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PRECIOUS METALS SHINE AS BONDS
LOSE THEIR LUSTRE

21 Jul 2016

when Negative Yields Are The ‘New Normal’, Gold Is A Safer Haven than Bonds

Gold and silver futures are rebounding - more Tikely due to the demise of high grade
bonds, rather than on supply-demand, ie based on fundamentals, for precious metals.

+ Expansive QE alongside an absence of lower-bound 1imits to policy rates force markets
to price-in a negative 1interest rate environment extending across the bond markets’
entire term structure

+ When real inflation adjusted yields turn negative income streams from traditional safe
haven HY bonds are no Tonger

+ When returns are driven solely by price, high grade bonds become -increasingly
speculative assets to hold, elevating gold to an equally safe, if not safer asset

+ Asset allocation view: gold’s strong performance could add to diversification of
multi-asset portfolios because of its negative correlation with equities and bonds

Chart 1: Mo Real Yield: Precious metals shine against fixed income
Gold price [RHS) correlating negatively to real interest rates™® (LHS)
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* Implied real interest rates calculated as the yield difference between nominal and inflation-linked bonds

Just when fears of china’s slowdown receded earlier in the year and commodities along
with the broad equity market recovered globally, the “Brexit” vote short circuited
market confidence anew. Risk amplified and safe haven asset prices 1look ever more
dislocated, particularly in Europe. While dividend yields of equity markets are at a
‘post-financial crisis’ high, yields of high grade government debt have fallen to new
all-time Tows. To add insult to injury, sovereign bonds for indebted countries now look
vulnerable amidst an exhaustive monetary stimulus playbook unable to stem the pressure
of its deeply discounted banking sector, rekindling fears of systemic risks.

Gold: the comeback king

Gold, a previously tarnished safe haven asset, has once again regained appeal. This
year, precious metals have rebounded sharply, with gold and silver futures rising 29%
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and 46%. The upbeat sentiment is evident in this year’s strong inflows in gold ETPs: $21
billion in Gold ETCs this year, a marked reversal from the $3.4 billion redeemed in
2015.

2011-2015: “Real” -dnterest rates environment drives sentiment to safe havens
The perception of precious metals has changed over the last year since the spectacular
fall of 2011. Seen as a safe haven during times of heightened uncertainty and high
inflation, investors bought into gold when central banks’ monetary policy became ultra-
Toose and commodity prices, led by o0il, soared to feed inflation expectations. During
and in the immediate aftermath of the financial crisis, this was clearly the case.
However, since the gold bubble burst between 2011 and 2015, gold has remained Targely
despondent amidst some of the highest politically and economically uncertain times.

This was evident most notably during the failure of Congress to raise the debt ceiling
and the subsequent “shutdown” of the US government in the Autumn of 2013. In this brief
episode which effectively threatened the very existence of the bond market, dinitial
reverberations 1in money markets were 1instantly violent, with yields on uUS T-Bills
spiking multi-fold in the first two weeks of October. Yet during that period gold was
fast asleep and contrary to what one would expect, gold and silver futures fell, helping
precious metals to close 2013 deep in bear market territory.

what happened and why?

A key driver for gold’s failure to take off in 2013 was that the market “priced in”
higher and positive long term interest rates when The Fed hinted its intentions to
unwind its government bond buying programme, a.k.a. the “QE taper”. The signal for
tightening was enough for investors to become more bearish on bonds, and in the process
sharply reverse the trend of falling interest rates, both in nominal and real terms.

2016: uUltra-loose monetary policy stance and negative rates a boon for gold

Consider the US now and the picture for gold and bonds is the reverse: The appeal for
gold will remain strong insofar as the macro backdrop continues to be disinflationary.
Having fully unwound its QE programme in early 2015 and instigated the first policy rate
hike 1in more than a decade (to 25-50 bps in December that year), The Fed’s stance is
still by any standard very Tloose: core inflation around 2% and recently climbing against
a spending stimulus policy which remains largely in place.

In Japan, the economic situation is supportive of a pro-inflation biased monetary policy
stance and has taught The Fed - along with Europe’s central banks - that it is easier
to fight inflation than deflation. Japan’s move to Tift sales tax from 5% to 8% in April
2014 (and to 10% in october 2015) sent consumer spending into reverse and destroyed the
inflation momentum the BoJ’s QE programme had painstakingly worked to instil.

Consequently, future US rate hikes, if they occur at all this year, are expected to come
in a slow, modest fashion. The Fed would need to see red-hot wage inflation to be
convinced broader consumer prices can grow sustainably at around the 2% long term
target. With an absence of demand-led forces spurring inflation on, a delayed rate hike
cycle will mean that the yields on US Treasuries are unlikely to offer investors income
that sufficiently compensates for inflation. In fact, much of the uUS Treasury yield
curve - from maturities up to 5 years - is trading at yields below headline inflation.
And, when volatile food and energy is excluded, even the 10Y US Treasuries Note is
falling short, Teaving investors no choice but to take on significant term or credit
risk to earn any real income from US bonds.
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Chart 2: Disinflation and deflation since the end of the financial crisis

i Consumer prices (CP1), index levels rebased to 100 as at 1995
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Disinflation drives relentless bond yield suppression

The exceptionally Toose policies and a growing output gap have driven European bond
yields to new negative extremes. Long term dated government bonds have recently gone
into negative territory - not just in nominal terms, but also in real terms. As Chart 2
also shows, the market now expects Tong term real interest rates in Germany, France,
Sweden and recently the UK to follow Japan’s, hovering around a negative 0.8-1.0%. If
nominal bond yields were negative in a deflationary environment, it may still benefit to
own bonds for example in scenarios where deflation 1is higher than the negative nominal
yield. For instance, because real purchasing power was sustained, Japanese households
have been allocating into cash and Tow-yielding bonds for decades. However in scenarios
when the nominal yield falls below inflation and bonds are held to maturity, purchasing
power is destroyed. The net present value of coupons and principal will be less than the
initial investment, translating into a real total return loss for investors.

Europe following in Japan’s footsteps

ECB QE and zero/sub-zero policy rates of Denmark, Sweden and Switzerland are unlikely
going to go away soon too, as most of Europe has yet close the output gap lost during
the financial crisis, making these economies vulnerable to deflationary risks. These
deflationary risks cannot be underestimated as seen 1in Chart 2: Consumer prices
everywhere 1in Europe have struggled to grow to the 2% target followed by central banks
since 2009, with most having seen either no consumer price inflation or, Tlike
Switzerland, have experienced outright deflation. A good gauge for how long the negative
interest rates environment may last in Europe is to look at how long it took the US to
close 1its own output gap. For dinstance, when Toosely measuring the output gap as the
number of jobs lost since the financial crisis, than the plus 4 million of net job
creations in the US since 2008 coincided with multiple iterations of Fed QE, lasting
nearly 40 months[1]. Over the same period the Eurozone Tlost 3.3 million jobs, yet the
ECB’s QE programme is barely a year old. Hence, prolonging QE beyond 2017 dis 1in all
Tikelihood the default scenario to consider for the Eurozone, as is the spreading of the
negative yields beyond Bunds, affecting most of the Tong-term structure of high-grade
sovereign issues of likes of France, Austria, The Netherlands, Belgium and Finland.

Approximately 25% of outstanding Eurozone government debt is negative yielding. If
issuers of debt get paid to borrow, buyers accept a haircut to the money they lend.
Unless 1investors expect outright deflation, it makes Tittle sense to hold negative
yielding bonds to maturity. In that regard, fixed income investing becomes increasingly
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speculative, driven by expectations of price appreciation and credit spreads
compression, rather than the purchasing power of coupons and principal. Against precious
metals which have no income stream to account for, fixed income has started to look
increasingly akin to gold.

Bullish on gold insofar there is a trend towards deflation.

The appeal for gold 1is fuelled on QE on the one hand and the still large output gap of
the Eurozone that needs to be closed on the other. Investors Tlooking to diversify their
portfolios may find that gold has become a more viable asset to hold.

Investors sharing this sentiment may consider the following:

+ Boost Gold ETC (GLD)

+ Boost Gold 2x Leverage Daily ETP (2GOL)

+ Boost Gold 3x Leverage Daily ETP (3GOL)

+ Boost Gold 3x Leverage Daily ETP (£) (3LGO
+ Boost Silver 2x Leverage Daily ETP (2SIL)
+ Boost Silver 3x Leverage Daily ETP (3SIL

(1) QE1l, QE2 and QE3 stretched over a period from December 2008 to December 2013

View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our conflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where wisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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