
The most popular attribute of 
Gold from the point of view 

of investors is that it can be a safe 
haven destination. In the not too 
distant history, gold had responded to 
geopolitical events out of the Korean 
Peninsula and had rallied as the rhetoric 
between US president Mr. Donald 
Tum and Korean dictator Kim Jong-
un heated up. Conversely, the price of 
Gold deflated when the rhetoric calmed 
down. Gold had also responded to 
initiatives from the Federal Reserve, 
its price falling during the times that 
the central bank had raised rates and 
reduced its balance sheet – policy 
moves that tended to increase the 
allure of the US Dollar. That is why 
at the core, we call Gold the “anti-
Dollar”.

What is clear is that Gold is not 
merely a pawn of geopolitical 

events. Gold is also bound to the 
vicissitudes of economic growth and 
activity, as much as equities or bonds 
are. For instance, we all know that gold 
is negatively correlated to GDP growth 
– which makes the yellow metal the 
perfect antithesis of equities. We 
have always maintained that this 
negative relationship is what makes 
Gold attractive as part of an asset 
allocation. This is, in fact, the best role 
for the yellow metal, in our opinion. 
Of course, gold is also considered by 
many as a hedge against inflation, a 
relationship that is very nuanced and 
deserves further discussion in the last 
part of the article.

Our recent research also showed 
that systemic market liquidity 

has a huge impact on the valuation 
of Gold. Over the longer term, it is 
highly sensitive to the changes in the 
periodic liquidity infusions from the 
US Treasury and the Federal Reserve 
(see 1st chart on this page). It seems 
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come under extreme pressure later in the year when the US 
Dollar takes off

that increasing amounts of liquidity 
infusions support higher valuations     of 
the yellow metal (see 1st chart on this 
page). That makes sense, as tighter 
supply of systemic “money” tends to 
support the US Dollar (via the Quantity 
Theory of Money) which has an inverse 
impact on Gold.

One way to confirm that is to make 
a comparison between Gold and 

term market rates via a regression 
process. We find out that increasing 
bank reserves at the Fed (the most 

money-like of all financial instruments) 
tend to push up Gold prices, while 
Reverse Repo Rates (which the Fed use 
to contract real money balances) have 
negative impacts on the changes in 
Gold price (see 2nd chart on this page).
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Using those liquidity-themed 
relationships, it is straightforward 

to make a combined model of the US 
Dollar and Gold. Using VAR extensions, 
we use term market rates to project the 
likely movements in Gold and US Dollar 
several weeks ahead. This model is 
telling us that a US Dollar rally is due 
and conversely, Gold is slated for a fall 
(see  1st graph on this page).

In all of these comparisons, something 
stands out: Gold is indeed the 

antithesis of the US Dollar -- when the 
Dollar weakens, gold strengthens and 
vice versa. Even the famous negative 
correlation of Gold with GDP growth 
stems from that relationship. The US 
Dollar is often positively correlated 
with growth, but it is not a consistent 
relationship. Too high a value of the 
US currency is often deleterious for 
GDP, as a strong dollar curtails exports. 
And exports are direct components of 
the US GDP. In the event of a growth 
recession, gold often shines due to the 
consequent infusion of liquidity from 
the central bank. That is also why the 
US Dollar often weakens into a growth 
recession. 

Gold and the US Dollar are also 
linked via the Gold Volatility 

Index. For some reasons, the Gold 
Volatility Index leads changes in the 
Gold bullion. We have used this linkage 
before to accurately project the latest 
downturn in the gold bullion price (see 
2nd graph on this page). It can also be 
used to monitor or forecast the end of 
the current gold correction. This tool 
could give you advance warning if used 
correctly.

An instrument that responds to 
macro development, like gold, 

should have strong co-movements 
with other risk assets, or respond to 
instruments which are linked to money, 
or the cost of money, like interest 
rates. The link between yields and 
Gold runs through the US Dollar, as 
the domestic currency is thought 
to be driven in some degree by the 
cost of capital. What we found out 
was that the 10yr bond yield has a 

lead over the US Dollar and Gold by 
6 months on average. We computed 
the second derivatives of the 10yr yield, 
the US Dollar and Gold to obtain those 
relationships. The second derivative 

process strips seasonality, the business 
cycle, and other idiosyncrasies of the 
instruments, which allows a comparison 
of their core values and trends (see 3rd 
graph on this page).



Gold and inflation:

Yield-less but credit-risk-free 
gold also becomes attractive to 

inventors as one means of hedging 
the possibility of an unexpected rise 
in inflation (see 1st chart on this page), 
which Gold can undertake very well, 
given its lead on inflation changes by 3 
to 4 months. Given gold’s «predictive» 
tendency over CPI, gold may be seen as 
a «predictive hedge» versus unwanted 
rise of inflation (see 1st chart on this 
page).

If Gold changes lead changes in 
inflation, and Gold is negatively 

correlated with GDP growth (and 
therefore with equities as well), we 
need to turn conventional wisdom on 
its head to place the yellow metal in a 
new light. We should start looking at 
gold as a possible inoculation to the 
ill-effects brought about by a business 
cycle or growth downturn. That is the 
new thrust of our research work in 
gold, and we will publish our findings 
accordingly when we are done., which 
should be soon. 

Our liquidity models applied to 
the price of Gold provide a map 

of the distributed lag for as far as a 
year. We have shown examples of the 
Gold models in graphs shown earlier. 
But to fully illustrate the path Gold and 
Silver prices will likely take over the next 
6 to 8 months, we provide the graphs 
shown below. We expect short term 
dips in Gold and Silver prices, followed 
by a rally into late May-June time frame. 
However, both precious metals will 
likely be under extreme pressure by 
late Q2, as the US Dollar takes off. We 
do not expect the pressure to ease off 
the precious metals until later in the 
year or even beyond (see last 2 charts 
on this page).
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