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Bonds en vogue,
but gold never
out of style

Reassured by the resilience in macro data and
frustrated that inflation isn’t falling fast enough,
major central banks have continued with the
monetary tightening exercise, in some cases
coming back to it after a brief pause. And as
the lagging impact of their aggressive rate
hikes ripples through the economy, the broad
trend remains for slowing growth in the
second half of the year.
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In the eurozone, the ECB has lifted
interest rates by 4.25% since July last year,
back to the highest ever level of 3.75%, to
tame inflation. And while headline infla-
tion is now well off October’s 10.6% year-
on-year peak, dropping to 5.5% year-on-
year in June, there is no denying that the
pace of growth is decelerating. Indeed, the
cost-of-living pressures and the rise in
interest rates are weighing on domestic
demand.

With the balance of economic forces tilted
against capital markets, investors have
been reallocating into safer assets recently.
According to Refinitiv’s European Fund
Flow Report, fixed income funds saw the
largest inflows (€ 18 billion) in June while
equity and multi-asset funds faced out-
flows. The flow pattern for June has ce-
mented the year-to-date trend: fixed in-
come funds were the asset type with the
highest estimated net inflows overall for
2023 so far.

Bonds are attractive, gold looks
good as a complementary asset
Fixed income assets do seem like an attrac-
tive choice for investors currently. The
sharp rise in bond yields since early 2022
and the possibility of rates peaking soon
(see Figure 1) have improved the return
potential in many fixed income sectors.
And while inverted yield curves make it
less compelling to extend duration, a
modest increase in duration could be
prudent for investors seeking to hedge
against a growth shock.

But there are risks associated with this
view. Persistent inflationary pressures
remain the primary obstacle to monetary
easing and could result in further tighten-
ing. Moreover, inflation volatility may be
part of the medium-term inflation story. In
fact, looking at the US experience where
we have data going back to 1870, inflation
has tended to see echo waves two and five
years after its first spike above 7%.

The combination of high wage growth, the
green transition, deglobalisation and
geopolitical uncertainties speaks to an
environment of more frequent potential
shocks to inflation. Such an environment
would require ongoing and fairly dramatic
adjustments to monetary policy from the
ECB, introducing volatility, potentially
below trend growth and the possibility of
negative returns in euro fixed income
allocations.

ILLUSTRATION: SHUTTERSTOCK


https://lipperalpha.refinitiv.com/wp-content/uploads/2023/07/23-06-30-European-Fund-Flow-Report-H1-2023-FINAL.pdf
https://lipperalpha.refinitiv.com/wp-content/uploads/2023/07/23-06-30-European-Fund-Flow-Report-H1-2023-FINAL.pdf
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INFLATION IS COOLING, BUT STILL ABOVE INFLATION CYCLE IN THE US SINCE THE 1870'S

TARGET, AND GROWTH IS SLOWING

PHOTO: ARCHIVE WORLD GOLD COUNSIL

US inflation experienced, on average, multiple bounces after the first spike above 7%*

Source: Bloomberg, Eurostat, World Gold Council

~——— Eurozone real GDP (annual y-0-y %) ~——Eurozone headline inflation (annual y-o-y %)

*Data from January 1872 to December 2022.
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Against this backdrop, there are several
advantages to diversifying the sources of
safety in an investment portfolio beyond
just high-quality government bonds.
Indeed, gold is a global asset and its diverse
sources of demand give it resilience and
the potential to deliver solid returns in
various market conditions. For instance,
following a strong 2022 (+6% in EUR), in
which gold outperformed both global
equities and eurozone government bonds,
the precious metal has delivered another
gain of 4.4% during the first seven months
of 2023, once again outperforming euro-
zone government bonds.

Furthermore, Figure 2 and 3 highlight that
gold can not only be particularly effective
in times of high inflation, it can also help

GOLD HISTORICALLY PERFORMS
WELL IN PERIODS OF HIGH

INFLATION
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Source: Bloomberg, ICE Benchmark Administration, World
Gold Council, inflation computed using annual euro CPI
y-0-y changes between 1975 and 2022.

during challenging equity markets. While
effective diversifiers are sometimes hard to
find, with many assets becoming increas-
ingly correlated as market uncertainty
rises, gold is different in that its negative
correlation to equities and other risk
assets, as seen in Figure 2 and 3, increases
as these assets sell off.

These combined characteristics underscore
why we believe gold has a key role as a
strategic long-term investment and as a
mainstay allocation in a well-diversified
portfolio, alongside equities and bonds.
Going forward, it is likely that gold and
government bonds will perform differently
from one another. This feature alone
should appeal to investors tasked with
managing the potential risks ahead. m

CORRELATION OF GLOBAL
EQUITIES VS GOLD AND
GERMAN BUNDS IN VARIOUS
MARKET ENVIRONMENTS
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Source: Bloomberg, ICE Benchmark Administration, World
Gold Council, based on weekly returns of the FTSE Global
Developed Equity Index, ICE BofA German Government bond
Index and the LBMA Gold Price. Data from 31 December
1993 to 30 December 2022.
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More on market perspectives:
Gold Mid-year outlook 2023:
Between a soft and a hard place

SUMMARY

Amid economic uncertainty,

Gold can be considered as
a long-term strategic as-
set alongside bonds as it
provides excellent returns
in a wide range of economic

conditions.
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https://www.gold.org/goldhub/research/gold-mid-year-outlook-2023-between-soft-and-hard-place
https://www.gold.org/goldhub/research/gold-mid-year-outlook-2023-between-soft-and-hard-place

