
old is one of mankind’s 
most recognised symbols 
of wealth and beauty. Yet, 
it’s much more than an 
elegant piece of jewellery 

or the ultimate Olympic prize. Its historical 
use as a currency, its scarcity and its 
excellent record of preserving purchasing 
power make it an important part of a 
diversified investment portfolio too.

For those monitoring the price of gold 
you’ll know it has fallen by about 28% 
in terms of USD since the all-time high it 
reached in September 2011 of USD1,920 
per ounce. Almost a third of that fall 
happened in April this year, representing 
one of the sharpest declines in 30 years. 
However, most people have not realised the 
unprecedented extent to which gold has 
been in ‘backwardation’ in recent months.

A backwardation occurs when the 
difference between the future price and 
the current spot price is less than the cost 
of borrowing and storage. In other words, 
an arbitrageur could sell physical gold at 
the current spot price and simultaneously 
buy it back for future delivery at a cheaper 
price. Plus they would have use of the 
proceeds from their sale to invest and they 
would avoid storage costs while they own 
‘paper gold’ i.e. the futures contract.

In the gold market backwardation is very 
rare and has typically only lasted for a 
couple of days. In 1999 the UK announced 
it was selling half of its gold reserves 
which sparked a short period of intense 
selling pressure. At which point gold went 
into backwardation for two days and then 
began its multi-year climb from USD253 
per ounce. The next time backwardation 
occurred was in 2008 following the Lehman’s 
collapse. Gold was aggressively sold into 
November 2008 as part of the general 

rush for liquidity. Again gold went into 
backwardation but this time it lasted for 
three days. From the low of USD717 per 
ounce reached in November 2008 gold then 
climbed for three years to its peak in 2011.

The backwardation which started in July 
2013 lasted for an unprecedented 40 trading 
days. Gold came out of backwardation for 
three days at the beginning of September 2013 
but then went back into backwardation.

So where are the arbitrageurs? Why 
have they not stepped in to take the easy 
profits? Do they fear that the promise to 
deliver physical gold in the future will be 
broken? Do they value a tangible asset in 
the present more highly than a financial 
future asset? Do they believe the reward 
for holding physical metal is greater than 
the potential of short term profit?

Of course it is not possible to know 
the answer to these questions but the 
backwardation seen so far this year 
illustrates that physical metal remains 
scarce. It will take much higher gold 
prices to persuade the holders of physical 
gold to sell their metal. The precedents of 
1999 and 2008 suggest that gold has much 
further to rise in the coming months.

Investors in Jersey will be familiar with 
acquiring gold in ‘paper’ form, in particular 
through Exchange Traded Funds. Another 
example of ‘paper gold’ is a futures contract 
such as those traded on Comex. ‘Paper 
gold’ is a financial asset which means it 
has counterparty risk. In contrast physical 
gold is a tangible asset and consequently, 
it does not have counterparty risk. 

A good illustration of the counterparty risk 
inherent in ‘paper gold’ was provided by the 
collapse of MF Global in 2011. Customers 
who stored their gold at MF Global received 
a nasty surprise. As reported by Reuters at 
the time: ‘Customers whose accounts were 
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frozen when the futures broker collapsed…
[and]...who hold physical property such 
as gold bars…[have]…seen no recovery as 
of yet.’ MF Global clearly illustrates that 
owning metal through a brokerage house is 
a “paper gold” product, not physical gold.

To highlight a key point, there is a lot 
more ‘paper gold’ outstanding than physical 
gold available for delivery. The Comex 
clearing house in New York City and the 
clearing house of other exchanges where 
leveraged gold products are traded are 
just one visible part of the ‘paper gold’ 
position that exists worldwide. No one 
really knows how much ‘paper gold’ has 
been sold in its entirety, but it is huge.

During the ongoing banking and sovereign 
debt crisis of recent years, defaults are 
possible. They occur when those needing 

to deliver metal to 
fulfil their promises 

do not own any 
physical metal. In 
the final analysis, 
the Comex is no 
different than 
the London 
Metal Exchange, 
which defaulted 

on its nickel contract a few years ago.

So you should not view ‘paper gold’ as 
an alternative to physical gold, because it 
is not. ‘Paper gold’ provides exposure to 
the gold price, but is not a safe-haven. A 
futures contract tracks the future price of 
gold in the form of a tradable contract. In a 
similar vein, an ETF tracks the spot price 
of gold in the form of a tradable security.

Consequently, you should use ‘paper gold’ 
as a trading tool. It is not an alternative to 
owning physical metal. If you want to own 
gold because of its safe-haven attributes, 
then buy physical metal. And there are only 
two ways to own physical gold: either buy 
physical gold and store it under your own 
control or have another party do this for you.

GoldMoney offers a secure, convenient 
and cost-effective way to own physical gold 
as well as physical silver, platinum and 
palladium. GoldMoney uses the world’s 
leading non-bank vault operators - Via 
Mat, Brink’s, Malca-Amit, G4S and Rhenus 
Logistics - in Canada, Hong Kong, Singapore, 
Switzerland and the UK. We transact 
in nine major currencies, and also offer 
extensive delivery physical delivery and 
collection options. Our online verification 
and purchasing processes are quick and 
effective and a team of expert relationship 
managers is available to answer any queries. 

Purchasing with GoldMoney allows 
customers to directly own their precious 
metals which are audited by two 
independent firms on a quarterly basis. 
Crucially, holding precious metals in 
this way outside of the banking system 
provides long-term security for customers. 
And these days, 100 per cent ownership 
of assets and security for customers is 
akin to winning Gold at the Olympics!
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