this article Source:BIS CPM Group German Finance Agency Japanese MOF SIFMA UK DMO World Gold Council10 This computation was done by the World Gold Council based on the 2012 gold stock and 2013 gold flow estimates compiled by Thomson Reuters GFMS11 According to the US geological survey below ground stocks only amount to 50 000t less than one third of the above ground stock12 According to Thomson Reuters GFMS and Bloomberg gold annual production is lower in tonnage terms than silver copper tin nickel lead and zinc as well as other basemetals13 When gold is used for technological applications it does not enter the market until that device is scrapped and re used for its materials Other forms of gold however could bere sold to other participantsGold Investor | Risk management and capital preservation



  
Imbalances in capital accumulation and leverage coupled with financial innovation resulted in a global crisisA system vulnerable to the increasing frequency and magnitude of tail eventsThe trend of increasing financial assets by and large was the result of two extreme situations: vast capital accumulation by a set of investors on the one hand and increasedborrowing amongst the indebted on the other Additionally financial innovation has produced a greater number of securitised products to pool and sell risk assets that are seen torepresent higher quality than their underlying components would justify Overexposure to these assets especially by financial institutions led to the Great Recessionand have prompted unprecedented levels of financial assets relative to GDPThe government has subsequently issued debt to subsidise the losses in the banking system while plugging the spending gap left by a deleveraging private sector This has led toa spate of sovereign debt crises and economic turmoil Unconventional monetary policy as discussed in our Investment commentary: Q3 2012 has also allowed central banks topurchase unprecedented quantities of government bonds and mortgage backed securities to achieve their goals of reducing benchmark borrowing rates to artificially low levelsand incentivising borrowing in the private sector As a result of these policies financial assets have continued to grow well in excess of GDP reaching what some consider to be‘critical levels’ 14 This situation prompts us to ask: Are there more financial assets than required to ensure a healthy global GDP growth and is there enough global GDP toservice these financial assets?leading to more frequent larger and longer tail risk eventsRapid growth in capital markets leads to more capital chasing decreasing returns tempting investors toward disproportionate levels of risk and increasing the frequency of flightto quality episodes The implication is that this abundance of capital will likely spur investment activity but at the same time create an unstable growth environment onecharacterised by frequent pullbacks in risk assets and large moves in currency markets In fact the number and magnitude of such tail events has already increased over the pastthree decades (Chart 6) This issue is likely to be exacerbated by the increased contagion risk from cross border and cross holdings of large financial institutions an importantcomponent of the ‘too big to fail’ problem 15Chart 6: The frequency and magnitude of negative market events keeps growing50 25 0 25 50 75 100 125 150 175 200Cummulative loss (%) Count1980 1990 1990 2000 2000 2012Reference notes are listed at the end of this articleSource: Bloomberg MSCI World Gold CouncilFrequency of monthy returns less than 5%Cummulative loss during those periods14 Bain & Company A world awash with money December 201215 Dudley William C Solving the too big to fail problem Federal Reserve Bank of New York November 201230 31



  
To balance tail risks investors need a more comprehensive risk management strategyIn a recent report Bain & Co predicted that a prolonged period of capital super abundance could lead to persistently low interest rates and an increasing frequency size andlongevity of asset bubbles The huge increase in debt has put global economies on a less than stable growth track Financial markets have already seen several negative episodesas a result of growing deficits and debts in Europe with potentially more debt driven collapses on the horizon 16 Of course staying on the sidelines is not a viable solution forinvestors Holding large quantities of cash erodes capital over the long term and as seen in 2013 investors moved into riskier markets However investors should look forportfolio risk management strategies that can help them balance their search for yield with protection against unprecedented financial conditionsGold should be a larger share of financial assetsGold’s price rise since 2001 could partly be seen as a rational response to the rapid growth of ‘paper’ assetsGold prices increased from US$255/oz in February 2001 to US$1 900/oz in and September 2011 At the same time investment demand grew from 360t to 1 700t per year Thisled many observers to believe that the gold market was saturated with investors 17 As the gold price pulled back in 2013 falling by 29% many investors reduced or sold theirexposure and investment demand dropped to 770t a bit higher than pre financial crisis levels However the bull market for gold was not only driven by investment Since 2000the market experienced several structural shifts including a diverse and robust set of supply and demand dynamics emerging market growth financial market uncertaintyexpansionary monetary policies central bank demand and what we see as constrained supply all factors to support the marketFurther the rise in gold investment demand even when taking into account the recent pullback should be seen as a rational response to a flood of financial instruments linked tothe success and credit worthiness of their issuers and representing varying degrees of risk The value and security of government debt is predicated on a country’s willingness andability to pay back its debt holders Stocks and corporate bond prices are rooted in a company’s performance and its management’s ability to steer the company forward Whilethe private sector has had a good track record of earnings growth and debt repayment the managerial risk or ‘human element’ embedded in these investments poses a risk toportfolio managers Uncertainty and malaise in developed economies and the accompanying aggressive monetary policies have accentuated the need for a robust asset allocationone that is better positioned to withstand swings and systemic shocks In the context of today’s market environment one we expect to remain in place for the foreseeable futureholding gold diversifies portfolios based on its qualities as a transparent and real asset that lacks the credit and counterparty risk of both equities and bonds along with otherinvestmentssuch as bonds and equities which naturally carry credit risk16 Gross William H Investment outlook: damages PIMCO October 201217 Wall Street Journal Is gold the next bubble? May 2010Gold Investor | Risk management and capital preservation



  
Most investors are under allocated to gold relative to what research has found to be optimalPortfolio optimisation studies have shown that a 1% portfolio allocation to gold as the current ratio of gold holdings indicates is generally too low and that higher long termallocations are optimal for most investors As summarised in Why invest in gold? research by the World Gold Council Oxford Economics New Frontier Advisors Mercer andJ P Morgan among others shows that investors can greatly benefit from a long term strategic allocation to gold usually between 2% and 10% across US dollars euro poundsterling and yen denominated portfolios and a 5% 6% in a traditional 60/40 stocks to bonds portfolio (Focus 2) 18Focus 2: Benefits of holding gold in a portfolioGold’s unique supply and demand fundamentals are largely responsible for its main contribution to investors’ portfolios namely risk management and capital preservationGold as a risk management vehicleIncreased portfolio diversification through gold’s lower correlation to other assetsGold’s correlation to other assets is on average 0 1 and as discussed in Gold: a commodity like no other it has a relatively low 0 3 correlation to the broader commoditycomplexReduction in portfolio losses during tail risk eventsPortfolios containing gold consistently outperform portfolios without it as summarised in Gold: hedging against tail riskAddition of a high quality liquid assetGold trading averaged US$240bn per day in the first quarter of 2011 19 higher than the most liquid equities German Bunds UK gilts US agencies and certain currency pairs(see Liquidity in the gold market)Gold as a source of capital preservationGold hedges extreme inflation scenarios like deflation and hyperinflationIn the paper The impact of inflation and deflation on the case for gold Oxford Economics shows that both environments lead to gold’s relative outperformance of other assetsGold hedges against falls in developed market currenciesGold has a 0 5 correlation against the US dollar and negative correlation against most other developed market currencies (see Gold as a hedge against the US dollar)18 J P Morgan Gold in asset allocation July 2012; Mercer Gold as an asset class for institutional investors February 2011; New Frontier Advisors Gold as a strategic assetSeptember 2006; World Gold Council Gold: hedging against tail risk October 2010; World Gold Council; Gold: alternative investment foundation asset; New FrontierAdvisors Gold as a strategic asset for European investors; World Gold Council; Gold as a strategic asset for UK investors July 201219 See Loco London Survey conducted by the LBMA with the Bank of England32 33



  
But the gold market can easily and sustainably grow to a higher percentage of global assetsGold ownership rates in 2000 were depressed as a result of various structural factors that have subsequently changed These included investment inaccessibility central banksales and large producer hedge books to name a few The proportion sat just below 1% in 2013 as the result of increased ownership and an appreciation in the gold price (Focus3) 20 Despite growing over the past decade gold’s current share of assets still remains below what it used to be in decades past Even under a more conservative target anincrease to a global strategic allocation of 2% the lower boundary of optimal gold holdings based on our research and that of others can be sustainable and feasible (Chart 7)The gold market is deep and liquid enough to support higher global allocations and a growing investor base and it is liquid enough to facilitate continued acquisitions 21Focus 3: The importance of sustainable ownership ratesOwnership rates are an important consideration for the sustainability of asset prices For example in 1995 at the start of the dot com bubble US equities comprised just 33% ofUS investor portfolios but grew to 50% of investor portfolios in just five short years representing an unsustainable rate of new investment The underlying demographiccomposition or investor risk tolerance had not sufficiently changed to justify such a rise in equity ownership rates Instead it is clear that equity risk was mispriced and themarket was likely fuelled by momentum and an exceedingly overoptimistic expectation around earnings growth in the technology sector 22 Today we are seeing a similar butless dramatic shift in fixed income ownership as debt’s share of assets has increased between 1999 and 2012 from approximately 40% to approximately 60% of financial assetsInvestors will likely rebalance their portfolios once the asset mix is deemed inappropriate for their investment goals20 Gold prices increased at a pace of 18 7% per annum (between 2001 and 2011) while private investment stock grew at 3% per annum21 The London OTC market clears US$240bn of gold per day with an average transfer size of 7 400oz of gold This calculation is based on LBMA estimates of 2012 average ofgold transfers and the monthly average amount of gold transferred22 The technology sector became an over sized portion of US market capitalisation NASDAQ market capitalisation as a share of total US market capitalisation grew from 15%in 1994 to 31% in 1999Gold Investor | Risk management and capital preservation



  
Tonnes 80 000 70 000 60 000 50 000 40 000 30 000 20 000 10 000 0 36 100Gold holdings (2013) 18 200 Demand growth (with a 2% allocation) 16 300 Demand growth (with growth in financial assets) 70 600 Potential gold holdingsReference notes are listed at the end of this articleSource: Thomson Reuters GFMS World Gold CouncilChart 7: Estimated gold demand growth if average gold holdings by investors increased to 2% while financial assets grew 3% annually over the next decadeConclusionIn an increasingly risky world investors may want to consider gold as a strategic and necessary portfolio allocationCurrent gold holdings represent a small sub optimal portion of financial assets This ratio is depressed as financial assets have exploded over the past two decades fuelled byfinancial innovation expansionary monetary policies and global imbalances in capital accumulation and borrowing In a globalised economy characterised by increasing crossborder flows such an expansion of ‘paper’ assets has increasing the frequency and magnitude of tail risk events As such a closer look into strategic gold allocations iswarranted Gold is a hard asset with a deep and liquid physical market capable of absorbing considerably higher average allocations In our view gold can provide a foundationto portfolios helping investors protect capital and manage risk more effectively34 35



  
ReferencesChart 1: Global financial assets have grown at an unprecedented rateEquity market capitalisation encompasses publically traded REIT securities Fixed income represents domestic and international bonds notes and money market instrumentsThe value of gold holdings is computed using average gold price and end of year stock figures GDP to asset ratio uses end of 2011 global GDP as the World Bank series hasonly been updated through the end of 2011Chart 2: The notional values outstanding in debt and currency derivatives dwarf the size of the available underlying assetsThe value of assets is based on the 2013 estimate provided in Chart 1 Columns show the ratio of respective asset markets (underlying and derivatives) to the underlying assetChart 3: Only 1% of US$153tn of financial assets is currently in goldThe chart values are as of June 2012 Estimates include the global market capitalisation of all publicly traded stocks and REITs; the total value of outstanding bonds and moneymarket instruments; total open interest on major commodity futures plus above ground stocks of precious metals; the assets under management of private equity and hedge funds;and private holdings of gold bullion Central bank holdings of gold and bonds were excludedChart 4: The stock of gold held in investment form is worth US$1 4tnThe stock of gold is based on end of 2012 volume and values are based on 2012 average gold prices Thomson Reuters GFMS has not officially update the gold stock figures but2012 demand figures were used to compute end of 2012 stock figures For example end of 2012 jewellery demand is approximately equal to 2011 stock of jewellery plus 2012jewellery demand net of 2012 recycling activity All other categories were computed by adding 2011 stock numbers and 2012 demand numbersChart 5: Gold is one of the most liquid assetsForeign exchange liquidity is based on statistics by the Bank for International Settlements Government bond liquidity is based on statistics published by country’s respectivedebt offices Daily trading value of gold is based on the loco London survey conducted by the London Bullion Market Association and the Bank of England in Q1 2011 for theOTC market as well as daily volume from futures and ETF markets OTC gold volumes make up more than 80% of daily gold liquidityChart 6: The frequency and magnitude of negative market events keeps growingThe count of monthly returns less than 5% is based on data from a spliced index of the MSCI World (1980 1987) and MSCI AC World (1988 2012) indices Average annualnegative return is based on the average negative monthly return over the periodChart 7: Estimated gold demand growth if average gold holdings by investors increased to 2% while financial assets grew 3% annually over the next decadeThe 2% re allocation is based on the minimum bound of the optimal allocation range for most investors 3% annual growth is approximately equal to current growth in financialassets The analysis assumes that the gold price keeps up with a 2 5% inflation rate for the next decade To maintain the current share gold holdings need to keep pace with thegrowth in financial assetsGold Investor | Risk management and capital preservation



  
DisclaimersThis report is published by the World Gold Council 10 Old Bailey London EC4M 7NG United Kingdom Copyright ©2014 All rights reserved This report is the property ofthe World Gold Council and is protected by US and international laws of copyright trademark and other intellectual property laws This report is provided solely for generalinformation and educational purposes It is not and should not be construed as an offer to buy or sell or as a solicitation of an offer to buy or sell gold any gold relatedproducts or any other products securities or investments It does not and should not be construed as acting to sponsor advocate endorse or promote gold any gold relatedproducts or any other products securities or investments This report does not purport to make any recommendations or provide any investment or other advice with respect tothe purchase sale or other disposition of gold any gold related products or any other products securities or investments including without limitation any advice to the effectthat any gold related transaction is appropriate for any investment objective or financial situation of a prospective investor A decision to invest in gold any gold related productsor any other products securities or investments should not be made in reliance on any of the statements in this report Before making any investment decision prospectiveinvestors should seek advice from their financial advisers take into account their individual financial needs and circumstances and carefully consider the risks associated withsuch investment decisionWhile the accuracy of any information communicated herewith has been checked neither the World Gold Council nor any of its affiliates can guarantee such accuracy TheWorld Gold Council does not undertake to update or advise of changes to the information in this report Expressions of opinion are those of the author and are subject to changewithout notice In no event will the World Gold Council or any of its affiliates be liable for any decision made or action taken in reliance on this report or the information oropinions contained herein or for any consequential special punitive incidental indirect or similar damages arising from related to or connected with this report even if notifiedof the possibility of such damagesThis report contains forward looking statements The use of the words “believes ” “expects ” “may ” or “suggests” or words of similar import identifies a statement as “forwardlooking ” The forward looking statements included herein are based on current expectations that involve a number of risks and uncertainties These forward looking statementsare based on the analysis of the World Gold Council Assumptions relating to the foregoing involve judgments with respect to among other things future economic competitiveand market conditions all of which are difficult or impossible to predict accurately In addition the demand for gold and the international gold markets are subject to substantialrisks which increase the uncertainty inherent in the forward looking statements In light of the significant uncertainties inherent in the forward looking information includedherein the inclusion of such information should not be regarded as a representation by the World Gold Council that the forward looking statements will be achieved We cautionyou not to place undue reliance on our forward looking statements Except in the normal course of our publication cycle we do not intend to update or revise any forwardlooking statements whether as a result of new information future events or otherwise and we assume no responsibility for updating any forward looking statements Pastperformance is no indication of future resultsThomson Reuters GFMS content is the intellectual property of Thomson Reuters © 2014 Thomson Reuters All rights reserved Any copying republication or redistribution ofThomson Reuters content including by framing or similar means is expressly prohibited without the prior written consent of Thomson Reuters Thomson Reuters shall not beliable for any errors or delays in content or for any actions taken in reliance thereon No part of this report may be copied reproduced republished sold distributed transmittedcirculated modified displayed or otherwise used for any purpose whatsoever including without limitation as a basis for preparing derivative works without the prior writtenauthorisation of the World Gold Council To request such authorisation contact research@gold org In no event may World Gold Council trademarks artwork or otherproprietary elements in this report be reproduced separately from the textual content associated with them; and use of these may be requested from info@gold orgFSCwww fsc orgMIXPaper from responsible sourcesFSC® C022913Pulps used to produce this paper areElemental Chlorine Free (ECF)The paper mill and printer are accreditedto ISO14001 environmental standards I085201403
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SPDR  GOLD TRUST has filed a registration statement (including a prospectus) with the SEC for the offering to which this 
communication relates. Before you invest, you should read the prospectus in that registration statement and other documents the 
issuer has filed with the SEC for more complete information about the Trust and this offering. You may get these documents for free 
by visiting EDGAR on the SEC Web site at www.sec.gov. Alternatively, the Trust or any Authorized Participant will arrange to send 
you the prospectus if you request it by calling toll free at 1-866-320-4053 or contacting State Street Global Markets, LLC, One 
Lincoln Street, Attn: SPDR  Gold Shares, 30th Floor, Boston, MA 02111. 
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