
Gold may seem vulnerable after its rapid +30% rise 
since last fall (over +45% since the late-2015 trough), 
with many indicators suggesting increased investor 
enthusiasm.1 However, we think the one- to two-year 
outlook for gold remains attractive, and expect gold 
to reach $2000, supported by a weaker dollar and 
the increasing likelihood of wider budget deficits and 
looser monetary policy globally (Display 1).2 

Since 2006, gold has slavishly followed the 
fluctuations of real yields and the U.S. dollar. Gold’s 
recent rise can almost entirely be attributed to just 
one factor—the decline in real U.S. yields since 
November 2018. The U.S. 10-year TIPS (Treasury 
inflation-protected securities) yield has fallen from 
the peak of 118 basis points in November to about 
zero at the end of August 2019. We believe this 
explained most of the rise in gold prices over this 
time period, somewhat offset by a mildly stronger 
U.S. dollar. The fall in TIPS yields has been fairly 
consistent with the slowdown in global growth 
during this time.3

In the mild slowdown scenario that we expect 
over the next 18 months (we expect global GDP 
growth to end at 2.5% in the fourth quarter of 
2020), further downside to the TIPS yield is likely 
limited—we expect it to fall to -0.15% from roughly 
zero today, and thus to provide only modest support 
to gold prices going forward.4 Although inflation 
remains subdued globally, it will not likely remain 
dormant indefinitely. Labor markets continue to 
tighten in G-4 economies, and evidence of this 
translating into higher wages remains compelling. 
However, cyclically insensitive prices such as those 
that are regulated or state-administered (e.g. health 
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Display 1: Lower Real Yields & Dollar to Drive 
Gold Higher
Gold Modeled on TIPS & U.S. Dollar (DXY)
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care in the U.S.) have remained depressed, dampening overall 
inflation. In our view, U.S. inflation is likely to gradually 
increase over the next 18 months, from 1.6% to 1.9%, 
contributing to lower real yields.5

The U.S. dollar has remained resilient despite nominal and real 
rate differentials moving against the U.S. in the past 10 months, 
but we expect the U.S. dollar to weaken from here, supporting 
gold prices. The dollar is currently 6-7% above what would be 
implied by real rate differentials, is expensive as measured by the 
long-term real effective exchange rate (REER),6 and positioning 
is near overbought, suggesting its resilience may have run its 
course, especially as rate differentials move further against the 
U.S. as the U.S. Federal Reserve cuts interest rates. We expect 
one additional rate cut before the end of the year, and see the 
dollar depreciating by -7% by the end of 2020.7

In the benign slowdown scenario we see as our base case, 
gold can go up 9%, or to $1650, over the next 18 months. In 
a recession scenario, where the U.S. policy rate is cut to zero, 
TIPS yields could go lower, to negative 100-150 basis points. 
This would likely lift gold a further 10-20% to $1800-$2000, 
assuming the current relationships hold.8 

But there would be little reason to invest in gold if it were 
merely a direct play on other financial assets. Just like prior to 
the mid-2000s when gold’s links to real rates and the U.S.  
dollar were somewhat less pronounced, we believe gold is likely 
to break from its recent relationship to real rates and the dollar. 
The gold price is already about $200 per ounce higher than 
what is suggested by the TIPS yields and the U.S. dollar, in 
what is likely to be the beginning of a larger deviation in the 
medium term. As other factors, such as monetary policy regime 
shifts and budget deficits, begin to be taken into consideration, 
we believe gold will offer additional upside, in excess of what is 
implied by real rates and the U.S. dollar.9

Widening budget deficits have been structurally supportive of 
prior gold bull markets (e.g. 1970s and 2000s). From an elevated 
level of 4.5% at present, the U.S. fiscal deficit will likely widen 
to 8-9% of GDP in a recession (Display 2).10

Display 2: Higher Budget Deficits Supportive for Gold 
U.S. Federal Budget Deficit vs. Real Gold Price
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But the outlook for wide fiscal deficits is not just a cyclical 
phenomenon. It is also potentially a structural problem, as 
established academics and policy makers are increasingly 
coalescing around the view that ongoing government deficit 
spending is needed to counter the so-called s̀ecular stagnation’. 
Although it seems highly likely that the cure will be worse than 
the disease, support for muscular Keynesianism from figures 
such as International Monetary Fund (IMF) Research Director 
and MIT professor Olivier Blanchard, former U.S. Treasury 
Secretary and current Harvard professor Larry Summers, and 
a host of others suggests the likelihood of such a policy turn 
is high. The challenge for investors is to determine when these 
discussions will begin to matter for markets in general and gold 
specifically. Thus far, the discussions have remained largely 
theoretical. In the case of the U.S., it seems unlikely that any 
additional fiscal spending legislation will be passed before the 
2020 presidential election. On the other hand, beyond two years 
out, large fiscal deficits appear extremely likely, recession not 
being a necessary condition. Gold will likely begin to gradually 
discount this eventuality over the next one to two years. 
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Display 3: Real Rates Main Driver of Gold 
Performance Regimes
Real Rates vs. Gold

5 1

2

3

4

5

6

7

4
3

1
0

-1
-2
-3
-4

2

Real Gold Spot, 12M Moving Average (RHS) 

19751970 1980 1985 19951990 2000 2005 2010 2015 2020
U.S.  TBills Less Headline CPI, 12M Moving Average, Inverted (LHS)

(%) Index

Avg. Real
Rate

1970-1981

1981-2002

2003-2019

-0.90%

+1.4%

-0.8%

+20%

-5%

+7%

Avg. Real
Gold CAGR

Source: MSIM Global Multi-Asset Team Analysis.  
Data as of September 17, 2019. 

The evolving behavior of major central banks will also likely 
be supportive of gold. Unconventional policy measures are 
being discussed at present and are likely to be implemented 
in a downturn. In addition to cutting policy rates to minimal 
levels, we believe quantitative easing and asset purchase 
programs will be reintroduced. Already the European Central 
Bank is resuming quantitative easing. A push into even more 
unconventional policy will likely occur in the form of the 
much-discussed average inflation targeting, allowing inflation 
to overshoot target to make up for periods of below-target 
inflation. This should lower real rates as nominal policy rates 
remain restrained. And although currency market intervention 
has not been made an explicit goal of any major central 
bank, this also may change. During a deflationary downturn, 
with policy rates constrained by the lower bound, currency 
depreciation may turn out to be the most effective stimulus 
tool available. While it is unclear what the ultimate effect on 
exchange rates will be if all major countries pursue similar 
beggar-thy-neighbor policies, these efforts will likely lead to 
further expansion of central bank balance sheets and liquidity. 
We expect that the prospect of these measures being undertaken 
will provide additional support for gold, in excess of what would 
be suggested by its recent drivers alone.

We see gold as an effective diversifier in traditional portfolios 
due to its historical low and unstable correlation to equities 
and bonds, as we have discussed in previous research. In the 
context of historically high valuations of traditional assets, 
we believe the need for greater diversification will increase.11 
Although inflation has yet to come back to life in a meaningful 
way, the prospect of greater fiscal activism coupled with non-
conventional accommodative monetary policy measures makes 
its eventual resurrection probable, though difficult to forecast 
precisely. Despite being a useful diversifier and an attractive 
inflation hedge, gold plays a relatively modest role in investor 
portfolios. Since 2009, investors have put only $23 billion 
dollars into mutual funds investing in gold bullion, as compared 
to $295 billion into equity funds and $2.3 trillion into bond 
funds, according to EPFR.12 The ratio of mined gold to financial 
assets is near cycle lows, suggesting the potential for higher gold 
prices and allocations. At present, the value of above-ground 
gold is roughly 20% of the global equity market capitalization. 
As recently as 2011, this ratio was nearly 40%, and at the peak 
in the late 1970s it approached 200%. Relative to the value 
of equities and bonds combined, above-ground gold’s value 
is currently approximately 9%, as compared to nearly 15% in 
2011 and over 17% in early 1990s. Including private assets, gold 
allocations represent about 3% of public and private equity and 
fixed income assets.13 It appears there is ample room for greater 
allocations to, and substantial outperformance of, gold relative 
to other financial assets. One important segment of the market 
is increasing allocations to gold. Global central banks remain 
net buyers of gold and, from a low of 963 million troy ounces in 
2009, have increased their holdings to 1.11 billion troy  
ounces today.14 

Although we recognize that gold’s positioning is stretched after 
the recent large move, we believe it still has substantial further 
upside potential. In a benign scenario of stabilizing growth 
(2.5% global GDP by end 2020) and quiescent inflation (1.9% 
in the U.S. by end 2020), we believe gold should rise to $1650 
over the next 18 months as real rates fall somewhat more and 
the U.S. dollar finally depreciates. Although we don’t forecast 
a recession next year, if such a scenario is discounted ahead 
of 2021, the gold price could reach $1800-2000 by end 2020. 
Recession aside, even in a benign scenario the upside to gold is 
likely to be more substantial than the traditional model suggests 
as investors begin to discount medium-term risks of structurally 
higher fiscal deficits and more aggressive unconventional 
monetary and fiscal policies. We expect gold to rise to $2000 
over the next 18 months. 
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RISK CONSIDERATIONS

Diversification does not eliminate the risk of loss. 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 a rising interest-rate environment, 
bond prices may fall and may result in periods of volatility and 
increased portfolio redemptions. Longer-term 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 commodity-
linked 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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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.
The U.S. Dollar Index (DXY) tracks the performance of a basket of leading 
global currencies versus the U.S. dollar. The index represents both developed and 
emerging market currencies that have the highest liquidity in the currency markets. 
The information ratio (IR) is a measure of portfolio returns above the returns 
of a benchmark, usually an index, to the volatility of those returns.
The Russell 1000® Growth Index measures the performance of the large-cap 
growth segment of the U.S. equity universe. It includes those Russell 1000® 
Index companies with higher price-to-book ratios and higher forecasted growth 
values. The Russell 1000® Index is an index of approximately 1,000 of the 
largest U.S. companies based on a combination of market capitalization and 
current index membership. 
The Russell 1000® Value Index is an index that measures the performance 
of those Russell 1000 companies with lower price-to-book ratios and lower 
forecasted growth values.

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.
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.

DISTRIBUTION
This communication is only intended for and will be only distributed 
to persons resident in jurisdictions where such distribution or 
availability would not be contrary to local laws or regulations.
United Kingdom: Morgan Stanley Investment Management Limited is authorised 
and regulated by the Financial Conduct Authority. Registered in England. 
Registered No. 1981121. Registered Office: 25 Cabot Square, Canary Wharf, London 
E14 4QA, authorised and regulated by the Financial Conduct Authority. Dubai: 
Morgan Stanley Investment Management Limited (Representative Office, Unit 
Precinct 3-7th Floor-Unit 701 and 702, Level 7, Gate Precinct Building 3, Dubai 
International Financial Centre, Dubai, 506501, United Arab Emirates. Telephone: 
+97 (0)14 709 7158). Germany: Morgan Stanley Investment Management 
Limited Niederlassung Deutschland Junghofstrasse 13-15 60311 Frankfurt 
Deutschland (Gattung: Zweigniederlassung (FDI) gem. § 53b KWG). Ireland: 
Morgan Stanley Investment Management (Ireland) Limited. Registered Office: 
The Observatory, 7-11 Sir John Rogerson’s, Quay, Dublin 2, Ireland. Registered in 
Ireland under company number 616662. Authorised and regulated by Central 
Bank of Ireland. Italy: Morgan Stanley Investment Management Limited, Milan 
Branch (Sede Secondaria di Milano) is a branch of Morgan Stanley Investment 
Management Limited, a company registered in the UK, authorised and regulated 
by the Financial Conduct Authority (FCA), and whose registered office is at 25 
Cabot Square, Canary Wharf, London, E14 4QA. Morgan Stanley Investment 
Management Limited Milan Branch (Sede Secondaria di Milano) with seat in 
Palazzo Serbelloni Corso Venezia, 16 20121 Milano, Italy, is registered in Italy 
with company number and VAT number 08829360968. The Netherlands: 
Morgan Stanley Investment Management, Rembrandt Tower, 11th Floor 
Amstelplein 1 1096HA, Netherlands. Telephone: 31 2-0462-1300. Morgan Stanley 
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5 ibid
6 Real Effective Exchange Rates is a measure of the value of a currency 
against a weighted average of several foreign currencies, divided by a price 
deflator (or index of costs/inflation). Weights are determined by trade flow 
between the two countries.

7 MSIM Global Multi-Asset Team analysis and estimates.
8 ibid
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10 MSIM Global Multi-Asset Team estimates, Haver Analytics.
11 Diversification does not eliminate the risk of loss.
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