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We have decided to take a break this month from parsing the 

economic cycle and reading the trade war tea leaves to field a few 

questions we received from investors. One of the more frequent 

enquiries of late has been around the underperformance of gold. 

With inflation picking up globally and Emerging Market crises 

driving a shift to more defensive sectors, it strikes many as odd 

that gold would not also have participated. Not only has gold 

underperformed but trader positioning, as indicated by the futures 

markets, is sitting near 20-year lows (Chart 1).

So what gives? Many commentators simply blame the stronger 

U.S. Dollar, which is only partially correct in our view. We suggest 

looking at U.S. real interest rates, which we see as the likely source 

of both U.S. Dollar strength as well as gold weakness. To us, it’s no 

coincidence that the price of gold peaked in Q4 2012 at the same 

time that U.S. 10-year real interest rates troughed at -0.84% (Chart 

2). Although many famous investors deride the barbaric relic as 

having no economic yield, there are clearly times when a 0% real 

yield provides a superior store of value to currencies with negative 

interest rates. This unusual situation is exactly what happened 

throughout much of the developed world immediately following the 

financial crisis and it resulted in a +40% rise in the price of gold.

Going forward, negative positioning in gold is clearly extreme and 

flows are at oversold levels; however, we do not view either of 

these factors as sufficient for driving a sustainable rally. It really 

comes back to the direction of real yields.  Accordingly, we look 

at Fed Chairman Powell’s recent commentary, which indicated 

further rate hikes against a backdrop of stable inflationary 

pressures, and see the most likely near-term path of real yields to 

be higher. 

Looking further out, the primary condition that will need to be 

met before turning positive on gold will be improved technical 

relative price momentum, which continues to be in a downtrend 

(Chart 3). Fundamentally, we will look for a greater-than-expected 

build of inflationary pressures raising fears that the Fed is behind 

the curve or the inverse, where the economy is slowing and 

expectations for a rate cut begin to rise. Until then, gold bulls will 

likely remain on the outside looking in.

 

Gold: Losing Its Shine
Chart 1 | Gold Non-Commercial Net Futures Positioning

Chart 3 | Gold Relative Price Strength vs. MSCI All-World

source: Bloomberg, Equium Capital
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Chart 2 | Gold Price vs. U.S. 10 Year Real Interest Rates
source: Bloomberg, Equium Capital
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Chart 4 | Q3 Total Return Performance by Market
source: Bloomberg, Equium Capital

Chart 5 | MSCI Japan P/B vs. MSCI All-World
source: Bloomberg, Equium Capital

Mind the Gap/Japan
Another key question involves the remarkable divergence 

between U.S. and global markets over the last two quarters. As 

noted in prior commentaries, the U.S. was and is a significant 

overweight for us given its superior, though largely idiosyncratic 

growth trends, fueled by tax cuts, an improving consumer and 

manufacturing confidence at its highest level since the 1980s. 

In contrast, Emerging Markets are suffering from a sharp 

contraction in financial conditions driven by reduced global 

Central Bank liquidity and U.S. Dollar strength. Europe has 

fared little better with economic growth slowing, the political 

background deteriorating and the European Central Bank 

reducing liquidity (Chart 4).

Although statistically speaking we would expect to see a bounce in 

global markets, we don’t view valuation as sufficient cause to re-

enter these regions while the technical picture remains impaired. 

Also, barring a material step up in Chinese stimulus or the removal 

of trade war risk, fundamentals are unlikely to improve near-term 

as leading indicators continue to point to slowing global growth 

and tighter liquidity conditions.

The one exception in our work is Japan. Recent Abe-Trump 

meetings removed the near-term risk of a U.S.-Japan trade war 

while underlying fundamentals, such as capital investments, retail 

sales and inflation, have all shown improvement. These factors 

combined to drive a material recovery in the technical outlook 

for Japanese markets with a relative price momentum breakout 

occurring mid-September.

We have discussed Japan’s structural improvement story 

previously, but it bears repeating that while Japanese corporates 

have improved return on equity to all-time highs, P/B valuation 

measures remain well below peak. On a relative basis, Japanese 

ROE has rarely been closer to global levels and yet the market’s 

valuation discount is near 20-year lows (Chart 5). Not only 

appealing in local terms we also appreciate the defensiveness 

of Yen currency exposure should we see a further reduction in 

overall risk taking.

We would not want to overstate the case for Japan given 

demographic headwinds, the country’s susceptibility to trade war 

risks and still-extreme monetary policy. However, efforts to reduce 

cross-shareholdings, return cash to shareholders and improve 

margins continue to drive up ROE and underpin solid investment 

fundamentals. With cyclical economic and technical indicators 

both flashing green, the risk-reward balance is tilted positively, and 

we expect Japan to continue its recent bout of outperformance 

through the remainder of 2018.

Table 1 | Investment Recommendation Snapshot
source: Equium Capital
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