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About World Gold Council

The World Gold Council’s mission is to stimulate
and sustain the demand for gold and to create
enduring value for its stakeholders. The organisation
represents the world’s leading gold mining
companies, who produce more than 60% of the
world’s annual gold production in a responsible
manner and whose Chairmen and CEOs form the
Board of the World Gold Council (WGC).

As the gold industry’s key market development
body, WGC works with multiple partners to create
structural shifts in demand and to promote the
use of gold in all its forms; as an investment by
opening new market channels and making gold’s
wealth preservation qualities better understood;
in jewellery through the development of the premium
market and the protection of the mass market; in
industry through the development of the electronics
market and the support of emerging technologies
and in government affairs through engagement in
macro-economic policy issues, lowering regulatory
barriers to gold ownership and the promotion of
gold as a reserve asset.

The WGC is a commercially-driven organisation and
is focussed on creating a new prominence for gold.
It has its headquarters in London and operations
in the key gold demand centres of India, China,
the Middle East and United States. The WGC is
the leading source of independent research and
knowledge on the international gold market and
on gold’s role in meeting the social and economic
demands of society.
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Response to Basel Committee on banking supervision’s

consultative document:

“International framework for liquidity risk measurement, standards and monitoring, December 2009”

Natalie Dempster, World Gold Council

Executive summary

The WGC endorses the need for the realignment and
strengthening of international capital requirements.
Action in this area is a vital component of the
response to the financial and economic crisis. In this
respect the WGC fully supports the work of the G20
and the Basel Committee on Banking Supervision
(BCBS), believing that it is imperative that steps are
taken to improve the quality of the capital held by
financial institutions as this will play a crucial role in
mitigating future crises.

Through this paper the WGC wishes to take the
opportunity to comment in detail on the consultation
launched by BCBS on the International Framework for
Liquidity Risk Measurement, Standards and Monitoring,
on 17 December 2009. Specifically, the omission of gold
from the proposed definition of a “high quality liquid
asset” in the 30-day liquidity coverage ratio (LCR) and
the 50% required stable funding factor (RSF) applied
in the net stable funding ratio.

The BCBS set out four fundamental, four market-
related and some operational requirements that it
uses to judge whether an asset should be considered
a “high quality liquid asset”. The WGC provides a
wealth of empirical evidence showing that, based on
these characteristics, gold not only fits comfortably
into this category, but that it would contribute to the
counter-cyclicality of the new liquidity measures
and that the application of a 50% RSF is wholly
inappropriate and punitive in comparison to the
historical treatment of gold in EU and US regulatory
legislation.

Gold bears no credit risk and has negligible inflation
and foreign exchange risk. Unlike cash reserve
balances, the value of gold cannot be debased by
the potentially inflationary impact of the quantitative
easing policies that are often put in place to remedy
financial crises. On the contrary, gold exhibits a
positive correlation with global money supply growth
and has a long history as an inflation hedge.

Gold’s volatility is comparable to major stock market
indices, rather than other commodities. Moreover,
gold’s volatility is higher on the upside than on the
downside. Typically, most asset prices tend to fall
harder when negative news reaches the market
compared to price increments when there is more
upbeat news than expected. Conversely, negative
economic news tends to induce flight-to-quality
flows into gold, thus raising the price and producing
the opposite effect.

Gold has a long history as a safe-haven asset. The
2007/2009 banking crisis is a good case in point.
Between June 2007, when the credit crisis first
began, and June 2009, when the world economy
was showing signs of bottoming out, the gold price
increased by 43% in dollar terms. This compares to
a 65% decline in financial stocks and a 40% slide
in the S&P500. Gold also compared favourably to
long-dated US Treasury bonds, which rose by 21%
over the same period (and are being proposed in the
narrow definition of high quality liquid assets) and
to high quality corporate bonds, which increased
by 4.9% (and are being proposed in the broader
definition of high quality liquid assets).

Fund managers turned to gold as an “asset of
last resort” after the collapse of Lehman Brothers,
which marked the height of the 2007/09 liquidity
and financial crisis. The yellow metal was one of
the few assets that could be sold at a meaningful
price in order to meet margin calls and redemptions
payments. Some central banks also swapped gold
for dollars are the height of the liquidity crunch. This
provides a concrete example of gold’s effectiveness
as a high quality liquid asset during a systemic
financial crisis.

Extending the pool of high quality liquid assets, and
implementing maximum weights for each category,
would help to diversify the portfolio, protecting it
from growing sovereign downgrade/default risks and
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reducing potential distortions to any one market. The
current rise in sovereign debt concerns in Europe,
led by the Greek debacle, clearly drives this point
home. Even money market funds did not prove
immune in the 2007/09 financial crisis. Gold has a
statistically insignificant correlation to risky assets
and only a very low correlation to mainstream assets.
A portfolio optimiser suggest that the performance
of a typical liquidity portfolio could be enhanced by
allowing banks to invest up to 5%-10% of their high
quality liquid assets in gold.

The gold market is deep and liquid. The total value
of the gold market is currently estimated at US$5.2
trillion, of which US$1.8 trillion is thought to be in the
hands of private investors and official institutions.
This is larger than the combined value of the UK’s
conventional and index-linked gilt market, of US$713
billion. Daily trading volumes in the gold market are
estimated at a minimum of US$100 billion and in
reality are likely to be much higher.

Unlike financial assets, gold is not solely dependent
on investment as a source of demand. There are a
diverse range of buyers and sellers, with differing
trading motivations. In the five years to 2009, 61% of
demand came from the jewellery sector, 26% from
investment and 13% from industry. Supply is also
diverse, coming from a combination of newly mined
gold, the mobilisation of central bank reserves
and the recycling of above ground stocks. A sharp
increase in Indian jewellery demand (+29% year-

on-year in tonnage terms and 78% in rupee terms)
put a firm floor underneath the gold price during the
2007/09 crisis.

Most gold trading takes place in the global OTC
market, which is centered on gold stored in London.
The wholesalers in London market are represented
by the London Bullion Market Association (LBMA),
which has nine market markers and many more
members. Gold futures, options and physically
backed exchange-traded funds are listed on various
recognised exchanges around the world, which also
have committed market markers. The twice daily
“fix” in the gold price in the London market ensures
that there is an international benchmark, published
price (that is widely used as a pricing medium by
producers, consumers, investors and central banks),
a narrow dealing spread and that any quantity of
gold may be dealt.

There is an active gold leasing market between
central banks and bullion banks. Central banks have
long held gold in their reserves in recognition of the
unigue qualities that gold possess. The Eurosystem
central banks and the ECB held an average of
55.7% of their total reserves in gold at the end of
2009. Moreover, a number of central banks have
recently added to their gold positions, including the
central banks of China, Russia, India, Sri Lanka and
Mauritius. The proposed changes to international
capitalrequirements should allow financialinstitutions
to reap the same benefits from holding gold.



Introduction

The WGC endorses the need for the realignment and
strengthening of international capital requirements.
Action in this area is a vital component of the
response to the financial and economic crisis. In this
respect the WGC fully supports the work of the G20,
believing that it is imperative that steps are taken
to improve the quality of capital held by financial
institutions as this will play a crucial role in mitigating
future crises.

Through this paper the WGC wishes to take the
opportunity to comment in detail on the consultation
launched by the Basel Committee on Banking
Supervision (BCBS) on the International Framework
for Liquidity Risk Measurement, Standards and
Monitoring on 17 December 2009.
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The BCBS sets out four fundamental, four market-
related and some operational requirements that
it uses to judge whether an asset should be
considered a “high quality liquid asset”. In the
remainder of this report, the WGC provides a
wealth of empirical evidence showing that, based
on these characteristics, gold should be included
in the definition of a “high quality liquid asset”, that
it would contribute to the counter-cyclicality of the
new liquidity measures and that its punitive haircut
of 50% in the “stable” funding measure should be
reduced to zero.

Abstract of BCBS proposals

The Basel Committee on Banking Supervision seeks
to strengthen global liquidity risk management and
supervision through two minimum global liquidity standards
for internationally active banks: a 30 day liquidity coverage
ratio (LCR) and a net stable funding ratio (NSFR)

» The LCR is designed to promote resilience to a short-
term sharp shock, such as that caused by a major
credit downgrade. The ratio identifies the amount
of unencumbered “high quality liquid assets” an
institution holds that can be used to offset the net cash
outflow it would experience under an acute short-
term stress scenario and should >100%. The BCBS is
considering a narrow definition of “high quality liquid
assets”, comprising cash, central bank reserves and
high quality sovereign paper, and a broader definition
including high quality corporate bonds. The Committee
describes four fundamental characteristics, four
market-related characteristics and some operational
requirements that it considers to define a “high quality
liquid asset”.

The NSF ratio is designed to incentivise banks to use
more “stable” sources of funding. It is defined as the
ratio of available stable funding to a required amount

of stable funding, and must be >100%. “Stable”
funding is defined as those types and amounts of
equity and liability financing expected to be a reliable
source of funds over a one-year time horizon under
conditions of stress. The required amount of stable
funding is calculated as the sum of the value of assets
held and funded by the institution, multiplied by a
specific required stable funding factor (RSF), added
to a measure of off balance sheet activity. The RSF
applied to each asset is the amount of that item that
supervisors believe should be supported by stable
funding. The report recommends, inter alia, that cash
and money market instruments be given a 0% RSF
unencumbered corporate bonds rated at least AA with
a maturity >1 year a 20% RSF and gold a 50% RSF.

The BCBS have also been keen to highlight the
importance of counter-cyclical capital; throughout their
consultative document on strengthening the resilience
of the banking sector’ the benefits of avoiding pro-
cyclicality are set out. The Committee of European
Banking Supervisors (CEBS) has also provided
extensive discourse on the benefits of a countercyclical
capital buffer?

' Strengthening the resilience of the banking sector, Basel Committee on Banking Supervision, December 2009.
2 Position paper on a countercyclical capital buffer, CEBS, 17 July 2009.
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Fundamental characteristics

The BCBS says that a “high quality liquid asset”
should have low credit and market risk, ease and
certainty of value, a low correlation with risky assets
and be listed on a developed and recognised
exchange: gold meets each of these criteria.

“Low credit and market risk: assets which are less
risky tend to have higher liquidity. On the credit front,
high credit standing of the issuer and a low degree
of subordination increases an asset’s liquidity. On
the market risks front, low duration, low volatility,
low inflation risks and being denominated in a
convertible currency with low foreign exchange rate
risk all enhance an asset’s liquidity”, BCBS.

Gold bears no credit risk, has negligible inflation and
foreign exchange risk, and has relatively low volatility
in comparison to many other assets.

There is no counterparty risk associated with gold,
after it has been settled. There is no chance that a
coupon or aredemption payment will not be made, as
for a bond, or that a company will go out of business,
as for stocks. By contrast, the risk of a sovereign
or corporate default/downgrade increases during
financial crises, as cuts in household spending
erode corporate profits, and declining tax revenues
and rising social expenditures swell budget deficits.
The current rise in sovereign debt concerns in
Europe, led by the Greek debacle, clearly drives this
point home. Even money market funds did not prove
immune in the 2007/09 financial crisis.

Unlike cash balances, the value of gold cannot be
debased by the quantitative easing policies of a
country’s central bank or monetary authority, that
are often put in place to deal with financial crises.
On the contrary, gold exhibits a positive correlation
with global money supply growth® and has a long
history as an inflation hedge®*. Gold is priced and
traded in US dollars making its foreign exchange
risk negligible.

Gold has market risk, but its volatility characteristics
are often misunderstood. The behaviour of the
gold price is often mistakenly equated to other
commodities, which typically are very volatile. Oil
and copper, for example, had annualised volatilities
of 35.8% and 22.6% respectively in the twenty
years to December 2009, while the Goldman Sachs

Commodity Index (GSCI), a production-weighted
commodity basket, had average volatility of 21.4%.
Gold’'s price volatility averaged just 14.8% over
the same period, the same as the S&P500 index.
The volatility of high quality corporate bonds, as
measured by Barclays AA long-dated corporate
bond index, averaged 8.8% over the same period.
Although corporate bond volatility is notably lower
than gold, it needs to be juxtaposed against the
absence of credit risk in the gold market.

It also needs to be viewed in the context of gold’s
volatility skew. Gold'’s volatility is higher on the upside
than on the downside. Typically, most asset prices
tend to fall harder when negative news reaches the
market compared to price increments when there
is more upbeat news than expected. Conversely,
negative economic news tends to induce flight-to-
quality flows into gold, thus raising the price and
producing the opposite effect. Over the past 20
years, the standard deviation of positive monthly
gold returns was 16.9%, compared to a standard
deviation of 12.6% on negative gold returns in the
same period.

The S&P500 index exhibited the opposite, with a
standard deviation of positive monthly returns of
13.8%, versus a standard deviation of negative
monthly returns of 17.1%. Both the GSCI and high
quality corporate bonds exhibited only a marginal
positive skew over the same period.

Table 1: Annualised volatility (%) of positive and negative
monthly returns on gold (US$/oz), S&P 500, S&P GSCI, and
AA corporate bonds from Jan ‘90 to Dec ‘09

Annualised Positive Negative
volatility return vol* return vol**
Gold 14.8 16.9 12.6
S&P 500 15.0 13.8 171
S&P GS commodity 214 218 20.9
index
AA corporate bonds 8.8 9.4 8.5

* Standard deviation of positive monthly returns during the
period times V12
** Standard deviation of negative monthly returns during the
period times V12

The International Monetary Fund (IMF) draws a
similar conclusion for gold: “Gold’s high sensitivity
to real interest rates and its unique role as a safe-

3 Linking Global Money Supply to Gold and Future Inflation, Juan Carlos Artigas, World Gold Council (www.gold.org).
4 The Golden Constant, The English and America Experience 1560-2007. Roy W. Jastram, with update material by Jill Leyland.



haven and store of value typically leads to a counter-
cyclical reaction to surprise news, in contrast to
(other) commodities. It also shows a particularly
high sensitivity to negative surprises that might lead
financial investors to become more risk averse. These
results have a number of implications....For longer-
term participants, these results provide confirmation
of the pro-cyclical bias of many commodities
and gold’s role as a safe-haven during periods of
economic uncertainty”®

“Ease and certainty of value: an asset’s liquidity
increases if market participants are more likely
fo agree on its valuation. A liquid asset’s pricing
formula must be easy to calculate and not depend
on strong assumptions. The inputs into the pricing
formula must also be publicly available”, BCBS.

The vast majority of gold trading takes place in
the global over-the-counter (OTC) market, which is
centered on gold stored in London. The price of gold
is “fixed” in London twice daily. The fixing ensures
that there is an international benchmark, published
price (that is widely used as a pricing medium by
producers, consumers, investors and central banks),
a narrow dealing spread and that any quantity of
gold may be dealt.

Correlation matrix (5 year ended December 2009)
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Since 1919, the fix has been carried out by five banks.
At the start of each fixing, the Chairman announces
an opening price to the other four members who
relay the price down to their dealing rooms, who
are in contact with as many bullion dealers as are
interested (or who have interested clients). Each
fixing member then nets off the positions and
declares himself, as the representative of all those
interested parties, as a net buyer or seller (and of
how much), or to be in balance. If the market is out
of balance with more gold required than offered,
then the price will be adjusted upwards (and vice
versa) until balance is achieved. At this point the
price is declared fixed. On very rare occasions the
price will be fixed when there is an imbalance, at the
discretion of the chairman of the fix. The fix is thus
entirely open and any market user may participate
through his bank.

“Low correlation with risky assets: the stock of
high quality liquid assets should not be subject to
wrong-way risks. Assets issued by financial firms,
for instance, are more likely to be illiquid in times of
liquidity stress in the banking sector”.

Because gold is no one else’s liability, it is not
adversely impacted by negative credit events. More

Gold Silver Copper Qil GSClI MSCI S&P500 | Barclay’s | Barclay's | Barclay’s | Barclay's | Barclay’s | Barclays DJ 3-Mth

World ex Global EM High Corp. Global Credit REITs Tsy

us Tsy Yield Bond | Inf-linked | Index

Gold 1.00 0.81 0.36 0.37 0.41 0.16 0.04 0.35 0.08 0.07 0.23 0.14 007 | -003 | -0.16
Silver 0.81 1.00 0.43 0.41 0.40 0.29 0.10 0.30 0.08 0.12 0.29 0.7 0.03 003 | -0.04
Copper 0.36 0.43 1.00 0.48 0.55 0.52 0.36 0.06 0.02 0.15 0.29 0.16 0.06 -0.03 0.14
oil 0.37 0.41 0.48 1.00 0.83 0.45 0.28 0.13 0.00 0.16 0.27 0.19 0.02 0.05 0.13
Gscl 0.41 0.40 0.55 0.83 1.00 0.52 0.36 0.1 -0.07 0.08 0.27 0.13 0.02 0.00 0.12
MSCIWid ex US| 0.16 0.29 0.52 0.45 0.52 1.00 0.84 017 -0.06 0.03 047 0.28 0.17 0.02 0.26
S&P500 0.04 0.10 0.36 0.28 0.36 0.84 1.00 008 | -013 | -0.01 0.20 0.21 0.05 0.02 0.21
?Saym'ayys Global | 35 0.30 0.06 0.13 0.1 0.17 -0.08 1.00 0.14 0.04 0.79 0.28 0.35 0.12 -0.08
Efﬂr‘:'ayys Global | og 0.08 0.02 0.00 007 | 006 | -0.13 0.14 1.00 0.74 0.29 0.56 0.37 0.03 0.03
ardaysHIGh | 007 | 042 | 015 | 016 | 008 | 003 | 001 | 004 | 074 | 100 | 030 | 048 | 037 | 009 | 0.1
(B:‘Z;‘;'gry;e 0.23 0.29 0.29 0.27 0.27 0.47 0.20 0.79 0.29 0.30 1.00 0.47 0.63 0.15 0.07
Faeleys Global | 044 | 047 | 016 | 019 | 043 | 028 | 021 028 | 056 | 048 | 047 100 | 045 | 015 | 008
g;:;gi?y's Us 0.07 0.03 0.06 0.02 -0.02 0.17 0.05 0.35 0.37 0.37 0.63 0.45 1.00 0.20 -0.01
S&P REITs 003 | -003 | -003 0.05 0.00 002 | -0.02 0.12 0.03 0.09 0.15 0.15 0.20 1.00 -0.06
3-Mth Tsys 016 | -0.04 0.14 0.13 0.12 0.26 0.21 -0.08 0.03 0.11 0.07 0.08 -0.01 -0.06 1.00

® The Effects of Economic News on Commodity Prices: Is Gold Just Another Commodity? By Shaun K. Roache and Marco Rossi, July

2009 (www.imf.org).
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broadly, gold shows no correlation with risky assets,
such as emerging market stocks or high yield bonds.
Over the past five years, the correlation between
changes in the gold price and changes in the price
of these two asset classes has not been statistically
different from zero. Gold’s correlation with other
mainstream assets, such as global equities, US
equities, global inflation-linked bonds, REITS and
3-month Treasury bills is also very low. The yellow
metal's only strong correlation is with silver. High
quality corporate bonds, being considered in the
wider definition of “high quality liquid assets” are, by
contrast, highly correlated with Treasury bonds.

Gold'slackof correlationwith otherassetsisafunction
of the unique drivers of demand and supply, which,
as for any freely traded good, ultimately determine
price movements. Demand for gold comes from three
sectors: jewellery, industry and investment; while
supply comes from newly mined gold, official sector
sales and the recycling of above ground stocks.
The three sources of demand and three sources
of supply are, in turn, affected by a wide range of
factors. Some factors, such as inflation and currency
movements, are tied to developments elsewhere in
financial markets, but many more are peculiar to the
gold market, underpinning the yellow metal’'s lack
of correlation to other assets year after year. These
include fashion trends, marketing campaigns, the
Indian wedding season, religious festivals, gold mine
exploration spending, new discoveries of gold, the
cost of finding and mining gold and central banks’
strategic reserve decisions.

Gold’s lack of correlation with other assets means
that, even though it has a higher volatility than the
other assets that would a liquidity portfolio made up
of cash and bonds, adding gold can help to enhance
risk-adjusted returns. For example, a portfolio
optimiser®, shows that the risk-adjusted returns of
a benchmark liquidity portfolio made up of 70%
Treasury bills, 20% US Treasuries and 10% Global
Treasuries, can be improved with a 5% allocation
to gold.” A somewhat higher risk tolerance portfolio

8 New Frontier Advisors patented portfolio optimizer.

made up of 30% Treasury bills, 50% US Treasuries
and 20% Global Treasuries, can achieve the same
returns for a lower level of risk, by allocating 10% of
the portfolio to gold.

“Listed on a developed and recognized exchange:
being listed increases an assets transparency”,
BCBS.

There are many ways to trade gold. The vast majority
of gold trading takes place between bullion banks
in the global OTC market. The twice daily London fix
ensures there is an international transparent price.
However, gold products are also traded on various
exchanges. Gold futures and options are traded on
the Comex division of the CME Globex and the Tokyo
Commodity Exchange, amongst others. Since 2003,
gold exchange traded funds, which are typically
100% backed by physical gold, have become
available on the world’s major stock exchanges. The
largest gold ETF, SPDR® Gold Shares, which are
100% backed by London Good Delivery Gold bars,
is listed on the ARCA platform of the New York Stock
Exchange.

Market-related characteristics

Gold also meets the four market-related requirements
set out by the BCBS. Namely, gold has an active
and sizeable market, committed market makers, a
low market concentration and often enjoys “flight to
quality” inflows.

“Active and sizeable market: the assets should have
active outright sales and repo markets at all times
(which means a large number of market participants
and a high trading volume)”, BCBS.

Most gold trading takes place in the global OTC
market, which is centered on gold stored in London.
The wholesalers in the OTC market are represented by
the London Bullion Market Association (LBMA). There
are currently 57 full members of the LBMAS8, which
include fabricators, brokers, refiners and shippers.

" Both scenarios are based on historical monthly returns between January 1992 and December 2009, based on Barclays bond aggregate
indices and the London PM fix for gold.

8 The following companies are currently full members of the LBMA: ABN-AMRO Bank NV, Amalgamated Metal Trading Ltd, Ames
Goldsmith UK Limited, Australia & New Zealand Banking Group Ltd, Bache Commodities Limited, Baird & Co Limited, Bank of China,
Bayerische Landesbank, BNP Paribas, Britannia Refined Metals Limited, Brink’s Limited, BullionVault.com, Calyon London Branch,
Canadian Imperial Bank of Commerce, Citibank N A, Commerzbank International SA Luxembourg, Commonwealth Bank of Australia,
Cookson Precious Metals Limited, Credit Suisse, CRI Criterion Catalyst Co Ltd, Derek Pobjoy International Limited, Dresdner Bank
AG, London Branch, EBS Dealing Resources International Ltd, Engelhard Metals Limited, FIXI Plc, Fortis Bank S.A./N.V., GFI Brokers
Limited, G4S International, HSBC Bank plc, ICAP Energy Limited, INTL Commodities Inc, Johnson Matthey PLC, Koch Metals Trading
Limited, Landesbank Baden-Wurttemberg, Macquarie Bank Limited, MF Global UK Ltd, Marex Financial Ltd, Merrill Lynch International
Bank Limited, Mitsubishi Corporation (UK) Plc, Morgan Stanley & Co International Ltd, Natixis Commodity Markets Limited, Natixis
London Branch, Newedge Group, Phibro Bullion, Division of Phibro Futures and Metals Ltd, Rand Merchant Bank a division of First
Rand Bank Ltd, RBS Sempra Commodities, Royal Bank of Canada Limited, Royal Bank of Scotland Plc, Royal Mint, Standard Bank Plc,
Standard Chartered Bank, Sucden Financial Limited, Sumitomo Corporation Global Commodities Limited, Triland Metals Ltd, UBS Ltd,
VIA MAT International Limited, WestLB AG, London and Westpac Banking Corporation.



Calculating daily trading volume is complicated by the
numerous channels through which gold trading takes
place. But we estimate that, at a minimum, average
daily turnover in the gold market is c. US$100 billion.
This is based on published statistics for futures traded
on COMEX and TOCOM, the largest two futures
exchanges, together with estimated average daily
trading volumes from OTC trades cleared via London.
LBMA clearing volumes have been multiplied by a
factor of three, in line with traders’ minimum estimates
for actual dealing turnover that is settled using gold
stored in London (some estimates are as high as eight).
However, these calculations exclude all trading on
exchanges elsewhere, such as Shanghai, Hong Kong,
Istanbul, Taiwan and various Indian cities, as well as all
OTC trades that are not settled via London, so in reality
daily trading volumes are likely to be much higher.

In terms of the overall size of the gold market,
GFMS, the leading independent precious metals
research consultancy, estimates that at the end
of 2009 the total above ground stock of gold was
165,500 tonnes. This equates to US$5.2 trillion in
value terms, when converted at the average 2009
gold price. Around US$1.8 billion is estimated to be
held by private individuals, in the form of coins and
bars, and by official institutions. Thus, even excluding
the jewellery and industrial sector, the gold market is
much larger than individual corporate debt issues
and even sovereign debt markets. The combined
market value of conventional and index-linked UK
gilts, for example, was US$713 billion in 2009.

Spot gold typically settles on T+2, but can easily be

traded on a T+1 basis if required. There is also an
active gold leasing market between central banks

Chart 1: Demand Flows and Supply Flows
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and bullion banks. Typically an institution buying
gold will vault the gold with the bullion bank it is
purchased from, for a vaulting fee which will vary
according to the quantity of gold, rather than taking
physical delivery of the gold bars. There are some
similarities here with ETFs, which have recently
attracted investors from pension funds, endowments
and even the insurance sector. The ETF shares are
100% backed by gold bars, but the individual investor
does not take physical possession of the bars.

“Presence of committed market makers: quotes
will be available for buying and/or selling”, BCBS.

There are currently nine market making members of
the LBMA: The Bank of Nova Scotia-ScotiaMocatta,
Barclays Bank, Deutsche Bank, Goldman Sachs
International, HBSC Bank USA, JP Morgan
Chase Bank, Mitsui & Co Precious Metals Inc,
Société Générale and UBS AG who must quote
each other in gold trading throughout the day
(www.lbma.org.uk). There are also committed
market makers for the various gold exchange-traded
products.

“Low market concentration: a diverse group of
buyers and sellers in an asset’s market increases
the reliability of its liquidity”, BCBS.

Unlike financial assets, the gold market is not solely
dependent on investment as a source of demand.
In the five years to 2009, 61% of demand came
from the jewellery sector, 26% from investment
and 13% from industrial uses. Gold has a diverse
range of buyers, stretching from Indian jewellery
manufacturers, to electronics producers in Asia, to

Demand Flows five-year average
(2005-2009%)

Jewellery,

2256.6t, 61%
Investment,
948.4t, 26%

Industry,
485.2t, 13%

Supply Flows five-year average
(2005-2009%)

Mine production*
2,188t, 59%
*net of hedging

Recycled gold
(scrap),
1,149, 31%

Net central
bank sales,
354t, 10%

Source: GFMS, WGC
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worldwide dentistry and medicing, to retail investment
demand, to pensions and endowments and central
banks. The latter became net buyers of gold in the
second quarter of 2009, having been net sellers for
two decades.

The motivations for gold investment demand are also
disparate. Some investors buy gold as a long-term
strategic asset, some as an inflation or dollar hedge,
some as a safe-haven and others because of their
tactical view on the gold market.

Likewise, the sources of supply are disparate. The
annual supply of gold comes from a combination of
newly mined gold, the mobilization of central bank
reserves and the recycling of above ground stocks.
In the five years to 2009, 59% of supply came
from newly mined production (net of producer de-
hedging), 10% from net official sector sales and 31%
from the recycling of fabricated products, principally
jewellery from emerging markets.

Unlike other commodity markets, such as oil or
palladium, the geographic distribution of gold
production and reserves is diverse. This helps to
underpin gold’s lower price volatility compared with
other commodities, as it substantially reduces the
yellow metal’s vulnerability to a country or regional
specific economic or political shock. Contrast this to
oil, for example, which can be strongly affected by
events in the Middle East.

Many factors affect gold supply. Mine production
has a long (typically 8 years) relationship with the
gold price and exploration spending. It is also
influenced by the cost of extracting gold. Recycled
gold is affected by price, price volatility and general
economic conditions in the host country, while net
official transactions depend on central banks’ long-
term strategic reserve decisions.

“Flight to quality: historically, the market has shown
tendencies to move into some types of assets in a
systemic crisis”, BCBS.

Gold has a history of safe-haven inflows during
times of financial market duress. This stems from its
lack of credit risk and because its value cannot be
de-based by the policies that are often put in place
to remedy financial crises. For example, quantitative
easing, which can lead to inflation and erode the
value of fiat currencies.

The 2007/2009 banking crisis is a good case in
point. Between June 2007, when the credit crisis first
began, and June 2009, when the world economy
was showing signs of bottoming out, the gold price
increased by 43% in dollar terms. This compares to
a 65% decline in financial stocks and a 40% slide
in the S&P500. Gold also compared favourably to
long-dated US Treasury bonds, which rose by 21%
over the same period (and are being proposed in the
narrow definition of high quality liquid assets) and
to high quality corporate bonds, which increased
by 4.9% (and are being proposed in the broader
definition of high quality liquid assets).

Thatsaid, gold was notimmune fromthe financial crisis.
Between the end of Q2 2008 and September 11, the
gold price fell from US$925.40/0z to US$746.47/0z.
The quarterly low in the gold price coincided with the
collapse of Lehman Brothers, which arguably marked
the height of the financial crisis.

This was also the time that liquidity constraints were
most pronounced. The cost of borrowing dollars in
the interbank market had soared to 325 basis points
above the Fed’s target rate. Fund managers were
facing large margin calls and massive redemptions.
They turned to gold as an “asset of last resort”, the
yellow metal being one of the few assets they could
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still sell at a meaningful price to help them ride out
the financial crisis. Margin-related selling remained a
features of the gold market in the first half of Q4 08.
Some central banks also swapped gold for dollars
at the height of the liquidity crunch. This provides
a clear example of gold’s effectiveness as a high
quality liquid asset during a systemic crisis.

It also drives home the importance of gold’s diverse
demand base, as it was a surge in jewellery demand
thatarrested gold’s decline. The fallinthe gold price to
US$750/0z stimulated a sharp increase in consumer
demand from countries like India (the world’s largest
consumer of gold jewellery). Demand for gold
jewellery rose by 29% year-on-year in tonnage terms
and 78% year-on-year in rupee terms, putting a firm
floor underneath the gold price.

Operational requirements

Operationally, the BCBS states that “high quality liquid
assets” should ideally be central bank eligible. London
Good Delivery Gold bars, the benchmark trading

vehicle in the global OTC market, are not currently
central bank eligible at the European Central Bank
(ECB). However, the list of eligible assets varies widely
from central bank to central bank, and over time, we
see no reason why gold could not become eligible for
open market operations at the world’s major central
banks.

The fundamental purpose of collateralised, as
opposed to unsecured, lending is to protect the
central bank (and tax payers) from potential losses.
Because gold bears no credit risk, and has negligible
inflation and foreign exchange risk, it adequately
meets this requirement.

That central banks are comfortable holding gold is
clearly evidenced by the long history that gold has as
areserve asset. The Eurosystem central banks and the
ECB held an average of 55.7% of their total reserves
in gold at the end of 2009. Moreover, a number of
central banks have added to their gold positions over
the past two years, including the central banks of
China, Russia, India, Sri Lanka and Mauritius.
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Historical treatment of gold in EU and
US legislation

WGC also notes that the 50% haircut applied
to gold in the stable funding measure, while not
directly comparable, is punitive in comparison to
gold’s historical treatment in EU and US regulatory
legislation.

EU: Basel Il

A review of the Basel Il framework reveals that
there has been a shift in the way that gold has been
assessed by the Basel Committee in terms of risk.
Under Basel Il, capital requirements are determined
along three strands — credit risk; operational risk; and
market risk. The constituents of tier 1 core capital
remain the same throughout the three strands of
risk and emphasis is placed upon equity capital and
disclosed reserves.

Basel Il sets out that banks are permitted a choice
between two methodologies for calculating their
capital requirements for credit risk —the Standardised
Approach, and the Internal Ratings-Based
Approach. Under the Standardised Approach, gold
is given a haircut of 15%, in stark contrast to the
50% haircut being proposed under the NSFR. While
this treatment of gold under Basel Il does not equate
to the measurement of liquidity risk as set out in the
new LCR and the NSFR, it does however portray the
way in which gold had previously been perceived,
in terms of volatility, by Basel Il in comparison to the
new proposals.

EU: Recast of Directive relating to the taking up

and pursuit of the business of credit institutions
(2006/48/EC)

The objective of this directive is to introduce rules
concerning, firstly the taking up and the pursuit
of business by credit institutions and secondly,
the prudential supervision of these institutions. In
this directive the EU Commission is clearly stating
that increasing financial requirements for credit
institutions is necessary “to ensure safeguards for
savers and fair conditions of competition between
groups of credit institutions”.® The directive also

stipulates that “Credit institutions should ensure
that they have internal capital that, having regard to
the risks to which they are or may be exposed, is
adequate in quantity, quality and distribution”'°, What
is important to note is that as a means of achieving
the latter — the security of savings and longevity of
the credit institutions — the directive states that “Gold
bullion held in own vaults or on an allocated basis
to the extent backed by bullion liabilities shall be
assigned a 0% risk weight.”

US: Federal Reserve

In 1998 the Board of Governors of the Federal
Reserve Bank legislated that for Membership of State
Banking Institutions in the Federal Reserve System
gold had a zero percent risk weighing and should
be treated as a cash equivalent. “Category 1: zero
percent. This category includes cash (domestic and
foreign) owned and held in all offices of the bank orin
transit and gold bullion held in the bank’s own vaults
or in another bank’s vaults on an allocated basis, to
the extent it is offset by gold bullion liabilities” .

Summary

Gold comfortably conforms to the four fundamental
and four-market related characteristics the BCBS
used to assess whether an asset should be deemed
a “high quality liquid asset”. Gold bears no credit
risk, has negligible inflation and foreign exchange
risk, and has relative low volatility in comparison
to other commodities. Gold is uncorrelated with
other assets, making it an effective diversifier. It is
a counter-cyclical asset, often enjoying flight-to-
quality inflows during periods of financial distress.
It was used as a “high quality liquid asset” during
the height of the 2007/09 financial crisis, when many
fund managers sold gold to raise the cash necessary
to meet margin calls and pay redemptions. This was
a time when money markets were effectively shut
and other assets could only be liquidated at fire-
sale prices. Central banks have long held gold in
their reserves in recognition of the unique qualities
that gold possesses. The proposed changes to
international capital requirements should allow
financial institutions to reap the same benefits.

9 Directive 2006/48/EC relating to the taking up and pursuit of the business of credit institutions (recast), 14 June 2006 2006.
0 Para 53, directive 2006/48/EC relating to the taking up and pursuit of the business of credit institutions (recast), 14 June 2006.
" http:/lecfrgpoaccess.govicgiltitext/text-idx?c=ecfr&sid=fb19b7c511be2c699162b307ab6394b4&rgn=div5&view=text&node=12:2.0.

1.1.9&idno=12



Disclaimers

This report is published by the World Gold Council (“WGC”), 55 Old Broad
Street, London EC2M 1RX, United Kingdom. Copyright © 2010.
All rights reserved. This report is the property of WGC and is protected by
U.S. and international laws of copyright, trademark and other intellectual
property laws. This report is provided solely for general information and
educational purposes. The information in this report is based upon
information generally available to the public from sources believed to be
reliable. WGC does not undertake to update or advise of changes to the
information in this report. Expression of opinion are those of the author and
are subject to change without notice. The information in this report is
provided as an “as is” basis. WGC makes no express or implied
representation or warranty of any kind concerning the information in this
report, including, without limitation, (i) any representation or warranty of
merchantability or fitness for a particular purpose or use, or (ii) any
representation or warranty as to accuracy, completeness, reliability or
timeliness. Without limiting any of the foregoing, in no event will WGC or its
affiliates be liable for any decision made or action taken in reliance on the
information in this report and, in any event, WGC and its affiliates shall not
be liable for any consequential, special, punitive, incidental, indirect or
similar damages arising from, related or connected with this report, even if
notified of the possibility of such damages.

No part of this report may be copied, reproduced, republished, sold,
distributed, transmitted, circulated, modified, displayed or otherwise used
for any purpose whatsoever, including, without limitation, as a basis for
preparing derivative works, without the prior written authorisation of WGC.
To request such authorisation, contact research@gold.org. In no event may
WGC trademarks, artwork or other proprietary elements in this report be
reproduced separately from the textual content associated with them; use
of these may be requested from info@gold.org. This report is not, and
should not be construed as, an offer to buy or sell, or as a solicitation of an
offer to buy or sell, gold, any gold related products or any other products,
securities or investments. This report does not, and should not be construed
as acting to, sponsor, advocate, endorse or promote gold, any gold related
products or any other products, securities or investments.

This report does not purport to make any recommendations or provide any
investment or other advice with respect to the purchase, sale or other
disposition of gold, any gold related products or any other products,
securities or investments, including, without limitation, any advice to the
effect that any gold related transaction is appropriate for any investment
objective or financial situation of a prospective investor. A decision to invest
in gold, any gold related products or any other products, securities or
investments should not be made in reliance on any of the statements in this
report. Before making any investment decision, prospective investors
should seek advice from their financial advisers, take into account their
individual financial needs and circumstances and carefully consider the
risks associated with such investment decision.
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