
What do we do with Gold? There 
are so many facets about Gold 

that investing in it requires a matrix of 
data even to just begin understanding 
it. It can be a safe haven destination. 
Lately, gold has been responding to 
geopolitical events out of the Korean 
Peninsula. Gold jumped higher at the 
start of the week on intensifying geopo-
litical rhetoric from North Korea. Gold 
moved higher  on comments made by 
North Korea’s foreign minister Ri Yong 
Yo in New York, who accused U.S. pre-
sident Trump of “declaring war” and 
saying that North Korea has the right to 
shoot down American bombers flying in 
international space near the country’s 
coastal jurisdiction. The rally followed 
in the heels of a 1.7% decline last week 
amid a broad-based depreciation across 
the precious metals (silver: -3.4%, plati-
num: -3.7%, and palladium: -0.8%). 

The sell-off followed a bearish macro 
backdrop for the complex after the 

Fed announced plans to start reducing 
its balance sheet by October, as well as 
providing indications of further policy 
tightening in December. So last week, 
gold was pummelled by pure macro 
events. These events arise out of news 
flow, and there is nothing we can do 
except to react to the situation as it 
happens. The situation in North Korea 
can be likened to a blustering of two 
bullies – one big, one small. Hot, even 
angry, words will be exchanged – but 
these bullies will not come to blows. In-
vesting in gold in the hope that they will 
be trading blows, is a waste of capital 
and time. 

Nonetheless, investments in gold 
do not have to be at the mercy 
of such unpredictable events. 

Gold is bound to the vicissitudes of 
economic growth and activity, as much 
as equities or bonds are. We all know 
that gold is negatively correlated to 
GDP growth -- the perfect antithesis 

of equities. This is what makes gold at-
tractive as part of an asset allocation. 
In addition, gold negatively correlates 
to looser financial conditions – which 
is to say that we do not need to wait 
for hard GDP data to make decisions 
regarding any gold investment. We 
just need to determine how loose or 
tight US financial conditions are. It 
so happens that Gold correlates very 
well with the St Louis Stress Index, a 
metric published regularly by the St 
Louis Federal Reserve Bank (see graph 
1, above).

Financial conditions in the US remain 
loose, despite recent, actual tighte-

ning and some hawkish statements 
from Fed officials – and that is one of 
the reasons why the FOMC in the Sep-
tember meeting decided to ratchet up 
the hawkish narrative even higher. One 
of the reason for these loose financial 
conditions has been the weakening US 
Dollar. The Fed has likely hoped that 
pushing up the policy rates would push 
the currency higher, and would serve as 
transmission mechanism of their desire 
to tighten conditions. But the green-
back weakened instead, as FX market 
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participants anticipated the emergence 
of a tightening bias from the ECB, ma-
king the EUR more attractive as conduit 
of speculation in the FX market. 
  
The most well-known relationship 

Gold has is with the US Dollar TWI 
– when the Dollar weakens, gold stren-
gthens, and vice versa. But the weak 
USD has not benefited gold much this 
time around because of the looser fi-
nancial conditions brought about by 
the falling currency. Their negative 
correlation is so well-known and so 
tight that many analysts have taken 
to calling gold as the “anti-Dollar” (see 
graph 1 on next page). 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 deletrious for GDP, as a strong 
dollar curtails exports. And exports are 
direct components of the US GDP. The 
Dollar troubles are not yet over – the 
greenback remains in a bear phase, and 
will likely be that way until mid-Q4 this 
year. That is why gold will be a good buy 
opportunity once its currection phase is 
over in the next few days.
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Gold and the US Dollar are also 
linked via the Gold Volatility In-

dex. For the US Dollar, the USD/Yen 
pair is the best link to this set up. The 
Gold Volatility Index leads changes 
in the Gold bullion by several weeks, 
while changes in USD/Yen could lead 
changes in gold by as long as one week. 
The set up shows the Gold Vol Index 
leading USD/Yen by seven weeks, and 
then USD/Yen, in turn, leads Gold by 
one week. We have used this linkages to 
accurately project the latest downturn 
in the gold bullion price (see graph 2 on 
this page). It can also be used to mo-
nitor or forecast the end of the current 
gold correction. This tool could give you 
a few weeks advance warning if used 
correctly.

An instrument that responds to 
macro development, like gold, 

should have strong co-movements with 
other risk assets.  And this is general-
ly true. Over time, as stock indexes 
rise, bond yields rise in concert, USD/
Yen and the USD TWI follow higher in 
their heels -- gold takes the opposite 
tact and falls. There has been a short 
term mini-reflation phase since early 
September, which is moving to termin-
cal stage , the 5-year bond yield may 
attempt to rise to a level close to 2.0%, 
USD/Yen makes play for a target range 
113/115. The “anti-Dollar”, gold, could 
finish its current short term correction 
into the 1275/1260 range – at which 
point the mini-risk on phase ends, and 
the risk-off phase begins. This risk-
off stage could be brief as well – we 
expect it to end sometime in mid Q4 
2017. The implications are of a new 
low for the USD , USD/Yen falling close 
around the 105 level, and the 5-year 
yield back again at or just below 1.5%. 
And gold could really shine this time 
around, and we could see a new high 
around 1380/1410. 

The trigger for a pervasive reset like the one outlined above could come from 
growth issues or the geopolitical side. The Atlanta Fed GDPNowcast forecast 

for Q3 started strong at circa 4.% sometime in early August, but slowly, the fo-
recast numbers gravitated lower and is now at just above 2.0%. With the twin 
hurricanes recently devastating a wide swath of the US southern states, we should 
be ready for even worse numbers. The growth slowdown or geopolitical situa-
tion could carry over towards mid Q4, and that is whern we expect the risk-off 
phase to end. It will be just in time, as we expect the traditional Christmas rally 
in risk assets to make its appeareance again this year. The Christmas rally could 
extend to at least late Q1 2018, or even to the mid-2018. Then we reassess the 
prevailing economic situation at that time.


