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All that glitters:
the outlook for
precious metals
Gold, silver and other precious metals have posted significant
gains over the past five years. Can the positive trend be maintained
throughout the year or is it a time to start going short?

Objective
This report attempts to understand if the bull market in precious metals is set to continue.
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Introduction

Nominal Performance

Over the past five years the price of precious metals has
more than doubled; the surge has been attributed to a
combination of the following drivers:

There has been much discussion in the media regarding the
significant rise in the value of precious metals, particularly
gold, which touched a record high of $1030.8 per ounce in
March 2008.

An increase in global income and wealth: the rise
in global income, particularly from emerging market
economies such as China and India, has contributed to
increased demand for jewellery and precious metals.
Geopolitical tensions and uncertainty: global geopolitical
tensions generally trigger a short-term speculative rise in
the value of precious metals; a good example is the 1979
Iranian Revolution. In the run up to the crisis, the price
of gold rallied from $226 in December 1978 to $512 in
December 1979, a 126.5% rise in one year. During the
same period, silver surged 267.6%, from $5.93 to $21.79.
The recent uncertainty generated from the credit crunch
and the deterioration in the housing market has instilled
fear and contributed to the surge seen in Chart 1.
Inflation: rising oil prices elevate inflationary pressures.
During periods of rising inflation, the price of precious
metals trends upward. Studies conducted by the World
Gold Council empirically support the view that gold is a
long-term hedge against inflation.
Exchange Traded Funds (ETFs): the introduction of ETFs
stimulated demand for precious metals. ETFs initially
began as a bundle of equities tracking the performance
of indices and were traded on a stock exchange in the
form of shares. By 2004, ETFs moved into the precious
metal sector and by early 2007 nearly 22 million ounces
of gold were held in ETF accounts. By 2006, 18% of the
world’s investment demand for physical gold came
through ETFs. [1]
Depreciation of the US dollar: the World Gold Council
provides empirical evidence supporting the view of an
inverse relationship between the price of gold and the
US dollar. Over the past five years, from 28 February 2003
to 29 February 2008, the US Dollar Index fell 26.1% while
the price of precious metals soared – see Table 1.

Despite gold receiving most of the media attention, it has
not been the best performing precious metal over the
past five years. Table 1 shows that platinum and palladium
outperformed the precious metals sector over the past
year; during this period, platinum and palladium surged
72.6% and 60.9%, respectively while gold rose 45.5%. A five
year view, from February 2003 to 29 February 2008, reveals
that silver was by far the best performing precious metal,
up 330.8%. Platinum placed second with a 215.7% rise,
followed by gold’s 178.4% increase.

Chart 1 – 5YR USD Performance
of Precious Metals
Rebased Performance: 28 Feb 2003 to 29 Feb 2008

Data sourced from Bloomberg (25 March 2008)
Chart 1 shows the rebased performance of precious metals

Table 1 – 5YR USD Performance
of Precious Metals

This report will explore two main drivers: 1) gold as a
long-run inflation hedge 2) the relationship between
the US dollar and the price of precious metals. The final
section provides an overview of the performance of
precious metals and draws a line between uncertainty and
recessions.

Data sourced from Bloomberg (25 March 2008)
Chart 1 shows the rebased performance of precious metals over a 5 year period
NB: The price of precious metals is always quoted in US dollars per ounce
[1] The Future of Precious Metals, 2007 Annual Conference.
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Inflation & Performance
The effects of inflation should be taken into consideration
when discussing the long-term performance of precious
metals. [I was unable to derive inflation adjusted prices for
platinum and palladium as there was insufficient timeseries data]. For simplicity of analysis, I have adjusted the
price of gold to factor in inflation; see Chart 2 and Table 2
overleaf.
I utilised the consumer price index (CPI), an inflationary
measure, to derive the hypothetical inflation-adjusted price
of gold. Chart 2 plots the nominal price of gold, the CPI
and the inflation adjusted price of gold in February 2008
dollars over a 61-year period. For instance, the nominal
price of gold from 31 January 1947 to 29 February 2008
rose from $34.71 to $974.17, indicating a rise of 2,706.6% in
nominal terms. However, the price of gold in January 1947
would have ‘hypothetically’ been equivalent to $343.50
in February 2008 dollars and this would have translated
into an increase of 183.6% over a 61-year period. This is
equivalent to an average annual rise of 3%, marginally
above the Federal Reserve’s average annual inflation target
of 2%.

Chart 2 – Inflation Adjusted Gold
Nominal price of Gold in US dollars, Consumer Price Index
and Inflation adjusted price of Gold from 31 Jan 1947 to
29 Feb 2008
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Table 2 – Inflation Adjusted
Performance

Data sourced from Bloomberg (25 March 2008)
NB: The table above shows that the nominal price of gold over the past 5 years
increased from $349.95 (28 Feb 2003) to $974.17 (29 Feb 2008), a 178% rise in
nominal terms and 140% rise in real (inflation-adjusted) terms.

Gold as a Hedge Against Inflation
The World Gold Council provides empirical evidence
supporting the long-term relationship between the price
of gold and inflation. The report found that the ‘US price
level’ (inflation) and the price of gold move together in a
statistically significant long-run manner, proving that gold
is a hedge against inflation in the long-term. However,
certain shocks (possibly arising from geopolitical tensions
or uncertainty) may in the short-term cause the price of
gold to deviate from its long-run relationship; when this
occurs there is a gradual reversion back towards its long-run
relationship. [2]
Chart 3 has been constructed to illustrate the findings
of the World Gold Council. This chart plots the rebased
performance of nominal gold, inflation adjusted gold
and the consumer price index (CPI) over a 61-year
period. The yellow shaded boxes are periods when gold
underperformed the CPI. The sections circled in green are
troughs and mark the beginning and end of a cycle.

Data sourced from Bloomberg (25 March 2008)
NB: The chart above is for illustrative purposes only, the hypothetical inflation
adjusted price of gold may vary according to the measure of inflation used and the
period taken

The chart shows gold outperforming the CPI for most of the
period between the early 1970s to date, with the exception
of two periods: 1) a brief period in August 1976 and 2) a
longer period which practically lasted from August 1999 to
March 2002. This marks a cycle which lasted approximately
23 years.
Gold’s first significant deviation from its relationship
with inflation occurred during the run-up to the 1979
Iranian Revolution. This was a period of US stagflation
and characterised by a sharp increase in the price of oil,
elevated levels of inflation and high interest rates. I have

[2] Eric J Levin and Robert E Wright (June 2006) ‘Short-run and Long-run Determinants
of the Price of Gold’ Research Study No 32
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subdivided the cycle in Chart 3 into three sections:
From 31 August 1976 (trough) to 30 September 1980
(peak): the price of gold rose from $104 to $666.75, a
541% rise in just four years.
From 30 September 1980 (peak) to 31 August 1999: a
sharp correction came immediately after the 1980 peak.
Gold gradually reverted back toward the performance of
the CPI – substantiating the long-run relationship
identified by the World Gold Council and ending the first
cycle.
From March 2001 (trough) to March 2008 (peak): the
price of gold rose from $257.95 to $1030.8, a 300% rise
during a seven year period, marking the beginning of a
new cycle.
Gold’s 300% rise during this cycle is still short of the 541%
increase which occurred during the previous cycle. Does
this mean that there is further upside potential?
It is also worth noting that during August 1976 to
September 1980 the price of silver rose 375%, from $4.2 to
$20.1. Data for platinum and palladium was unavailable for
these periods. However, the current bullish cycle, which was
initially triggered by uncertainty and geopolitical tensions
in the Middle East, supports the view that all precious
metals could be considered a hedge against uncertainty.
This brings me to the following question; will precious
metals outperform if the US enters a recession? And if so,
which precious metals? The following sections will attempt
to answer these questions.
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Precious Metals & US Dollar
The World Gold Council report identified an inverse
relationship between the US dollar and the price of
gold [ 3]. Chart 4 plots the rebased performance of the
Commodity Precious Metal Price Index (CMPMPI) and the
US Dollar Index (USDX) over an eight-year period. From
January 2000 to February 2008, the US Dollar Index fell
30% while the Commodity Precious Metals Price Index
rose 250%. This clearly shows that a weakening in the
performance of US dollar results in a strengthening in
the performance of precious metals, and vice versa –
substantiating the findings of the World Gold Council.
Theoretically, the nominal price of precious metals will adjust
to a weakening dollar in order to reflect their ‘real’ intrinsic
value (assuming everything else is equal). However, it is
also plausible to assume that a weakening in the US dollar,
coupled with an increase in global income, especially from
emerging market economies, may have contributed to a
boost in demand for precious metals at some point during
this cycle.

Chart 4 – CMPMPI Index vs USDX
Index
Rebased performance of Commodity Precious Metal Price
Index (CMPMPI) & US Dollar Index (USDX) from 31 Jan
2000 to 29 Feb 2008

Chart 3 – Rebased Performance of
Gold and CPI
Rebased Performance from 28 Feb 1947 to 29 Feb 2008

Data sourced from Bloomberg (25 March 2008)

Precious Metals and US Recessions

Data sourced from Bloomberg (25 March 2008)
NB: The chart above is for illustrative purposes only.

[3] Eric J Levin and Robert E Wright (June 2006) ‘Short-run and Long-run Determinants
of the Price of Gold’ Research Study No 32

In the ‘US Dollar Report’ dated 17 March 2008, I explained
that the dollar generally finds support, and consequently
appreciates, during recessions. This occurs because the
market is forward looking and immediately starts to factor
in an economic recovery.
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Assuming that the inverse relationship between gold and
the US dollar holds, a US recession is likely to support the
US dollar and this is likely to push the price of precious
metals lower.
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Table 3 – Precious Metals During
Recessions

Chart 5 and Table 3 indicate there is an inverse relationship
between the US dollar and the price of silver, platinum and
palladium, especially during US recessions. However, this
relationship does not hold for gold; during recessionary
periods the price of gold and US dollar tend to rise
together.
This suggests that gold is not only a long-term hedge
against inflation and a short-term ‘hedge against crises’ but
unlike silver, platinum and palladium, a recessionary hedge.
In the long term, however, the findings of the World Gold
Council are justified as there is a visible inverse trend
between the price of gold and the US Dollar Index.

Chart 5 – Precious Metals During
Recessions
Log Prices of Precious Metals and USDX from 29 Jan 1971
to 29 Feb 2008

Data sourced from Bloomberg (25 March 2008)
Business Cycles sourced from National Bureau of Economic Research

Summary
Gold is considered to be a long-term hedge against
inflation; this has been empirically justified by research
conducted by the World Gold Council (June 2006) and
illustrated in Chart 3. This chart shows the performance of
gold reverting back towards the performance of the CPI in
the long-term.
In the short-run, the geopolitical tensions or periods of
uncertainty spark an uptrend in the price of precious
metals. The observation reinforces the view that precious
metals may be considered to be a hedge against
geopolitical tensions or severe crises.
The report identified that there is an inverse relationship
between the Commodity Precious Metal Price Index
(CMPMPI) and the US Dollar Index (USDX). This relationship
is also substantiated by the empirical findings of the World
Gold Council (June 2006) which shows that there is a
negative relationship between the price of gold and the US
dollar.

Data sourced from Bloomberg (25 March 2008)
Business Cycles sourced from National Bureau of Economic Research
NB: Chart 5 shows the log prices of the US Dollar Index against precious metals. Log
prices are utilised in order make it easier to identify trends on a single chart. The
yellow bars indicate recessionary periods, as identified by the National Bureau of
Economic Research.

During recessions the US dollar typically appreciates in
value and the price of silver, platinum and palladium
decline, keeping true to the inverse relationship mentioned
above. However, during recessionary periods the price
of gold and the US dollar appreciate together, failing the
inverse relationship in the short-run. In the long-term, Chart
5 does illustrate a visible inverse trend between gold and
the US dollar – just not during recessions.
This means that gold is not only a long-term hedge against
inflation and a short-term hedge against crises. However,
unlike silver, platinum and palladium, gold is a short-term
recessionary hedge.
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Opinion

Analyst Forecasts

In the short-term, the US dollar is likely to continue
experiencing some downward pressure. In addition,
uncertainty concerning a US recession and weakening
equity markets could entice investors back to precious
metals, triggering brief spikes.

Gold Spot Price - 9 April 2008: $923.05

Nevertheless, my overall impression is bearish for
2008-2009. I believe that precious metals have already
reached their peak and silver, platinum and palladium are
likely to experience a downward correction from current
levels, especially if the US economy enters a recession and
the US dollar starts to appreciate.
On the other hand, gold finds some support during
recessions, and appreciates - as shown in Table 3. However,
the rise is likely to be minimal since the increase during the
previous three economic downturns averaged around 2%.
As a result, investors would be better off shorting other
precious metals. According to Bloomberg’s weighted
average forecasts, the price of gold is predicted to ease
2.5% from $923.05 to $900 by the fourth quarter of this
year. During the same period, Bloomberg’s weighted
average predicts that silver will plunge 10.4% to $16.25,
platinum will drop 7.6% to $1,656 and palladium to fall
9.3% to $411.63.
Assuming the US economy did fall into a severe recession
similar to the stagflationary period seen in the 1980s, gold
(and possibly the rest of the precious metals sector) could
start to experience a sharp rebound. However, I believe
that this event is unlikely to occur; the Federal Reserve is
proactively reducing interest rates and has been successful
at managing the recessions that occurred after the 1980
downturn.
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Silver Spot Price - 9 April 2008: $18.13

Platinum Spot Price - 9 April 2008: $2000

Palladium Spot Price - 9 April 2008: $454

Based on the observations made by this report, the longterm trend for precious metals is bearish, but short-term
‘emotional’ spikes are foreseeable.
NB: The above forecasts are sourced from Bloomberg (9 April 2008)
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