Is Gold Smarter than Smart Beta?
This unique asset hedges when you most need it to and has experienced positive returns over time
Gold is a unique asset. It serves as both a safe haven and a diversifier for equity portfolios. Over time, it has provided a hedge
when you need it most—but it also has served as a less correlated source of return when the market has risen. From the end
of 1998 to the end of 2016, gold’s annualized return was 8.0% compared to the S&P 500 Total Return Index’s 5.4%.¹ There have
been four calendar years during this stretch where the S&P 500 had negative performance, 2000, 2001, 2002 and 2008. Gold’s
average annual return during those years was 6.7% compared to an average loss of -20.0% for the S&P 500 Total Return Index.
Like gold, equity allocations that track factors such as growth, value, dividend yield, and minimum volatility have proven to have
shown positive returns over time. However, they lack the characteristics of a gold overlay during market drawdowns. In other
words, they perform well when markets rise but fall with the market during drawdowns.
Through 2016, gold remained a diversifier, with a -0.35 correlation to the S&P 500 Total Return Index. Despite such negative
correlation, both gold and the S&P 500 experienced positive performance in 2016, with gold gaining 8.14% and the S&P 500
Total Return Index gaining 11.96%. That correlation comes into perspective when you compare it to leading smart beta indexes
such as the Russell 1000 Growth Index, the Russell 1000 Value Index, the Dow Jones Select Dividend Index, and the MSCI USA
Minimum Volatility Index. All four indexes had correlations with the S&P 500 above .80 during this same period.²
That kind of similarity should not come as a surprise to investors because the overlap between index components of these
smart beta indices and index components of the S&P 500 is very large. Gold, on the other hand, arguably has zero overlap
simply because it belongs to an entirely different asset class with differing risk and return drivers.
During the year, we have seen two main drawdown periods for the market³:

•
•

China Downturn (Jan 4–Feb 11)
Brexit (June 8–27)

In both cases, gold was a safe haven. However, as the market rebounded, gold managed to preserve much of these gains year
to date.
China Downturn
(Jan 4 – Feb 11)

Brexit
(Jun 8 – Jun 27)

2016

S&P 500 Total Return Index

-10.3%

-5.2%

11.96%

Russell 1000 Growth Total Return

-11.2%

-5.5%

7.08%

Russell 1000 Value Index Total Return

-10.6%

-5.3%

17.34%

Dow Jones Select Dividend Index

-2.3%

-2.8%

21.98%

MSCI USA Minimum Volatility Daily Gross TR USD

-4.7%

-0.8%

10.67%

Spot Gold

17.7%

6.3%

8.14%

S&P 500 Dynamic Gold Hedged Index

6.1%

0.7%

20.98%

Index

Source: Bloomberg. Note: YTD calculated from 12/31/15 - 12/31/2016

1 Source: Bloomberg
2 During this time period, the Russell 1000 Growth Total Return had a correlation of 0.97 , the Russell 1000 Value Index Total Return had a correlation of 0.97,
the Dow Jones Select Dividend Index had a correlation of 0.87, and the MSCI USA Minimum Volatility Daily Gross TR USD had a correlation of 0.88.
Source: Bloomberg.
3 Reflects the two largest peak-to-trough drawdowns for the S&P 500 Total Return Index during the 2016 calendar year.
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You can access gold in a capital-efficient way
In an investment portfolio with finite assets, implementing a diversification strategy can mean de-allocating from potential exposure that has embedded long-term gains, ultimately producing a suboptimal mix of strategies. Similar to currency-hedged
equity investing, gold-hedged equity investing “overlays” a core investment, such as US equities, with long gold futures. This
approach provides a portfolio with notional exposure to an amount of gold with a value approximately equal to 100% of the
underlying stock portfolio’s value, using a small additional up-front cash outlay.
This approach contrasts with other ways of obtaining gold exposure because it preserves the use of capital while being able
to match notional dollar weights. For instance, if you have $1 million in S&P 500 exposure and want to match it with $1 million
in gold, the total investment necessary would be $2 million. Products that track gold futures overlaid on market cap–weighted
stock indices would only require $1 million to get the same exposure. Gold overlay indices, such as the S&P 500 Dynamic Gold
Hedged Index and the FTSE Emerging Gold Overlay Total Return Index, reflect the theoretical performance of this capital-efficient way to capture gold’s return streams without having to deallocate from a core US and developed market large-cap
equity portfolio.
Unlike incorporating other diversifying factor indexes, incorporating gold does not require a deallocation of the existing portfolio, yet it retains and enhances the effect of diversification. The improved performance of combining two assets that both
have positive historical returns should be obvious—but the risk adjusted return profile may also increase where the assets are
diversified. For example, the Sharpe ratio since the end of 1998 of the S&P 500 Total Return Index has been 0.27 compared
to the S&P 500 Dynamic Gold Hedged Index’s Sharpe of 0.43.⁴ The Sharpe ratio is a common metric used to describe historic
return per unit of risk.

Unlike Smart Beta, Gold has Provided Both Downside Protection and Uncorrelated Returns to Equities
More and more, investors are using “smart beta” indexing to augment their core market cap–weighted equity portfolios.
When speaking about smart beta, investors should also think about the return streams of products offering a gold overlay as
they arguably have both the beta and the “smart” component. This is not to say that gold has a smart beta component to it,
but a gold overlay may accomplish what investors seek from smart beta products – low correlation combined with positive
historical returns. A common method of employing smart beta strategies is to equally weight products that track common
equity factors such as growth, value, dividends, and minimum variance. A typical equally weighted portfolio that combines
such common equity factors with the S&P 500 ultimately mimics the movement of the S&P 500. However, a gold overlay produces a totally different return stream, as a result of the lack of overlap. The portfolio benefits of incorporating a gold overlay
strategy also persist through time. In years when investors need low correlation—such as the fallout from the tech bubble
and the 2008 financial crisis—the S&P 500 Dynamic Gold Hedged Index outperformed the S&P 500, but it also outperformed
during the subsequent rebound. This trend contrasts with the factor-based smart beta exposures noted below.

Index

1999–2002

2002–2007

2008

2009–2016

S&P 500 Total Return Index

-37.6%

82.9%

-37.0%

194.47%

Russell 1000 Growth Total Return

-55.5%

77.1%

-38.4%

223.46%

Russell 1000 Value Index Total Return

-14.7%

97.9%

-36.8%

176.72%

Dow Jones Select Dividend Index

35.6%

80.9%

-31.0%

192.66%

MSCI USA Minimum Volatility Daily Gross TR USD

-19.7%

75.7%

-25.7%

190.91%

S&P 500 Dynamic Gold Hedged Index

-29.9%

257.8%

-35.0%

258.92%

Source: Bloomberg.

4 Based on daily returns from 1/1/1999 - 12/31/2016. The Sharpe ratio has been calculated assuming a risk-free rate of zero.
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When a hypothetical strategy is constructed that equally weights the S&P 500 Dynamic Gold Hedged Index and each of the
above four smart beta indices, representing growth, value, dividends, and low volatility factors,5 the return stream tracks the
S&P 500 Total Return, but with a higher absolute return and Sharp Ratio for the period of 1999 to the end of 2016. The same
is true when measured against a similar hypothetical strategy that includes the S&P 500 Index in lieu of the S&P 500 Dynamic
Gold Hedged Index.6
S&P Standalone 1000
S&P 500 Dynamic Gold Hedged Index 1000

Smart Beta + S&P 500 1000
Smart Beta + S&P Dynamic Gold Hedged Index 1000
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Conclusion
Investors who are thinking strategically about the benefits of “smart beta” might be surprised to find that gold hedged
investing provides some of the same characteristics of “smart beta” but with potentially better long term historical performance. The predominant goal of incorporating smart beta with cap weighted equity allocations is often to diversify and enhance returns while reducing overall correlation. Empirical evidence suggests that a gold overlay may better accomplish these
objectives than smart beta alone. Obtaining gold exposure no longer requires deallocating from existing exposure because
gold futures do not require substantial up-front collateral Gold’s idiosyncratic return drivers and lack of overlap with the S&P
500 are truly diversifying qualities, and obtaining gold’s return streams does not require deallocating from existing assets.
Combining a gold overlay with a portfolio of smart beta factors has the potential to produce a better risk-adjusted return over
time.

5 Hypothetical strategy assumes that indices are rebalanced to an equal weight on a daily basis.
6 Absolute return for the hypothetical strategy that includes the S&P 500 Dynamic Gold Hedged Index over the period was 296%, versus 156% for the S&P 500
Total Return Index and 213% for the hypothetical strategy that includes the S&P 500 Total Return Index. The Sharpe ratio, assuming a zero risk free rate, was
0.42 for the hypothetical strategy that includes the S&P 500 Dynamic Gold Hedged Index, versus 0.27 for the S&P 500 TR and 0.36 for the hypothetical strategy that includes the S&P 500 Total Return Index.
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DISCLOSURE
The information contained herein does not constitute an agreement to enter into any business arrangement, or an offering or solicitation for
sale of securities. It is not intended that anything stated herein should be construed as an offer or invitation to buy or sell any investment
vehicle or for potential investors to engage in any investment activity. All information provided by this investment case is impersonal and
not tailored to the needs of any person, entity or group of persons.
The performance information presented in certain charts or tables represent retrospective performance based on simulated exposures.
Retrospective performance is hypothetical (it does not reflect trading in actual accounts) and is provided for informational purposes only
to indicate hypothetical historical performance of such a strategy. The retrospective period does not necessarily correspond to the entire
available history of the underlying investment exposures included in the strategy. Another limitation of using retrospective information is
that the back-tested calculation is generally prepared with the benefit of hindsight. Retrospective information reflects the application of the
strategy and selection of investment exposure in hindsight. No hypothetical record can completely account for the impact of financial risk in
actual trading. For example, there are numerous factors related to the equities, fixed income, or commodities markets in general which cannot be, and have not been accounted for in the preparation of the strategy information set forth, all of which can affect actual performance.
The index returns shown do not represent the results of actual trading of investable assets/securities. Past performance of the strategy is
not an indication of future results.
These materials have been prepared solely for informational purposes based upon information generally available to the public from
sources believed to be reliable. The authors do not guarantee the accuracy, completeness, timeliness or availability of the content and are
not responsible for any errors or omissions, regardless of the cause, for the results obtained from the use of the content. The content is
provided on an “as is” basis.
All investments involve risk and may lose value. The value of your investment can go down depending upon market conditions. The price of
gold is volatile and may be affected by a variety of factors, including the global gold supply and demand and investors’ expectations with
respect to the rate of inflation. Developments affecting the value of gold may have a significant impact on the Fund. There is no assurance
that gold will maintain its long-term value. The use of derivatives, such as futures contracts, swap agreements and options, presents risks
different from, and possibly greater than, the risks associated with investing directly in traditional securities. Changes in the value of a
derivative may not correlate perfectly with the underlying security, asset, rate or index. Gains or losses in a derivative may be magniﬁed and
may be much greater than the derivative’s original cost. The derivatives may not always be liquid. This could have a negative effect on the
Funds’ ability to achieve its investment objective and may result in losses. Alternative strategies may involve higher risks than traditional
investments, may not be tax efficient, and have higher fees than traditional investments; they may also be highly leveraged and engage in
speculative investment techniques, which can magnify the potential for investment loss or gain. Before acquiring the shares of any investment fund by purchase or exchange, it is your responsibility to read the fund’s prospectus or offering materials.
Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC (“S&P”) and Dow Jones® is a registered
trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”) and have been licensed for use by S&P Dow Jones Indices LLC and sublicensed for certain purposes by REX. The S&P 500 Dynamic Gold Hedged Index and the S&P 500 Index (the “Indices”) are products of S&P
Dow Jones Indices LLC or its affiliates and have been licensed for use by REX. Any investment product or strategy based on the Indices
is not sponsored, endorsed, sold or promoted by S&P Dow Jones Indices LLC, Dow Jones, S&P, their respective affiliates, or any third party
licensor, and none of S&P Dow Jones Indices LLC, Dow Jones, S&P, their respective affiliates or any third party licensor makes any representation regarding the advisability of investing in such product(s).
Any investment product or strategy based on the FTSE Emerging Gold Overlay Index (the “FTSE Benchmark”) is not in any way sponsored,
endorsed, sold or promoted by the London Stock Exchange Group companies, which include FTSE International Limited (“FTSE”), Frank
Russell Company (“Russell”), MTS Next Limited (“MTS”) and FTSE TMX Global Debt Capital Markets Inc (“FTSE TMX”) (together “LSEG”).
LSEG makes no claim, prediction, warranty or representation whatsoever, expressly or impliedly, either as to (i) the results to be obtained
from the use of the FTSE Benchmark, (ii) the figure at which the FTSE Benchmark is said to stand at any particular time on any particular
day or otherwise, or (iii) the suitability of the Index for the purpose to which it is being put in connection with the any investment product
or strategy. LSEG has not provided nor will provide any financial or investment advice or recommendation in relation to the FTSE Benchmark to the adviser or to its clients. The FTSE Benchmark is calculated by FTSE or its agent. LSEG shall not be (a) liable (whether in negligence or otherwise) to any person for any error in the Index or (b) under any obligation to advise any person of any error therein.
All rights in the FTSE Benchmark vest in FTSE. “FTSE®”, “Russell®”, “MTS®”, “FTSE TMX®” and “FTSE Russell” and other service marks and
trademarks related to the FTSE or Russell indexes are trade marks of the London Stock Exchange Group companies and are used by FTSE,
MTS, FTSE TMX and Russell under licence.
Redistribution, reproduction and/or photocopying in whole or in part are prohibited without written permission.
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