&0 Gold: A Zero-Risk
Monetary Asset

Postscript: February 11, 2019: Written June 21, 2017 By Nick Barisheff

asel lll is a set of international banking regulations developed by the Bank for International

Settlements (BIS) to promote stability in the international financial system.

The Basel Committee on Banking Supervision (BCBS), which brings

together regulators from 28 countries, establishes rules governing the
appropriate level of capital for banks. The BIS, located in Basel, Switzerland, hosts the
BCBS, which is a separate legal entity with headquarters at the BIS. These two
regulatory bodies play an important role in the development of international banking
supervisory standards. The purpose of Basel lll rules is to reduce the ability of banks
to damage the economy by taking on excess risk. The current version of these rules,
known as Basel lll, is a key element of the international regulatory reform agenda put
in motion following the global financial crisis of 2008.

The mission of the BIS, as stated on its website, is “to serve central banks in their e ket org/windex.ph
pursuit of monetary and financial stability, to foster international cooperation in those peurid=35452465

areas and to act as a bank for central banks.” The BIS is also the trading agency of

the International Monetary Fund (IMF) and central banks for gold. The BIS transacts gold on behalf of its

customers, which are central banks.

Private banks were found to be undercapitalized after the financial crisis began in 2007. This forced
taxpayers, through governments, to bail out many banks and prompted development of a global set of
tougher rules known as Basel lll. Basel Il rules are supposed to come into full force in 2019. However,
regulatory and market pressure is pushing banks to comply with the rules sooner than that.

During the 2008 financial crisis, gold was used in international settlements as a zero-risk asset after many
decades of being sidelined in the monetary system. Since then the world’s central banks have been
substantially increasing their official gold reserves. Gold’s old emergency usefulness resurfaced, albeit
behind closed doors, at the BIS in Basel, Switzerland. World official gold reserves, as of May 2017,
reversed 41% of the 1967-2008 gold sales. The world’s central banks hold approximately 18% of all the
above-ground stock of gold.
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World Official Gold Reserves
May 2017, Tonnes
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Peter Bernstein, in his book The Power of Gold, says, “Gold may again serve as the ultimate hedge in
chaotic conditions. Its return to its traditional role as universal money is unlikely, however, unless the time
should come when the dollar, the euro, and the yen have all failed to function as acceptable means of
payment across international borders.” He considered this possibility of “chaotic conditions” unlikely when
he wrote the book in the late 1990s (gold was then at its lowest level, around $250) but today, in 2017
after the 2008 financial crisis, it is extremely likely.

The central banks of developing countries around the world are increasing their gold reserves since the
2008 financial crisis, while the central banks of developed countries stopped selling their official gold
reserves. One exception was Canada, which, at the beginning of 2016, sold its last three tonnes of official
gold reserves.
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https://www.amazon.com/Power-Gold-History-Obsession/dp/111827010X/ref=sr_1_1?s=books&ie=UTF8&qid=1497577277&sr=1-1&keywords=the+power+of+gold
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Canada vs China Official Gold Reserves
May 2017, Tonnes
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Meanwhile, China not only substantially increased its official gold reserves but also encouraged its private
banks to hold large amounts of gold. Gold is now part of the Chinese banking system. According to a
World Gold Council Report, “Understanding China’s Gold Market” published in 2014, “Gold is
synonymous with money in Chinese culture and

has been a preferred form of savings for // .,
generations, so it is not surprising that it [gold] has
become an increasingly important part of the
financial system. Most large banks in China offer
savers the opportunity to buy gold bars and coins.”
The report also states “It is our [World Gold Council]
judgment that the amount of gold on China’s banks’
balance sheets has increased between 400 tonnes
and 1843 tonnes since 2009.” The report continues
by saying that “Following the authorities’ decision
allowing private investors to buy gold bullion in
2004, the Chinese banking industry has developed
the supply side infrastructure to support gold
demand and created an innovative range of gold products.”
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In an article written in 2015, economist Kenneth Rogoff, who is a potential candidate for the US Federal
Reserve’s board of directors, and a past Fed and IMF economist, suggests emerging markets should go
for the gold. That would mean not to start buying gold, since they have been buying constantly since 2008
and in large amounts, but to accelerate their gold buying. He also says that “Even shifting, say, up to 10%
of their reserves into gold would not bring them anywhere near the many rich countries that hold 60-70%
of their (admittedly smaller) official reserves in gold.”

Gold is becoming more and more acceptable to the banking sector, but strong anti-gold indoctrination that
took place in the 1980s and 1990s still exists, especially in North America. The election of a gold bug as
president of the United States could accelerate the change of this anti-gold bias.

As of 2017 gold still represents a fraction of global financial assets. Gold as percentage of global financial
assets in the 1960s was ten times that of 2015.

Gold as a Percentage of Global Financial Assets
(1960 - 2015)
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What is the relationship between Basel rules and gold? Basel rules are a set of recommendations on
capital requirements for private banks. Bank assets are divided into several groups based on their
perceived riskiness, with bonds and gold in the least risky category. Banks were required, according to
Basel | rules, to cover 8% of their assets based on a special formula. The objective was that at least a
part of the total banks’ assets would be backed by assets, including gold, that were perceived as safe.

In Basel Il rules, bank assets were divided into three categories: Tier 1 included assets perceived as least
risky, and Tier 3 included assets perceived as risky. Gold under Basel Il rules was treated as either Tier 1
or Tier 3 capital, since the BCBS stipulated that “at national discretion, gold bullion held in own
vaults or on an allocated basis to the extent backed by bullion liabilities can be treated as cash
and therefore risk-weighted at 0%.”

Basel Il rules abolished the Tier 3 capital class, and all assets fell under either Tier 1 or Tier 2 capital. In
Basel lll, gold's liquidity haircut is increasing to 85% from 50%. This percentage is used to help calculate
a so-called liquidity buffer known as the net stable funding ratio (NSFR) that all banks must hold from
2018. The higher NSFR, the more funding is needed to meet the overall NSFR requirement.
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https://www.project-syndicate.org/commentary/gold-as-emerging-market-reserve-asset-by-kenneth-rogoff-2016-05?barrier=accessreg
http://www.bis.org/publ/bcbs128b.pdf
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However, the announcement of the US Federal Deposit Insurance Corporation (FDIC) made on June 18,
2012 and adopted on August 30, 2012 states that “A zero percent risk weight to cash owned and held
in all of a banking organization’s offices or in transit; gold bullion held in the banking organization’s
own vaults, or held in another depository institution’s vaults on an allocated basis to the extent
gold bullion assets are offset by gold bullion liabilities.” So gold was considered riskless in the US
under Basel Il rules and recommendations, and it will remain this way under Basel Il provisions. The
announcement also states that “the final rule defines financial collateral as collateral in the form of: (1)
Cash on deposit with the banking organization (including cash held for the banking organization by a
third-party custodian or trustee); (2) gold bullion; ...".

The European Commission did not automatically consider gold a riskless asset, but charged the
European Banking Authority (EBA) with the task of identifying which assets are to be legally deemed
riskless. However, the European Parliament expressly pointed to gold as a highly liquid asset that should
be taken into consideration by the EBA. The EBA, in its report of December 2013 on appropriate uniform
definitions of extremely high quality liquid assets (Extremely HQLA) and high quality liquid assets (HQLA)
and on operational requirements for liquid assets, states that “neither equities or gold were found to
qualify as assets of high liquidity and credit quality as they failed on the price volatility criteria.”

The London Bullion Market Association (LBMA) asked the EBA to reconsider gold as a “high quality,
liquid asset.” An analysis for the World Gold Council by Europe Economics in 2013, “The liquidity of gold
under proposed EBA liquidity tests,” found that “Out of the five dimensions of liquidity that we identify in
this paper, namely scale, diversity, correlation of price with need, transactions costs and price impact,
gold performs well in four of these (scale, correlation of price with need, transaction costs, and price
impact) under various measures.”

Today, in Basel lllI's language, gold's liquidity haircut has increased to 85% from 50%. However, a repeat
of the 2008 financial crisis, but on a larger scale, would in our view change things in favour of considering
gold a 0% risk asset, as it was considered by the world’s central banks during the 2008 financial crisis.
We hear also of an increasing acceptance of gold as part of the international monetary system both in
academia and in the central bank sector. A substantial increase of world official gold reserves since the
2008 financial crisis confirms it.
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https://www.gpo.gov/fdsys/pkg/FR-2013-10-11/pdf/2013-21653.pdf
https://www.eba.europa.eu/documents/10180/16145/EBA+BS+2013+413+Report+on+definition+of+HQLA.pdf
https://www.eba.europa.eu/documents/10180/42030/World-Gold-Council_1.pdf
https://www.eba.europa.eu/documents/10180/42030/World-Gold-Council_1.pdf
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World Official International Reserves (Forex vs Gold)
(Millions, Tonnes, USD)
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The status of gold as a risk-free asset in Basel Il will certainly have a positive effect on the price of gold,
as | am sure the gold Shariah standard, which was adopted at the end of 2016, will also have. Gold was
accepted for the first time as an investment in Islamic finance after the group that sets standards for the
industry adopted Shariah-compliant rules for trading gold. The rules approved allow gold to be used in the
$1.88 trillion Islamic finance business.

The world banking sector will take a little longer to abandon its false anti-gold indoctrination, but it will.
Gold is already a de facto zero-risk asset and has been for thousands of years. As it stands, Basel I,
according to LBMA and other industry bodies, makes funding gold transactions for commercial banks
difficult and increases the cost of doing business. But as the reset of the international monetary system
approaches, gold will be adopted even by the banking establishment, irrespective of Basel rules, as the
only riskless asset, as the Chinese and Indians are already doing. Movement in that direction can already
be observed in Europe, and even in the US.

In a recent Financial Times article, we learned that not only world central banks but also sovereign funds
are stocking up on record gold reserves amid uncertainty. The allure of gold, helped by ‘haven asset’
status and rising prices, is attracting world sovereign funds and central banks. The article says that “gold
reserves of the world’s biggest public sector investors reached an 18-year high as they hoarded the
precious metal after Donald Trump’s election and the Brexit vote added to geopolitical uncertainty.” Basel
[l will have to adjust to reality sooner or later. There is already talk of a Basel IV, even before Basel I
comes into full force in 2019. We do not exclude gold being risk-weighted at 0% in a Basel IV update, and
would not be surprised if that happened in the next financial crisis or soon after.



http://www.reuters.com/article/lbma-gold-regulations-idUSL8N12J3CS20151019
https://www.ft.com/content/57e3b9a8-4d36-11e7-a3f4-c742b9791d43
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Postscript:

Since | penned this article, several events have accelerated and confirmed gold’s role in banking viability
and its strategic place in portfolio design. Canada’s top financial regulator, the Office of the
Superintendent of Financial Institutions (OSFI), confirmed early last year that 2019 will be the first full
calendar year that the Basel Il rules will be enforced. Gold held in an institution’s vault(s), or held in trust
(i.e., monetary gold) now qualifies as “a 0% risk weighting for risk-based capital purposes.” The Bank for
International Settlements has posted these reforms on its website. Canadian banks are now free to add
monetary gold to their increased reserve positions, and to treat it in the same as they would cash or AAA-
rated government bonds. On January 31 of this year, the World Gold Council revealed that global central
banks, in response to the Basel Il rule changes and growing political and market uncertainty, added 651
metric tonnes of gold to their reserves in 2018. This is a 50-year record, and represents a 74% year-over-
year increase in net purchases. It is also probable that current institutional demand is reflective of the
harsh reality facing the gold mining sector. The trifecta of declining resources, compounding regulatory
and environmental burdens increasing the time to production, and few to no new major discoveries will
lead to supply shortages. The explosive growth in monetary demand for gold and the dramatic decline in
gold production will certainly buoy the price well into the future - independent of broader market
conditions. However, when the next financial crisis arrives and capital is forced to seek an alternative to
more traditional assets for banking viability and liquidity, both institutional and retail demand will seek this
asset class for the same reasons that they have for millennia — peace of mind.

https://www.gold.org/goldhub/research/gold-demand-trends/gold-demand-trends-full-year-2018/central-
banks-and-other-institutions

Nick Barisheff is the founder, president and CEO of BMG Group Inc., a company dedicated to
providing investors with a secure, cost-effective, transparent way to purchase and hold physical
bullion. BMG is an Associate Member of the London Bullion Market Association (LBMA) and an
Associate Member of the Responsible Investment Association (RIA) as well signatory to the Six
Principles of Responsible Investments (United Nations endorsed Principles for Responsible
Investment — PRI).

Widely recognized as international bullion expert, Nick has written numerous articles on bullion and current market
trends that have been published on various news and business websites. Nick has appeared on BNN, CBC, CNBC
and Sun Media, and has been interviewed for countless articles by leading business publications across North
America, Europe and Asia. His first book, $10,000 Gold: Why Gold'’s Inevitable Rise Is the Investor’s Safe Haven,
was published in the spring of 2013. Every investor who seeks the safety of sound money will benefit from Nick’s
insights into the portfolio-preserving power of gold. www.bmgbullion.com
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