“Pogitive Carry”

We first heard about John Devaney because of

yacht, 143 ft long jobby, furnished with a

Sikorski helicopter and staffed by a cre
that included “an expert in spear fishing’

so that guests could “shoot their own meal.

Devaney made his pile by borrowing mone

at low rates and ploughing the proceeds int
high-yielding dreck — asset-backed securities

mortgage CDO'’s, what have you. The name of theegamas
“performance”, something the 35-year old hedge forahager
apparently had a weakness for.
“Positive Carry.”

Like its not-so-distant cousin, ‘compounding in&i,e“positive
carry” does have, at least from a distance, certaagical
qualities, worth exploring, especially given
developments in the gold market. The concept seflerthe
term structure of a product’s forward market. Ipraduct for
immediate delivery trades at a premium to the sproduct to
be delivered on some future date, the forward cisw&aid to
be negatively-sloped (or in backwardation); if taverse is
true, the forward curve is said to be positivelypgld (or in
contango.) If one is long a negatively-sloped testnucture,
wherein the price rises as a distant contract @pbes the
present, one effectively gets paid for holding gusition, all
else being equal. Hence the elixir of “positivergd

The forward markets of almost all monetary instrotaexhibit
a negatively-sloped forward curve and it is easwde why.
The person who takes delivery of a bond tomorrots geerest
payments that the person deferring delivery does nbhe
positive carry associated with such a forward ratgenerally
related to the yield of the instrument. If onedsra position by
borrowing, the carry amounts to the difference leetv the
interest paid and the interest received. One @ oW
borrowing yen at 1% to buy high-yield receivableswed by
flat screen TVs inspired Devaney to name his yasHte did.

The forces that determine the term structure ofgibld market
are no different than the forces that determine téwen
structures of instruments favoured by our yachtsrnand.
Unlike cotton and crude and copper, the forwardketan gold
is strictly a function of money market rates; intmalar, the
forward rate in gold is the difference between kibad gold
lease rates (that is, the interest rate chargddrulers of gold.)
In the past, with lease rates remaining at a foactf one
percent and Libor anywhere from 3-7%, the forwaate has,
with rare exceptions, been positively-sloped to thee of,
well, 3-7%. Positively-sloped forward curves, dwre long,

meansegative carry. Put differently, holding gold has almost exploited) all too well.

The name of hifityac

el

recentBNP Paribas announced that it was suspending \sitvads

from one of its hedge funds because it was atsadeto how to
value the portfolio, a portfolio comprised of *“high
performance” instruments with no doubt attractivermt
structures. Money markets coughed hard, Libor sipoaind
lease rates, after years of somnolence, tellinglgpwed a
heartbeat.  (Just as tellingly, other commodity ketx
remained unaffected.) Gold forward markets renthine
unsettled for the remainder of 2007 and the fiedf bf 2008.
Then Lehman filed and money markets seized up etheg.

The reaction of the gold markets was again telllegse rates
soared and forward rates — a rough measure ofvidiéhility
of physical gold — plunged. Clearly, the lendingrkess for
gold, the source of physical liquidity for decadead stopped
functioning just as lending markets for Dollars d&fgros and
Yen had stopped functioning. The last time thedg@rm
structure was so agitated was in 1999, when twdymers got
caught with too many short positions and not endigglidity.
The price then popped briefly, but conditions soeturned to
normal. This time around, there was again evidesfcghort
squeeze (gold rose $80 in a day), but unlike im18@settled
conditions in the forward markets have persist&tiefly, in
late November, the gold forward curve in Londomég into
backwardation.

The positive carry was, of course, very, very thinel, a tiny
fraction of 1%. But the implications of a more dawvable
forward curve in gold signalled something more puofd than
merely the prospect of a good roll on the Decendogrtract.
Gold bugs have often griped that the metal has deenessed
because its monetary nature has not been fullyeafied.
This misses it: gold prices have been depressedispte
because the metal’s monetary nature has been appreciateti (
It's not that gold wasrtiteated as

alwayscost you money, all else being equal. This may now benoney — surely it was, and there is no better exideof this

changing.

The turned-tide can be traced back to August 9720 day

than the manner in which the metal’'s term structwas
disturbed in lockstep with the chaos in the moneaykets — but
rather, it has been treated @sattractive money. In a word,



The unwinding of the paper gold market
Gold, Libor, forward rates and lease rates since Jan, 2007
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Since 2002 (five years prior to the start of this

graph) and the end of the hedging boom,
_ _ forward rates tracked Libor in lockstep, just as
they do here. Physical was plentiful, lease mkt
(below) was calm.
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Lease rate market first disturbed August 9,
2007, the day BNP Paribas said it didn't

“know how to value its mortgage holdings;
Money markets become highly agitated for
first time..

$750 1

$700 + -

$650 1

$600 -
January 2, 2007

there has simply been no appetite in the lastythmars,
witness to a bender to end all benders, for mohay didn’t
pay (bribe?) you to own it, the more the betteynterparty
risk be damned. In such an environment, how cagdt
compete?

Alas, the worm seems to be turning. Gold is nayénthe
portfolio drag it used to be, and the competitias,it were, is
no longer so competitive. Yesterday's auctionfweé month
treasuries sold at “yields” of 0.005%, the loweisice 1929.
“It's all about capital preservation,” commenteélxe@d income
manager out of Princeton, whose job title is quidddcoming a
misnomer. This all points to a change in markstes To
everything/There is a season/And a time for evaugppse.
Turn turn turn indeed.

The shortage of gold coins and small bars has hesi

publicized, but usually with the rejoinder that thWbolesale
market — the big bars, 400 ozs per — is well satEdrward
rates belie this. Even as we did not see a squeezthe
December Comex contract (it appeared touch and ago
awhile, with Dec-Feb spreads trading as low as,400pmains

that demand remains robust — Q3-08 made headlines fwhereabouts, please do advise.

physical off take — and gold lending markets shaxsigns of
thawing anytime soon; indeed,

lenders are likelyremo

Gold price (London AM fix), Forward rates (3mo), Lease rates (3mo)

DP, Nov 20, 2008

— 6y,
Libor spikes on Lehman failure.
Forward rates plunge. This
event seems to have had a
major impact on physical
liquidity.
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concerned about getting back the gold they've direent,
now stuffed into people’s teeth and iPod circuiatats (how's
that for counterparty risk?) In these conditiahss difficult to
see how the gold forward curve returns to “normatytime
soon. And in the past (eg. 1999, 2003), price foewed
spreads. If the kettle is to run dry, and supmydnd
imbalances suggest it one day must, you will stihetbming
here, in the spreads, first.

Even if we don't see severe backwardation (i.egaeeze),
we’re not sure it really matters. The “price” dld, at least as
modern finance would have it, has now, for all iseand
purposes, converged to the price of paper. Ones iiea risk of
a printing press run amok, the other you can takeéhin your
pocket. Take your pick. And if you don’t, we feathers
certainly will.

Amidst all this, we mustn't forget Mr. Devaney. tmid-2007,
he closed his hedge fund under a cloud of massases. Soon
thereafter, he was forced to sell his beloved yactat disband

fhis crew. We are not sure what happened to Devarieypert

in spear fishing,” but if any of you can pinpoihetgentleman’s
Such talents dshalve
useful in the days and years to come.

Douglas Poallitt, December 9, 2008.



