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SUMMARY
›

We do not expect a sharp rise in US long-term real rates of the sort that severely
hurt gold prices in 2013 after the Fed hinted it was considering tapering its bondbuying programme of the time.
Indeed, our in-house scenario remains that US 10-year real rates will stay very low,
providing some ongoing support to gold price.
However, the near-perfect correlation between the gold price and the US 10-year
real rate since early 2019 has been fading since November, weakening our bullish
stance on gold prices somewhat.
While we think the Fed will likely dampen any notion of early tapering and
‘normalisation’ of its loose monetary policy, we have shaved our 12-month
projection for gold to USD2,050 per troy ounce from USD2,150.

›
›
›

All eyes on the Fed
Another USD900bn fiscal package in the US in December (with the prospect of more to
come) as well as the mass deployment of efficient vaccines, have induced markets to start
discounting an early tapering of the Federal Reserve’s bond-buying programme. This is
raising the threat of another ‘taper tantrum’ of the sort that badly hurt gold prices in 2013
(see chart 1).
CHART 1: THE GOLD PRICE AND US 10-YEAR REAL RATES (FROM 2012 TO 2015)
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However, we need to place what happened to gold in 2013 in context. Gold prices had
already declined by about 18% in the first months of 2013, even before Ben Bernanke
testified before Congress on 22 May of that year and mentioned the possibility of Fed
asset purchases being progressively wound down in the next few FOMC meetings.
Gold’s decline was particularly sharp in mid-April 2013, perhaps as gold price declined
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below closely-watched technical support lines. But it is true that gold fell another 12%
from 22 May, after Bernanke’s testimony, until the end of the year.
The 2013 decline in the gold price occurred despite strong jewellery demand, confirming
our long-held view that investment demand is the key driver of gold prices. In this
regard, the steep rise in the 10-year US real rates from -0.7% in April to 0.9% in
September 2013 (mostly due to a rise in nominal rates from 1.6% to 3.0%) made gold
significantly less attractive as a safe store of value, hence depressing investment demand
for the precious metal. The US dollar’s subsequent surge in 2014 and 2015, which was
linked to its strong yield advantage (the European Central Bank introduced negative
interest rates in June 2014), further weighed on the dollar-denominated gold price.
While we acknowledge that a taper of the Fed’s latest pandemic-driven bond purchases
could be an issue at some stage, for a number of reasons we do not expect the same
impact on rates, and therefore on gold, as we saw in 2013.
First, the Fed would like to avoid undue tightening of financial conditions. Indeed, the
US central bank is likely to be very careful about any tapering decision given the US
budget deficit has ballooned in recent months. Indeed, we believe the Fed is engaged in a
form of implicit yield-curve control, keeping a lid on long-term US nominal rates.
Second, the Fed’s monetary framework has changed since 2013. Last year, the Fed
introduced an ‘average inflation targeting’ framework, suggesting that in the absence of
strong and sustained inflationary pressure we may not have rate hikes for some
considerable time—perhaps not until 2025.
Finally, as mentioned, dollar strengthening pulled down the value of gold in USD terms
in 2014 and 2015. But gold labelled in euro and the Swiss franc generally reached a
trough at the end of 2013. Part of the dollar’s outperformance was linked to
desynchronised monetary policies, as the Fed was the only major central bank in a
position to normalise its monetary policy at that time. However, today monetary policies
are broadly synchronised. While some central banks may take more time to normalise
than others, a radical divergence in monetary policies looks unlikely in the coming
quarters. Furthermore, while the greenback was undervalued in 2013, this is not the case
today. In a nutshell, strong appreciation of the US dollar looks highly unlikely in the
coming months.

US long-term real rate to continue to support gold in the short term
We continue to think that US long-term real rates are the key driver of investment
demand, encompassing the opportunity cost of holding gold and its resilience against a
rise in inflation. Our central scenario that the US 10-year real rate will stay around its
current low level (-1.0% on 26 January) in the first half of the year suggests continued
support for gold. Indeed, we see scope for real rates to remain in negative territory for
even longer, meaning investors should maintain a healthy interest in gold.
That being said, a continuation of the global economic recovery will limit the downside
pressure on long-term nominal rates. With the US 10-year breakeven inflation rate
roughly five percentage point below its highest point over the last nine years, there may
also be limited room for US 10-year real rates to go much lower, especially as QE tapering
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moves closer. Indeed, our in-house scenario is for a moderate rise in the US 10-year real
rate in the second half of the year, when it could rise towards -0.7%.
Further US dollar depreciation would likely help gold. However, we see limited rationale
for a sharp decline in the value of the greenback this year (we expect roughly 4%
depreciation of the US dollar index from its current level at 90.2 on 26 January), so the
impact on gold prices should prove quite modest. Low rates could mean official demand
for gold recovers in the coming quarters. Still, this is likely to have a limited impact,
especially as the Turkish central bank, an important buyer in previous years, may remain
on the sidelines. Finally, while inflation could support gold, annual inflation would need
to hit roughly 6% to have a strong bearing on gold—something that looks unlikely in the
medium term. To the extent that a rise in inflation hastens normalisation of the Fed’s
monetary policies, a rise in inflation could eventually be negative for gold (although
rising prices could hurt global risk appetite, which would be gold positive).
To sum up, although we expect US long-term real rates to remain broadly supportive of
gold in the next few months, we are starting to be concerned about the ongoing gap
between the gold price and the price implied by US 10-year real rate (see chart 2). While
we acknowledge that this near-perfect correlation between gold price and US real rates
could not last forever, it nevertheless tends to weaken the bullish rationale for gold.
Indeed, despite very low US real rates, the unveiling of highly efficient vaccines against
the pandemic seems to have weakened the attractiveness of the yellow metal among
investors since November.
CHART 2: THE GOLD PRICE AND US 10-YEAR REAL RATES
Gold

USD per troy ounce

US 10-year real rates (inverted)

as %

2'100

-1.4

2'000

-1.2
-1.0

1'900

-0.8
1'800

-0.6

1'700

-0.4

1'600

-0.2
0.0

1'500

0.2
1'400

0.4

1'300
1'200
04.19

0.6
0.8
07.19

10.19

01.20

04.20

07.20

10.20

01.21

Source: PWM - AA&MR, Bloomberg, 26 January 2021

We are sticking to our thee-month projection for gold of USD1,950 per troy ounce and
our six-month projection of USD2,050, as a very cautious Fed will continue to help
depress the rise in long-term nominal rates. However, we are adjusting lower our 12month projection to USD2,050 (from USD2,150 previously), as even a moderate rise in US
10-year real rates from very low levels may weigh on the gold price.
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