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Foreword



The global role of gold

Aram Shishmanian

Chief Executive Officer

World Gold Council



Welcome to the winter edition

of Gold Investor. From a geopolitical

perspective, 2016 was one of the

most tumultuous years in the

recent past. The Brexit vote, Donald

Trump’s Presidential victory and a

rise in anti-establishment feeling

have had a profound impact not just

on politics but also on markets.



Growing fears about the future have benefited gold, which

ended last year more than 8% higher and has risen in the

first few weeks of 2017 as well. But what does the rest of

this year hold?

In this edition of Gold Investor, we explore the role of gold

in the current environment from the perspective of US and

European institutions; Middle Eastern investors, and central

bankers, including Dr Alan Greenspan, Chairman of the US

Federal Reserve from 1987 to 2006.

Dr Greenspan believes there is a growing risk of stagflation

across the developed world, as stagnant economic growth

combines with rising inflation. Suggesting that significant

increases in inflation will ultimately drive the gold price,

he says: “Investment in gold now is for insurance. It’s not

for short-term gain, but for long-term protection.”

(See page 11).

Central bankers in aggregate have been net buyers of

gold for almost a decade, not least the Central Bank of the

Republic of Turkey, which allocates 13% to 15% of its

total reserves to gold. As Deputy Governor Erkan Kilimci

explains: “It is one of the safest assets a nation can hold.”

But Turkey is also using gold to drive economic growth,

encouraging citizens to monetise their gold and bring

hidden wealth back into the economy. (See page 15).

Among institutional investors, there is mounting disquiet

about the value of mainstream financial markets against

a background of political and economic turbulence. Celia

Dallas, Chief Investment Strategist at global investment

firm Cambridge Associates, suggests that diversification

is key in a high-risk climate where many “safe” assets are

expensive and US equities have already enjoyed an eightyear bull run. (See page 5).

Suki Cooper, Precious Metals Analyst at Standard Chartered

Bank, is particularly concerned about the climate across the

Eurozone, suggesting: “Significant upside risk lurks in 2017,

and it sits outside the US: namely, the potential shocks

stemming from the shifting political plates in Europe.”

(See page 8).

We are keen to hear your views about our publication

so please email goldinvestor@gold.org. We hope you

enjoy the read.



Aram Shishmanian



The World Gold Council is the market development organisation for the gold industry. Working with world-class organisations across the

supply chain, we stimulate demand, develop innovative uses of gold and take new products to market. As the global authority on gold, we

offer comprehensive analysis of the industry, giving decision makers unparalleled information and insight into the drivers of gold demand.
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In the news

Enhanced

transparency from

the Bank of England

The Bank of England is, for the first time,

publishing monthly data revealing the

amount of gold it holds on behalf of other

central banks.



Chinese gold reserves

unchanged

The People’s Bank of China reported unchanged

gold reserves in January 2017, at 1842.6 tonnes.

The Bank have added to their gold holdings

regularly since they started monthly reporting in

July 2015, but this is the third consecutive month

that their position has remained unchanged.



As a leading custodian of gold, with

one of the largest vaults in the world,

the Bank of England’s decision is highly

significant. Not only will it enhance the

transparency of the Bank’s own gold

operations; it will also support the drive

towards greater transparency across the

gold market.

The data reveals the total weight of gold

held within the Bank of England’s vaults

and includes five years of historical data.



Testing times for gold

in India



Gold demand hits

four year high.

Global gold demand rose 2% in 2016 to

reach 4,309 tonnes, the highest level since

2013, according to the World Gold Council’s

latest Gold Demand Trends report. This

was largely driven by inflows into goldbacked Exchange Traded Funds (ETFs) of

532 tonnes, the second-highest year on

record, as investors responded to concerns

over future monetary policy, geopolitical

uncertainty and negative interest rates.



The shock announcement from Indian Prime

Minister Narendra Modi that the country’s two

highest-denomination banknotes would cease to

be legal tender rocked the gold market in the last

few months of 2016 and the short-term outlook

remains unsettled. Longer term trends remain

positive however, driven by rising incomes, a

fast-growing middle class and a number of

positive domestic policy measures.
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Smart investing

and the role of gold

Celia Dallas

Chief Investment Strategist

Cambridge Associates



Celia Dallas is Chief Investment

Strategist at global investment

firm Cambridge Associates. Here,

she outlines optimal investment

strategies for 2017 and the role

that gold can play in the current

environment.



1



In your view, what are the biggest

risks that investors face in 2017?

Investors face a wide range of geopolitical and

macroeconomic risks that are well recognised, from

prospects for disintegration of the European Union to a

hard landing in China, to trade wars and military conflicts.

In such an environment, investors may be tempted to

de-risk portfolios and/or concentrate in a few assets

they perceive to be safe. However, much of what is

regarded as safe today is expensive, with low prospective

returns. Investors need to resist such temptations, along

with the temptation to invest only in what has worked

in recent years.

Eight years into a bull market in US equities, during which

the S&amp;P 500 compounded at about 14% annually, and

a 70% US equity/30% bond index portfolio returned

an annual 11%, many investors are ready to give up on

diversification and active management.

Investors are increasingly asking why not index to US

equities or a simple stock/bond portfolio? Investors that

do so run the risk of missing the bend in the road by

focusing their gaze on the rearview mirror. Diversification

will continue to prevent investors from owning too much

of the worst performing assets, which are often the best

recent performers.



2

In the current

environment of

swelled central bank

balance sheets and

competitive currency

devaluations, we

regard gold as a useful

addition to portfolios.



And what are the biggest

opportunities?

We are emphasising pursuit of value-oriented strategies

and selective private investments.

Even as markets have responded aggressively to the

initial stages of interest rate normalisation and a reflating

economy by rewarding value stocks and cyclicals, a

continuation of these economic trends would see these

markets move considerably higher relative to more

defensive peers. This trend has a lot more room to run

before it becomes overextended, but we would caution

that, within the US market, value stocks are already

quite pricey.

In addition, we continue to find attractive managers across

the private investment spectrum, discovering better return

prospects outside the mainstream.
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Smart investing and the role of gold



	



Investors that index

to US equities or a

simple stock/bond

portfolio run the risk

of missing the bend in

the road by focusing

their gaze on the

rearview mirror.
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In your view, what are the key

attributes that gold brings to

a portfolio?

Gold’s unique characteristic as a store of value over

long time horizons can be a double-edged sword.

This characteristic is beneficial in periods of economic

contraction accompanied by currency depreciation, but

under the assumption that gold prices track inflation over

the long term, its expected real return is 0%. This can

present a high hurdle for inclusion in portfolios. Gold’s

diversification characteristics must be strong enough

to be additive to portfolios seeking to earn 5% or 6% in

excess of inflation.

In the current environment of swelled central bank balance

sheets and competitive currency devaluations, we regard

gold as a useful addition to portfolios. While high-quality

sovereign bonds can be additive during many stressful

economic environments, they fall short during periods

when inflation expectations (and nominal yields) are

rising. Should an investor’s reference currency decline in

such a bust, gold would be uniquely qualified to perform

well. Investors could instead own a basket of unhedged

sovereign bonds in other currencies to protect against this

risk; however, the risk that currencies broadly depreciate

relative to gold in today’s environment makes gold a

superior form of protection against this risk.

In addition, gold may benefit if real interest rates fall,

even as nominal yields rise; a distinct possibility in an

environment where central banks, hesitant to tighten

monetary policy, may fall “behind the curve.” However,

gold investors must accept that gold prices should be

expected to fall to the degree that real yields rise and/

or central banks tighten or are less easy than the markets

expect. Of course, we would expect that risk-oriented

assets comprising most of investment portfolios would

perform well under such conditions.
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What are the biggest hurdles

that asset owners face when

introducing a new investment/

asset class to their portfolios

and how do they usually

overcome them?

Introducing new ideas to investors requires an upfront

educational process to make sure all committee members,

family members, and relevant stakeholders understand the

rationale and implications of such strategies before they are

implemented. Investors should understand and become

comfortable with return patterns so that they are able to

withstand inevitable periods of underperformance.

The education process does not stop after the investment

is made. It cannot be said enough times that investor

risk tolerance is not static, but instead shifts with asset

prices. If history is a guide, investors embracing “longterm” investment strategies today will be inclined to

quickly jettison them when they inevitably enter a cycle

of underperformance relative to more familiar

investment strategies.

6
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Long-term asset owners have

had to deliver returns through a

prolonged period of historically

low interest rates. How have they

re-adjusted their portfolios to meet

their liabilities and investment

objectives?

Every investor we work with faces unique circumstances

that need to be clearly defined before constructing the

portfolio. However, in general, investors have been seeking

to improve portfolio efficiency to maintain an appropriate

risk profile while improving return prospects. Such efforts

have focused on cutting back sovereign bond exposure,

while increasing allocations to other diversifying assets and

private investments.

When investors revisit their approach to diversification,

they can open the door to holding smaller allocations

to low-yielding bonds, while preserving the risk profile

of portfolios. We believe that it is possible to build a

smarter, more diversified growth portfolio by allocating

to diversified, attractively valued sources of beta and/or

by allocating to best-in-class managers in strategies with

high alpha potential, but lower beta exposure (for example,

long/short, absolute return, arbitrage, trend following, and

market-neutral hedge funds). This strategy is particularly

helpful to pension plan sponsors for whom the trade-off

between holding duration-matched bonds and maintaining

sufficient expected returns to reduce funded status deficits

has never been higher.

Finally, investors with the capacity to increase illiquidity

have been seeking out higher returns through allocating

more to private investments, including private credit funds

seeking to take advantage of regulatory change and banking

disintermediation.

Beyond asset allocation, investors should carefully review

spending and costs as another means for increasing the

likelihood of preserving purchasing power during this

challenging low-yield environment.
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As investors increase risk in their

portfolios, what kind of strategies

do you recommend for them to

manage this risk?

We caution investors against increasing risk today. It is

getting late in the economic cycle and investors have quite

a bit of geopolitical and macroeconomic uncertainty to

digest in the year ahead. At the same time, over-allocating

can be problematic in a low return environment when it will

be difficult to maintain the purchasing power of long-term

investment portfolios after spending.

Investors should evaluate portfolios’ ability to weather a

variety of stress environments to gauge the amount of

liquidity they need. These range from the more familiar

periods experienced in recent decades, when sovereign

bonds served as solid defence to equity-oriented portfolios,

to the risk that economic contraction could be accompanied

by rising inflation expectations; an environment that

is detrimental to both stocks and bonds. Additional

considerations relate to the potential for debt covenants to

be violated or credit ratings to deteriorate. Such a stresstest analysis should be conducted holistically, not just

focused on resources inside the long-term investment pool.

The primary functions of de-risking portfolios for pensions

are to reduce interest rate risk and credit risk, and to track

the movement of the liability (expected future payouts) as

closely as possible. We emphasise downside protection

in order to avoid investing in bonds that default or get

downgraded and cause slippage in the funded status

during times of market stress. We also construct de-risking

portfolios that account for the interaction effect between

growth assets and liability hedging assets.



	



Gold may benefit

if real interest rates

fall, even as nominal

yields rise.
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European uncertainty:

a catalyst for gold

In recent years, the gold price has

been driven primarily by events

in China, India and the US.

But this year could be different.

Suki Cooper, Precious Metals

Analyst at Standard Chartered

Bank, believes rising political

uncertainty across Europe could

prompt renewed interest in gold.



Suki Cooper

Precious Metals Analyst

Standard Chartered Bank



Gold faces headwinds in 2017, such as potentially weak

demand in China and India and the prospect of rising real

US rates. But gold is not without catalysts. Unchecked

US inflation, Brexit negotiations and the uncertainty

surrounding Trump’s international policies could trigger

another bout of hedging and safe-haven demand. Although

gold is often at the mercy of US policies, they are not its

sole macro driver.

Significant upside risk lurks in 2017, and it sits outside

the US: namely, the potential shocks stemming from the

shifting political plates in Europe. Gold draws broad-based

safe-haven demand in the event of systematic risk such as

the great recession, and the elections across Europe this

year have scope to shock markets again.

Systemic risks have already materialised across Europe

over the past few years but they have not been sufficient

to drive resilient material demand for gold. So what makes

2017 different? Quite simply, the concern is broad based.



	 Although gold is often at the mercy

of US policies, they are not its sole

macro driver.
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European uncertainty: a catalyst for gold



	 Gold draws broad-based safe-haven

demand in the event of systematic risk

and the elections across Europe have

scope to shock markets again.



The European Parliament in Strasbourg.



Growing political risk

Isolated or local events may drive local demand for gold,

but events that reverberate through the global economy or

those that are not easily hedged with mainstream assets

can result in a renewed search for gold.

Last year, markets had to digest Britain’s vote to leave the

European Union (EU) and the unexpected victory of Donald

Trump in the US presidential election. This year, markets

will focus on three political events: first, the general

election in Netherlands; second, the presidential election in

France, and third, the federal election in Germany. In each

case, gold could suffer initially, as investors seek liquidity,

following increased concern that anti-EU parties could

succeed in upcoming elections, threatening the future of

the EU. Thereafter however, gold’s safe-haven appeal could

shine again. A weaker euro and a stronger gold price have

co-existed before.
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Netherlands: First European

election to watch

The latest polls show the far-right Dutch Freedom Party

(PVV) has maintained its lead since November. Support

has risen to 35%, with the People’s Party for Freedom and

Democracy (VVD) in second place at 23%. VVD won the

election in 2012 with a 41% share, and PVV tied in third

place with 15%. PVV leader, Geert Wilders, advocates a

Dutch referendum on EU membership, as anti-immigration

protests have risen. However, the country’s proportional

representation system means a coalition government is

most likely, and other parties have expressed a desire not

to govern with him.



	 Gold could well find a catalyst

in the uncertainty created by the

European elections.
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