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Global Asset Allocation: All That Glitters?

Rashonda Williams, responsible for global-asset allocation at a large pension fund, gazed at the Blue Ridge
Mountains from her Crozet, Virginia, home office. Her task today was to decide whetherand how much of her
fund should be allocated to gold. At this point—August 2015—there were many reasons to think about adding
gold to her fund. One was, quite simply, its spectacular performance over the past decade (Figure 1). To be
sure, the recent sell-off was concerning, but in percentage terms, it was similar to the 2008 sell-off that preceded
a doubling in price.

Figure 1. Gold prices, 1970—July 2015 (in dollars per troy ounce).
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Williams knew past performance was no predictor of future performance, but some of the views that were
currently making the rounds were compelling. One view was that if the global economy recovered strongly,
inflation, now well contained, would surge, and gold, as the world’s only natural store of value, would increase
in value. Another view was that if the global recovery faltered and the world fell into a deep recession,
confidence in governments would evaporate, and everyone would abandon fiat money and move into gold,
thereby increasing its value. Recovery or recession, holders of gold win. Or was it that easy?
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In light of gold’s sharp increase over the past decade—and amid talk in the not-so-distant past that no
matter how this highly uncertain environment would play itself out, gold would stand to increase in value—
Williams had been asked by the board for an assessment. Should the fund have a strategic allocation to gold as a
way to provide downside protection, hedge the portfolio against inflation, or, if it was uncorrelated with the
returns of other asset classes in the portfolio, improve the portfolio’s reward-to-risk tradeoff? Regardless of the
answers, should it have an opportunistic zactical allocation to take advantage of likely price appreciation due to
the uncertain global environment, currency wars (in which each country was seemingly trying to outdo the next
in debasing its currency), rising demand from emerging markets, and “peak gold”?

Before she could address the task at hand, Williams needed to ascertain gold’s propetties as a strategic
component of any portfolio as well as whether the time was right for a tactical allocation. Williams’s assessment
of these issues would factor heavily in her overall evaluation: Should she recommend that some of the fund be
allocated to gold and, if so, how much?

Gold as a Strategic Component in a Portfolio

To deserve to be a strategic component in anyone’s portfolio, a risky asset should provide a real excess
return over long periods, or it should at least provide insurance by correlating with exposures investors might
want protection against. At first glance, the spectacular rise in the gold price (Figure 1) as the global financial
crisis unfolded suggested that gold provided protection against bad outcomes in other asset classes. But
Williams knew a more nuanced analysis was necessary. So she first asked: “Over long time periods, have
commodities in general, and gold in particular, provided protection against inflation? At the very least an asset
should do that, right?”’

As it turns out, commodities have not historically provided protection against inflation. Real commodity
prices (Exhibit 1, top panel) fell in the 1950s and 1960s, rose during the 1970s, and—increases in the last 15
years notwithstanding—have pretty much fallen ever since. While inflation (i.e., a general increase in prices) has
been at times high and at other times low, some inflation has been a fixture of the U.S. economy ever since the
Great Depression in the 1930s. But any increases in commodity prices relative to inflation have been short-
lived and followed by much longer decreases in real commodity prices.

Real gold prices (Exhibit 1, bottom panel) have fared somewhat better. Real gold prices, which were held
artificially low during the Bretton Woods era (described in more detail below), rose sharply in the 1970s. But
as of mid-2015, the 1970s peak in real gold prices still had not been revisited.

Williams was surprised. The evidence suggested that commodities in general, and even the most precious
commodity (gold), could not be counted on to provide a real (inflation-adjusted) return. But even though a real
return could not be relied on, perhaps gold prices rose precisely when inflation rose, so at least it would be a
hedge against inflation. Alas, even that seemed unlikely. Over five-year periods, the correlation between
inflation and changes in the gold price (Exhibit 2, bottom panel) was low—certainly not consistently high and
positive as is desired in an inflation hedge.

Gold’s status as an inflation hedge seemed in doubt, but perhaps it provided a good hedge during extreme
events, such as major equity market slumps. As it turns out, in many of the seven major equity market slumps
over the past four decades, U.S. Treasury bonds—the world’s risk-free asset—provided better returns than
gold (Exhibit 3).

Williams knew that over long periods—rvery long periods—gold was uncorrelated with many other asset
classes and, hence, could provide diversification benefits. For example, over a 30-year period, the correlation
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between gold returns and returns on U.S. equities or U.S. government bonds was less than 0.1 in absolute value,
increasing the attractiveness of gold in standard portfolios. That said, the correlations varied quite a bit over
shorter horizons (Exhibit 4).

Tactical Allocation to Gold: Is This the Right Time?

Although gold did not seem to be a very effective hedge against inflation or substantial equity market
slumps, Williams knew it could warrant a tactical, opportunistic allocation if she could only figure out when it
would likely outperform. Looking more closely at gold prices and inflation (Exhibit 5), Williams saw that in
some decades, gold beat inflation quite handily. In the 1970s (first panel), gold had annual returns of 25.7%
compared with 7.1% average annual inflation. From 2000 through mid-2015 (third panel), gold again beat
inflation 9.4% to 2.2%. But in the 1980s and 1990s (second panel), investing in gold would have lost you money
(—4.3% annual return over that 20-year period) at a time when annual inflation was running at 3.9%.

Was gold, pausing after an impressive decade-long run, likely to outperform in the coming years and, if so,
where should Williams look for clues?

Supply and private demand in the gold market

One alluring feature of the gold market is that supply is so small relative to potential demand. Although
gold lasts forever, the entire amount of gold already mined totals just more than 6 billion ounces, worth less
than $8 trillion at current prices. By comparison, the size of U.S. equity and bond markets is closer to $100
trillion. Investors’ gold holdings are worth a little less than $2 trillion—about 20% of the gold market; if they
wanted to double their allocation to gold, their demand would vastly outstep possible gold production. The
only reasonable outcome in that scenario would be steeply higher gold prices: “A one percentage point increase
in the share of gold in investors’ portfolios would be consistent with the tripling in gold prices from current
levels.”t One problem for gold bulls: China and India are the two major demanders of gold, but India recently
implemented restrictions on gold-imports. Those restrictions were removed in late 2014, but gold bulls took
note that import controls on gold were eminently possible.

Gold output, which has been less than impressive since 2001, could increase. Gold output tends to decline
when real interest rates decline, in part because the opportunity cost of leaving the gold in the ground—as
opposed to extracting it, selling it, and earning interest on the proceeds—falls when real interest rates fall. So if
real interest rates began to increase, one might expect gold supply to increase too. On the other hand, the
world’s major gold mining companies have been adept at disappointing on the production side. As Nick
Holland, CEO of Gold Fields, put it: “...one consistent theme in the presentations of all of the large gold
producers...[is] that production is going through the roof. But if we had actually met all our production
promises over the last five years, then we would not have dropped output on a compound annual basis by
2%...”71 Gold production did increase 2% in 2014, but with lower prices and thus significant cost pressures,
gold companies have not been inclined to invest in new projects.

An aside: gold as an alternative to fiat money

Some demand for gold is due to the fact that gold is a natural alternative to fiat money. Gold does well
precisely when the appeal of holding fiat money declines, either because of solvency concerns (people do not
believe their money in banks is safe) or when real interest rates (the return on holding money or the opportunity
cost of holding gold) fall. Over long periods, if one squints enough, it appears that declines in real long-term
interest rates (sometimes) lead to subsequent gold price increases (Exhibit 6, top panel). More recently, the
link between real U.S. interest rates and the gold price has been quite tight: the correlation between the level of
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