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We argue that gold and related assets are poised for
a multi-year uptrend. A slowing U.S. economy, a
more dovish Fed, and stabilizing growth outside the
U.S. should lead to lower real rates in the U.S., a
weaker U.S. dollar, and consequently a higher gold
price over the next six to twelve months. Looking
further ahead, increasing uncertainty about fiscal
sustainability in major economies, stability of
monetary policy regimes, and optimal sovereign
reserve allocations could help gold occupy a more
prominent role in strategic portfolio allocations due
to its safe-haven and diversifying characteristics. We
hold long positions in gold and gold mining equities
and review our case below.
After rising 650% between 1999 and 2011, the
gold price nearly halved by late 2015, as concerns
about quantitative easing (QE) driven inflation
in the early part of the cycle failed to materialize.
Over the past several years, the Philips curve has
remained stubbornly flattish, inflation subdued,
and gold stuck in a trading range, punctuated by
moderate rallies and sell-offs. Although the concept
of value is somewhat ephemeral in relation to gold,
it appears that the froth has been worked off. We see
gold as fairly valued relative to a number of metrics:
it is at the bottom of a 50-year range relative to
equities and at about an average level relative to
oil. The gold price is 28% above its cash cost* (vs.
a 22% average premium since 1980). It is also at
the bottom of the range during the 1999-2011 run
(although admittedly still higher than in the 1980’s
and 1990’s). Investors’ frustration with gold appears
extreme: our sentiment and positioning indicators,
on balance, signal a high degree of investor
pessimism towards gold (Display 1).1
*90th percentile cash cost
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Display 1: Investors Pessimistic on Gold
GMA Gold Sentiment Indicator
Z-Score
1.0

90pct.

overbought

0.5

0.0

-0.5
10pct.

oversold

-1.0

2006

2008

2010

2012

2014

2016

2019

Source: MSIM Global Multi-Asset Team Analysis; MarketVane,
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We believe that real rates in the U.S. are peaking and expect
U.S. 10-year TIPS yields to fall by 50 basis points over the
next six months.2 Historically, falling U.S. real rates have been
supportive for gold. As we have written recently, we expect a
substantial slowdown to unfold in the U.S. during 2019, with
GDP growth slowing from the current 2.5-3.0% pace closer
to a trend-like pace of 1.5% by the end of next year, due to
tighter financial conditions and abating fiscal stimulus.3 Recent
inflation readings have been subdued, with monthly readings
of the core Personal Consumption Expenditure (PCE) deflator
slowing to a 1.5% annualized pace over the past six months.
We expect the Fed to hike rates no more than twice over the
next 12 months, before a prolonged pause. The recent shift
in rhetoric by Fed officials suggests a changing perception of
where the real neutral policy rate is, as well as monetary policy’s
current degree of tightness. It seems that having been heavilyinfluenced by fiscal stimulus-driven, strong growth conditions
around the middle of this year, Fed officials now appear to
recognize they may have been too optimistic in describing the
fed funds rate as “a long way from neutral at this point,” 4 in
early October, and have since characterized it as “just below”
neutral.5 We do not believe recent deregulation and tax reform
have materially altered the supply side of the U.S. economy,
and attribute most of the productivity growth acceleration to
the recent stimulus-induced cyclical upswing. The Fed’s recent
upward reassessment of the neutral rate does not seem to be
based on structural change and we expect it to be revised back
down as growth slows.
From our point of view, an additional hike this December may
push the fed funds rate sufficiently above the neutral rate so
as to make monetary policy restrictive. If the neutral rate is
indeed still zero, the real fed funds rate will be 60 basis points
above neutral—approaching where the real fed funds rate
has been on average at the start of prior seven recessions (150
basis points above neutral). And if quantitative tightening is
taken into account, the degree of total monetary tightening
in this cycle may be substantially larger. Assuming QE was
sufficient to achieve the level of accommodation required by
the Taylor rule, the shadow fed funds rate suggests that peak
accommodation was equivalent to the fed funds rate falling
300 basis points below zero. Combining the removal of QE
with fed funds rate hikes in the current normalization process
thus far would suggest a tightening cycle equivalent to over 500
basis points in real terms, on a par with the average of the last
six cycles (in which the real fed funds rate was tightened on
average +536 basis points).6
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As growth slows and the perception of the real neutral rate
shifts from being closer to 1% to being closer to zero, real yields
are poised to fall. A U.S. 10-year Treasury inflation-protected
securities (TIPS) real yield at around to 1% is too high. The
real 10-year/fed funds slope inverted by close to -100 basis
points in late stages of the prior two cycles.7 A similar outcome
this time, in the context of two additional hikes, would
suggest 10-year real yields would decline by 50 basis points, an
outcome we model as consistent with a growth slowdown.
The rally in real yields that we expect should be bearish for the
U.S. dollar, which would also likely be positive for gold in the
first half of next year. As we have written previously, various
factors have mattered for the U.S. dollar over time, but real rate
differentials have been the most consistent driver. We expect
real rate differentials between the U.S. and the rest of the world
to narrow by 60 basis points over the next six months, and this
alone could lead the U.S. dollar to weaken by 5%.8 Although
oil and U.S. budget deficits have also mattered, we do not
expect them to be the predominant drivers of the U.S. dollar in
the near term. As the U.S. is becoming self-sufficient in oil, it
would be natural to expect oil to matter less for terms of trade
as well as the trade deficit and its aggregate effect on economic
growth, and as a result to become less relevant for the U.S.
dollar. A further widening of the budget deficit, from 3.9%
to 4.6% in 2019, will be slightly bigger than the one seen this
year and as such may exert additional downward pressure on
the dollar. The dollar remains extremely popular with investors
and is 7% overvalued on a real effective basis. Taking into
account the expected evolution of rate differentials, fiscal deficit
deterioration as well as overvaluation and extreme investor
optimism, we expect the dollar to depreciate by about 7-10%
over the next year.9
In contrast to the U.S., where we expect a pronounced
slowdown, growth in the rest of the world should remain
comparatively more resilient, slowing from 3% at present
to 2.5% by the end of 2019.10 We expect this slowdown to
be mild because many economies have already experienced
substantial contractions and slowdowns recently. Moreover,
most do not face similar policy tightening headwinds to the
U.S., where fiscal stimulus is abating and monetary policy
is becoming more restrictive. Historically, weaker growth in
the U.S. relative to the rest of the world has been negative for
the U.S. dollar, and as such bullish for gold. We expect that a
combination of lower U.S. real rates and a weaker U.S. dollar
will lead the gold price to rise to $1,500/oz. (Display 2).11
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Display 2: Gold to Rally to $1,500
Gold Spot Price Forecasted on US TIPS and Dollar
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Source: MSIM Global Multi-Asset Team Analysis; Bloomberg; Haver
Analytics. Data as of December 12, 2018.
Past performance is no guarantee of future results.

In addition to the drivers of investor demand, we suspect that
physical demand for gold will benefit from resilient growth
in emerging markets. Rising income levels and increased gold
consumption in emerging economies was likely one of the
drivers of the 1999-2011 boom, as China and India’s combined
jewelry and gold bar demand increased from 953 metric
tons per year in 1999 to 1740 metric tons per year in 2011.
Today, demand from emerging markets for gold-based jewelry
constitutes 45% of global gold consumption.12 As emerging
economies recover, their currencies will likely strengthen,
helping to lift physical gold demand. Empirically, we find
that acceleration of emerging economies’ growth—especially
relative to U.S. growth (in real or nominal terms)—and
appreciating emerging market currencies have historically been
supportive of higher gold prices.
We expect investment demand to remain a key consideration
for gold. Gold is primarily a financial asset: the majority of
mined gold has been accumulated rather than consumed,
unlike industrial commodities, where the majority of supply
is consumed. Even a large share of jewelry purchases may
be made for investment purposes. We believe strategic
considerations with respect to portfolio allocation are likely to
favor gold over the coming years.

Starting in the early 1990s, the official sector (i.e. central
bank reserve managers) has been a net seller of gold. The
‘great moderation’ and apparent success of inflation-targeting
monetary policy regimes led to elevated complacency and a
lower perceived need for safe-haven assets that do not produce
yield. During this time, the official sector sold a total of 5700
metric tons, or 1.4 years’ worth, of annual gold consumption.13
Starting in 2009, the official sector became a net purchaser,
buying on average 350 metric tons per year and accounting for
roughly 9% of global consumption during that time period.
We expect this trend to continue, and possibly to accelerate.
Net official sector purchases have been dominated by China
and Russia, and we believe have been motivated by strategic
and security considerations. In the context of continued
adversarial relations between these countries and the U.S.,
additional diversification away from U.S. dollar assets appears
likely. We estimate emerging economy reserves to be around $7
trillion, with gold accounting for 4% of this.14 A 1% increase
in asset allocation to gold translates to 1740 metric tons of
additional demand, or 40% of annual gold consumption.
Uncertainty about the sustainability of current monetary and
currency regimes is also likely to help support gold prices.
Concerns about the euro are unlikely to go away. European
investor demand for gold spiked during the 2011-13 upheaval
and has remained elevated since. Without meaningful
structural reform addressing the fundamental vulnerability
of the euro, which appears highly unlikely at this point, we
would expect this source of demand for a safe haven to persist.
More broadly, other major reserve currencies, such as the
U.S. dollar and the yen, carry substantial debasement risks.
Both economies are poised to run large fiscal deficits that are
structural in nature in the observable future. Public will to
rein them in appears absent, and political forces that would
champion fiscal orthodoxy appear increasingly sidelined. De
facto fiscal deficit monetization is already occurring in Japan;
and it appears highly likely during the next downturn in the
U.S., as quantitative easing returns amid ballooning fiscal
deficits. We believe that over the coming years, increasing
clarity regarding the unsustainable fiscal and sovereign
balance sheet trajectories of major advanced economies, and
the financial risks this entails, will provide an enduring and
intensifying source of demand for gold.
Historically, gold has been a useful diversifier of traditional
asset portfolios. As we have recently discussed,15 gold tends
to be uncorrelated with traditional assets, such as stocks or
balanced stock and bond portfolios. During periods of rising
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inflation, gold tends to be negatively correlated to traditional
assets and has historically provided higher and more attractive
risk-adjusted returns (based on Sharpe ratios) than traditional
assets. Because of gold’s safe-haven and diversification*
properties and relatively attractive valuation—at least relative
to overvalued many financial and real estate assets—we expect
gold to assume an increasingly important role in diversified
portfolios.

Display 3: Gold Miners Cheap

Although not a classic commodity, gold should also benefit
from what we see as a subdued supply-side outlook. The gold
mining industry’s investment in production growth peaked
concurrently with prices, and has remained at subdued levels
for the past several years. Since 2012, growth of capital
expenditure has fallen by roughly 60%—to $12 billion at the
trough in 2016. As a result of this, and also in response to
lower gold prices, global mine production growth has slowed
to just 1-2% over the past two years, compared to 2-5% over
the prior decade. Without increased investment, output is
likely to continue to deteriorate, with peak mine production in
absolute terms expected in 2019.16 New projects, which would
replace maturing assets, require higher prices commensurate
with rising marginal costs. By some estimates, gold’s all-in
marginal cost will to rise to $2,000 per ounce over the next
five years, from $1,200 currently (assuming new mines are
opened to maintain flat production).17 We expect these supplyside dynamics to be supportive of the gold price over the next
five years.

6

In addition to buying gold, we have also invested in gold
miners. Admittedly, this is a challenged industry that has
lacked capital discipline during the recent upcycle. As gold
mining stocks de-rated from high valuation levels (especially
after gold exchange-traded funds, or ETFs, emerged as an
alternative) they have underperformed the gold price. However,
after the drastic capex cuts in the past several years, listed
miners are now free cash flow positive. On stable valuation
measures such as price/sales, gold miners are trading at 2.1x,
or approximately 40% above the price-to-sales multiple for
developed market equities. This is at the lower extreme of
the historical range (Display 3). Gold miners’ profit margins
remain extremely depressed, near zero on a 12-month trailing
basis, in contrast to the roughly 10% average margins achieved
during the last upcycle. We expect margins to recover rapidly
as the gold price rises. Although gold miners look expensive
on forward price-to-earnings, trading at 23x, as profits recover
on higher gold prices, the stocks will appear undervalued. At
$1,500 per ounce gold price, we see the stocks valued at 11.6x
trailing earnings, which would suggest meaningful upside from
today’s levels.
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Our approach to investing in general seeks to align longer-term
themes with short-term tactical outlooks, expressing our views
with attractively valued assets. Gold and gold miners appear to
satisfy all these criteria. As we have discussed in this letter, gold is
hated by investors and has worked off most of the overvaluation
froth. Gold miners have gone through a major downturn and
investment and production cuts argue for a disciplined and
subdued gold supply outlook. Furthermore, gold miners have
restored capital discipline and stemmed cash bleeding, but they
are still operating at extremely depressed margins and are trading
at depressed valuations on a normalized basis. There is substantial
scope for operational improvement and rerating, in our view. A
Fed pause in the context of slowing U.S. growth and inflation
that is stubbornly below target argues for lower U.S. real rates
and a weaker U.S. dollar, both of which have been historically
supportive of gold prices. Stabilization in emerging economies
and restoration of jewelry demand growth there would also be a
positive factor. We expect the gold price to rise by approximately
20% to $1,500 per ounce over the next 6-12 months and gold
miners to outperform global equities by over 50%. A continued
bull market in gold beyond the next year will likely be supported
by the prospect of inexorably rising fiscal deficits in major
economies, the accompanying risk of deficit monetization, as well
as continued diversification of the official sector away from major
reserve currencies. We expect gold to become an increasingly
attractive, strategic diversifying safer asset for the official sector
and diversified private portfolios alike.

* Diversification does not eliminate the risk of loss.
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Source: MSIM Global Multi-Asset Team Analysis; Factset. Data as of
December 12, 2018.
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RISK CONSIDERATIONS
There is no assurance that a portfolio will achieve its investment
objective. Portfolios are subject to market risk, which is the
possibility that the market values of securities owned by the
portfolio will decline and that the value of portfolio shares may
therefore be less than what you paid for them. Accordingly,
you can lose money investing in this portfolio. Please be aware
that this portfolio may be subject to certain additional risks.
In general, equity securities’ values fluctuate in response to
activities specific to a company. Investments in foreign markets
entail special risks such as currency, political, economic, and
market risks. The risks of investing in emerging market
countries are greater than risks associated with investments
in foreign developed countries. Fixed-income securities are
subject to the ability of an issuer to make timely principal
and interest payments (credit risk), changes in interest rates
(interest-rate risk), the creditworthiness of the issuer and general
market liquidity (market risk). In the current rising interest-rate
environment, bond prices may fall and may result in periods
of volatility and increased portfolio redemptions. Longerterm securities may be more sensitive to interest rate changes.
In a declining interest-rate environment, the portfolio may
generate less income. Mortgage- and asset-backed securities
(MBS and ABS) are sensitive t early prepayment risk and a
higher risk of default and may be hard to value and difficult
to sell (liquidity risk). They are also subject to credit, market
and interest rate risks. Certain U.S. government securities
purchased by the Portfolio, such as those issued by Fannie Mae
and Freddie Mac, are not backed by the full faith and credit of
the United States. It is possible that these issuers will not have
the funds to meet their payment obligations in the future. The
issuer or governmental authority that controls the repayment of
sovereign debt may not be willing or able to repay the principal
and/ or pay interest when due in accordance with the terms of
such obligations. Investments in foreign markets entail special
risks such as currency, political, economic, and market risks.
The risks of investing in emerging market countries are greater
than risks associated with investments in foreign developed

countries. Real estate investment trusts are subject to risks
similar to those associated with the direct ownership of real
estate and they are sensitive to such factors as management skills
and changes in tax laws. Restricted and illiquid securities may
be more difficult to sell and value than publicly traded securities
(liquidity risk). Derivative instruments can be illiquid, may
disproportionately increase losses and may have a potentially
large negative impact on the Portfolio’s performance. Trading
in, and investment exposure to, the commodities markets may
involve substantial risks and subject the Portfolio to greater
volatility. Nondiversified portfolios often invest in a more
limited number of issuers. As such, changes in the financial
condition or market value of a single issuer may cause greater
volatility. By investing in investment company securities, the
portfolio is subject to the underlying risks of that investment
company’s portfolio securities. In addition to the Portfolio’s fees
and expenses, the Portfolio generally would bear its share of the
investment company’s fees and expenses. Subsidiary and Tax
Risk The Portfolio may seek to gain exposure to the commodity
markets through investments in the Subsidiary or commodity
index-linked structured notes. The Subsidiary is not registered
under the 1940 Act and is not subject to all the investor
protections of the 1940 Act. Historically, the Internal Revenue
Service (“IRS”) has issued private letter rulings in which
the IRS specifically concluded that income and gains from
investments in commodity index-linked structured notes or a
wholly-owned foreign subsidiary that invests in commoditylinked instruments are “qualifying income” for purposes of
compliance with Subchapter M of the Internal Revenue Code
of 1986, as amended (the “Code”). The Portfolio has not
received such a private letter ruling, and is not able to rely on
private letter rulings issued to other taxpayers. If the Portfolio
failed to qualify as a regulated investment company, it would
be subject to federal and state income tax on all of its taxable
income at regular corporate tax rates with no deduction for any
distributions paid to shareholders, which would significantly
adversely affect the returns to, and could cause substantial losses
for, Portfolio shareholders.
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FOOTNOTES
MSIM Global Multi-Asset Team Analysis, Haver Analytics for the entire
paragraph.
2
MSIM Global Multi-Asset Team estimates.
3
ibid.
4
Interview by Jerome Powell to PBS, October 3, 2018.
5
Speech by Jerome Powell, “The Federal Reserve’s Framework for Monitoring
Financial Stability,” November 28, 2018.
6
MSIM Global Multi-Asset Team analysis, for the entire paragraph.
7
Real fed funds rate calculated using Core PCE Deflator.
8
MSIM Global Multi-Asset Team analysis.
9
MSIM Global Multi-Asset Team estimates.
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DEFINITIONS
The indices are unmanaged and do not include any expenses, fees or sales
charges. It is not possible to invest directly in an index.
MSCI All Country World Index (MSCI ACWI) is a free float-adjusted
market-capitalization-weighted index designed to measure the equity market
performance of developed and emerging markets.
The S&P 500 Index comprises 500 stocks chosen for market size, liquidity
and industry grouping, among other factors. The index is designed to be
a leading indicator of U.S. equities and is meant to reflect the risk/return
characteristics of the large cap universe.
A Z-score is a numerical measurement of a value’s relationship to the mean
in a group of values. If a Z-score is 0, it represents the score as identical to
the mean score. Z-scores may also be positive or negative, with a positive
value indicating the score is above the mean and a negative score indicating
it is below the mean. Positive and negative scores also reveal the number
standard deviations that the score is either above or below the mean.

This communication is not a product of Morgan Stanley’s Research
Department and should not be regarded as a research recommendation.
The information contained herein has not been prepared in accordance with
legal requirements designed to promote the independence of investment
research and is not subject to any prohibition on dealing ahead of the
dissemination of investment research.
The indexes are unmanaged and do not include any expenses, fees or sales
charges. It is not possible to invest directly in an index. Any index referred to
herein is the intellectual property (including registered trademarks) of the
applicable licensor. Any product based on an index is in no way sponsored,
endorsed, sold or promoted by the applicable licensor and it shall not have
any liability with respect thereto.
There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to invest
for the long-term, especially during periods of downturn in the market. Prior
to investing, investors should carefully review the strategy’s / product’s
relevant offering document. There are important differences in how the
strategy is carried out in each of the investment vehicles.

1

IMPORTANT DISCLOSURES
The views and opinions are those of the author as of the date of publication
and are subject to change at any time due to market or economic conditions
and may not necessarily come to pass. Furthermore, the views will not be
updated or otherwise revised to reflect information that subsequently
becomes available or circumstances existing, or changes occurring, after
the date of publication. The views expressed do not reflect the opinions of
all portfolio managers at Morgan Stanley Investment Management (MSIM)
or the views of the firm as a whole, and may not be reflected in all the
strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of the
authors. These conclusions are speculative in nature, may not come to pass
and are not intended to predict the future performance of any specific
Morgan Stanley Investment Management product.
Certain information herein is based on data obtained from third party sources
believed to be reliable. However, we have not verified this information, and
we make no representations whatsoever as to its accuracy or completeness.
This material is a general communication, which is not impartial and all
information provided has been prepared solely for information purposes
and does not constitute an offer or a recommendation to buy or sell
any particular security or to adopt any specific investment strategy. The
information herein has not been based on a consideration of any individual
investor circumstances and is not investment advice, nor should it be
construed in any way as tax, accounting, legal or regulatory advice. To that
end, investors should seek independent legal and financial advice, including
advice as to tax consequences, before making any investment decision.
Charts and graphs provided herein are for illustrative purposes only.
Past performance is no guarantee of future results.
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MSIM Global Multi-Asset Team analysis.
ibid.
12
This represents Emerging Markets jewelry demand as a percent of total
global gold demand (including non-jewelry categories). Source: MSIM Global
Multi-Asset team analysis; Metals Focus.
13
Gold demand during 2017 was 4,072. Source: MSIM Global Multi-Asset
team analysis; IMF.
14
MSIM Global Multi-Asset Team analysis; IMF. Data as of October 31, 2018.
15
See: MSIM Global Multi-Asset Viewpoint from April 2018, “Navigating
Higher Inflation: An Empirically-Based Multi-Asset Approach”
16
MSIM Global Multi-Asset Team analysis; IMF.
17
MSIM Global Multi-Asset Team analysis, Citi Research.
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NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
| NOT A DEPOSIT
IMPORTANT INFORMATION
EMEA: This communication has been issued by Morgan Stanley Investment
Management Limited (“MSIM”). Authorised and regulated by the Financial
Conduct Authority. Registered in England No. 1981121. Registered Office:
25 Cabot Square, Canary Wharf, London E14 4QA.
The information contained in this communication is not a research
recommendation or ‘investment research’ and is classified as a ‘Marketing
Communication’ in accordance with the applicable European or Swiss
regulation. This means that this marketing communication (a) has not been
prepared in accordance with legal requirements designed to promote the
independence of investment research (b) is not subject to any prohibition
on dealing ahead of the dissemination of investment research.
MSIM has not authorised financial intermediaries to use and to distribute
this document, unless such use and distribution is made in accordance
with applicable law and regulation. Additionally, financial intermediaries
are required to satisfy themselves that the information in this document
is suitable for any person to whom they provide this document in view of
that person’s circumstances and purpose. MSIM shall not be liable for, and
accepts no liability for, the use or misuse of this document by any such
financial intermediary.
This document may be translated into other languages. Where such a
translation is made this English version remains definitive. If there are any
discrepancies between the English version and any version of this document
in another language, the English version shall prevail.
The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without MSIM’s
express written consent.
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