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27/ Gold: A reappraisal, as the precious metal 
leads the risk off movement with the JPY.

There is a peculiar sequence 
in gold’s price-demand-
production dynamics, one 

that is also seen in some commodities 
(you also see this in crude oil, which 
has a slightly different twist)
--
(1) the prime mover of gold price is 
exogenous (coming from elsewhere); 

(2) the changes in the price positively 
impact the changes in demand (total 
and physical, including jewellery 
use), as well as the changes in the 
supply; and

(3) Gold is a Veblen good; as such, 
the higher the price of gold goes, the 
higher the demand (and the rest of 
the «fundamentals») rises as well.

Of course, the dynamics of Veblen 
goods are just as valid when the 
price of gold goes to the downside 
– its demand-supply variables also 
cascade lower in tandem. 

This is maybe why gold violates 
the «law of demand»: there is 

strong evidence that demand for 
gold is relatively elastic, that is, 
changes in price have a relatively 
large effect on the quantity of a 
gold demanded. And the elasticity 
is positive, as gold is a Veblen good. 
What all these mean is that what 
we think of as gold’s fundamental 
supply-demand-price balance and 
linkages are USELESS in forecasting 
the future price of gold – except for 
mine production.

Gold’s fundamental drivers : 

Changes in price also positively 
impact the pace of mine 

production, although there is a long-
acting feed-back loop between 
production and price, which seem 

to offer interesting avenues to gold 
price forecasting. The lag between 
the changes in price and the changes 
in these gold variables can be very 
long, from 3 quarters to as long as 10 
quarters. We now see evidence that 
the pace of production has slowed 
down (see graph ), and gold output 
has likely peaked for this cycle.

The chart shows that it is the delta of 
the year-over-year gold production 
which has been driving the major 
changes in gold price trends since 
at least the 1970s – and the delta 

is signalling that smaller annual 
production in the next few years 
will launch a new bull market in the 
yellow metal.

Why would mine production be a key 
variable in gold price forecasting? The 
answer can not be because of the 
yearly mine production’s size relative 
to the total supply of world gold. 
Mine production’s key role probably 
lies in its being the only real swing 

variable in the total supply dynamics 

of the yellow metal. Think of Saudi 

Arabia’s spare oil capacity as analogy. 

In the crude oil universe, it is the 
swing variable that makes the real 
difference when there is a supply side 
crunch. Since the stock level is more 
or less constant for immutable gold, 
the delta of annual mine output 
is, for us, the (swing) variable that 
matters on the SUPPLY side. 

Gold’s monetary drivers: Gold 
is universally considered as a 
commodity, and in fact is marketed 
as one, given its physical properties 
as a precious metal. But gold’s price 
behaviour owes to factors that have 

more to do with currencies than 
with other commodities. In fact, 
gold movement over the past few 
decades were more as an inverse 
manifestation of the US Dollar´s 
value rather than as a commodity 
per se (see the two graphs ). This 
is largely due to gold´s previous 
functionality as a currency during 
historical global gold standards, its 
use as a medium of exchange for 
centuries, and as a reserve monetary 
asset among today’s central banks 
(as it is bereft of credit risk and as 
good (if not better) than cash).
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Owing to its genesis as a money-
like asset, gold is very sensitive 

to interest rate fluctuations. The 
almost universal perception that 
rising rates spell doom for gold (as 
well as other commodities). But 
this is not clear-cut, and in fact 
the empirical evidence points to 
the opposite direction. There is 
compelling evidence that rising rates 
are favourable for gold and other 
precious metals (and arguably, for 
the entire commodities universe), 
after a long, distributed lag. It’s is 
clear to us that the impact of rates on 
gold runs through other transmission 
mechanisms, primarily through the 
US Dollar, or the data or variables 
that impinge the valuation of the 
US currency. The distributed impact 
may take a while to manifest, but the 
cumulative effect after a period of 
distributed lag is inexorable.  

It is generally assumed (wrongly, as 
it turns out) that there is a positive 
correlation between long-term 
interest rates and the US Dollar. 
There might be short-term positive 
impact from news of rising US rates, 
but those effects generally dissipate 
after a few days. The reality is more 
convoluted than an assumed, simple 
valuation boost to the USD by higher 
US interest rates (assuming other 
countries’ interest rates stay at the 
same level – which is unlikely at most 
times).

It is important to take a longer view 
on the impact of rising interest 
rates, especially its deleterious 
effect on US GDP growth. A firmer 
US dollar boosted by rising rates 
will as well directly impact GDP via 
the net exports component, which 
is computed as part of GDP. In 
the longer-run, rising rates, in due 
time, will negatively impact the US 
currency when domestic growth 
slows down. 

Distilling the correlation between 
interest rates and the US Dollar 

is not straight-forward as there is 
a reflexive (looped) relationship 
between the two variables. One 
of the most obvious is that rising 
interest rates improve the allure 
of the US currency, but that same 
upwards trend in rates makes US 
debt (government and private) lose 
value (price-wise), which discourages 
capital inflows and encourages 
outflows – both detrimental to the US 
currency’s long-term appreciation. 
So, it becomes a short-term positive, 
long-term negative situation for 
the US currency when interest 

rates head (up) during a tightening 
regime. Conversely, that is also true 
when interest rates go the other way 
(down), during an easing regime. 

The impact of interest rate 
on the US takes a long time 

before it dissipates as its effect is 
very likely transmitted via macro-
economic variables – one of them 
being the US Capital Account. This 
is illustrated in the graph below. 
The graph elements suggest that 
a rise in yields underscuts the USD 
6 months thereafter, as the Capital 
Account weakens. This deserves 
some explanation, as most investors 
have learned from “conventional 

28



28

wisdom” that it is the trade balance 
that impacts the currency the most. 
The traditional view is that a trade 
deficit in goods needs to be financed 
by exporting assets like Treasury 
bonds and real estate so that the two 
accounts balance out. Capital pays for 
the goods, and the country’s external 
balance nets out to zero. But the 
new reality is that the conventional 
wisdom is only applicable when there 
is no free global flow or trade in 
capital – which there is. 

There is empirical evidence which 
suggests that trade in capital is now 
more important than trade in goods, 
and that free trade in investment 
capital leads to imbalances in the 
trade account.

Richard Koo, chief economist at 
the Nomura Research Institute, 

documents his findings that “some 
95 percent of all currency trading 
now consists of capital transactions, 
with trade-related transactions 
accounting for just 5 percent of 
total activity. The market’s original 
role as a mechanism for preventing 
trade imbalances from getting out 
of hand via currency adjustments 
has been lost as a result.” If the only 
international financial transactions 

between two countries were to settle 
trade, the exchange rate between 
two trading nations would eventually 
compensate for differences in 
competitiveness. Hence, the trade 
balance was believed to be the 
main adjustment channel for the US 
Dollar’s relative value vis-a-vis other 
currencies. 

But adding free capital flows to the mix 
had destroyed that mechanism – and 
so the Capital Account is now one of 
the de facto primary determinant 
of the US Dollar’s relative valuation 
against other global currencies.   

Rising bond yields trigger a US 
bond sell-off by foreign holders 

of US debt (government and 
private), weakening capital inflows 
and increasing capital outflows. This 
weakens the US currency via the 
demand channel, a much more potent 
determinant of currency valuation, 
compared to simple, comparative 
interest rate diferentials.  We use the 
same analytic platform, and include 
Gold in the equation. Gold, the anti-
Dollar, fits very well into the matrix: 
rising interest rates should push up 
Gold prices after a distributed lag of 
6 months, as the USD weakens. We 
can also show the same relationship 

of Gold with bond yields, even after 
the US Dollar was stripped from the 
matrix. The chart below shows the 
lagged gold-yield correlation. 

Conclusion: 

Gold prices should be rising 
for the rest of the year with 

acceleration phases taking place 
during the risk off phases as gold 
remains a good recipient of capital 
flow when risk aversion takes place.

We can also tie up the lagged 
correlation between Gold and 

yields, via the impact of the bond 
term premium, and its inter-play with 
CPI inflation. When term premium 
rises (as CPI surges) yield-less Gold 
becomes less attractive versus bonds 
as the previously low yields go higher. 
But after a while (six months later, 
as optimum), as CPI continues to 
advance, bond prices have weakened 
to a point where continuing inflation 
rise will trigger bond sell-offs.  At 
this point, yield-less but credit-risk-
free gold also becomes attractive to 
inventors as one means of hedging 
the possibility of unexpected rise in 
inflation, which Gold can undertake 
very well, given its lead on inflation 
changes by 5 to 6 months.
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