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Investment Update

IMF report highlights gold's relevance

The IMF Global Financial Stability report,
released on 10 October, highlighted an
increase in the level of risk among multiple
global metrics. Following its publication,
stocks in the US, Europe and Asia lost 4%,
3% and 4% respectively over three days.
While the market has regained some of its
early losses, we believe the report and the
subsequent market pullback underline the
relevance of holding gold in the near and long
term.

As stocks retreated gold
broke higher

Last week stocks sold off, and gold acted as a key flight-to-
safety asset in the market. Initially, as the US market
retreated, gold held steady. But as the sell-off became
more systemic globally, gold began to rally meaningfully
(Chart 1).

Chart 1: Gold rallied as market risk became more
systemic
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Bearish gold sentiment
may be tested

Gold has fallen by more than 11% from its April high and is
currently around 7% lower y-t-d amid bearish investor
sentiment. Much of this performance has been driven by a
risk-on appetite in the US, where the dollar — which
historically is inversely correlated to gold — has appreciated
by 7% since early Q2 (Chart 2).

Additionally, the positioning in the gold futures markets in
COMEX - the largest and most liquid gold futures market in
the world — has seen record short positioning (Chart 3).
Money managers’ net shorts are near record lows since
data became available in 2006, and the net speculative
position from the legacy COTR- which we define as the
sum of the non-commercial and non-reportable positions--
is near negative levels last seen in 2001.

These headwinds for gold have been warranted. But as the
IMF signalled in its 2018 Global Financial Stability Report,
an increase in commonly used metrics of risk highlight the
relevance of including gold in a portfolio both for the near
and long term — from a tactical and strategic perspective.

Chart 2: A stronger US dollar has been a headwind for
gold since Q2
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Chart 3: Futures positioning is at all-time short levels
COMEX net longs *
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Developed economies
have strengthened...

The IMF report is not just about a heightened level of risk in
the global economy, although that is its main conclusion. It
also discusses factors that could point to a stronger global
economy.

Banks are stronger now than they were during the financial
crisis — they are subject to greater supervision and
regulators have curtailed shadow banking. Although not
completely crisis-proof, it appears that in any future
recession or financial crisis banks would be in a much
better position to stomach the pain.

Developed market (DM) economies have improved. If this
growth were to continue, additional investment could be
created in stocks and other riskier assets, thus reducing the
focus on gold as a safe-haven or tail hedge.

In addition, US dollar strength has continued. While trade
wars could create a long-term negative impact to the global
economy, so far, the US ‘America First’ policy has
benefitted the dollar. Set against this, concerns about the
resilience of emerging markets (EM) have affected those
countries’ stock markets as well as their currencies.
Combined, these factors could continue the US dollar’s run,
creating headwinds for gold.
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...but global growth is
uneven

The global economic recovery has been uneven. In its
report, the IMF highlights the dichotomy between
developed and non-developed economies (Chart 4). DM
countries have thrived while EM ones have struggled. In
part, this has been driven by rising rates led by a Fed
tightening stance with the potential to lead to inflation.
Additionally, out of all the major economies, the Fed is
hiking steadily and may need to accelerate. This has led to
outflows from EMs and a stronger dollar. In addition, there
have been specific concerns about some EM countries,
such as weakness in China and broader market concerns in
Turkey and Argentina. While some of this weakness has
affected other EM countries, continued softness could spill
over to DM countries, increasing the likelihood of global
systemic risk.

But complacency could creep in after sustained years of
one-directional movement in the stock market. Trading
volumes have been light and liquidity under stress has not
been tested in over a decade. Gold is one of the most liquid
assets in the world and could be sourced should we enter
crisis times.

Chart 4: Risk appetite is strong, but higher rates and a
stronger dollar is hurting EMs

Summary metrics of market developments by the IMF*
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*Each marker is a 30-day moving average of daily percentile rank in relation to
the asset’s five-year history. Closer to red represents higher equity prices and
lower corporate bond spreads and volatility, and closer to blue is vice versa.
EM = emerging market; EURUSD = euro-U.S. dollar; FX = foreign exchange;
JPMVXYEM = JPMorgan's Emerging Market Volatility Index for foreign
exchange; MSCI = Morgan Stanley Capital International; USDJPY = U.S. dollar-
Japanese yen; USDTRY= U.S. dollar-Turkish lira; VIX = Chicago Board Options
Exchange Market Volatility Index; VSTOXX = Dow Jones Euro STOXX 50
Volatility Index; VXEEM = Chicago Board Options Exchange Market Emerging
Markets Exchange-traded Fund Volatility Index.

Source: Bloomberg Finance L.P.; and IMF staff estimates.
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Market valuations are at extreme levels. When we examine
the CAPE ratio — the P/E ratio based on inflation adjusted
earnings over the past ten years — we can see heightened
levels (Chart 6). One reason to examine this ratio is that it
smooths earnings over time, removing some quarterly
noise and including an inflation component relevant to gold
valuation. The only time this ratio was higher was during
the dot-com bubble and all other periods of elevated levels
have preceded sharp market sell-offs.

Debt has exploded over the past ten years with various
forms of quantitative easing across the globe (Chart 5).
Non-financial debt in jurisdictions with systemically
important financial sectors has grown to over 200% of GDP
and, with rates rising, could become more and more costly
to repay, putting a strain on country health.

A prolonged continuation of trade tensions is also likely to
hurt long-term economic growth, as the effects of higher
tariffs could have an impending negative outcome on
overall GDP.

Chart 5: Debt has ballooned over the past ten years
Global credit market debt owed*.
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Chart 6: US stock valuations are at their highest since
the dot-com bubble and higher than Black Monday

10-year rolling inflation-adjusted Schiller CAPE P/E ratio.
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Looking ahead

The positive link between global economic expansion and

gold has, historically, provided an important contribution to
its long-term performance. But its role as a diversifier and

tail-risk hedge has been fundamental too, and its price has
been boosted as markets have faced systemic risks.

While there have been headwinds for gold over the past six
months, there are clear reasons, based on the IMF’'s most
recent report, for gold to move upwards. The global
economic recovery has been uneven, hurting EMs;
complacency has crept into the market, questioning
liquidity; market valuations are at extreme levels; debt has
grown substantially globally, and increased tightening could
hurt markets. All these factors, either individually or in
combination, could be catalysts for a risk-off environment
that could propel gold higher.
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About the World Gold Council

The World Gold Council is the market development organisation
for the gold industry. Our purpose is to stimulate and sustain
demand for gold, provide industry leadership, and be the global
authority on the gold market.

We develop gold-backed solutions, services and products, based
on authoritative market insight and we work with a range of
partners to put our ideas into action. As a result, we create
structural shifts in demand for gold across key market sectors. We
provide insights into the international gold markets, helping people
to understand the wealth preservation qualities of gold and its role
in meeting the social and environmental needs of society.

Based in the UK, with operations in India, the Far East and the US,
the World Gold Council is an association whose members
comprise the world's leading gold mining companies.

World Gold Council
10 Old Bailey, London EC4M 7NG
United Kingdom

T +44 207826 4700
F +44 207826 4799
W www.gold.org

Copyright and other rights
© 2017 World Gold Council. All rights reserved. World Gold Council and the
Circle device are trademarks of the World Gold Council or its affiliates.

All references to LBMA Gold Price have been provided for informational
purposes only. ICE Benchmark Administration Limited accepts no liability or
responsibility for the accuracy of the prices or the underlying product to which
the prices may be referenced.

Other third party data and content is the intellectual property of the respective
third party and all rights are reserved to them.

Any copying, republication or redistribution of content, to reproduce, distribute
or otherwise use the statistics and information in this report including by
framing or similar means, is expressly prohibited without the prior written
consent of the World Gold Council or the appropriate copyright owners except
as provided below.

The use of the statistics in this report is permitted for the purposes of review
and commentary (including media commentary) in line with fair industry
practice, subject to the following two pre-conditions: (i) only limited extracts of
data or analysis be used; and (ii) any and all use of these statistics is
accompanied by a clear acknowledgement of the World Gold Council and,
where appropriate, of Thomson Reuters, as their source. Brief extracts from the
analysis, commentary and other World Gold Council material are permitted
provided World Gold Council is cited as the source. It is not permitted to
reproduce, distribute or otherwise use the whole or a substantial part of this
report or the statistics contained within it.

While every effort has been made to ensure the accuracy of the information in
this document, the World Gold Council does not warrant or guarantee the
accuracy, completeness or reliability of this information. The World Gold Council
does not accept responsibility for any losses or damages arising directly or
indirectly, from the use of this document.

The material contained in this document is provided solely for general
information and educational purposes and 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 related products or any other products, securities or investments. Nothing
in this document should be taken as making any recommendations or providing
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For more information

Please contact

Adam Perlaky
adam.perlaky@gold.org
+1212 317 3824

Juan Carlos Artigas

Director, Investment Research
juancarlos.artigas@gold.org
+1212 317 3826

Alistair Hewitt

Director, Market Intelligence
alistair.hewitt@gold.org

+44 20 7826 4741

John Reade

Chief Market Strategist
john.reade@gold.org
+44 20 7826 4760

any investment or other advice with respect to the 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 effect that 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
products or any other products, securities or investments should not be made in
reliance on any of the statements in this document. Before making any
investment decision, prospective investors should seek advice from their own
financial advisers, take into account their individual financial needs and
circumstances and carefully consider the risks associated with such investment
decision.

Without limiting any of the foregoing, 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
the information in this document and, in any event, the World Gold Council and
its affiliates shall not be liable for any consequential, special, punitive, incidental,
indirect or similar damages arising from, related to or connected with this
document, even if notified of the possibility of such damages.

This document contains forward-looking statements. The use of the words
"believes”, “expects”, “may”, or “suggests”, or similar terminology, identifies
a statement as “forward-looking”. The forward-looking statements included in
this document are based on current expectations that involve a number of risks
and uncertainties. These forward-looking statements are based on the analysis
of World Gold Council of the statistics available to it. Assumptions relating to
the forward-looking statement involve judgments with respect to, among other
things, future economic, competitive and 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 substantial risks which increase the
uncertainty inherent in the forward-looking statements. In light of the significant
uncertainties inherent in the forward-looking information included herein, 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.

The World Gold Council cautions you not to place undue reliance on its forward-
looking statements. Except in the normal course of our publication cycle, we do
not intend to update or revise any forward-looking statements, whether as a
result of new information, future events or otherwise, and we assume no
responsibility for updating any forward-looking statements.
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