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Part I
The Commodity Case for Gold

The Commodity Case For Gold


Some of you may know my work on the commodity case for a gold bull market from my 1998 Gold book and from reports on the gold market we provided to clients years ago and which were posted on the internet.  If you are not, I refer you to the paper a colleague of mine presented at the Fifth International gold symposium held in Lima, Peru on May 17 of last year.  We have translated that paper into German for circulation at this conference.


Our thesis was quite simple.  By the mid 1990’s gold demand, largely for jewelry and electronics, greatly exceeded gold mine and scrap supply.  There was no investment demand in the West or Japan and, even in the emerging world, most of the consumption of gold in jewelry had in large part an adornment motive.  The gap or deficit between demand – chiefly in jewelry and electronics – and supply from mines and scrap was filled by dishoarding by central banks.  This flow from central bank vaults was much larger than was generally thought.  This was possible because most of this flow was due to official gold lending, and central banks do not disclose what portion of their gold holdings are physical metal and what portion are gold loans which are merely IOU’s denominated in gold.  

Because of this lack of disclosure, official gold flows were able to be larger than the consensus thought.  Such larger flows were, of course, depressing the gold price more than the consensus realized.  More official gold had been lent and, therefore, the official sector had less gold than most people realized.  Which, of course, meant that official supplies could not hold the gold price down as long as market participants were inclined to think.  


There was one other interesting and bullish aspect to this commodity case for gold.  Gold loans had grown to the point where they exceeded annual demand by two or three times.  As I explained in our Peru paper, which you should have, for every gold loan there has to be a gold short in the gold futures or forward market.  Someday the gold price would rise, and these shorts would try to cover.  But to cover the outstanding stock of gold shorts or on a net basis, gold loans have to be repaid.  That is, physical gold bars have to be returned to the central banks.  But even a huge rise in the price of gold would not make such bars available.  The gold that left the central banks had now become jewelry which the women of the world would not readily part with.  And even $600 or $800 gold would throw the gold supply/demand balance into only a modest surplus; the gold mine and scrap output that would be left after jewelry and investment demand, even at much higher prices, would be only a trickle compared to the gold shorts that might want to cover. 

For this reason I expected an explosive short covering rally in the gold price would develop some day.  In fact this did begin in late 1998 and again in late 1999.  But the official sector moved in to defuse such a short squeeze.  To explain further, I quote from my Peru paper.

“We explained earlier that the ultimate borrowers of gold lent by central banks are the shorts in the gold futures and forward market.  In our estimation these shorts have now all been covered to some extent.  We believe that some of the speculative shorts were covered in late 1998 when problems arose with many of the major hedge funds.  More were covered during the gold price spike after the Washington Accord.  Speculators, principally managed futures funds, continued to go short on price declines, but are all now very long.  Lastly the producers have begun to reduce their shorts.

In the aggregate, then, total shorts in the gold futures and forward markets have been reduced.  Does that mean that gold loans in the aggregate have been reduced?  No!  Why? Because, at current gold price levels, where total fabrication and bar hoarding exceed mine and scrap supply and official sales, it is impossible for the aggregate gold loans to be paid down.  When gold is lent, physical gold leaves the official vault and ends up in jewelry to be worn by the women of the world.  Fabrication demand and bar hoarding must exceed mine and scrap supply and official sales in order for lent gold to be absorbed.  There has been an absorptive constraint on the flow of borrowed gold and it has taken a decade and a half to build the outstanding stock of gold loans.  What would it take to repay even a part of these loans?  The bars lent by the central banks are no longer bars; they are now jewelry worn by the women of the world.  To get bars to return to the central banks, the gold price must rise high enough to lower price elastic physical demand and raise mine and scrap supply and official sales and thereby create a surplus that can be made into such bars.  That obviously has not happened.  Therefore the gold loans cannot have been paid down, even by a small amount.  In fact, according to our supply/demand balances, borrowed gold continues to flow into the market and the gold loan aggregate continues to grow.

We can phrase this in another way.  The existence of a positive flow of borrowed gold requires a “deficit” in the gold market.  When this happens, the women of the world become the ultimate longs in a market in which speculators and mining companies are the shorts.  The shorts do not realize the women of the world are the longs.  Nor do the women themselves.  What do those longs do when the gold price rises?  In aggregate nothing.  Some cash in their gold; but others are inclined to value gold more and buy more.  So the women of the world, the longs, are not inclined to deliver their gold to the shorts.  In effect, gold lending led to an inadvertent corner in the gold market by the women of the world.  The shorts didn’t realize this, the bullion banks didn’t realize it, the lending central banks didn’t realize it either.  In effect, they jointly acted to create unwittingly a “prison of the shorts”.

But, you may ask, how have the shorts in the futures and forward market, in aggregate, been greatly reduced?  How can that be?  Very simply, the official sector has recognized the existence of this inadvertent corner, this prison of the shorts, and it has had to intervene.  It has quietly taken the gold shorts from private speculators and producers and transferred them to their books.  In other words, the official sector intervened to prevent an explosive gold derivative crisis.  We conclude from our argument based on the development of an inadvertent corner in the gold markets, from a “prison of the shorts”, that, since the Long Term Capital Management crisis in late 1998, the official sector has been managing the price of gold.”

On the internet there is still much discussion of the gold loan position.  Many gold bulls are eagerly awaiting the inevitable short covering explosion in gold.  Well, it’s time has passed.  What we have instead is simply a gold market under management by an official sector that has far less ammunition to enforce its management than most people realize.  For this reason we believe that the official sector will lose control within perhaps 3 to 5 years.  If investment demand materializes in the global gold market, that day will come earlier.  There is mounting evidence that investment demand may now be entering the gold market and that such demands will increase.  So let us turn to the prospect for investment demand for gold.  

Part II
A New Investment Demand for Gold?
An investment case for gold surfaced with the bursting of the global stock market bubble some two years ago. Let me present the argument as we did almost two years ago.   Asset bubbles make households and firms feel wealthier. Feeling wealthier, they spend more. In fact. they spend so much more they spend in excess of their incomes, which implies that, in aggregate, they must borrow. The U.S. stock market bubble led to an unprecedented savings deficit of the U.S. private sector. 
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Over time, sustained private sector deficit spending results in a very leveraged economy.
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The unprecedented private sector deficit spending of the 1990’s led to the largest total U.S. debt ever.
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Since the US does not save it had to borrow from abroad.  By the early 2000’s, the U.S. fell into the deepest current account deficit ever.  We will return to this point later.
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Japan was a precedent for the U.S. post bubble dynamic.  In Japan an asset bubble in the 1980’s caused an explosion in private debt.  Despite a decade of attempted balance sheet repair and massive fiscal stimulus, the private debt burden in Japan has stubbornly remained.
Japan: Private Debt To GDP Ratio % GDP
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Given the overhang of debt and the collapse of asset values in Japan, zero interest rates and a fiscal deficit of 10% of GDP per annum has not been able to spark an economic recovery.  Years of giant financial deficits have lead to a huge Japanese public sector debt as well.  Now that Japan’s public sector debt has also become untenably high, there are calls for a deliberate inflation to confiscate the excessive private sector debt.

These calls surfaced in the western press.

 “Today, a paralysis induced by bureaucratic infighting is allowing Japan to tumble into a deep deflationary spiral. Orthodox means will not work.  On that the Bank of Japan is correct.  But if orthodoxy will not work, the right response is not to do nothing but to do something unorthodox.

The choice is between achieving modest inflation now or allowing deflation to proceed and waiting for debt-monetization and extremely high inflation later on.  The dangers of doing too little are no longer modest.  They are becoming potentially catastrophic.  The time for action is now.” Comment & Analysis, Financial Times by Martin Wolfe,

November 14, 2001

The call for a deliberate inflation arose in Japan as well.

“The Liberal Democrat Party has grown tired of waiting for the Bank of Japan to adopt an inflation target and has approved a bill over this weekend that would change the BOJ's enabling legislation quite materially. Mr. Hideyuki Aizawa, chairman of the LDP monetary policy committee, has moved a bill through the party's machinery to force the BOJ to adopt inflation targeting.” Nihon Keizai Shinbun, November 5, 2001

The problems of excess debt in the aftermath of an asset bubble are not confined to Japan and the U.S.  Excess debt is global.  The burden of excess debt now suffocates Taiwan and Korea, though the process and outcome is taking a somewhat different path.
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During the bubble years, U.S. policy makers always appeared to be sanguine.  There was no imbalance in their new era economy, or so they claimed.  But, in fact, U.S. policy makers knew - the US financial imbalances were untenable.

Shamelessly, former U.S. Treasury Secretary Larry Summers made the following revealing statement at Davos just days after he officially left office.

“The US current economic cycle is different from previous post-war cycles. Typically, excess demand causes inflation to take off, which forces the Fed to raise interest rates, which pushes the economy into recession. This expansion has been more like pre-war cycles, or like that in Japan in the late 1980’s; driven by credit. The absence of rising inflation has allowed the expansion to go on for longer, but at the cost of a greater accumulation of debt. In credit and asset price booms in Britain and Sweden in the late 1980s, the unwinding of excesses was accompanied by severe recession.”

Dr. Lawrence Lindsey, Chief Economic Advisor to President Bush, made the following statement not long after he was appointed as President Bush’s economic czar. 

”We have had 20 years of expansion.  But that does not mean that everything is A-OK.  Last year the private sector spent $700 billion more than it earned after taxes.  Now that is 7% of GDP.  In terms of being overextended, we have never been that overextended before.  The private sector is running a record deficit. We are in uncharted territory.  We are borrowing increasing amounts from the rest of the world.  This is otherwise known as "evergreen" financing. And it won’t work.  I remember stories from the ‘80s - our personal savings rate - that we moaned as being far too low - averaged 9.1% of GDP.  The first quarter of this year it was minus 1%, the lowest since 1933.  Unprecedented.  It has to be adjusted. Something has got to give here…”

Even the mainstream press in America caught on that, to avoid asset and price deflation, the equity bubble must be reflated at any cost. On May 8th, 2001, San Diego Union business editor Don Bauder wrote:
“Last Friday we had a classic case of Fed worship. The economic news was horrible. . . Initially, the stock market mourned. But then it concluded that the Fed will slash rates half a percentage point once again and the economy and the markets will recover in the second half. In the last 50 years, the stock market has never failed to rise after such aggressive interest rate cuts.  

OLD ACCOMMODATING ALAN IS POURING KICKAPOO JOY JUICE DOWN EVERYONE'S GULLET.  WHOOPEE!” 
Some of the investment world’s deepest thinkers saw in all of this a new investment demand for gold.

“How Should You Invest During A Downward Spiral? The technology driven capital speculation boom and the inflated stock market will certainly bring about a “new era”.  But it won’t be one of great prosperity for the US; rather, it will be characterized by a massive corporate profit deflation and a painful deflationary bust.….the process of deflating the US stock market and capital spending bubble will inevitably lead to a very weak US dollar. The ECB will then, through expansionary monetary policies, attempt to stabilize the Euro against the US Dollar.  By then investors will have begun to have second thoughts about the soundness of paper money and the integrity of central banks, and will probably accumulate gold.  In fact investors will buy gold sooner in expectation of the scenario occurring and in view of the world’s shaky credit structure.” 
Marc Faber, December 2000

Bernard Connolly, AIG International, former “EMS, National & Community monetary policies” European Commission and presently Chief Economist AIG International, came to the same conclusion.
· The problems of Japan cannot be resolved without an inflationary repudiation of debt.

· The recent bear market in stocks will only be reversed- as the Fed is currently trying to reverse it in the US - only through deliberate action by central banks to sustain stock prices at overvalued levels, a policy that ultimately must lead either to general inflation or a crash in stocks.  The inflation route - more likely to be chosen - would mean a bear market in bonds.

· All the factors that will lead to inflation will operate through first weakening balance sheets, whether of the private sector or of the government or both.  Credit worries will mushroom, increasing the attractiveness of “outside” asset such as gold.
You might ask, what would a rise in investment demand do for the gold price?
Here are some very rough numbers on the composition of the global balance sheet:
	Global Gold Holdings
	US$ Billions

	Jewelry
	800E

	Official Reserves
	200E

	Private Investment (bullion)
	300E

	Other
	100E

	Total
	$1,400E


	Global Private Monetary  &Financial Assets
	US$ Trillions
	%

	Money and Quasi Money
	$50.0E
	50%

	Bonds
	$30.0E
	30%

	Equities
	$20.0E
	20%

	Gold Bullion
	$0.3E
	.3%

	Total
	$100.3E
	


Setting aside official flows, which will eventually terminate,

· The supply of physical gold bullion is fixed in the short term and grows slowly over time.

· Only a rise in the relative price of the existing above ground stock of gold can meet increased investment demand.  
· Therefore a very small allocation as a % of the aggregate global private wealth portfolio in favor of gold would greatly increase the gold price.

Part III

Japan, Future Inflation and an Investment Demand for Gold

Japan: The Outlook for Investment Demand

When gold began its bold move in early 2002 there was much discussion that it was driven by investment demand in Japan.  Press reports like the following were the basis of such thinking.  

Slumping Stocks Fuel New Gold Rush 

The Asahi Shibun, February 9, 2002

· For some cautious investors, nothing glitters like gold when stocks are stagnant and banks are at risk of going bust.  The recent rush to buy the precious metal and the plunging value of the yen has sent its price soaring.

· “People are turning back to gold due to the sluggish stock market and the phasing out of full government protection for savings deposits,” said the Tanaka Kikinzoku Kogyo KK spokesman.

· A spokesman for Tanaka Kikinzoku Kogyo KK, the nation’s largest gold trader, said it is not unusual for customers to invest tens of millions of yen in a single transaction.

· Last month, sales of gold at Tanaka Kikinzoku Kogyo KK were five times greater than those recorded during January 2001.

In fact, as the data on monthly Japanese gold imports came in, there was evidence of something of an increase in Japanese gold offtake, but it has been very modest compared to the demands of the late 1980’s and even to some years in the 1990’s.  On the other hand, as the price of gold soared throughout the year, both the volume and open interest on the TOCOM gold futures exchange soared to record levels.  We do not have a good understanding of this exceptional activity on the Tokyo gold futures exchange, but it has surely reflected considerable interest from some quarters in Japan.  

As the months passed in 2002 and early 2003, the Japanese stock market made lower lows and the Japanese economy threatened to fall into yet another recession.  With each successive step toward a vicious downward spiral into debt deflation, the debate over whether Japan should adopt an inflation target and “monetize” grew more heated.  Would the avowed inflationist Nakahara become the new BOJ governor? Is the new governor Fukui an inflationist in disguise? Or is his deputy? Does the move of Kuroda, an inflationist, to Koizumi’s right hand indicate the MOF, with its inclination to radically monetize, has gained the upper hand over the conservative BOJ?


Clearly, events have become dire enough to suggest an imminent move toward a policy of inflation targeting.  Will the outcome of such a policy be controlled and benign, or will it not, and what will be the impact on Japanese demand for gold? To answer this, I must take you – the reader – into the arcane workings of monetary theory.  If Japan adopts inflation targeting, what follows, which may be unfamiliar and different now, will not be for long.  
Japan: Excess Money Balances and Portfolio Adjustment Dynamics

The household sector in Japan has been adjusting since the bubble burst a dozen years ago.  We see this adjustment above all in the increase in the ratio of broad money balances to GDP.  From 1989 to 2002 such broad money balances rose from 110% of GDP to 135% of GDP.  Not all of these increased cash balances are held by households, but households are the major contributor.  


[image: image7]
This increase in money balances relative to income has three possible causes.  One possible cause is price deflation; even though nominal interest rates have gone to zero, the expected real return to these money balances in Japan’s current persistent deflationary environment is positive.  It is hard to estimate expectations of price deflation, but it is likely that economic agents in Japan today expect as much as 2% real returns to their non interest bearing money balances.  The second likely contributing factor to these increased money balances is the low perceived rate of return on other Japanese assets.  It would appear that Japanese households might expect negative nominal rates of return on real estate and stock prices and perhaps even negative real returns.  Given prevailing pessimistic expectations for returns on the competing several asset classes in Japanese portfolios, today’s larger relative money and quasi money holdings are probably warranted.  The third likely contributor to high real money balances in Japan today is “liquidity preference”.  Given the destruction in asset markets, the economic stagnation, the rising unemployment, and the never ending stream of bankruptcies and near bankruptcies of firms and institutions, Japanese economic agents understandably have a precautionary motive for holding money.  

As a result of the cumulative huge public sector deficits of Japan’s general government, Japanese households now have much larger balances of money which they regard as net wealth then ever before.  If any or all of the three above cited causes of such large money balances change, Japanese households will embark upon a portfolio adjustment whereby they will seek to reduce the relative share of such money balances in their wealth portfolios and raise the share of other assets.  

We have established that domestic holdings of money balances have increased significantly in Japan.  We have identified three possible causes for this increase.  The question now is whether these increased money balances constitute fuel for an exceptional increase in the demand for real assets in Japan.  To determine this we must consider the demand for money function in Japan and the portfolio balance adjustments whereby excess money balances, if any, can be worked off.  

As we have said, there has emerged a growing chorus in favor of the BOJ adopting a positive inflation target.  What if the BOJ announces an inflation target, sends with much fanfare helicopters filled with base money aloft, and the Japanese public is convinced that the inflation target will be met?  Initially, the very act of dropping money from helicopters will require that nominal interest rates stay at or close to zero.  Suddenly, the public’s perceived real return on money will go from positive 2% in real terms to perhaps 2% negative.  With such a dramatic shift in the perceived real return to holding money, households will desire to hold less of it relative to their overall wealth portfolio.  

But actual nominal money balances will be rising, and perhaps rapidly as the helicopter drop proceeds.  Under these conditions households can only reduce their real money balances to desired levels by attempting to offload money in exchange for other assets, thereby bidding all other prices higher.  Over time these higher asset prices will boost demand, which will in turn boost income, output, and employment.  Initially, real output will surge, but, as resource utilization increases, prices of goods and services will rise as well.  The BOJ‘s inflation target will be reached and, possibly, exceeded.

There is a property to the portfolio adjustment dynamics set into motion by changes in money demand that makes these adjustments unstable.  Let me illustrate.  In Japan today money balances are 135% of GDP.  Let us say the BOJ targets a 3% inflation rate.  It increases money balances by 5% or roughly 6% of GDP.  Nominal income rises initially by 5% - 2% from inflation and 3% from real growth.  At the end of the first period of adjustment, lasting perhaps a year, money balances are still roughly 135% of GDP but money’s real yield has gone from positive 2% to negative 2%.  Faced with this, economic agents might want to go back to their 1989 portfolio balance in which money was only 110% of GDP.  

Let us assume in a second time period, lasting again perhaps a year, they complete this adjustment.  In this year the BOJ again increases money by 5% and real output rises again by 3%. But, in order for economic agents to get their yet higher nominal money balances down from 135% of GDP to 110% of GDP, they will have to bid asset prices up so high that nominal income will increase by more than 25%.   As slow moving output would grow by perhaps 3%, price inflation will have to significantly exceed 20%.  The BOJ’s inflation target will be vastly overshot and interest rates on money balances are liable to become very negative in real terms. 

Characteristically such a process of overshooting tends to continue.  Faced with such high inflation and even more negative interest rates on money balances, households will want to hold even less money than they did in 1989.  Under some conditions, this next phase of portfolio adjustment can require an even higher rate of price inflation.  
In this dynamic process, as economic agents flee money, asset prices are bid up relative to nominal income.  At some point, these asset prices cease to rise relative to nominal income, but they rise further nonetheless in money terms as the economy inflates at very high rates.  The asset market counterpart of this dynamic overshooting of an inflation target is a giant increase in the domestic currency value of all real assets – equities, real estate, and gold.

In theory, central banks can stop the overshooting process by reducing nominal money balances once the demand for real money balances begins to fall.  But this is a very delicate balancing act.  It requires aggressive base money creation and a significant rise in inflation expectations to set the portfolio adjustment process in motion, followed by a deft contraction in base money to hold the adjustment in check once it begins.  Central banks have not successfully engaged in such deft maneuvers with any regularity.  

It is said that the BOJ has resisted inflation targeting because its former governor Hayami feared that a move towards a deliberate inflation would risk a hyperinflation.  The West generally regards Hayami as one of the many clueless and hapless Japanese bureaucrats.  But Hayami lived through the 1947 hyperinflation in Japan; for him what is regarded by most people as an oddity out of the annals of economic history is a palpable possibility.  If he is trained in Anglo Saxon monetary theory, which surely he is, and given that he has experienced a real hyperinflation, it is not unreasonable to assume that logic and experience made him justifiably fearful of an overshoot by policy into hyperinflation.  

The interesting thing about Japanese monetary policy in recent years is not that the BOJ has been unwilling to move toward debt monetization and aggressive monetary base growth to escape from the dynamics of debt deflation.  They have embarked on this course repeatedly.  What is unusual is that every time they did so, they quickly reversed course.  I suggest that this stop-go policy might be explained by an understandable effort by Hayami to jump start the economy with an impetus of aggressive monetary growth, quickly followed by a move once it took hold to restrain the process before it was too late to avoid an overshoot of his target.  


But now, after years of tentative but failed efforts at reflation, the patience of Japanese citizens faced with endless economic stagnation has been strained.  The threat of a vicious downward spiral into debt deflation has become ever more real.  Stagnation in the rest of the world has increased the pressure for a bold move toward reflation by all major central banks including Japan.  Now, the restraint of Hayami, who recognized the threat of uncontrollable inflation, may be swept aside.  A move toward a deliberate inflation target with attendant overshooting may finally be at hand.  

To the above inflation dynamics that may arise in Japan I should add one more point put forward by AIG chief economist Bernard Connally.  How will the Japanese government increase the monetary base sufficiently to turn price deflation into price inflation?  By having the BOJ buy JGB’s, as it has been doing all along to some degree.  But today JGB interest rates are less than 1%.  And, after a decade of massive fiscal deficits, the financial system in Japan is awash in JGB’s.  If inflation expectations rise, the price of JGB’s should fall, and by a lot.  That would threaten many Japanese financial institutions. 


As a consequence, the BOJ may be forced to keep on buying JGB’s long after it needs to in order to reach its inflation target – simply to prevent a collapse in the JGB market which could take down many of its financial institutions.  Once the BOJ is forced to monetize to pull the Japanese economy from the whirlpool of debt deflation, it may feel forced to monetize further to prevent a crash in JGB’s.  Rather than deftly contracting the monetary base as inflation expectations begin to rise, it might feel compelled to buy JGB’s and thereby accelerate base money expansion.  The combination of accelerating money expansion and a flight from real money balances are the conditions from which arose the great hyperinflations of the 20th century.


Japanese households have a long tradition of buying gold.  Over the last two decades, they have accumulated gold steadily – at a high rate in the 1980’s, at a low rate since.  But the flow has always been positive – they have not been dishoarders as has occurred in the West.  If there is an eventual debt confiscating inflation in Japan and a consequent flight from real money balances, Japanese investors will move into equities and real estate and foreign exchange, to be sure, but they will probably also move significantly into gold.


The surge in gold demand in the Japanese futures market, but not significantly in the physical market, “feels” like a harbinger of a more widespread and larger surge in gold demand that lies in the wings, waiting for more intense debt monetization and an eventual inflation.  Yes, some of the TOCOM activity over the last year or so has been mere trend following speculation.  But, despite sustained price deflation to date, enough of it may have been due to fears of a deliberate inflation to signal a far more significant future surge in gold investment demand in Japan.  
Part IV

Is the Fed Moving Toward Radical Debt Monetization?
Is the Fed Moving Toward Radical Debt Monetization?
The Bernanke Put
We have been convinced for some time that the Fed recognizes the key role of the stock market in the U.S. economy and therefore now targets the stock market.  Many market participants agree there is a “Greenspan Put”.  This has increased the degree of moral hazard in the U.S. economy where investors have been confronted with a long series of government bailouts throughout the post war period.  We have speculated that a time would come when the measures employed to date would no longer prove effective.  How then would the Fed react?  In our minds, by finally declaring openly that it would move heaven and earth to support stock prices, thereby providing great encouragement to the bulls and threatening the bears with frightening losses.  
Last November, the Fed finally revealed the hand we have suspected it has held all along.  Fed governor Ben Bernanke discussed the possibility of radical Fed measures to stave off deflation.  He indicated the Fed might ‘monetize’ without limit Treasuries and extend this monetization to private and foreign assets.  He has suggested an explicit policy of debasement of the currency to raise prices of goods, services and assets so as to avoid deflation in the general level of prices.  His speech was accompanied by related statements by Chairman Alan Greenspan, including a reference to the Fed pegging long Treasury bonds.  Sympathetic comments have been made by other Fed spokesmen.  

Central bankers are a conservative lot.  They are also obsessed with maintaining their credibility as inflation fighters.  For this reason the willingness of Fed Chairman Alan Greenspan and Fed Governor Ben Bernanke to explicitly discuss possible Fed monetization of Treasury debt and even private assets almost without limit to ward off the threat of price deflation is an enormous departure from orthodox central bank behavior. 

We have not been surprised by this recent willingness of Fed governors to openly discuss such unconventional measures.  Our first recognition of the willingness of the Fed to break with central bank orthodoxy to support an overvalued stock market occurred when we discovered the Council on Foreign Relations (CFR) exercise on financial war games designed to prevent a tech led collapse in the U.S. stock market.  

This CFR project apparently began in 1998.  It involved 70 odd important persons from the corporate sector, Wall Street and banking, government, academia, the military and national security, and the major international institutions.  Only half of the participants were made public.  The exercise involved central bankers and Treasury officials who where not named.  Fed Chairman Greenspan presided over one of their key get togethers.  The objective of this project was to consider policy responses to contain a tech led decline in the stock market so as to avert a crash in the overall stock market, the dollar, and perhaps the economy.  Such an extensive exercise at such a high level suggested that the U.S. Fed and Treasury recognized the potential for a disastrous stock market collapse.  We were most struck by the open discussion of radical and unconventional measures to contain any stock market decline.  

More recently the Fed has issued staff papers which have indicated a willingness to adopt unconventional measures to contain the damage from the unwinding of the U.S. stock market bubble.  The paper that has gotten the most attention was a mid year 2002 paper which drew lessons from the experience of Japan in dealing with the early 1990’s bursting of their bubble.  With so much evidence of Fed preoccupation with the potential dangers inherent in the bursting of our bubble, we expected the Fed to move presumptuously and aggressively last year.    

Much to our surprise, they did not.  We did not get even the minimum 25 basis point Fed funds rate cut when the stock market broke the September 2001 lows.  Eventually we did get a Fed cut, and it was a full 50 basis points.  But with the November speech of Fed Governor Ben Bernanke we now have  an orchestrated message that the Fed will take short rates down further and then proceed to monetize without limit if needed.  Why the Fed restraint at mid year and the abandoning of restraint only months later?

The Fed’s November move to openly discuss “radical monetization” may have been provoked by recent developments in the real economy as well as the stock market.  The failure of consumption to rise strongly in the wake of record mortgage refi’s may have convinced the Fed that the traditional transmission mechanism of monetary policy is no longer operative. A further stock market decline would undermine consumption further.  Therefore, the threat of weakness in consumer demand might call for rate cuts to the zero interest rate bound and possibly unconventional measures beyond that bound.  On balance, the Fed’s willingness to discuss radical debt monetization subsequent to a full 50 basis point rate cut reflects some measure of alarm over the current state of the post bubble economy and the stock and credit markets.  
The fact that the Fed began to discuss “unconventional measures”, with 125 basis points still left before reaching the zero bound, suggests it is engaged in some form of expectations management.  This is so because, typically, under the current interest rate targeting regime, the Fed would simply move to stimulate the economy and the stock market further by lowering interest rates; it would not yet need to consider radical monetization of Treasuries and private assets.  It is only when there is no more room for lowering its interest rate target that it must explicitly move to buy securities without limit so as to expand at a more rapid rate the monetary base.  Furthermore, even if the Fed realized it might have to eventually engage in radical monetization, it would not publicly discuss it so far in advance unless it was trying to influence the expectations of market participants.  

Some evidence the Fed is trying to manage expectations can be derived from Bernanke’s paper.  There is a telling example of the proverbial alchemist who has finally succeeded in creating gold from base metals.  

“The conclusion that deflation is always reversible under a fiat money system follows from basic economic reasoning. A little parable may prove useful: Today an ounce of gold sells for $300, more or less. Now suppose that a modern alchemist solves his subject’s oldest problem by finding a way to produce unlimited amounts of new gold at essentially no cost. Moreover, his invention is widely publicized and scientifically verified, and he announces his intention to begin massive production of gold within days. What would happen to the price of gold? Presumably, the potentially unlimited supply of cheap gold would cause the market price of gold to plummet. Indeed, if the market for gold is to any degree efficient, the price of gold would collapse immediately after the announcement of the invention, before the alchemist had produced and marketed a single ounce of yellow metal.” 

“What has this got to do with monetary policy? Like gold, U.S. dollars have value only to the extent that they are strictly limited in supply. But the U.S. government has a technology, called a printing press (or, today, its electronic equivalent), that allows it to produce as many U.S. dollars as it wishes at essentially no cost. By increasing the number of U.S. dollars in circulation, or even by credibly threatening to do so, the U.S. government can also reduce the value of a dollar in terms of goods and services, which is equivalent to raising the prices in dollars of those goods and services.
- Excerpt from Ben Bernanke’s speech to the National Economist’s Club in Washington D.C., November 21, 2002 

What is noteworthy in this example is that Bernanke argues that the mere rumor of the alchemist’s success would cause the price of gold to crash.  This suggests that talk of radical debt monetization alone might have a powerful impact on expectations and induce portfolio adjustments without recourse to any actual debt monetization.  
Paul McCulley of Pimco has taken this line.   For him, the recent orchestrated public statements on radical monetization from the Fed are aimed at managing the expectations of market participants.  He argues that all that may be needed is the “announcement effect” from such statements.  

“And, indeed, Mr. Bernanke’s very declaration of the Fed’s power to do so, and willingness to do so, if necessary, actually makes the potential need to do so fall precipitously.  The famous (or infamous) Greenspan Put, heretofore “applied” to common stocks and household real estate, has now been supplemented by the Bernanke Put for private sector debt.  And the more that private sector risk takers believer in the Bernanke Put, the less likely it is that it will ever “go into the money,” requiring the Fed to actually monetize anything.”

-excerpt from December 9, 2002 Fed Focus by Paul McCulley

In effect, the Fed may believe all it needs to do is talk of monetization. If so, there will be no monetization and therefore no threat of a future inflation.  Will the outcome of such Fed talk prove to be so benign?  We think not.  
Who, to be precise, would respond just to the signal of a possible future currency debasement.  Consider U.S domestic investors.  First there are investment professionals.  Though, we have experienced one of the most severe bear markets in U.S. stock market history,  U.S. professional equity investors still exhibit record bullishness and a near record long equity position.  In all prior deep bear markets, equity investment professionals turned very bearish and greatly reduced their overall equity exposure.  

This unusual bullishness on the part of Wall Street has been encouraged by widespread belief that the Fed will do what it takes to turn the stock market up.  This is the famous ‘Greenspan Put’.  Bernanke’s promise of a radical bailout monetization could be termed the ‘Bernanke Put’ and the recent administration promise of aggressive fiscal stimulus focused in part on stock market support via the elimination of taxation on dividends could be termed the ‘Bush Put’.  The problem with the Bernanke and Bush Puts is that, though equity investment professionals might be encouraged by the advertisement of these new mechanisms of market support, they are already so long equities they have little ammunition left to boost stock prices.  The Greenspan Put has already gotten them almost as long equities as they can get.  

Let us now consider U.S. household investors.  We doubt that the Fed’s announced willingness to engage in radical monetization will lead these households to change their investment behavior.  Bernanke’s message, couched in the jargon of monetary economics, is too abstruse for most household investors.  And it is too abstruse for the media which transmits investment prescriptions to the general public in words that they can understand and act upon. Faced with the pain of three years of staggering stock market losses, U.S. households are inclined to sell market rallies, and speeches by Fed governors about their electronic printing press are not likely to dissuade them. 
Therefore the expectation of future radical monetization may encourage the already long investment community and thereby buoy stock prices in the short run.  But in the long run this buying should be overwhelmed by selling from the household sector whose behavior is being driven primarily by its memory of past adverse equity price performance.

So much for the impact of Fed talk about radical monetization on the expectations of investors.  What about the very act of radical monetization itself.  Only future actual monetization – as opposed to expectations of it - will get households to buy private assets such as equities.  The Fed must fill the helicopters with dollar bills, send them aloft, and drop them first.   Households must find themselves with such bloated liquid balances that they will desire for diversification’s sake other assets in their portfolios.   Only if a surfeit of money burns a hole in their pockets will they spend it on goods, services and other assets.  

Ben Bernanke has brought to our attention the fleet of helicopters that the Fed has on the runway.   He has transmitted to us the bustle of their being filled with bundles of dollar bills and the hum of their revving engines. But that alone will not be enough to get all U.S. investors, taken in the aggregate, to bid up stock prices.  It will require an actual helicopter drop on a scale sufficient to do the job.  And with that may come a future inflation.

What About Bond Holders and Dollar Holders?
Today investors hold treasury bonds as a safe haven because we are in an uncertain period fraught with the risk of deflation. The prospect of a deliberate Fed debasement of the currency should surely disappoint them.   Such investors are risk adverse.  They should respond dramatically to the prospect of such uncentral banker- like behavior by a Fed they have come to trust as the guardian of their interests.  They hold large long positions, and a dramatic portfolio adjustment on their part could significantly lower bond prices. 
Chairman Greenspan suggests that, in a radical monetization, the Fed might intervene to support long term government treasury prices as it did during WWII.  But after the deep and prolonged 1919 - 38 general price deflation in the U.S., expectations behavior regarding inflation was very different than it is now after 50 years of significant and unrelenting price inflation.  It is possible that, confronted with an armada of helicopters dropping bundles of dollar bills, investors in Treasury bond would sell to a supporting Fed on a scale that has no precedent in the 1940’s. As we have discussed in the case of Japan, such Fed support of the Treasury bond market might generate an expansion of the monetary base that, somewhere in the future, could prove seriously inflationary.
The willingness of the Fed to debase the world’s currency might also be unsettling to foreign holders of dollar liabilities. The U.S net external debt is now on the order or 28% of GDP.  If the U.S. were a small emerging country, analysts would begin to worry that its net external debt might be getting too high for participants in world financial markets.  But the U.S. is the largest economy in the world.  To have a net debt equal to 28% of GDP means that market participants in the rest of the world are stuffed to the gills with dollar liabilities.  The Bernanke – Greenspan threat to debase the currency could set off an avalanche of selling of dollar assets by foreigners. 

The above discusses, from a stock point of view, the danger of asset liquidation by foreign investors who are overly long dollar assets and who might be decidedly discomforted by the prospect of a deliberate Fed debasement of the dollar.  The danger is perhaps even greater when looked at from a flow point of view.  The U.S. has a current account deficit equal to 5% of GDP.  This means that foreign investors need to increase their holdings of net U.S. dollar assets by perhaps 18% at an annual rate.  With global nominal GDP growing at perhaps a 3% rate and some asset values in decline, the overall global wealth portfolio is increasing at a small fraction of that rate.   Foreign asset holders must desire to greatly increase their relative holdings of dollar assets simply to finance this huge U.S. current account deficit.  Discouragement by a U.S. Fed bent on radical monetization would not only cause foreigners to sell their stock of dollar assets - it would cause them to withhold their current account financing of the U.S.  But owing to lags between relative prices and trade flows, the current account deficit is rather fixed in the short run.  Though ex ante foreigners might not want to finance the current account deficit, ex poste they must.  How does this all come about ex poste?  By way of changes in relative prices. Though the Fed may hold the rate of return on U.S. quasi monies at or close to zero, the dollar as well as prices of long dated U.S. assets may have to plummet to provide the returns needed to sustain the financing ex poste of the huge U.S. current account deficit.

Implications for Gold


The U.S. stock market remains highly valued by most traditional measures.  Households now are sellers of equity mutual funds, even during a seasonably strong period.  Foreigners bought a mountain of U.S. equities since 1995.  Their rate of purchase has diminished.  In the past they always turned net seller for a while.  This time they have a mountain of U.S. stocks to sell.  
In recent yers the spending of the overindebted U.S. consumer has soared under his mountain of debt.   The U.S. stock market and consumer could both falter seriously.  At that point we would expect the Fed to talk more about unconventional measures.  Already there is talk on Wall Street that the Fed will soon begin to peg Treasury bonds at low rates.  Conceivably, the aggressive U.S. Fed may move to radical monetization faster than the conservative Bank of Japan.


Will such measures debase the U.S. currency? Ever since Ben Bernanke’s speech the dollar has been soft despite evidence of huge official buying of the dollar.  Such official support cannot be sustained.  A move to helicopter money by the Fed could overwhelm such support and diminish the dollar. 


Will such measures sow the seeds of a future inflation? Very possibly.  Sustained stock market and economic weakness will turn the body politic against central bank restraint.  Already Maestro Greenspan is being blamed for the Bubble and the nation’s current economic and financial woes.  More importantly, the Fed’s response to these woes has been to encourage U.S. households to keep spending by getting even deeper into debt.  If the Fed pegs long rates at even lower rates than now prevail, it will get U.S. households narcotically addicted to unsustainably low rates.   Then any return to Fed restraint could have disastrous consequences.  Then the Body politic may hold the Fed hostage; there may be no turning back from debt monetization until inflation is well entrenched and its too late.  

Will such a prospect create demands for gold by foreigners, official and private, who are now stuffed to the gills with the U.S. reserve currency?  Or by U.S. investors who see an inevitable new era in global markets favoring real assets like gold? Maybe, maybe not.  But given the small role that gold now plays in so large a global wealth portfolio, only a minuscule asset allocation toward gold could blow the lid off the gold price.  

Part V

The Gold Price Outlook

What led to the surge in the gold price over the last year?


I have discussed the commodity case for gold and the investment case for gold, with focus on Japan and the U.S.  Have one or more of these been responsible for the 2002-2003 gold price rally?

1. As for the commodity case, speculator shorts were covered over the 1998-2000 period.  But producer shorts were not.  By all reports, the gold price rally led by other market participants forced many mining companies which were hedged to cover their hedges.  This was one positive demand factor, but not the only one. 

2. As regards investment demand, physical investment demand in Japan was positive but not great.  But TOCOM speculation was very large.  This was probably in part mere trend following speculation, but it was also probably in part the cutting edge of future investment demand.  

3. In the U.S. reports from dealers in bullion coins and other physical products suggest that physical demand for gold did not increase materially.  But the open interest on Comex soared.  In our opinion, given the lack of physical buying, most of this was mere trend following speculation.  However, it seems that some of the buying of futures by discretionary (as opposed to managed futures) funds was strengthened by recognition of both the commodity and investment cases for gold.  
The gold shares are usually priced on their net asset value which is highly geared to the price of gold.  The gold shares have rallied, but to a lesser extent than the gearing of their NAV’s would warrant.  This suggests that true investment interest in gold has not really developed among the public in the West.  In fact, many market participants believe the gold price is managed and many newsletter writers and advisors have told investors to expect a Central bank induced roll back in the gold price.  This has no doubt inhibited demand for both gold shares, gold futures, and physical gold products. 

4. Perhaps the most important driver of the gold price last year was Islamic demand.  Last May the UN issued a report stating that Al Queada had $5 billion in assets and was converting some of this into gold and diamonds to escape seizure by the U.S.  We have received several reports of physical gold buying by Islamic country central banks.  Lastly, there have been reports that private investors in Saudi, Kuwait, etc. have taken money out of the U.S.  Most of it has gone into Euro area fixed income, but some has gone into physical gold.  We cannot quantify these demands but we suspect they were critical over the last year and a half. 

5. Over the last year or so the Bank of China reported two increases in its official gold holdings, both on the order of 100 tonnes.  This is surprising since China reported a constant holding of 400 tonnes for perhaps the 2 decades prior.  China did buy additional gold during that period, but, in its characteristic fashion, it did not disclose its purchases.  Therefore, we are struck by these disclosures of official Chinese buying.  We believe that China may have been a buyer for longer and on a greater scale than this disclosure indicates.  
In summary, exogenous buying by the Islamic world and some central banks may have given impetus to the breakout in gold from a five year base.  Forced short covering by producers added to demands.  These demands were amplified by largely trend following speculation on Western futures and forward markets and a combination of speculative trend following and investment based buying on the Japanese futures market. 


If we add up all the components of demand that surfaced last year, it was surely on the order of thousands of tonnes.  Such cumulative buying should have blown the roof off the gold market.  Gold rallied, but not explosively, and has now retraced almost half its rise.  Of course, there had to be correspondingly huge selling.  Selling on this scale could have come only from the official sector. 

We conclude that the gold price continues to be managed.  Last year the coincidence of so many demands made it more difficult to manage -  hence the rally.  To the extent these demands were for physical gold, more gold has now been pulled out of the official hoard.  If investment demand for gold does not surface, official management may keep the gold price for some time well below its long run commodity equilibrium, which in our view is far higher than present prices.  In time official management will fail for want of ammunition.  If serious investment demands do surface, that ammunition will be depleted sooner.  The gold price will then rise well above the $400 plus high that has been its price ceiling since the late 1980’s. 
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