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Hedging Local Currency Risk:

The S&P 500 Gold Hedged Index

e Efforts to hedge foreign currency risk via currency hedged portfolios are
ubiquitous. Tools such as currency hedged benchmarks help an investor
get exposure to foreign asset returns without getting exposure to changes
in the value of foreign currency versus local currency.

e Related to the concept of hedging foreign currency risk is the relatively
novel idea of hedging local currency risk. An investor may have currency
risk even if his/her investments are limited to home currency assets
because if the home currency depreciates, then the investor’s purchasing
power for real assets is diminished.

e The local currency risk can be divested by taking an offsetting position in
gold. Many consider gold to be the ultimate currency, while others see gold
as simply a shiny metal with limited industrial usage. Nevertheless, gold
continues to be an important reserve asset and currency hedge.

e The S&P 500° Gold Hedged Index seeks to simulate the returns of an S&P
500 investment hedged against the fluctuations of the U.S. Dollar versus
gold. It is calculated by hedging beginning-of-period S&P 500 Total Return
index values with COMEX gold futures contracts.

e All other things constant, the S&P 500 Gold Hedged Index will outperform
an unhedged S&P 500 when gold prices appreciate against the U.S. Dollar.
Conversely, the index will underperform the S&P 500 when the U.S. Dollar
appreciates against gold. Looking over the last 10 years, the S&P 500 Gold
Hedged Index has outperformed the unhedged S&P 500 by 9% per annum
with higher volatility.

Berlinda Liu Srikant Dash, CFA, FRM
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Introduction

Efforts to hedge foreign currency risk via currency hedged portfolios are ubiquitous.
Tools such as currency hedged benchmarks and portfolios help an investor get
exposure to foreign asset returns without getting exposure to changes in the value of
the foreign currency versus the local currency. For example, a Japanese investor
linking an investment to the S&P 500 has exposure to changes in the U.S. equity
market, as well as exposure to changes in the U.S. Dollar versus the Japanese Yen.
However, if the same Japanese investor uses the S&P 500 Yen Hedged Index, the
U.S. Dollar exposure is removed and the portfolio is exposed only to changes in the
U.S. equity market.

Related to the concept of hedging foreign currency risk is the relatively novel idea of
hedging local currency risk. An investor taking a broad view of wealth management
may be considered to have currency risk even if his/her investments are limited to
home currency assets. This is the case because if the home currency depreciates,
then the investor’'s purchasing power for real assets is diminished. Thus, local
currency risk can be divested either by taking offsetting positions in a basket of global
currencies or by taking an offsetting position in gold.

Many consider gold to be the ultimate currency, while others assert that in the long run
gold has not kept pace with inflation, and that it is simply a shiny metal with limited
industrial usage. Gold continues to be an important reserve asset for most central
banks, however, despite no longer being the center of the international financial
system. Gold is no one’s liability, meaning that unlike a currency, the value of gold
may not be affected by the economic policies of the issuing country or undermined by
local inflationary pressures. Gold also brings much needed diversity to a central bank
portfolio due to its low correlation with key currencies.

Exhibit 1: Hedging Currency Risks
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Gold, Inflation and the U.S. Dollar

Gold has a negative correlation to the U.S. Dollar, and is widely considered a currency
hedge. The negative correlation between gold and the U.S. Dollar is often not evident
on a daily or weekly basis, but is almost always evident during periods of 12 months or
longer. Exhibit 2 plots the first month gold futures (GC1) and the U.S. Dollar Index
(DXY) between January 3, 1995 and October 30, 2009, while Exhibit 3 illustrates the
correlation of their rolling 36 month returns.

Exhibit 2: First Month Gold Futures and the U.S. Dollar Index
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Source: S&P Indices, Bloomberg.

Exhibit 3: 3-Year Rolling Window Correlation between the First
Month Gold Futures and the U.S. Dollar Index
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Source: S&P Indices, Bloomberg. Correlations are calculated based on monthly returns.
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The inflation hedging properties of gold are more muted. While overall it has a small
but positive correlation with CPI, the relationship varies during different time periods.
Exhibit 4 plots the first month gold futures (GC1) and the CPI Urban Consumer Index
(CPURNSA) between January 31, 1995 and October 31, 2009, while Exhibit 5
illustrates the correlation of their rolling 36 monthly changes.

Exhibit 4: First Month Gold Futures and the CPI Urban Consumer Index
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Source: S&P Indices, Bloomberg.

Exhibit 5: 3-Year Rolling Window Correlation Between the First Month Gold
Futures and the U.S. CPI Urban Consumer Index
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Source: S&P Indices, Bloomberg. Correlations are calculated based on monthly returns. CPI consumer
Index data has one month lag.
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Gold shows no statistically significant correlations with equities; however, there is
evidence of a significant correlation when equities are under stress. In other words,
when shares are falling rapidly in value, an inverse correlation can develop between
gold and equities. This aspect of gold’s behavior runs directly counter to the way other
asset classes perform in stress situations. The inverse correlation can be explained by
bullion’s appeal as a safe haven amid economic crisis. Exhibit 6 plots the first month
gold futures (GC1) and the S&P 500 Total Return Index (SPTR) between January 3,
1995 and October 30, 2009, while Exhibit 7 illustrates the correlation of their rolling 36
month returns.

Exhibit 6: First Month Gold Futures and the S&P 500 Total Return Index
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Source: S&P Indices, Bloomberg.

Exhibit 7: 3-Year Rolling Window Correlation Between the First Month Gold
Futures and the S&P 500 Total Return Index
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Source: S&P Indices, Bloomberg. Correlations are calculated based on monthly returns.
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Building a Gold Hedged Index

Like Yen or Euro hedged versions of the S&P 500, the S&P 500 Gold Hedged Index
seeks to simulate the returns of an investment strategy which is long the S&P 500 and
hedged against the fluctuations of the U.S. Dollar versus gold.

The index is calculated by hedging the beginning-of-period S&P 500 balances using
rolling COMEX gold futures contracts. The designated set of COMEX listed gold
futures used in the S&P GSCI® is also used in the S&P 500 Gold Hedged Index, as
shown in Exhibit 8. While monthly gold contracts are available, these five contracts
tend to be the most liquid. Gold futures are not held to maturity. Instead, the long
futures positions roll to the next designated contract at the close of business on the
fifth-to-the-last business day that is both an equity and a commodity exchange
business day. The positions are rebalanced to equal weights on that day.

For example, at the beginning of July 2009 the hypothetical portfolio holds the Aug-
09 futures. On July 27" the futures contract is rolled into the Dec-09 futures. The
positions are rebalanced so that the notional of the Dec-09 futures equals the
equity position. The rebalancing occurs monthly; however, the Dec-09 futures are
not rolled into the next designated contract, i.e. Feb-10 futures, until late
November.

Exhibit 8: Futures Contracts Rolled Into the S&P 500 Gold Hedged Index

Gold Linked S&P 500 Index Futures Roll Schedule

Trading |Commodity|Ticker |Designated
Facility (Contract) Contract At Month End

Month 1 2 3 4 5 6 7 8 9 10 | 11 | 12
COMEX [Gold GC J]lJIM|IM]oQl|loQlz|lz]z]|z|G]| G

Futures months included in the S&P 500 Gold Hedged Index at month-end. Month letter codes are
shown in Exhibit 9.

Exhibit 9: Month Letter Codes

Month Letter Code
February
April
June
August
December

NOZ«@®

The index is calculated based on the total return of a hypothetical portfolio
consisting of long S&P 500 and long COMEX gold futures positions. Therefore,
between one rebalancing and another, the returns of the index are returns from the
S&P 500 and gold. As such, the index outperforms an unhedged S&P 500 when
gold prices appreciate against the U.S. Dollar, and underperforms the S&P 500
when the U.S. Dollar appreciates against gold.
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There are alternative formulations one may consider. The availability of Gold ETFs
with robust liquidity suggests one can overlay an S&P 500 futures position over such
an ETF. The disadvantage of such an approach, however, is the fee built into ETF
prices.

The Value of Gold Hedging the S&P 500

Exhibit 10 compares the historical performance of the S&P 500 Gold Hedged Index
and the unhedged S&P 500. Over the past 10 years, a period encompassing two
market cycles, the S&P 500 Gold Hedged Index outperformed the S&P 500 with
higher volatility. Exhibit 11 shows periods of over- and underperformance.

Exhibit 10: Gold Hedged and Unhedged S&P 500
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Annualized Return Annualized Volatility Correlation with S&P 500 Information Ratio
3-Year Performance
S&P 500 Gold Hedged Index 5.75% 38.41% 78.13% 0.53
S&P 500 Total Return Index -7.02% 29.81% 100.00%
5-Year Performance
S&P 500 Gold Hedged Index 13.94% 32.89% 73.96% 0.58
S&P 500 Total Return Index 0.33% 24.02% 100.00% --
10-Year Performance
S&P 500 Gold Hedged Index 8.05% 28.66% 74.78% 0.46
S&P 500 Total Return Index -0.95% 22.26% 100.00%

Source: S&P Indices. All performance statistics are calculated ending on October 31, 2009.
Information Ratio is benchmarked against S&P 500. All data for the S&P 500 Gold Hedged Index are
back-tested.
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Exhibit 11: Quarterly Performance Differentials (Gold Hedged minus
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The clear inverse correlation between gold and the U.S. Dollar manifests itself in the
performance of the S&P 500 Gold Hedged Index and the U.S. Dollar Index, as
illustrated in Exhibit 12.

Exhibit 12: S&P 500 Gold Hedged Index vs. U.S. Dollar Index
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Avg Quarterly Correlation with U.S. Dollars Index 3 Year 5Year 10 Year
S&P 500 Gold Hedged Index -37.75% -40.25% -26.08%
S&P 500 Total Return Index -4.22%  -4.82%  7.22%

Source: S&P Indices. Correlation statistics are calculated ending on October 31, 2009, using daily

return data.




S&P 500 Gold Hedged Index

S&P Indices Global Research & Design Contact Information

Global Head
Srikant Dash

+1 212-438-3012

srikant_dash@standardandpoors.com

New York

Berlinda Liu +1 212-438-7834 berlinda_liu@standardandpoors.com
Frank Luo +1 212-438-5057 frank _luo@standardandpoors.com

Phil Murphy +1 212-438-1368 philip_murphy@standardandpoors.com
Aye Soe +1 212-438-1677 aye soe@standardandpoors.com
London

Junhua Lu +44 207-176-8453 junhua_lu@standardandpoors.com

Gareth Parker +44 207-176-8443 gareth_parker@standardandpoors.com

Beijing

Liyu Zeng +86 10-6535-2947 liyu_zeng@standardandpoors.com

Hong Kong

Simon Karaban +852 2532-8050 karaban5@standardandpoors.com



mailto:srikant_dash@standardandpoors.com
mailto:berlinda_liu@standardandpoors.com
mailto:frank_luo@standardandpoors.com
mailto:philip_murphy@standardandpoors.com
mailto:aye_soe@standardandpoors.com
mailto:junhua_lu@standardandpoors.com
mailto:gareth_parker@standardandpoors.com
mailto:liyu_zeng@standardandpoors.com
mailto:karaban5@standardandpoors.com

S&P 500 Gold Hedged Index

Disclaimer

© 2009 Standard & Poor's Financial Services LLC is a wholly owned subsidiary of The McGraw-Hill
Companies, Inc. All rights reserved. STANDARD & POOR'S and S&P are registered trademarks of The
McGraw-Hill Companies, Inc.

These materials have been prepared solely for informational purposes based upon information generally
available to the public from sources believed to be reliable. Standard & Poor’s makes no representation with
respect to the accuracy or completeness of these materials, whose content may change without notice.
Standard & Poor’s disclaims any and all liability relating to these materials, and makes no express or implied
representations or warranties concerning the statements made in, or omissions from, these materials. No
portion of this publication may be reproduced in any format or by any means including electronically or
mechanically, by photocopying, recording or by any information storage or retrieval system, or by any other
form or manner whatsoever, without the prior written consent of Standard & Poor’s.

Standard & Poor’s does not guarantee the accuracy and/or completeness of the S&P Indices, any data
included therein, or any data from which it is based, and Standard & Poor’s shall have no liability for any
errors, omissions, or interruptions therein. Standard & Poor’s makes no warranty, express or implied, as to
results to be obtained from the use of the S&P Indices. Standard & Poor’'s makes no express or implied
warranties, and expressly disclaims all warranties of merchantability or fithess for a particular purpose or use
with respect to the S&P Indices or any data included therein. Without limiting any of the foregoing, in no event
shall Standard & Poor’s have any liability for any special, punitive, indirect, or consequential damages
(including lost profits), even if notified of the possibility of such damages.

Standard & Poor’s does not sponsor, endorse, sell, or promote any investment fund or other vehicle that is
offered by third parties and that seeks to provide an investment return based on the returns of the S&P
Indices. A decision to invest in any such investment fund or other vehicle should not be made in reliance on
any of the statements set forth in this document. Prospective investors are advised to make an investment in
any such fund or vehicle only after carefully considering the risks associated with investing in such funds, as
detailed in an offering memorandum or similar document that is prepared by or on behalf of the issuer of the
investment fund or vehicle.

Analytic services and products provided by Standard & Poor’s are the result of separate activities designed to
preserve the independence and objectivity of each analytic process. Standard & Poor’s has established
policies and procedures to maintain the confidentiality of non-public information received during each analytic
process.




	 

