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INTZRNATIONAL GOLD PRICE MOVEMENTS, 1372 — 1982

During the last decade, gold price has shown proneness
tc large and rapid fiuctuations. old pr@ce has changed at
particularly spectacular speeds in the latter half of the

' . |

docade, The dollar price of gold’?ncroasod moro than oight
times from a low of about $ 100 aﬁtounég in the summer of

1976 to a high of B 850 in January] 1980. In the following
eighteen months ending in Jung 198?, the,price declined to
less than ¢ 300 an ounco, i.q., tqlalmgst ohe-third of tho

peak reached in January 1980. Recently, between July and

September 1982, gold price underwent a mini-cycle, first

rising from § 300 to $ 500 an ounce; anéd then declining to
$ 400.

‘It will be recalled that Fe?ﬁeen 1934 and 1968 gold
price was mezintained at § 5% 2n ?uPce by the efforts of
rational monetary authorities;l/:0¥ icial attempts at con-
trolling_the.market price of gol& wéye, however, abandoned

in March 1968, The two~tier gollrpri§ing sys tem then came

into being: transactions in gol@ between national monetaty

authorities continued to be undefWTJtten by the USA at $ 35

an ounce; on the private market, gT;d price was left to find

its own level. In August 1971, thg two=tier syétem was also
! :

abandoned. The United States refuéed to convert oven offi~

cial holdings of dollar into.go;d ?t 3 35 ;n ounce, The |

official gold price ceased to exis% (except-for some account-

ing purposes), and though national monetary authorities have



centinued to buy and seil gold, no attempi has been made
by them to keep the free marklﬁ prics of gold within well-
defined Iimits. |

In this paper, we focﬁﬁion gold price movements during
the decade 1972 -~ 1982, i. e,i‘tpe period after the abandoning
of the two-tier price System 1m August 1971, The decade,

wo havo dindicatod, witnoosod lprge fluctustions in gold price,
o .

The fluctuaticns were, however,|not random. Gold price traced

out two principle Cycles‘dufin% the decade. Moving up from

. ! | .
1971, it reached a peak in December 1974, then fell till the

third quarter of 1976, rose ag?jn 1ill early 1980, after

which it fell ﬁp to June 1982.! Though we shall be concerned

primarily with these two Cycle%,‘We shall also indicate how
the recent mini-cycle between June and September 1982 could
i

be explained in terms of nur aﬁalysis aof the decade immediate-

ly preceding.

Several developments in %qud economy could have in-
fluenced movements in gold pric%. our study, however, has
led to conclude that‘the gold p?ice cycles in the last
decade were generatbed principal%y by speculative b;haviour.

The speculative behaviour, in turn, was influenced by cyclical

forces in the world economic sygtem.

However, gg_we Shail notef_an earlier study, covering
a much more extended period, ind.cates that gold price has,
f: the pubt, not guite respondéd to cyclical economic¢ forces,
During the decade under review, jertain special features of
internat;onal gconomic developmeﬁts, directly or indirectly,

seen to have had an impact on gold price.



The paper is, thereforc, organisced as follows: In
section 1, we highlight the mdjor changes in the world eco-
nony during the last dgcade. Section 2 attémpts an ahainis
of the ﬁresent international éold market and assesses the
relative iﬁportance of the vafious major supply and demand -

[
‘ . q .

factors. Section 3 concentrates on private 1nvostment

demand for gold as diotinet from tho domand for Jowollery,
"acntlstry aqd 1ndustr1al purpcies, It is in this sectlon
that we discuss the role of sp:;r'acglation. The three sections
which follow analyse the impac éf factors possibly influ-
eneing ﬁpoculution in gold. qu factors wo discuss are

i) inflationary expectations, ii) cxchange rate fluctuations
and iii) interest rates changes. Gold price movemeﬁts.bet—
weeon July and'sépﬁember 1982 arj analysed in Section 7, The

paper ends with sonc concludinglobscrvationS.

Secticn 1: The ;ntgfnationalién&ironment

! .

The following features o %the world economy during
the decade, 1972 - 1982, arc wo

&h noting:

1) There was an almost steady deceleration in world pro=-
duction and trade. (Sec Tablé ] j; This was accdmpanied bj
: .

increcasing unemployment ratcsl I n:the OECD countries un-
employment rate.doubled from 2.6 |per cent in the 19605 to
5.3 per cent in the second half £ the 19709, and is proje—
cted to incrcasce to 8 por cont 1& 1982;—/ Tho docoloration
in production Waszﬁgﬁghpanled by rlslng inflation, The
average inflation rate 1ncreasc& to 8-10. per cent in 19708

from 3-4 per cent in the 19601,



2) There was at the same +imb, a large growth of the finan-.
c¢ial superstructure. 'Total outs Lnding interndtional.bani clain
srew ot 25 per cept per qpnum:i‘%? gross térms international ban
asoets  increased from gbout 351\%.b$11i0n on 1970 to more

than $ 1500 billion in early 1482%9.116. in net terms (i.c.,

not of inter bank transactions) {rom about § 100 to about

% 1000 billion over the same peri da é/

3) The increased financial}a?tivity Wwas accompenied by
v . ‘ ]

greaster financial instability, jag(roeflocted in volatile

interest rates and exchange rates: The world moved from a

system of fixzed exchange rates to|a System of floating ez~

ehcnge rates, partially in 1971 and almost tofdlly in 1973,
The volatality of exchange ratesi%artlﬁ reflected financia}
sncculation. It élso‘;eflected ?aried national growth pers
formances and policies. Moreoveﬁ;the higher inflation ratgs in
the 1970s were accompanied by greater volatality in national

inflation rates as well as sreatdr divergences between

natcional inflation rates.

4) OPEC, the cartel formed by the major petroloum pro-
ducers, cffectively demonstrated dn 1973-74 and in 1979-80 its
ability,to enforce substantial dibcretg increases in tho-
nominal price of its petroleum exports andﬂthereby achicve

conziderable improvement in its terms of trade.

Segction 2: The gbld market

It has been estimated that the cumulative aggregate

of zold ever mined would probably be in the range of 90,000



to 116,000 tons. Of this aggrégate; |more than 60,000 tons
are possibly available toda} in tﬂe!fo:m of official and
private hdldings of bullion,. gold‘aﬁ& jewelypry, Approxi-
nately half of the available stock,|{.c. about 30,000 tons,
is hold in the form of reserves by bbtional monetary authoe-
ritics .&/
The annual new supply of gglﬁ in the 1970 has_been
in the rango of 1300 to 1600 téns;?y The new supply, there~
fore, forms less than 3 fer cent offex;sting aggregate stock
and about 6 per cent of monetary sﬁock. The Russians produce
around 300 toné and the Chinese about 50 tons every year.
The rest of the new supply comes ffom the non-communist coun-
triocs, In rgcenﬁ years, South Afr;éa has been producing
650-700 tons, waich is about 70 per cent of ngn-commuﬁist
vroduction. Aggregate non—ccmmuniit.production has however
terded to decline over the 1970s, %rimarily on account of |

2 continuous fall in Sbuth African:production~fqom 975 tons

in 1971 to 650'tons in 1981.§/

Qur discussion below relates only to the non~communist
gold market. The total annual>5upPly of gold in the non~
communist countries for official aﬁd non—-official uses is
obtained as the sum of current production in the non~commu-
nist countries and the net éxports!of the communist countries.

This aggregate, when adjusted for p?ficial transactions,

%}

gives the annual gold supply for privete purposes,



On the demand 31de,‘aejellery dcmand, though fluctua-
ting, has constituted most of (the prlvate demand., In five
of the 11 years between 1971§énd 1981}“§8‘5}1§?y demand was
-around 1000 tons, which workéd.out to 80 pér cent or more

of the available supply for private uses, The demand for

jewellery, nowovor, fell to'éd low a8 120 tons in 1980,
which was {5 per cent of available supply. Between 200 and
250 tons have_each year beenltaken up by dentistry and in-
dustrial uses. The fest has gone into coins and bullion

holdings. The last category of demand, i.e., the demmmd

for bullicn, is derived as 2 residual.

For the purposes of oﬁr analysis we refer to the

demand for jewellery; dentistiry and industrial purposes as

constituting the current conqumption demand for gold, and
)
the demand f£or coins and bullion as constituting the invest-

.moent demand for gold,

The relative imnortance of supply and demgnd factors

In the charts that folllow gold price has been plotted
againgt gold supply and non~official demand components.
Here, as in further gnalysis, gold price (expressed in US
dollars) has been deflated by ihe UN export price index
of manufactured goods (which i3 also based on ﬁS dollar

| A
PrLaon). Thin dolflatbion hnA Lon porlforapd in order to

isolate factors operatlng 1n tLe gold market from influe-
ences on gold price reflecting only changes in the US

dollar exchange rate or géneral'inflationary trends, The



manufactured exports price indéx|has Been used as an index
of general inflationary trends th the undexutending that
pricesin the manufactures sectoyp|set the race to prices in

other sectors,

Prom chart 1 it may be sbten that cyclical mqvcmonts
in‘gold price can be_eXplaiged ??ither by variations in aggre-
gate supply for official and no%;official purﬁoses,'nor by
the variations in the supvly oniy to the latter. The current
' consumpiéion demnnd, i.o. the domand for jGWQllery, dontiatry
and indgstrial uses, is also unpble to explain gcld price
thangcad. (%ee chqrt 2.) Indeed, there appears to be an
inverse relationship between consunption demand and real
gold price, which indicﬁtes tha# gold price influences this

demand rather than vice versa.

The demand for bullion a}onc, whichas indicated above
is derived as & residual, seems?to {follow the curve of the
rcal gold price reasonably w.ellii; Mo;'eover, if this demad
is expressed. s o proportion of the supyly to the non~commu-
nist private sector, {there appedrec a very clpse co?respondence
petween the direction of the yeap-to—year novenents ¢of gold

vrice md the demand for bullion. (See chart 3.)

If to bullion demand we IT& the demand for official

coliw Lo roprosont the aggrogut¢ investment doemand ror gold,

we find that the gold price movTT‘almost completely in sym-
pathy with the investment demdn . (See chart 4.) It%, there-

fore appears that gold price duting the lasv decade ha¥ been



determined primarily by changes in investment demand,

Scction 3: Investment demand for gold

Often investment demand is thought to consist of two

components: a speculative demend (in expectation of a (rela-
tive) price riso and hence a capital gain) and hedging demand
(also in expectetion of & (rglative) price rise but more with
a view to preventing a loss in the real~value of assets (par-
ticularly currencies) held). Following Machlup, however, we
regard all of investment deméhd éqr gold as speculative in
nature reg;rdless of whether it is in anticipation of price
rise of gold or to insure against éxpected.;gss in the value
of other assets. According to Machlup: ".;. any purchase
of gold in expectation of an igg?ease in its price shall be
characterised as speculative |, .o Moét buyers of gold, seekw

ing merely protection against inflation, do not regard them;

selves as speculators; but for|purposes of analysis it mazkes

no difference whether a puréhrser wante to avoid loss from

the depreciation of money or Tﬁether he seeks capital gain
from tho appreciation of gold,¥ (Machlup 1969, pp 333 and

340) .

Factors affecting speculation:

Wo have Lhat gven @ld] prico in tho last dooudu Lo
been determined mainly by investment demend for gold which,
as Wwe have noted, is altogethe$ speculative in nature. That

then raises the further question: what are the factors in-



fluencing speculative demand fori gold? In the currenf in-
ternational eéoﬁOmic_environmenﬁ; gold prite may be expected
tO'riSé‘whéﬂ: é) ;éf;gticnary éﬁpectations are generated

on adcéunéldf rapidly rising pere; and bY %xchange-ratgs
“fluctuate rapidly. The first fgctor creates an expectation
of &cpreéiation.in the ?glue of lcurrencies. The\second TOw

‘flects uwncertainty in the expected value of curroncies as

well as general uncertainty in the economic environment,

'

Higher inflationary_expoctationsiand exchange rate fluctua-

tiond may, therefora, be expect ‘to’ redult in Some movement

}

out of currencies. Such moveme i:out'woﬁld, in- part, create
. _ } ; A ; .

greater investment demand for:gp d, raising the gold'p:ice;l/

On the other hand,'Sinée“old is a non~interest bear-

. ’ ! [
ing asset, large increases’in.1T erest rates may be expected

to discourage holding of gold

E en the expectations with

respect to the appreciation in the! price of gold,

"In the following sections| we, therefore, discuss the

influence on gold price of inflhtionary expeciations, un-

certainty in the foreign eichaé%g'markets and interest rates

changes. In discussing changes}in interest rates, we also
|

1 O

got some clues to understanding the cyclical behaviour of

gold price,.

Scotion 4: Inflationary expectations

How do -the rate of inflation and the inflationary
expectations react on the ihves&ment demand for gold? This

is the guestion to WEich'%His'gection is. gddrcssed, .Assuming
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that inflationary expectatTons arc based on the rate of prip
increase in the previous year, we ﬁi:5£;gbnaider petroleum'
price increases since.thes¢ have significqntly Qontribuéed

- to inflatioﬁary expectatioTs in the last decade and then
look into the overall inflT'ion rates, as reflected in tho

movements of the price indTﬁ of manufactured exports,

Petroleum price

. In chart 5, real gbjd price has beon plotted against

. {
vear. It will be noted taat in a number of years gold price
EEE

and the rate of increase or decrease) of petroleum price

the rate of increase of nb imal petroleum price in thﬁ previous

move in the same directiop. However, the correspondence is
not complete. Tﬂis may be seen more sharply from chart 6
|

which has been plotted using| quarterly (rather than annual)

observations. REssentially,) petroleum price change "explain"
the accentuation of .the uptkend in gold price. They do not,
however, "explain" the_gjg;j'of the uﬁtrend. This is so parti-
cularly for the upward phase:of the sccond cycle starting .

i
towards the end of 1976. Egtroleum-price remained steady

i

in nominal terms and declinéd in real terms as gold price

began to move up,

Gonaral inflation

| .
In chart 7, regl gold price is plotted against the
rate of inflation (rate of growth of the export price index

of manufactured goods) in the previous year. -The rate of
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inflation in the previous yecar shows a close relationship

in directional movements with the real gold price., Iw parti-
cular, the two curves trace out the samc 'éyc¢les. However,
the relationship fails to hold in 1979-80, The large rise
in 1979-80, we find, was related; not to the general inflation
rale but to inflationary oxpectaltionz based on tho sharp riso
4in particular commodifies -of pﬂi&icai importance, such as

petroleum {which was discussed |apove) and food (mee chart 8).

The implications of the jpbscrved rolationship betwoen
general inflation end gold price should be noted. In an ip—
flationary period, the real gold price has tended to increasec.
But the real gold price is thi mbminal gold price deflated
by the price index of manufaétukbd exports, which is also
the index we have uscd to measurb.general inflation. Thus
in an inflationary period, the nominal gold price has tended
to increase faster than gemeral inflation, i.e. the purchas-

ing power of gold hos increased.

Barlier exverience

It is worth noting at this point that the upward move-~
ment of real gold price during a period of boom in prices is,
historically speaking, a new development. Jastram, who has

studicd the history of gold price betweon 1560 and 1976, has

concliudead:

"Po repeat, the evidence is convincing e..:
when inflation set in, the purchasing power

of gold declines" (p. 172).
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Also,
".es gold is not a satisfactory hedge
against inflation (but does very well

in period of deflation) ..." (p. 178).

prico
According to Jastram, gol@[hasb in general, not matched the

cyclical swings in prices. Dukihg the upward phase of a
price cycle, gold has lost its purchasing power. During the
deflationary phasc, gold has continued its oteady risc and
the

caught up, so to say, with/general price level, thus main-
taiping its purchasing power over o cycle and in the long
run. However, Jastrom himself notes o deviation from this
behaviour in the first half of the 1970s ( Jastrsm, 1976,

p. 172), when gold increased ites purchasing power in. an in-
filationary phase. Our findings, covering the whole decade

of the 1970s, show that 2 pattern of the first holf of the

scventies has continued into the sccond half,

The relatively new phenomenon of real gold price ris-
ing in a period of cyclical upswing is duc probably to the
growth of the financial superstzucture (referred to in the
first section above). HMoreover, it cannot be overlooked that
inflaotion in the sSeventies has co-ezisted with deceleration
in preductive activity, a phenombrnon ofton reforrad to na
stagflation., Could it be that speculative investment in gold
offers higher expected returns than productive activity in

such circumstances?
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Scetion 5: Ezchange rate behaviour

After the Second World War, the US dollar emerged as
the moét imporfant international currency. The doilar's domi-
nant position arcse principelly from the strength of the US
ceconomy: ito large share in world production and trade, its
well-developed finaneial markets and its stable price level.
L13c, the fizxed exchange rote system that was hommered out
at Bretton Woods zecdorded to the US dollar the role of the

ono znd only resorve curroncy.,

In the 1950s, dollars pecessary for financing world
trade omd for building up international reserves were in
short supply. However, with the US cxporting a lorge amount
of long term capital and later running lorge current account
deficits in addition, dollax balances outside thé US grow
rapidly and by the mid = 196Dk, tho dollar begon to come
under pressure, The US foinLrits monetary gold stock deplet-
ing in its attempt to mainkaih the gold value of dollar
(@ 1/35th of an ounce), Ih 1971, therefore, the US suspended
dollar convertibility in gold and also devalued tho dollar.
In 1973, the "fixed" eoxchangb rate system itself was aban=-
doncd in favour of the "floating" exchange rate system (under
which market forces, subject to cecatral banks! intervention

from time to time, dotormine the exchange rnte alignments).

It was only to be expgcted that with the freeing of
zold price and exchange rates, asset portfolios of the central

banks and private investors would change. A financinl port-



folio may be changed either to [increase -the expected rate

of return (or yield) or to reddds the riskinés of the ex-
pected yield. A recent study shiows thﬁﬁﬂﬁﬁé'§trupture

of expected real returns of curgencies changed in the 1970s
creating a strong incentive tolgove out of the dollar into
obher curronclon, mainly Douteld Muvk, Swioco Pranc and tho
Japancse Yen (soe Dornbusch, 1980). The share of the dollar
in the foreign exchange reservés of national monetary authos
rities declined from 87 per cent in 19763 IV to 61 per cent
in 1980: IV. Over the same period, the share of the‘Deutche
Hark incressed from 7.to 11 perﬂcent;-of the Swiss Franec
fron 1¥2 te 3 per cent and of the Yen from 1 to 3 per cent,
The share of;the dollar in international lending declined

from 74 per cent in mid - 1976 to 6% per cent in mid ~ 19803§/

Similarly, Kouri z=d de:HMacedo (1978, p.122, Table 1)
have estimated that over certain perinds in the 1970s gold
would have had a higher rate of return than any currency.
Exﬁectations based on such high realised returﬁs pfoﬁably
created an incentive to diveréify.into gold and contributed
to the secular rise in gold prliice, a8 seen in the higher

peak of the real gold price id the second cycle:a/

EZichangze rates! volatility

But can oxchango ratv movomontn throw any light on
the cyclical movements of gold price? Tp examine this question
we looked into the fluctuations! in exchange rates. The mea-

~sure of fluctuations’ used wps the standard deviation of monthly
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percentage changes in exchange rhtelg/and it was applied t
the §$/Di exchange rate. PFrom Table 2 it may be seen that
“the reai gold price has'incredséd‘with increasing exchange
rate fluctuations and déclined %ifhvdecféaéing cxchange
rate fluctuation;ll/ The exchange rate fluctuations traco

~our the same cycles as the gold [grice.

The relationship observed Heeds to be explained. On
the one hand, it could be argupd khat rising exchange rate
fluctuations croate an incontive ito diversify the asset
vortfolio in order to minimise' riipk. Because of the hea&y
.concentration of the dollar in asset portfolios, diversifi-
cation basically implies a movempnt out of dollars inmbo
either other currencies or into gold. Thus in a period of
increasing exchange rate fluctuation, the investment demand

for gold riscg, and.hence gold price goes up.

However, it ﬁould also be noted from Table 2 that
fluctuations in real gold price (estimated in the saze way
28 oxchange rate fluctuations) are consistently grester
than the exchange rate fluctuations. It, therefore, hardly
S coms right to argue that diversification out of currencies
into-gold.iﬁ‘periods of highly‘flucfuating‘exchange rate is
primarily a risk hinimiéing»movejéht;

It should be poted in this| context that though gold
price fluctuations .have. been gres:;er than exchange rate flu%
ctuations, the twp. have tended to increase and decrease to-

gethar;lg/ Thus, it could be interpreted thaot the two sets



16

of fluctuations are basiCalLT indices of uncertainty in the
world ecconomy., ILncreased uﬁcertainty creates greater in-
centive for speéulation. Hénce in periods of high uncerfain-
ty, as reflected in . the hlgg fluctuatlens, the 1nVGstDant

decmand for gold goes up andl gold price, therefore, rises.

To link up with our brevious dection it will be notod
that higher expectation of ﬁnflation rates has in genera}
becn accompanied by greater uncertaint&, both rejnforcing

the incentive to invest in ‘gold.

Irn 1981, howaver, olchango rate inatability rose while
inflayiOnary expectations j 2lined, Gold price fell, presu-
mablf; undef the combined ;ﬁfluénce.q? lower inflationary
expectations and high inteﬁest rates w@ich had raised the
oyportunity cost of investqpnt in gold. The large exchange
rafc fluctuations which co ﬁiéted with the fall in gold price

and inflationary éxpectafiqns reflected volatile interest

rates and major divergences in national interest rates.

In the next sectlonJ we examine in some detail the

influence of interest rate on gold ‘price.

Section 6: " Interest rate agggg

Since gold does not(Tarn an interest, a rise in in-

terest rates, ceteris parlbus, reduces the attractiveness

of gald vin—n-vin intoront arning nsaots of compnrnblo liqui-

Cl , ‘
dity. We plotted intereétl ates (US 3 month money market)
against real gold price.! { ge charts'g and 10.) The charts
are quite striking. Instepd of the inverse relationship that

may be expected from the-appve coteris paribus reasoning, the
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two‘curves move reasonably par?llel to each other, interest
rates showing the same cyclicai.tendency. (This may be seer
particularly from 6hart 10 whe%e'moving averages have been
plotted to smoothen out tempor;ry f;uctuations.) Only from
the first quorter of 1980 to tge first quarter of 1981 do

Intorest rates md gold prico move in opposite directions,

To explain the positive correlation between interest
rates and gold prices, which held over most of the ldst decade
we make a digression into the rolationship botween business

|
cycles and interest rates.

. . I
Business cycles and interest rates
i

At leest as far back ay Marshally it was noticed that
intcrest rates are positively dorrelated with business acti-
vity over most of o busincss ycle.lé/_ﬂ more recent state~

ment has been made by Cagan:

".use at first investor% look favourabiy on
capital projects dasPiée the_accoﬁpanying
rise in interest rates: but.if the rising
cost of capital eventus ly excoeds expect~
ed returns,.the resu#ti#gredﬁcfion in in-
vestment expenditurejcpgld'bring a down-

turn in business activify. Then as the

downturn gathers mom?n‘Fm, buainons proQ-
pects dim even fgrﬁh%r‘ d the remanants

of optimism fade. IﬁvL fment undertakings

previously held backfbyjhigh interest
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retes no-longer appéaFYattractive even
when rates are muéh?lrrer. If cutbacks
in demand for capitall funds are large, in-

terest rates will deciine."@légan, 1969, pp 3-4.)

To return to our basi; theme, it aﬁpears uﬁlikely
that the invesfment demand f%r gol@ is large enough to pull
up or push down the interest!rateS. A nore plausible expla-
nation seems to lie in the Qasiq positive link between inter-
c3t ratea and oconomic actifity. That this link also hold.
in the last decade may be"seen'ffdm charts @ and 10, where
world trqde has been used a; a proiy for general "economic
activity. The reasoning ther proceeds as follows: a rise

_ihé last-décade increased the
demand pressure in the markﬁ?s for good gnd services and led
to an acceleration Ef.priceﬁ{ this raiséd.inflaﬁionaiy.éx—
pectations and created greatier uncertainty, which in turn
had the effect { as discussed| above) of raising the gold

price; increased economic agtivity also increased demand for

funds, which led to'rising interest rates; gold price and

interes# rates were thus seen to rise toge%hor; on the
downward phase of the busindst cycle, interest rate and gold

|

price fell as the demand prespure in the cnpital‘and goods

markcts respectively declinedl.

While this appears Fd_%e the gemeral picture, in

1980-81 there was differenc .l prnomic ectivity ( o8 measur-
ed by the world ftade inde%)_btagnated after having grown

only -marginqlly'j.h‘the preHohls_z; year. Tl_li's put a downward
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pressure on prices. The coﬁs%'uent decline in inflationary
expectations would have pushe% gbl¢ price down in any case,
In addition, interest ratesg ﬁ ich normally decline (witﬁ a
short lag) after general ecqonddic activity siows down, did

not fall; insteoad they rosel |The risc in interest rates

despite weak demand corditions has been ascribed to.the
. . - ! ’

effects of the current US economic policy. For our purposes,

it would appear that hlgh 1nt? est. rates reinforced the effect

of lowor inflationary oxpectntionﬂ in pushing down gold pricc,

Secticn 7: Recent gold pricelmoveggnts

In our discussion thus{far, we have not considered
ths influenée on gold price of political upheavals, wars,
national bankrupfieS, runs on‘banks gtc. Such special events
do influence gold price ond sometimes quite considerably.
They bring in an additional element cf uncertalnty ond tend
to *ulsnggid leCe. Our jusﬁification in ignoring these
gvents in exPlalnlng thg pric;‘movements over the last decade
lies in that thesec special cvents do not explein the long
term gold price movements; their inmpact dis of short duratiop,
however large may be the immediate maognitude of that impact,
Such events qnly modulate theipnderlying movements of gold
price. Thus, the Iran-Iraq confrontation which broke up
during the upwerd phasé of go;d price cycle possibly croatod
an additional unéertainty and;led to gold price sky-rocket-

ing to § 850 an ounce in January 1980. On the other hand,

the Polish crisis, which had gt least a8 much international
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significance as the Iran-Iraq crisis, occurred during a

period when -gold price wes on /the downward phase: = although

tﬂere were some. blips in the gpld-price greph, no new record

. I
levels of gold price were reacped.

o
i
|

It 45 not boing suggest

term movements one can altOgeffe

4 that in\discuasing long=

r ignore either the offect

of special eventis or the signifficance of short-term changes

in gold price. Indeed, short (b

carelfully, but their significan

ern charges need to be studied

cc can best be understood in

the framework of basic long terz trends,

We noted at the outsét %hat, gold price havinglreached

‘& sort of trough around 8 300 |4

words in Juyne 1982, Till ea?ly
and reached a peak of 2 little
, : |

then it has shown a tendencyiqn

n ounce, started moving up~

Septomber the price rose

bver § 500 an ounce., Since

ce again to decline, though

-l
i
it has not fallen gignifican&ﬂﬂ-below $ 400 .an ounce.

These recent.gold priF
partly to changes in-intefes% T
lower intcrest rates reducerkh?
therefore ‘erhanco’ ‘the demand E

Broadly the rise in gold price

nbveqents may be related
ntes, As we discussed above,
cost of ﬁqlding gold and the
or gold, pushing its price up.

from bthe third week of June

|

£o 2arly September was actompa

and the subsequent fall-in gold

edging up of interest rates.

I

ed by falling interest rates,

price was accomponied by an

But interest rates were clearly

not the maih influvence. It is; significant that while gold

price started rising in the third weelk of June, interest
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rates started falling only in th

The risc in gold price;fﬁ

scems to Lave followed tho bechav

commodity pricq
|

the third weok of June, metal pr
| t

Prom carly 1580,

¢ first W@ck of July.

om the Iaddigihalf of Junc

iour of commodity prices.

]s had been falling. But in

{castarted moving up and

2all other commodity prices hardined. Between June 22 and

July 20, the Economist index of(@etal priﬁearegistered an

improvement of 13 per cent whilo
commodi Ly pricce indox_remained <}
this stage what this partial rev
trend was due to. But it appeaxr
to inflationary expectatiéﬁs and

vostment demand for gold. It ié

Sentomber both gold pricn and fh

Though interest ratcs a?m
have influenced the recont mini-
large omplitude of the cycle is

. !

Mexican payments crisis and th?
' l

1

on dobt by cthor developing covn

intornational barks. Tho sharp

- |
~in August (of the order of $ 100
by Mexico's +troublcs with the ¢

tion of resculng Muxdlco wan fnot

c
:
B

t

all other components of the
tablc, It iz not cloar at

orsal in the commodity price

s likely that it contributed

ence to a rise in the in-
orth noting that iao

el commodity price irdex fell.

pommodity pricea sceom to
&clo in'gold pricc, the
Ebbably cxplained by the
pbscequont fears of dofaﬁlt
ri@ﬁ heavily indcbtod to

i

i
appreciation in gold price

ounce) was set in motion

ommercial banks,. Though tho opera-

1lanoounsly mountod by tho

. i .
Bank of International Scttlemonts he price of gold con~

timued fo rise into the first wedk of Soptember as the fear
. ‘ '

spread that other major develoPi%g.country borrowers, such
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as Braﬁil,.Argentiha and Chilc, werc about to déefault onm

their debts.l&/

The Mexdcan crisis came jhen gold pricc was moving
ups So it appeers that the rejaption to the Mexican nowe
only uxaggcrdtod for a while tho trcnd'whicﬂ had alrondy boon
sot. The sharp fall thereaftdf represcnted a correction

. |-
adjustpent to the exaggerated upward movement.

Conclunions

Our study of the international gold price movémentslj/
indicates that the real gold price (nominal price deflated
by the price index of manufactﬁred'exports) moved in a cycli-
¢al Taohion during the last decade. The gold price cycles
wers, it appears, caused by SPFculativo investment in'gbld.
The speculative behaviour, in kurn; Waé influenced by the
underlying cycles of economic pctivity (;hichrwero represented
by the index of world trade). Increésing econonic actiﬁity
genorated:inflatidnary expectaﬁions dnd incressed the extent
of uncerteinty (as reflected ih increased éxchaﬁge rate and
zold price fluctuations), An“fincentive was thereforo, creat-
ed to increasc speculative invkstment in gold, which then
pushed-up- the gold price. -Decreasing economic'act;vity had
tho opposlte offcct.

In general, wé found thbﬁ intercst rates did not have
a signifiCaht'daﬁpeniné effeét‘bﬁ gold price. Rising econo-

nic activity Had the effect of|'pulling up gold price and
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interest ratcs simaltaneously.} I the face of Inflotionary

cxpectations and greater uncertainty, rising intcrest rates
were net able to pull down gold T#ices. Also, in 1974 - 75,
falling activity simaltancously had a doprossing effect on

gold price and intercst rates.

Since mid-1980, however, %ntgrest rates have beon high
( risinz sharply over certain perﬁods) even under strong deflao-
tionary conéitions., Thus gbld price has been under the double

depressing influence of a doflatﬂonary gituation and high

interest rates.

That speculative inveétment should have been the domi-

nont influence on gold price reflgcts, probably, the greater

[
oppoertunities for finaneial specu?ation and reduced expected
returns from productive activity in the 1970s and early 1980s.
ggainSt the background of the re;ffively new phenomencn of
"stagflation" {long term decelar&£ion in production and rising
inflation rotes), cyclical movementé in economic activity crected

16/

strong incentives for speculation |in gold.,—

The recent buoyancy in gold price, after the sharp
foll t1i1) June 1982, raises the guestion whether gold price
|

nay now be expected to rise for so E time. ‘Qur analysis

suggests that in the shbrt term glF price is unlikely to
rise significantly since world e%o'mic anctivity, according
tq present projections, is unlik%l: fo rise, and interest
rates are not likély to fall mucﬁ £b¥e; In the short run,

gold price will rise only if some ihtiernationnl crisis deve—

lops, but such a rise may only to |tedporary.
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For the lpng-zun; othe?
Experts who forecast an upward
cipally on three factors, Fiﬁs

major breakthrough in either n

factors have to be considered.
trend in:gold price rely prin-
tly they do not foresee any

nual output or release from

the Soviet Block. So now Supﬁlieﬂ of gold are oxpected to

gtablise at the current levely

ties, which at one time played

Sgcondly, monetary authori-

a significant role in the gold

narket, are not exzpected to release monetary stocks of gold.

Thirdly, investmont-cum-spoculat
i

ivo domand for gold is ox=

vected, with all its ups and &wns, to maintain a rising

c

trend.

Even essuming that the

i

immediate prospect of,expandg

arc not quite beyond doubt. ! MHe

ow supplies of gold have no
, the other two assumptions

‘major sword hanging over

the gold morket is held by thd monetary nuthorities who, as

indicated ‘above, control almFﬁt
The more they hold on %o theg
tary use for it.the greater i

They may sta;t divesting fhem &

divestment would, ofcourse, de

gold's monetary role -and the.

half the world stock of gold,

sﬁbck without haviﬁg much mong=—

fhe'liﬁelihood'that ohe dﬁy

Fves of this stock, Such a

end upon the percoptionrof

gree of co~operation amongst .

ﬂe
monetary authpritiéslin the lilquidation of monetary gold,

should thoy decide on that cou

Tr8e.

Also, the cssumption that Speculstion will oxercise

an upward pressure on gold prije

e depends not only on the

judgement of investors on'the,iikely'Iong term'étfutOgy of
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nonetary authorities but allsd lon the long-term rtrends in
cconomic activity, particulaxrlly .on the continuance of "étag—
flation". The path of the irtkrnational price of gold is

not as cloarly indicated as ih gomotimos suggostoed.



Foot notes

(The authors are grateful to C. Ajaydkumar for his statis—

s

9/

tical assistance)

After 1961, Gold Pool was the institutional mechanism
for koopins tho nominal prico of gold at a constant
level. Tor details, see Einzip, . 1972, pp T0 - 73.

The OECD Observer, March 1982, pe 9.

The figures are collpcted by the Bank International
Settlements, and rephesent the external positions of
banks in the group oF Ton coun@ries, Switzorland,
Austria, Defmarl, Irglond and Some off-shore branches
of US banks, .

i

The details above az? from Govett and Govett, 1982,
pp 87-88, &

The statistics on'gold supply and demand flows used
in this section are from Commerce, pp 1116 = 7,
which, in turn, has teken the figures from Consoli-
dated Gold Fields Ltd., Annual Report, 1982,

Indian production in|the 1970s has been around 3 tons,

The reoasons for preferring gold in inflationary and
uncertain situations must be sought in traditioznal
and psychological faq 0TS, '

pod
See Roosa et al, 1984,'Tables 1 and 2, The expected
rates of return on 'the dollar changed in mid - 1980
with a large incrcase lin US interest rates, and the
share of the dollariﬂq international lending incroas-
ed thereafter, ‘

The pesk attained in January 1980 was partly influen~
ced by the Iran~Iraq |cpnflict. However, even in
late 1979, the real’ price of gold was significantly
higher than in Dec 'bb 1974, when the carlier peak
was reached, (Thee§ol of particular ovents, such

a8 the Irsn-Irtaq ecanflict, is discusnod bolow dn
scetion 7.) -

The measure‘capturéd fluctuatiome aronnd a trend re-
presented by the avérage of the monthly growth rates,

The important exceptipps are the years 1979 ond 1981,
These are disnussed helow,
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Once again 1979 and 1981 gre exceptionS.

In 1979, exchange rate fluctuationsfell, while gold
price fluctuations 1ncrea§ed This suggests that
the high +nf1atlonary expectqtlons in that year on
account of the sharp rise in petroleun price (afte;
four years of. stability) -asulfed in an attempted
movenent out all currencich in to gold, The 1981
oxperience is discussod beflow in ‘tho main-toxt.

Soe HMarshall, 1923, p 257 Lnd also Robertson, 1959,

pp. 80 - 82.

See the Ecgnomist, Septemb!r-11, icg82, pp 80 -~ 81,
tpe f _ 7< Y

No corrosponding‘hhalysis pi the Indian gold price
novenents was attempted.. From the Tndian point of
view,  the difference betwéLn the Anteriational and ~
Indian gold price is of crl ical importancec. This
difference principally det ines the extent of
snuggling of gold and hence|the illegol movements
in foreign exchange. Thus|even from the Indian view
peint, an understanding gf nternational gold price
movement ‘is extrenely 1mpoTTant.

tionship between speculative investment and its im=

This raises some interesti § questlons on the rela-
pact on the continuance of tagflatlon. ‘We' 'cannot

-go into these large.. qucetm ins here. But one

possible line worth pursalg scems to be the gquestion

~-Whether the rise in SPecglq ive investment (in gold,

cycle uptrend chokes off tHg" recovery,. ‘That would

commodities, currencies etc.) :along with economic
explain Whv the. recoverles‘jre tending to get shorter.
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Tnble 1:

Growth Trends il the World Economy

(Average annual rete oveqia fow yoar period)

1968 1970~ 1972 1974~ 1976~ 1977~ 1978~
1972 . 1974 1976 1978 -1980. 1981 1982
i . 10 .
Growth rates of:
1) World gross dome- . . ~ .
2) World éxports 9.5 8.7 6.7 4.3 ‘5e4 3.2 2.9
Hoto Growlh ratea for 1981 are prelimAnnry and for 1982 aro forocasta,
Source UN (1982) Wotld Economic Survey, 1981-82, New York,

Table 1 ~2, Te 9.

Toble 2: Uncertainty hnd Gold Price
e - :
Year 3§x§i;§g3; %Golgégiiﬁe Goigegiicé
| Fluctuations ”gluctgations :

T 1912 —aésosi :—“H f5,36. 62.51
e 4739 . 7.95 85,35
_____ ;5;4; B ~_3:064 T -:8753‘ 113732
B 1575 5:510 k 4419 100,00
1976 0.977 INERE 76,69
T o 1.481 3.64 84.88
1978 2,424 EEN 96,52
_ 1979 1,207__~-___ L-Lr 5.81 153,87
1980 2,622 @ §13:43 239.36

T o 3:664 T r‘,5.96 190,65 .

IMP, International El

"Source @ 13
2) UN, Monthly Bulletis

cial Statistics, Various issues
Statistics, Various issues.’

3) RBI Report of curron? and Elnance, Various issues,
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