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Foreword

Marcus Grubb
Managing Diector,
Ivvestrment Strategy

Wehcome to the Gifth ediicn of Gold dnvesion Wi ane pleased 1o shane & selecton of the lanest
imestrmant research from the Warld Gold Council with you

Follzwing last year's strong perfcrmanca by mamy equity markets around the gioba, the first few
months of 2014 heve proven 10 be a realty check for imvestons. In this adition of Gowd fnveston we
address the challenges investors face from foreign exchange and potantial systemic risks from
ermirging econamies and depressad band yialds in develaped markets, [n addition, we provide 8
perspective on using gokd as a hedge as financal markets continue 10 evolve.

First, Hedging EM risks? Think gald iooks at how imesiors have banefitted from strong
perfarmance from emesging markets (EM) over the past decade, driven by strang economic
growth, levourable dermographics and, in many matances, markel deregulaton. However, 85
ernarging markets have becorme an increasingly important part of global GDP and intemational
trace, a8 well a5 & mone widely recognised asset class, the risk of contagion stemming fram

EM has increased cramaticaly, The study identifies goid as a usaful tool to hedge EM risk: as

& cuffsncy hadge and a3 & tal-risk bedgs. \Whather Frves1ors have disct of indifec xpasung

to emerging markeds, adding gold as a strategic portiplio component can mncrease risk-adjusted
rerturng thraugh lowner volatifty.

Second, in Can pold replace bonds in balacing equily 5k7 we exploce how, given 1oday's
historically low bond yiedds, ivesiors may have to accept greater portfolo risk in ordar 1o genamnte
raturng Similar 10 those anjoyed in the past two decades dus to a secular decling in bond yields.
Hawerar, we believe that bonds rmay nat ba sble 10 cushion these additional nsks as they now
hava limitad upside, Tha repaort finds that by complamanting a likely smaller bond alocation cvar
the corming yeans, gold can emprove portioko deversilication and reducs tail ks,

Firwly, A parsgective on podd 83 & hedge 1o an expanding financi system examines the benalis
of holding gald in an envirgnment whane expansicnary menetary policies and the resultant global
irbalaneas in capital accurnulation and barrewing, irmply significant bvels of curency debaserman
and more fraquent tail-risk events,

W hope you find this edition of Gold Investor informative and stimulating, and we welcoma
YOUT Vilws,

Jedd lavesior | Rlak manegament and cigital peeservation



I: Hedging EM risks? Think gold

Attractive 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 on EM
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 volatility surrounding EM
rises, it is particularly relevant for investors to implement

a sound portfolio risk management strategy. Our research
suggests that as an EM currency and systemic-risk hedge,
gold can enhance strategies aimed at minimising the
potential for an overall portfolio loss.
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Has EM become the new DM?

Exposure to EM has Crver the past decada, EM has transiticned from being primarily a tactical play for soma daning
benefited investors irmrStons 10 @ mane widespread sirategic componant in partfolio alocation. bn fact, it has been
over the past decade. .. o of thie Dest p-arfmmum asoet Classas in recent years, EM siocks gamned 12.1% par year (in

US-dolar termes) between 2003 and 2012 EM bonds fared egually well, with annual retums of
11.6% over the same period. Compane that 1o annusl returns of 1%,1.9% and 4.9% for European,
Japanese and LIS socks.” respectively, and one can understand why the EM story = rocted in
aconamic growth, favourable demographics and, in marmy instances, markat deregulation -

has bean closaly followed by the irmesimean community,”

Mot gnhy did EM recover much faster than developed markets (DK} from the 2008-2009 financial
crisis, but annual volatiity for the MSC) EB eguity indéx [19.5% in local currency terms | over The
pasi decade has baan anly shghtly higher than the cormparabla US equity index and 15% lower
than its Eurapean egquivalent.® While forsign-exchange fluctuations did increase EM wolatility by
appraximately 5 percentage ponts [measured in IS dollars) aver the pedod, long gone ssermed
the days of major EM-led crises like the Long-Term Capital Markats (LTCM) in 1987, the Mexican
crigis in 1984 or the Asian cfisis in 1907 In addition, taling rates in Dk (easy money) and the
expansion of mutual funcds and exchange-traded funds (ETFs) helped a broader sat of invesices
gain EM axposune, fuslling thair appetite for an asset class that appeaned to offer batter returns for
net Fruch maone risk.

DUt the recent EM pullback  However, in 3003, potential signs of averheating becama mare evidant and many emergng
has sent chills across the markats = in large pant throwgh thesr curmencios = showed a valnerable side, Tha annguncement
imvestmeant community. in My ol mose mminent Fed 18pedng had & ripple affect on EM. This combened with a drop

in commogity prices = an impartant sowce of revanue for many EM countries = sent local EM
equitis and curréncies down while pushing credit speeads up.® Despite retracing soma of
the losses during the second half of 2013, year-to-date in 2014 equities ae down ance again
{Chart 1a] with & substantial compoanent of volatility (hor US-dallar imeestorns] stermiming

from currency fiak (Chart k).

Chart 1: {a] EM equities woere down in 2013 and, despite a period of recovery during the second half, they have fallen onoe
again year-to-date in 2014, [b] with forsign-axchange (FX] Huctuations adding, in many cases, significant risk
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Bounoes: Bloombeng, MEC, Workd Godd Counel

1 Eguity reiuens based on the MSCI EM squety indes kel in US-dollar tarmrs from Decemiber 2002 and December 2002 Bond roiuns basesd on
thas J P Morgan EA Giobal Bond Indis | EMBIGH over ey Same paiod

2 Bguily FoILENS Dased on 1 conespondng MSC1 countryrogaon indsces in US-dollar 1o from Deoemiber 2007 and Decemibes 2013

3 The Economist, Emevge: splorge, porpe. March 2014

4 Wolnlity COMEUTRG URing waakly netune Based on tha ingdecies minsoned in foomotes 1 and 2.

& Ratums and spread changes based on on The indoes mentioned in {ooinotes. 1 and 2

Jedd lavesior | Rlak manegament and cigital peeservation



Many trust EM’s longer

...t after 10 yrars of

caommaen and idlosyneratic
factors hawve put pr

Imvastors are left wondering whethar the racent EM perfoemance represents a temporary
cormaction, the beginning of a change in the trend for EM, o perhaps mons warryinghy, that
spilover effects from EM could derail a nascant DM recoveny.

The good, the bad snd the ugly

EM still carmias a lot of patertial. Studias estirmate that rmane than halt of global GDP will comie
framn EbA within the naxt decade.® Crverall the markel saems oplimisne abaout the kng-tarm
praspects msulting from a natwal abundance of resources, innovation and favourable
dernagraphics. In addition, Tollewing previous decades of rmismanagemant and hard leasons
lsarnad, mary of thesa countries reduced debt levels and, in many instances, bacama net
ereditars 1o the global financial system.

A such, EM will rermain &0 imtegral part @ many imesions” porthalios and, in aur wew, its shan
will Ekgly increase,

Herwarvne, after mare than 10 years of impressive growth rates, many emanging economiss
heee Showen signg of stress. |n all, the cufrent eqvirsrmment has been a (rot 30 gentlel remindes
that opparbunity will nod likely come without risk. And while today there is a greater level of

on the asset class as &

diff iatian between the vaious countries and regions that constitute the assel cass, it is stil
sean by marry 85 & whole. For exarmgle, as EM imvesting has bacome mone man siream, ghobal
indice:s swch as the MSCI EM or the J.P, Morgan EMBIG, used as benchmarks for many passive
and sctve strategees,” tend 10 pull the sssel class ogether and can produce outlows in countrieas
with less apparent direct risk, Further, trade, globalsation and othar factors have atso created
stranger nks thus crasting & greater sk of comagion.

What is true is that the curremt EM pullback has bean mfluancad by sorimon BooHOMIE
developments as wall as idosyneratic couniry (or region) spacific risks,

Tha common factors arg linked to sources of economic growth, hany of these countries
beredived greathy lrom Cand in the casa of countras lilke Ching, fuelled) the commodities Super
cycla that stared a1 tha beginning of the cantury and resulted in EM producing a significant share
of global trade. In sddition, faling rates in developed markets during the decade provided cheap
fundng and Biced BOonOMIC BXDANSION,

Bat, in tha sarma way EM benefited from soasing commadity prices, they have been hun by

tham. Somie producers may hane becamae 100 reliant on commodity axports - with currenties
inaxtracabdy briked oo the fonunes of specific and volatle raw materials. Other net consurmers have
sxpangnced sopandng current account deficits, and rising prices have either stirmed food inflation
of Beted A8 @ 185 0N CONSUMPLIGN,

Further, expeciations of nsing rates @ tha LS reduced the acoass 1o cheap funding that benalied
EM countries = and increased the oppartunity costs for immsions to acoess the asset class.

Orther facions behind the weakness in EM are more localised and respond to particular ecanormic
of poktical conditions. These may be the resull of unsustanable sconomic policies, 8 larpe
appatite for credit. or geopodtical turmaoil, Howvenar, while in other cicumstances these may hawve
bean sean separataly, the overall Situaton has mourted pressure on ER.

B Ernst & Voung, Tracking ginbal trevds Fow @i ey e Ehaning ihe workd 2011, McKinsay & o, Winning the $300 decitbipn:
Gawngg fov gkl in avrwaigRg munkees, 2012
T hitpierarmso comyproductsindcesioountry_snd_1sgonalfem
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As correlations increase, risk management is even more relevant

I g wisnay, U Main eoncerms invesions face anme how much & spilloves rom EM could afiee
their portfiglic - whether they have direct EM expesure or not - and haow may invesions hedge
against it?

As shawn in Chart 28, correlations between smaller EM countries (based on GDFP fram MSCI

EM equity index country components| and work equities show that, generally. their parformance
= bess rbed to other marets. Comasrsaly, comslations for the upper quartile suggest a hagher
marconraction. While this may seem obwaus, its iImphcations ane relevant: for svestors, not all
EM wconomic woes am created equal, but theese are soma that can have significant consegquences
1o partiolio parfarmance. Further, the corelation of axtrems negatne retuing has also incfeased.
This is evidenced by the risa in pormelation of retumns betwean EM and 084 debt markeds in the
laweer decilé of the distibution (Chart 2h).°

Chart 2: {a] Equity movements in smaller EM countries are less correlated to other markets than those from larger EM
eountries, while (b) correlation of extreme negative events between EM and DM debt has significantly increased aver time
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Source: Boombang, MSC1, Rstels, World Gold Counal

Gold can help investors who!

have direct exposure
fo EML..

onnnd those who don’t.

Hedging EM risks with gold

S0, what can investars dot

Wi concentrate heng on how imesions can use gald to bedge their emenging marke? expasure,
whather a8 & function of the current emiranment of on a longar term and morne siratege: Dasis.

Qur analysis focuses on two types of strategies:

1. For imvesstors with direct exposure 1o emerging markets, our research 5uggests that using
gald 16 hadge fareign-exchangs risk can significamby reduces nsk at & lower cos1.

2. For #vestons mone concarned abaut potanial systenms impacts raulting fram an EM avent,
whather they hold emerging markets directly or not, our research shows that hawing a strategic
gold holding has nat only reduced valatility hstoncaly, but has reduced losses and, in some
natancas, produced gains dunng perods of systamic maltdowns.

B The ied conplation snabysis was provided by Msikely. For more detsts seo rederence noies for Crard 2 a4 the ond of this article
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Forelgn-axchange risk hedging”
Given the long berm pasitive vies on EM and the patertial benefits 1o fmestons wha hald it a
partinant questian is what sirategies imvesions can ermgloy 1o hedge EM exposura?

In our view, currancy risk should be on top of the lst.

Currencies sre an integral Currencies can be effective instrumaents to reflecting market views on the level of risk and, as
part of EM investing. such, ane often used as praxies Tor exprassing MBcnd venws of hedgng spanst unforessen events.

While rrany EM curmancies have ganerally apgrecated over 1he past decade - rellectng mne
confidence in the undestying macre dynamics - they are still prone to viclant pullbacks, as we
Fianve riscenthy Sean. This type of volatiity can be difficult b rranage far innestars who ane heavily
engaged in foneign-eachange [FX) markets; it is even more difficult for investors who are not.

For many, FX hedging iran  Deciding not 1o hedge may be an understandabie strategy for investors who wish to take a

appropriste strategy. but it dinsctional view on curnancies or include curmencies as part of their portiolio diversification

comes af & cost., strategees. Howaver, this may not apply to all investors. Whie opinions can differ. some research
suggests that hadging FX risk can be a suparnior alternative cuver the lang term, " FX hedging has
e e 10 lower portlolio risk, especally lor volatie curancias and 1hose that ane posithely
related fo the business cycle, However, it comes at a cost,

Cosis ame often excluded from retum calculations because they can be difficult to quantity, but
some of 1hasa costs can have 8 materal Fnpact on parformanca. !

wwhich is exscerbated by the  For FX hedgng, the lion's share arises from imesest-rate differentials, particularly prevalent

rate differentinl betwean batwaan developed and emerging markets. The curent envirgnment alse accentuates this cost

developed and emerging a3 D rates are enceplanaly kow. The diferentisl balween 1he Dwo axarls sthong dowrwasd

markels. prassuna on hadged retums, For example, an imvesior wishing to hedge Indian rupeer/US dollar
exchanga-rate risk would have b ComMMil 1o paying appraximately 7.5% over the Tollewing year.
In arthes words, if an Indian eguity investmeant ganeraes a substantial 15% over the coming year,
argurd half of the retum would be wiped away if an irvestor hedges the FX risk. On the other
hand, the decisan nat o hedpe exposas invasion 1o ather se1s af naks. The Indan rupes, &5 an
exampla, depreciated by approximately 40% between July 2011 and Dacembaer 2013 on the back
of & high current scccur deficit and capital outllows.

5 Fares ol This it and analyTcs in this Secton wins ofgnslly pubkshed in Gold snd cumanoes: heoging faamgn-aanhange sk, Gokd lrsesior, Volume 1,
Jdsnuary 3003,

B Eun, C.5. i B.G. Rédreck, Excfng At oo Dinhy, Sy contacis, Snd ailmarsss pormihs seicnon, Tha pouinal of fnarco, Wel. 43, 1988, and
Schmaimann, J., Curmenoy haoigeng for femedonal poriiokos, IMF Wodeng Paper Mo, 100151, June 2010,

11 Thastw it GEfr maong Satithy ooralE 4 corodir i will ncluding mangin calis on he ey, A T UG colle Datsd imaatod in e cais ol & L5 dollar
Til, SibS N3 ARIRA0- Ml kit P AEct on nomanonal Dodisons, D sadll Favi 10 Sera0n B 0Rs 0n B e, Trens @& ihieeioen o cish Siow impact.
This cooars whanesas The durstion of the hadge does nof maich tha holding penod of The sswat pnder considaration. In sddton racking smor and
Tp-ElanEfey Haiid ek Bon il dnid- oF uridie- hisdgad digandnig o ha dltuin o e widaibafg idiat. Tha FEE R b gl
ooat. Fanally, ansactions coails such as rradeng foes snd Bed ask sprosds can compound il th poniobo = rebalnced feoguantly. & Feghes retalancing
fresquency metigates the meltcences of hedging but increass transaction costs, These oosts spply to any hedge.
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Gold can offer 8 natural
aiternative to currency
hedging strategies.

Churt 3 details the historcal cost of currency-hedging a constructed proxy for the M5SC1EM
edquity inden. Caleulations show That an meston would ke paid, on average, 5.2% per annurm 19
hedige the curnancy exposure of thes emenging-rma©kets baskat over the 25 years,

Chart 3: Approximate annualised cost of hedging curmency exposure for the MSCI EM index
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As & result of the cos1s of hadging, gross returns measured in marry local EM currencies are
unachievable for foreign irvesiors. But having no currency hedges in place exposes the vestar to
harmbul curmgncy Swings and 1ail-risk evens in emerging markets, as previoushy dscussed. What
ahednatves do fvesion hava?

In owr ey, gold offers a potential sclution to these isswes. Gold exhibits a numbaer of
characteristics that allows imvestors to bedge part of the curancy-related risk while reducing
coals, adding dwersification and protecting aganst tail neks, These nclude:™

* Gold's link 1o emerging markets through consurmar demand

= Its rgle as currency in the financial system

+ Its negativee relationship with the LS dolar and other developed market currancias
* Its kpw corrglation ta most develaped-market assets

* Its abiity 1o profect against tal-risk events

Gbﬂm.lh'lﬂr, Five1ars can banedit fnam in:hdng-pl-din ehair porthabas at pan af thes Curnancy-
hedging strategy for EM vestrmaents.

12 For o rane dotssbed deciisseon on tha maees. ol thiso chamacnancs, ses: Gold and comencas. hadgeng forage-aachange nisk, Gold |raesto,

olume 1. Jenusry 2013,
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This should not come as 8 sunprise 1o thase famiiar with geld masket fundamanials. Countries lie
Indss, Ching, Turkéy and 1he enting Southeast Asia region have & cultural aMhnity for gald. Physical
gold gemand coming from desaloping counines has contniuted 10 Mo than 50% of annual
dermand since 2000 and reprasenbed mone than 70% of global dermand ower the past

Py waars (Chart 4).

Chart 4: Emerging markets make up for the majority of gold demand
Ragional gistibuton of S+year gold demand endng in 2013
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...aned is, i many cases, much
more cost effective than
loeal currency hadging.

Liguidity in the gold market
rivals DM currencies and
surpasses EM spot currency
fransactions combined.

Including a gold-hedging strategy Tor an EM position can significantly reduce the dawdesm
{pirdtle-to-trough dechnes) on the rvestrment. A% Chart B shaws, gold-hedged EM équity expasuns
dramatically decreasad poniphio dravoown from 2000 to 2013, This was partcularly evadent
duing the ghobal credit crises of 2008-2009 and the subsequent Europaan soversign-debt crisis,
Adding 8 50% gold overliy 1o & panly-Redpad ermergng rmarkel-Squiles pogition achieves a lowar
dravwdoren than a 100% exchanga-rate-hedged emarging-market irvastmand.'? Similarly, the
anvitragpe pullback on a B0VE0 gold/currency-hedged position a1 9.2% was keeer than both a fuly
curnancy-hedged and a fully-unhadged amanging markets’ position,

Chart 5: Drawdewn of unhedged, cummency-hedged and gold-hedged EM indices
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Furthar, as previoushy discussed, the cos1s of FX haedging using cumencies with higher rabe
diffierantials and bess liquidty can exert a considerable drag on returns. In contrast, geld allecations
and gwerlays can be implemaented in rather simpla and cost effective ways. For sxample, the cost
af vaulting allecaved physical gold ranges lrom 5-15 basis poirts while 1he oot of awning an ETF
ranges from 15-80 basis points, a fraction of the cost of hedging emerging-market currencies
Tha goid market & exiremaly liguid, With an astimated average trading voluma of US £240bn

per day,' it nat only ranks fourth relates o majer curmndy pars behind 1he US dolasfeuna, US
dodanyen and US dollanpound steding, but dwarts ary cther non-US dollar cross currency pairs,
surpassing all EM spat cusrency Transactions combined.'™

The funds needed 1 imphernant & gold owerlay can be cbtained at the prevaling inenast rata of
the irvesioe’s home counry, thus eliminating the additicnal costs created by rate differentials.

13 Tha S0% haoge ratio waes e &5 i is 8 oomamon spproach for mvassors IFT, Hyman Robanson, Sime Swoo Global Advisors). Whks thans &5 &
good amound of erabure on hedgng ratios, many of them deasgres %0 a lenge axient srd agtiral ration can ba fme dependent (Bleck, 19800

14 London Bulbon Marksn Associanion, LEMA go iumaver sunvny for D7 3070, Tha Alchismist, August 2011
16 Siststics compubed using the Bark for interational Satfements (B15) detsbass
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Gold can also reduce losses
dirring tail events, whether
they are directly...

Tail-risk hedging

Gokd can also pravide a useful ol i risk managernent f an EM-led crisis becomes Ssysiematic.
For exampla, ane lad by resessonany prassires in a larges aconomy with a highar level of global
imMerconnectivity, or in the case of a widespread geopolitical event,

Gobd, during tires of crisas, typically neduces the lsses exparienced by risk assats, includng
EM equities. Thase evants include crises that are systemic in nature. Far emerging markets, such
evants ara often gither related o or caused directhy by the country’s cummency and debit markets

For irmrstons with direct expasuns ta EM, mcluding gold in currenty-hadging strategies can
improve performance duning tad events. For example, a 50050 combination of gold and an Eb
curmgncy-hidging strategy outperformed fully-hadged and fulbr-unbadged strategies during
aight recent tal-risk evants (Chart 81, In particular, the 50/50 cormbination hedged porioho
outperiprmed an unhedged strategy by an average of 30 basis points and collactively by a total
240 basis paints ovsr the eight events under consideraton. Similarty, it outperormed a fuly
cumency-hedged strategy by an average of 14 basis points and 111 basis poinis collectively over
tha sarmer penod.

Chart & Outperformance of portfolios with a 50% gold overlay on EM index

Basis posnts

Ralrancn nobes are ksted at the erd of thes arbicke
Source: Banciin, Blcomitsng Weord Goid Couril



...0F indirectiy Nnked to EM
fnvestrments.

In additicn, for investors without 8 direct allecation 1o EM, holding a strategic aliocation p gokd
can rsduce th kbdses during tail-nisk events [(Chart 71 In the curfént emaonmant, & potent
spilkover from gaopoliical events of & mofe nolicealble skwoown n bgger EM economies could
defiver a biow to ather markats. In such an ermvironmaent, holding 5% 6% in gold ona 60040
portioks [of mane genaraly, 2%-10% in the portlohd acrass varnous. levels of nak 1lerancs) can

sarve a5 an effective sateguard against 1ail risks

Chart 7: Gaold reduces portfolio losses during tail-risk events®
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As the economy becomes
maore globalised and EM
play & larger role, spillover
risks have increased. This
is particularly relevant to
investors today.

Haolding gold can ba 8 sound
strategy for direct and

..in addition to being cost

Conclusion

Crear the past decade, emerging markets have benafited from strong growth and cheap

funding. Imaestons have increased thair gaposung and, given the posithee lang-term vienw of thase
seonomies, hene (s 8 streng rationale for investors 1o have EM in thair portfolios. However, gan
recant market volatility and concerns about the sustainability of EM growth, it is mone pressing
than ever Sor irmvestons 10 underatand how 1o hedge exposure 10 the assel class and, even il thay
don't have direct holdings, how 1o reduce the effects of a spiliover in ther portiolos,

While EM crises may have baen regicnally contained in the past, the increasing waight of thasa
rarkets in global GOP and nternational trade could increase the rsk of comagion in &ny luture
crisis, In that conbaxt, there = a strong asgurmant for using godd 1o enhance EM hedging strategees.

Goki"s EM currency hedging characiernstics represent an additional benefit to a stratagic
allscation. Our body of research has shawn that an allocation 1o gokd in the range of 2-10% is
optimal for irvesiors across a band of risk appeties. Gold's loneign-exchange hadging capabilties
further emphasise its versatility 85 a portiola component.

In addition, given The low cos1 of & gold allacation - frem the transaction, monitaring and carmy
parspectives - its positive relationship 1o EM and its application 8s a tal-risk hedga, gokd makes an
attractiee alternative to fraditional exchange-rate hedging programmeas. The results of our analysis
show how gold can reduce portfoko dravadewn for investors with amenging-marken allocanons
relative 1o 8 Bpresgneaxchange hedge. Further, gold as a dscrate allocation ncreases risk- adjusted
fetuns by loweding valatdity, This sirategy ey be particularly usedul going farward based not
riacessarity on directional views on gold prices, but becausa the global economy has become
e intertwined and gokd has garmened & greater reEponds in Crises impacting mane

than ome rarket.
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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 not provide
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 and accept 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 can benefit from
increasing their gold allocation. By complementing smaller
bond holdings, gold can improve portfolio diversification and
reduce tail risks.

Limated upside
on bonds and
overvalued stocks

Current

Higtarical




The good times for bonds
are likely behind us...

wolower expected fixed income
returns call for higher
optimal gold allocations...

Introduction

Cin the back of aggressive easing in the LIS and most other atvanced economies, it has becoma
abundanthy chsar b investors that the yields on bonds remain at hestonc low keets with litthe
o 1o mave donwn lurther. As 8 core assed used by investors 1o meet kabilies and reach future
savings gaals, wa do not see the cutlook for fived income as encouraging, Broad improvements.
in WS econormic fundarmentals and an expectaton that the low intenast rae policy anronment is
nearning an end have akeady started affecting fsed income = which in aggregate in the LS posted
& nisgativg résturn in 2013 dor the first tirrve in 14 yeas”

In Gold in the 'Grear Ratation’ ! we discussed whather amploying histarical bond return
assumptions in a forward logking strategy was an ideal approach in assessing cptimal assat
allocations gran the current hissorically low level of bond yiekds across the curve, Consequently,
wa companad the affect that long-tarm strategic, obsarved historcal, and expacted bond

relums had on optimal geld haldings. We found that a mone realistic eutiook for bonds using
expecied retumns based on then-curment yields shifted the optirnal alocation for gosd matenally
highar, Gold™s lack of correlation to mast assets would anhance its portfolio contribution in an
ervircnment of capped bond retums. Even under consarvative assumptions for gohd raturns,
irvesioes needed 10 add armewhare from 1.4 up 10 5.5 parcentage points 1o the kong-term basekng
gold allecation 1o obsain similar risk-adjusted returns (See Chart 2 ister in the article],

In ki artachs, we focus on two aspects of partfalio sllocation. Firsl, using a simpla portiolio, we
update our prevaous analyss to reflect the most curnent interast rate envircnment. As bedone,

won Shavwy that godd allecations based on realistic farward-looking bond returnis are still materially
higher than sirategic of histoncal return assumplions lor Bonds would sugpest. Sacond, wa
expand our study 10 reflect curmant eguity retun expectations, We find that, based on simple but
refable rmeasures, thene appears 1o be Mlle expected cormnpensation in current valustions frem
eguities in gararal. In tact, the outiosk for a bondlequity portiolo could e mare challengang than
wi hang S0 for quite Sorme time - espacially if economc growth does nat armee fast enough 10
support equety valuations, o if & slow pobcy nonmalisaton by the Fed results in higher milaton.
Finally, a5 wa subject bath fixed income and aquity returns 1o a dewrward adjustment, in the
irtarest ol fairness, we do the same for gold and find that even under negative axpected resl
retuns, gokd provides additional benefits 1o a pertfelio that canngt e obtained sclaly theough a
cambination of stocks and bands.

1 T Barcings LS aggnegan tonal indes returned <3 07 % in 2013,
2 ‘Worid Goid Council, Gokd in the ‘Geeat Rotabion’, Gokd Investor, Yoluma 2. &pl 2013,
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Taday, fixed income remaing
exposed to @ normalisation
of monetary policy leading
to higher yields and lower

3 Trisasary inate-peoteted Setunty

Languid fixed income

Tha envirgnment we laed out for fixed income in Gold m the ‘Great Ratanion’ is sull largaly valid,
thaugh the raad of rising yiekds is unfikely 10 be smcath or globaly encompassing, a3 we hive
seen in 2014 so far. LS 10-year bond yiekds are hgher than they weee this time kast year

(g, 2.6% vs. 1.9%), reflacting the positive expectations of a return to sustained greswth and normal
lewals of inflation bul stsa the potentialy painful roube swey fom quantitaive easing. The pediod
of bond weakness in 2013 does place today’s mvestor with a slightly brighter cutlook = longer
raturity réal vields are now pasites. Honevsn, an the whaole, a proBfic rise n bond prices sinde
1980 and with yealds today enly marnginally off their hestonc ks, prowidng neturns in line with the
hisstonical trend ta date, let alone repeating the returns ower the past Tew decades, wil prove wiry
diffieult (Chart 1).

Chart 1: Despite a small rebound, 10-year treasuries still offer investors historically low yields

TEB0 BB0 BOD  TE0 5Q0 B0 vBa0  1EE0  TB0 7500 B0 WEEO 2000 200
Ralmenca rotes are kisted at the end of ths artice
Sonrca: Probicsor Robadt Shiller, 'Wakh Linbverity

Varisus appeoschas to estimating returns ten yeans forward praduce slightly different rasuis,
but simply using the redermgtion yield on a curment 10-year teasury bond hald 1o maturity gives.
imegstors & neturn an capital of approcimately 2.7% in nominal terms and 0.8% in real Terms
(refecied by tha US 10-year TIFS? yield) — 8 considerable dacount 1o its real lang-run average of
1.8%, Tha entry yield of a bond explains a large proportion of its subseguent returns, ' soitisa
valid starting point for long-terrn parfonmance assessment.’

4 Fiecting 10-yee Tradaury bond yeebds: v axplaicad ¢ B9 of subseguent snnuslsed nomnsl terturms DBET b 20031, a8 fhe only unkngwn cormponan s
T AL AL WRCR COUPORS AN s over b maturity of th Bond. Roal (otwns ans much Rander 1o Incast a8 fupoctd nflation i also added 10 Tha
equUatan. Given hssorcally low bevels of ourrem nflason (LS core POEL, the doswnsics Tor real ioiuns spposes oven mons compaling

§ Expictition lod ihone Suibunily Bondi vwll il douii B Sommgim o B gath of golisy inbid b i b grimid, Noit ifraclin Foeld coeftnuaed
maiurity Bonds than soll cver, 20 0w Sirglo appeosch 15 pirhaps not tha most socurine, but i1 dooes refec the yoldsapeession thatl we iee currently
mapeniancing s thed resks 5o bonds yekds, howessr siowly & normralisaton mary play oot ore 50 Bha upsics.
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Optimising a portfolio
using adjusted fixed
incovne returns raises gold
allocations seross the
allocation curve by
.dx to 1.5k

Adjusting gold allocations in this new fixed income environment

‘e assass the incremantal effect on gold that anses from this shift in returns eway from
long-tanm assumptions Tor bonds, similar 10 cur previous work, but using a simpified framewark,
The inputs we have usad ane listed in Table 1 » the relerences saction. The long-1eam inputs,

a5 par our previous research, are souwrced from work done by Cradit Suisse in the Giphal
Irmvastment Ratums Yeavbook 2004,

Qur curnent inputs include a mixture of expected neturns, for bands and cash - though we apoly

a lass onarous maturity premium discount to cash than Credit Suisse. We assume that stocks

will s retums as per the lang 1erm. For valanlites and cofrelations we ermploy histoncal values
over 25 and 10 years, Whils we conceada that comalations are arguably ana of the most critical
companents in the partfalio fommation process, forecasting cormelations is a comglicated task and
0w will consagn 1o futune reseanch. Howewvar fior this axercise wa Bssume that as global assets
have bacome mone entangled and nterlinked via portfolio holdings, global banking and trade,
cormelatans over the coming decade will be mafe similar 1 recan history 1han that of the lang
FLn.

Churt 2 is ropreduced from Gold in the ‘Grear Rofetion’. It uses a broad set of assats to produce
& realiste represantation of the incrementsl optirmal allocation 1o gold as prospective bond returns
are ratcheded dewmwarnds.® Real return inputs for LIS treasunies wene respactively 6.9%, 2.0%
and -1.0% o Firtovical, strategic and then-cumsnl calegonas. In sumemary, it shows that optimal
llocations for gold increase when expected bond returns are adjusted dowrnvard, as gold helps
both ta diversify a portholio and to maintain lewer portfolic volatlity,

Chart 2: Reducing expected bond retumns significantly increases the optimal weight that
gold shauld have in portfolias
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Lsing a simpler and unconstrained se1 of inputs for the US consisting only of bonds, equities,
cash and gold, Chart 3 shaws hdwr tha optimal gold allscation shifts across thi curvd a5 we
adjust bond raburns down from kang Tarm ard SIrANegQIC levals 13 curten redemplion wakd levels
The green colurmng measune th ratio of this incremental increase = ranging from about 1.1x 1o
arvirt 1.5 a1 the highed and ol the portlobd nsk dpastrum. The purple bnes & tha chart, indaxed
to the start, show the cptimal allocation curve and that as we go abowe an 8.5% portfolio risk
lewal, theit incrémantal aptimal gold allocation mcneasas funher - nat anty is it highar {gréen barsh
Bt increasingly 50. As per tha ordginal analysis and caspie & feghar ganeral leval of staning
yiekds than in earky 2013, the poar cutloak for fixed incorme supports a materially higher optimal
wesghing 1o gobkd across the risk spectrum of a divarsdied portiola.

Chart 3: Lower bond return expectations substantially increase optimal gold allocations
meross all lovels of risk tolerance
Optimal gold allocations when bond refurns ane adusted fo reflect curent expectations
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Furthar equity gains may
require & structural shift in
Funadpmantals,

Simple, yet empirically
eifective models for long
fewm equity returns suggest
the next decade will be
similar to the last.

Equities to the rescue?

Loww bond yields and batter economac sentimant shifted investors’ focus owards equety markets
and, especially during the second halt of 2013, manay flewed from fixed income inso equities. This
so-called ‘Great Aotaton’ had bean long anbapated and seamed like a natural cholce &8 investors
Iogioad for sources of incoma outside traditional bond channels: through dividend-paying equities
and expectalions of bater pericrmancs by growlh siocks, It 8o opaned the room for altermative
irvestmants such as hedge funds, private equities and, more recently, master bmited partnerships
{MLPs}.

Ag irmeestons rigrated into equities, they also ncreasad the nsk @ their parthaliss. But, can
equitias appropriataly replace bonds in longer term portfolic strategies?

Indgad, it has been a powarful five years for US equities since the March 200 lows, having
bounced aff the quantitative sasing [OE) springboand 1o grow al an annualsed real rate of 17%,
comparad 1o a lang-term average of 6.5% . Whila there are wealcome signs that fundamentals are
catching up with equity prices, the sustainability of performance i charly now a key concern for
irvesiods. What is the cuthook for the next ten years and will equties make up the shomtiall that
bonds are likely to create?

& Market obseraars view equitios a8 requining 8 major structural shift toward stronger
Tundarnanals — not just t continue thei run but 10 validate curent prices. Profin growth can
laad or lag GOP growth gver some secular periods, but in the long run their share of GDP is
Typically FRean-ravesnting.

* Current forecasts for GOP growth {e. 2.6%) are genarally lower than the lang term (2.3.2%)
which may constrain the rise in bond yields, but should in the same vein constrain garnings,
barring & marked Fmpeovemant in produstivity.®

* Govermment and househald net dis-saving has grawn geolits (8t least in the US) durng the past
decade, making profit grosih susceptible to a reversal unlgss we S99 CoMporale Mmestmant =
50 glarngly absent dunrg the past few yaars® - amployed in faroe.

* | additon, despite an Fmpioving unemploymant rate, abour lorce PariCIBaion Memains
warnigomia ard the pullic purse = while batter - is 51ill bloated and household and non-financial
Business leveraps rernains wery high.

+ Comporate pralis and peolit manging have reached recard bavels," larpehy dus 1o low wahe costs,
A rumnber of messures of lulure perlommance corsenge and indcale that the next decads wil
under-parfarm the long term avarage {6.5% and by guite some margin,"

* Using Professor Robart Shiller's wall known cyclicaly-adjusied price earnings (CAPE) ratio,
which todsy stands a1 25, and subseguent aversge 10-year eguily perioimanca, canssiant
megan rewarsion in valuations has resulbed in an avenge subsequent real retun of just 2.8%.

= A simple equaticn wsing the CAPE for an axpected return yiekds ¢.3.5%."
+ Anothar appeoach by Arnatt and Bernstein, as detailed by J.P. Morgan,'™ proposas about
3.7%-4.7% raal returrs for squilies over tha coming decada.

While the above exercises might ovarsimplly what can be a complex forecasting affory, they
doappear 1o agree on an wusually sub-par envirgnment for equities ahead.'™ While we take no
position on the future path of growth, we use these estimates 10 gauge how an optimal allocaton
1o gold wiidd fare with a further adjusbment to stecis on top of the one we made to bonds,

T Croda Susse Robs nestment Retuns eadook 00,

8L Suvary Prol i A

AL ] (5080 - LT P T -1 AT o Saarvry

B kit it comiorraia b dons 4- B8 26-1180-07 2e- 001 44 %0t e himlfacrrPwiindeivs.
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Adjurting both fxed lncome  As discussed in the previcus section, adjusting bond returns to this ‘new reality’ shifts gold's

and equities raises gold
allocations by 1.5x fo 2.5
across allocation curve,

Gold's uselilness is
evident...

Lo Wil il pertfolie benelits
halding in a constrained
&0/40 portiolio.

allgcatan curve upreand. Addng the cuthook far equities [Chart 4] résults in an ewen greater

shift froem 1.5x% 1o 2.5x% the base case allocation. For all three scenarios we used our s1andand

rial gxpected retum of zen for gold, Correlations and volatifties in the current adjustmants were
based an 10-year hsloneal astimates, which being Righer and skghly posative Tor gold's wolatility
and cormelations respectvely, penalsed gold versus the long tenm inputs. Thus consarvatism does
litther ba diminish gold's partfolio benafits.

Chart 4: Investors who consider that the outlook for equities is not as bright either, may need
1o further increase their gold allocations to manage portiolio risk mone
Optimal gold allocations whaen bond and equity retumes are adusted 1o reflect curment expeciations:

Rana dradon e
a0, "
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S Work) Gold Courl

These examples show incremental allocations 1o gold across the risk spectrum, which bacoma
mane prancunced as portiolo rsk increases - particulady abave an 8% portfalio risk lewel. The
allecations ans uncanstrained, highlghting the increasing ratio of gold per afusted partfolic
compared to the base partfalio.

If w avddd condtrainds 10 the scenario = after all mconstrained portfolios ane nat common praction =
B uging & standand G0/0 eguity-Band rio’" wWith SHalegc induts produces estimates of aptimal
goid allpcations consistant with our previous research, ranging from 5% to 6% for a modenaie sk
porichio. A5 we adjust bonds dowrwands, 1he optimal alocation 1o gold rises an additonal

ONE PETCENtage point, on average, A furthar adiustment 1o stocks on top of bonds, raises the
optimal allocation by 2.5 percentage ponts relative 1o the kog-term strategic el
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Doecades when both bands
and equities under-perform
relative o long-term
AVEFAGES 18 UNETIMON
burt do exist.

Finally, we alse axamined what the effect of introgucing lowvar lin this case negativel expacted
returns for gold would have on optimal weights. We find that, in fact, éven under the assumption
1hat raal gold price of godd would fall by as much 85 2.5%per yaar — whech would imply not even
& nominal gain = optimal gold allocations increase relative 10 the long-1erm bevid giveen the curnent
autlosk lor bonds and equeties. This i & testament 1o gold's qualty as & drarsifar and the fact
that the value of adding gold to tha portfglio s not solaly linked 1o its price parformance, but also
10 i it Behaves relative 10 other assets,

The challenges ahead

With tha LIS sarving as aur Patn dish, we see that thare hive been quite a lew pariods when
10-waar realised annualised refums hane bean balow average, as the curent cutlook seems to
irmgly, for both bonds and equities [33% of vatall - annctated in the kewer-baft baxed quadrant of
Chart Sa. In other words, both assat classes heve undenperformed. Of course, a major culprit
during 1hese scenanos has been high inflation, commanty tied to wars. But filtermg cut high
irflation years [narmely, by focusing on years with annual inflation below 4%) leaves 16 periods
whan tha ensuing decade would hive been maagre both for bonds and equities in real terms
(Chart 5b).

While this i8 not B common cocurrence in benign inflation scanancos, imesicds nead o be
conscipus of both the implications of a joint underperiormance of bonds and equities and the
probabidity of ns occurmencs if inflation doas becorme a probler over the next decads.

Chart 5: (a] Historically, there have been periods when both stocks and bonds prices fall, |b) even during benign

inflation enviranments
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Conclusion

Biacause no investor has a crystal ball, the simple application of diversification through sirategic
assat allocation can help address what might happen next, Howiver, thene ane junctures when
tha Bssumptions that form 1he budding biocks of long-term strasegic asset allocation sTaLeges
mary Suggest a tactical adjustrmaent. We appear to be at such a junctum for bonds and perhaps
less 80 Tor spocks, but even il we are nol, Considering varnous Scananos and using conservative
assumptions i Moaly not a bad place 1o start

Qwr focus is naturally on gold and wa place it within a partfolio not on a whim but on the back

ol mode than a decada o ngorously apphed research. i one considens the cufrent Soananis
amwirgnmeant with a poor bond parformance cutiook and a possibly challenging environmant for
s20cks, then an alocation 1o gold abowve the long-term awerage is warranted. There will as abways
be apportunities for investors within equities and fosed incomea, 83 wall as domastically and
abroad, but those decisions are dscrotionary.

For the prudent imvestor, slocating to a new neality of challenged equity and bond ervinonments
will reguine Righar levels of sk and consequently greater kevess of risk managermant. Our reseanch
suggests that gold, as a hedge a diversifier. should form part of this risk managermant strategy.
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III: A perspective on gold as a hedge
in an expanding financial system!

While 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 portfolios can
sustainably increase and provide balance to a global financial
system likely to experience more frequent tail events,

Darivatives
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Gold as a
foundation asset

I This i the seoond odesen of an ariche orgenaly published Apnl 2013 as pavt of Gold Ireastorn, Violuma 7, under th titke
Cooi hoidings: svmyée rooms for prowils iv 2 broad snd lgosd markef.
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Financial assets have grown

at an unprecedented pace
for more than 20 years...

hareas gald holding
represent only 1% of all
financial assets, despite a
12-year bull run.

Introduction

The issuance of equity and debt securities — claims on assets of future cash flows - is diven

by capital marke1s and, unlike real assets,? they ane not constraingd by physical supply. In fact,
COMPOFALGNS And GOVEINanls roulinely issue ursecuned debl and equily securiies not linked
dirpctly to any formes of collateral, The lack of a physical backing, coupled with a beom in financial
inncvaton, has allowed financial assets 1 grow 10-fold aver the past 20 years — well in excess of
a three-fokd incraase in nominal gross domestic product (GDP) over the pariod. And this trend is
unlikedy 10 subside.

Folowing & sustaned penod ol easy monatary policy and record growth in fancial assets, gald
has beooma increasingly relevant as an rvestmant that balances risks in other assets. A5 a real
as5et, and that cannot be debased or devalued, gold i sean by many Nvestons as a valuable
risk managesnent and wealth preasenvation 106l. Gold supply © geclogecally constraned yat, onca
produced, is through a broad and liguid markat,

Daspite a significant price pullback masthy during 2013, gold has risen for most of the past decade
on the back of growth in emeqging markels, Bcancmes uncenainty, centmal-bank demand and
constrained supply. Even 50, gold remains a widely undar-cwned asset. Gold holdings account for
1% of all financial assats — & by-prosuct both of its scarcity and the unpeecedented growth in other
financial assets. Further, gold's low cwnarship rate stands in stark contrast to levels seen in past
diecades, a5 well a5 what resaarch supgasts aptimal pold allscations should ba.

2 i phyrscal asset that derres its valus fiom its ininnsic roperties. Raal assats inchude wocious metsls, commodaes, real estate and rew land
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Between 2000 and 2012,
debt markets have grown
theea-fold, fo almost
US580tn, while aquity
markels have increased by
USE17tn to USSERIN.

Financial assets are growing at a rapid and unsustainable rate

Thare have been huﬂE“"Uﬂuﬂl{}ﬂE im as5681 prices ovar the past decacs E}GEDI'IB tha vodamility,
financial assats hawe almass triphed during that pericd. Currenthy a1 a Striking US$156tn,” the

size of financal assets are 8 multiple of ghobal GDP (Chart 11. This growth has bean primarity

I bry fieond incorme markets, Batween 2000 and 2013, debd markoets have grown three-doid,

frarm USE330n we USS000n," &= & redull of ageing demographics in mary developed countfias,
hpightenad risk aversion, low intenast-rate pokcies and record govesnmant spendng 1o boost aikng
soonomies. n particular, outstandng US treasury dabt moce than doubled from USS4. 6t in 2007
w3 USS11.9tn in 2003 - a large porton of which s held by foraign investors.® At the same time,
global stock markets hiee also grown = at a relatively mone modest paoe of 35% = from US$4%in
1 2000 pa USSE61M 0 2013, parthy dincem Dy @oondmes Growih if amanging rmafkars, battar
prospacs for gconomic recovery in developed markets and an increase in initial public

olenings (IPOs]

Chart 1: Global financial assets have grown at an unprecedented rate
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Including derivatives and Saill. we are only scratching the suriace, Inngvation in financad markats and a supportive

securitised products brings  regulslony envirenment saw an explosion of assets managed by bedge funds and private equity

total financial szsets o an firms, as waell 85 an incneasa in secuniised products. Counting securitsad products, financial

astronomical USS1L000n...  assets have grown to more than LSS2004n * And this figure pales in comparisen ta the noticnal
saze af the ever-the-counter (OTC) denvatives marke, estimated a1 US$683n » 2013 by the Bank
for Intermational Settlemants (815).7 In particular, the notional sige of derivatives marats for dabt
and currencies ane multiples of the size ol the undarlying asses, increasing the risks of spiliaves
affacts in the financial system. In tatal, undedying assats, secunitized products and desvatives
amount fo mone than USS1,0001n.°

Chart 2; The notienal values outstanding in debt and currency derivatives dwarf
the size of the available underlying assets
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T Bank fof irneenational Sertemants, BiF Ouampdy Riven, Docemiar 2013, Rapomed figuris coimasgeond 10 rotional valuss, In sadition, T gross marke
wel of detivative COMracts cutsiandeng, spproemately USS20tn. WS important 1o rote that whda a maeeity of desratves are used as & hedgng toal,
tha poteniial Radung of countnpaias 1o Sarice The Gonsisct might be ditastnggs for an nalibution Shal thought il was “de-nsking”™ its cparplonal sclintes
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8 Computed by the World Gold Councl based on estimastes by the BIS, Bloomberg, WFE, and othans.
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...maanwhile, gold in the
hands of investors accounts

for only USST1.4tn,

In contrast, the sieck of gold bullion = bars and coins exciuging those hald in foreign reserves
bry central banks - 15 &t & remarkably srmaler ISS1. 400" This réprasents less than 1% aof the
LIS8153tn in financial assats excluding caniral bank foraign resarves (Chart 31, parthy driven
try gold's limited supply, which growrs slowly (Foous 1), Further, the notional amount in gold
darivatves (OTC and exchanps-traded conracts) is estimated at USS740bn, roughly hall of
tha gold tullion

Chart 3: Only 1% of US$1531n of financial assets is currently in gold
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Focus 1: How large is the gold market?

By the end of 2013, the abowe-ground stock of gold was
estimated 1o be approcimatsly 177,200 tonras (1), represanting
&l the gold that has ever been mined, worth mane than
556,90 based on the year-end gald price [Chart 41. The
larges1 share {almaost katl) is held o the forrm of jeweliary and
s worth more than LIS53.3tn, Central banks coliectively hoid
30,500t as part of their fonign resarves, while bars and coins in
the hands of investors (including gold-backed ETFs) account for
oo fifth of the above ground stock, warth USS1 4tn. This is the
figure wa use 1o estimate the share of gold as a percentage of
global assets.

Gold is geglogically scarce and fundamantaly constrained by
physical supply." Gold mire praduction — which has sveragid
2,800t annually over the past five years, a small fractan of

tha production of Some ather metals' = increases the above
ground stock &t a rate of 1.6% per year. Bacausa gold is virually
indestructible with cnly a fraction lest throwgh technological
and industrial use,™ & large portion of the abave ground stocks
is readily available and can be 5ok on the secondary market.
As a result, liguidity in the gold market is unematched by mast
financial assats (Chart 5).

Chart 5: Gold Is one of the most Bguid assets

Chart 4: The stock of gold held in investmant form
is weorth US$1.4tn

Rafarance notes are ksted at the erd of thes article.

Sourcn: Thomson Rimsers GFMS, LIS Geological Suraly,
‘Worid Goid Counail
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pad by Th Anutors GEMS

1 Aceordeg 1o th LIS geclogazsl sudwiry, bidos-giound siocks anly et 1 500001 - e than one-thed of the aber-ground stock
12 Aocovding 1o Thomson Reutars GFMS and Bloombeng, goid annual producton is lower i lonnage 1eems than shot, copper, tin, nickel, losd and nno &s

il 45 other hase malaly

13 Whan godd is used for 1echnoiogezsl apphcations, it 0oes o amod tho market unid that devos 5 sorspped and re-used for its raienisls. Ooher fonms ol

@aodd however, could bae re-sold to other parcipants.
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Imbalances in capital
aceimilation and leverage,
coupled with financial
innovation, resilted in a

unprecedented levals of
financial assefs relative
to GDP...

...leading to more frequent,
Iarger and longes tail-risk
EVEnts.

A system vulnerable to the increasing frequency and magnitude
of tail events

Thés trend af incredsing inancisl assets, By and lange, wias e result of Do Sxtfeame Subbans:
vast capital accumulation by @ sel of imesiors on the one hand and increased DOMCWING amongst
tha indesbted on the ather. Additionally, financial mnovation has produced a grester numbaer of
safwitised procucts 16 pool and sell fisk B3sats thal ade Sean 10 Mepresant hher guality than
thair undarlying comporents would justity, Overssgosure to thase assets = especially by financial
inslitlions — ked 1o the Greal Recassion.

The governmen has subsequenly issued debt 1o subsidise 1he losses in he barking syslerm
while plupging the spending gag left by a deleveraging private sector, This has led to a spate of
aoversign debt cises and aconamic turmail. Lintermentonal monstany policy, a8 discussed in

our Invastment commentary: OF 2002 has also allowed central banks 1o purchase ungrecedentad
guantities of govemman bonds and morgaga-bached securities = 10 achiewe thesr goals of
reducng benchmark barmowng rates 1o anificially low levels and incentivisng bormowing in the
private sector. As a result of these polcies, financial assets haee continued to gronw wall in excoss
ol GOF, reaching what scene consider 1o be ‘cntical levals’ ™ This siluation prompls us 1o ask: Are
thare mare financial asseds than requined 1o ensune a healthy global GDP growth, and is there
snough global GDF 10 service thess financial assats?

Reapid grenwth in capital rmarkers leads 10 mone capital chasing decreaging ratumms, templing
inwastors toward disproportionate levels of nisk and increasing the frequency of flight-to-guality
episodas. The rmplication is that this abundance of capital will likély Spur Fesirment Sttty

but, &t the same trme, create an unsiable growih emdronment — one chansctensad by frequent
pullbacks in risk assets and large moves in curency markets, In fact, the numbaer and magnitude:
ol such tail @venis has already increased aver the pasl thiee dacades (Chart 81 This sswe is likely
o be sx@cerbated by the increased contagion risk from cross-border and cross-holdings of large
financial indlitulions — an iMportant companent of the "oo-big-ta-fal” problem. "

Chart & The frequency and magnitude of negative market events keeps growing
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...sureh a3 bonds and equities,
which naturaily carry
crechit rigk.

In a recent repeet, Bain & Co. predicted that a prolonged pericd of capital super-abundance could
laad to persistenthy low inberest rates and an increasing fréquency, sze and longevity of asse
buibles. Thi huge increase in debt has put global economees on & less than stable growth track.
Financial maskets have already seen several regative episodes as a result of growing deficits and
debis in Europe — with potentialy mode dabl-drien collapses on the hanzon " Ol sourse, staying
on the sidelings is not a viable solution for imvesices. Holding large guantities of cash erodes.
capital ovar the long term and, 85 seen in 2013, imvestons roved into riskier markers. Hewever,
irvasioes should look for portfolo risk managemant strategies that can halp them balance thes
swarch for yield with protection against unprecedented financial conditions.

Gold should be a larger share of financial assets

Gold prices ncreased from USE256/0t in February 2001 ta USE1,200az in and September

2011, At the samae tima, irvesimant demand grew from 360t 1o 1,7001 per year. This led many
abservers to beliewe that 1the gold rmarkost was saturated with irmsestors.” As the gold price pulled
back in 2013, falling by 29%, many invesioes reduced or sokd their exposure and investmant
demand dropped ta 70t = a bit highar than pre-financial crisis levels. Howeear, the bull marke:
for gold was not anly driven by invesement. Since 2000, the markel experienced savedal structural
shifts, incluging a dverse and robust set of supply and demand dynamics — emaerging marked
greerth, financial markel uncartainly, expansionany monatary policies, central bark dermand and
what we see as consirained supply, all faciors to suppor the markeat.

Furthar, the rise in gold investmant demand, even when faking into account the recent pullback,
should be seen as & rational responss 1o & flood of fnancial instrurments rked 1o 1he success
and credit worthingss of thes issuers and representng varying degrees of nsk. The value and
secunty of govemmaent debt is predicated on a country's willingness and ability 1o pay back its
dett-hoidens. Stocks and corporale bond prices ane roatad in 8 companmy's perlofmance and 1S
management's abilty 1o steer the comparry ferward. While the private sector has had a good
track resord of sarnings growth and debit repayment, thi rransgenal risk of 'huran alermant’
ambedded in thesa irvasimeants posas. a nsk 1o portfolio managars. Uncemnainty and malass in
deweloped economies and the accompanying aggressie manelary policies hive accentuated the
nead for 8 robust assel allocaton, ane that is benes positionad 10 withatand swings and syatenme
shocks, In the context of today’s marked envingnment = ong we xpect to reman inplace for the
{oreseaable fulure — holding gold dversilies portiohos based on i1s qualities as a transparent and
real asset that lacks the credit and countarparty risk of both equities and bonds along with othar
iFreStmEnts.

16 Grocks, Williae H. imalsement outiook: dimages, FIMOO, Octabar 2012,
17 Wil Strewt Jounal, ix goid e navt Bubble?, Sy 2000
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Most [nvestors are under-
allocated to gold relative to
wilat regearch has found fo
be aptimal

Portfolo optimisation studies have shawn that a 1% porifolic alocation 1o gold = as the curent
ratia af gold holdings indicales - is generally 1od low and that higher long-1ermn allacations

are optimal for most ewvestons. As ssmmarnsed in Why imiast v gold?, ressaarch by the

Wiord Gold Council, Qxcford Economics, New Frontier Advisors, Maercer and J.P. Maorgan, amang
oilhers, shenws that irmasions can greatly benedin nam a lang-term sirategic allocation 1o gald

= usualy batween 2% and 10% across LS dollars, evwrn, pound sterling and yan denominated
portiolios, and & B%-6% in & oraditonal G0740 socks-to-bonds portfolio (Focus 2).*

Focus 2: Benefits of holding gold in a portfolio

Giokd's ureques supply and demand fundarmanials are largely responsibde for its main contrdution 1o

imvastors’ portiolios, namahy. risk managemant and capital presanation,

Gold as & ris a nt warhicl

* Increased portfolio diversification through gold's lower correlation to other assets
Gold's correlation to other as501s 5. on average, 0.1 and., a5 discussed in Gold. a commodily hie
o o, it hag a relatively low 0.3 comalation 1o the basder commoatty comple.

* Reduction in portfolio losses during tail-risk avents
Partfolios containing gold consistently outperform portiolics without it as summarised in
Gold: hedging aganst tad sk,

= Additien of a high quality, liquid assst
Gold trading averaged US$240bn per day in the first quaries of 2011,'® highar than the mast
liguid equities, German Bunds, UK gilis, UIS agencies and cernam curency pairs (see Liguidity in
the gakd marker).

Gold a5 » source of capital preservation

* Gold hedges extreme inflation scenarios like deflation and hyperinflation
In the paper The impact of mflabion and deflation on the case for gold, Owford Economics shaws
that bath environmaents lead 10 gold's relative oulperformance of
Other AEsE1S.

* Gold hedges against falls in developed market currencies
Gold has a -0.5 correlation against the LIS dollar and negative cormelation against moast other
dieveloped rarket curencies [see Gold as 8 hedpe agains! the US dolar).

H JP Mgigan, Godd in assed alipcaton, July 20M2; Marces, Gokd 5 & SR507 cliks 1ae Rrenonal iversiods, Febnaary J00T; Birs Faonaar Adsions,
i az @ stavegc assel, Sepbembor 2006; Workd Gold Councl, Gold hediging apaénst el nss, Ooiober 2010; Workd Gold Councd; Godd: aremusng
imvasiraant fousclabion sesel Maw Frontiee Auvisors, Gold e & e it for Workd Gobd Coumaal; Gold aa a sfraleges sasaf for

LK imansnons, July 2012

18 Sew Loco London Sureey conducted by the LB b wath tha Bark of England
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But the gold markel can
easily and sustainably grow
te & higher percentage of

global assets.

Gold gwnarship rabes in 2000 were depressed as @ result of vanous structual facions that have
subsequinthy changed. Thase ncluded irvestmant instcessibility, central bank sales and large-
praducer hedge books, 10 name a few. The proportion sat just below 1% in 2013, &s the result
of increased cemership and an appreciation in the gold price (Foeus 31.™ Despite growing gver
1he past decade, gold's curren share of assets sill rermans balow what it ued 1o be n decades
past. Even undar a morg consensative target, an increase 1o a global strategic allocation of 2% -
it lowwrt boundary af eptimal gald holdings based on our ressanch and that of athérs - can be
sustainable and feasibla (Chart 7). The goid market is deep and kquid encugh 1o suppon higher
global allecations and a growing insestor base, and it is liguid enough to facilitate conginued
Bocquisitiang. ¥

Pocus 3: The importance of sustainable ownership rates

Crewnership rates ang an imporiant considaration far the sustainabdity of asset prices. For
exampla, in 1995, at tha start of the dot-com bubble, US squities comprised just 33% of US
investor poniclics but grew to 50% of investor pontiolos in just five short years, representing an
unsustainable rate of naw irvesbment, Tha undestying demographic compesition or immestor risk
rolerance had not sufficiently changed to justify such a rise = eguity ownedship rates. Instead,

it is clear that equity risk vas mispriced, and the market was licely fealled by momenturn and
an excsedingly OVEroplimisti expesiation around earmings growh in the technology sectar =
Today, we are seeing a similar but less dramatic shift in fixed incomsa cwnership, as deibt's share
of #sse1s has increased between 1993 and 2012 from approximately 40% 1o appecirmately B0 %
of financal assets. Investors will Bkely rebalance their portfolios once the ssset mex is desmed
inappropriate for thedr investment goals.

30 Guold pricaa incravind at & pace of BB.TH par anders (Bt 2001 and 20111 whia gt svastman Siock ghi 8 35 pie affam
21 Tha London OTC market chears UES2400n of goid por day weth on srvorage irareior size of 74000z of gobd. Thes caloulation & based on LBSAA

astmates of 212

ine o g

angd e thly awiiage sncunt ol gold frardlemed

2 Tha tichneobogy Seciod Escire i ovil-Saied porton of US marken capaalisanon. HASDAD madost capnalaaton as & shada of onal S market
capiiiisation grew from 19% in 1954 10 31% in 1598
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Chart 7- Estimated gold demand growth if average gold holdings by investors increased
1o F while financial assats grew 3% annually aver the ne decade
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Fource: Thorron Resters GRS, Workd Gold Congil

Conclusion

Current gold heldings represent a small, sub-optimal portion of financial asses. This ratio is
depressed as financial Bssats have explogad over the past two decades, fualled by financial
inncvation, axpansionary monatary policies and global imbalances in capital accumulation and
bodrowing. In & globaksed econamy charactansad by increasing coss-barder Miaws, such an
expansicn of ‘paper’ assets has increasing the frequency and magnitude of tailsisk events, As
such, & closer look nto strategic gold alocations is warranted. Gold is & hard asset with a desp
and quid physical market capable of sbsorning consaderably higher average allocations. In our
viewy, gold can prowide a foundation to portfolios, belping rvestons protect capital and manage
risk mane affactvely.
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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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