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Gold is breaking free from Fed rate expectations

The correlation between gold prices and US nominal interest rates 
recently dropped to near record lows, which prompted some financial 
analysts and media sources to predict that further Fed interest hikes 
will inevitably lead to lower gold prices. However, proper analysis 
shows that gold prices move with real-interest rates, not nominal 
rates. And while nominal interest rates are likely to rise further, 
real-interest rates are not, because inflation expectations are moving 
higher as well. In fact, we believe that even if the economy allows the 
Fed to raise rates several percent higher, real-rates have likely peaked 
and thus gold prices troughed. Being already in the second longest 
economic expansion in US history, odds are that the economy will 
begin to slow long before the FED has raised rates to its 3% forecast, 
which means that the ensuing monetary easing will push real-interest 
rates into negative territory and gold prices higher again.

For the past few months, gold prices have largely followed the moves in nominal 
interest rates. Depending on how one analyses the correlation between gold prices and 
nominal interest rates (10 year US government bond yields), the correlation coefficient 
is anywhere near record lows and the lowest levels since data is available (1962), 
meaning that gold prices have recently moved almost perfectly diametrically opposed 
to nominal interest rates. This has led some commodity analysts and some in the

S T E FA N  W E I L E R
R E S E A R C H @G O L D M O N E Y.C O M

Goldmoney Insights®

G O L D M O N E Y  I N S I G H T S  •  A P R I L  2017



2 •  G O L D M O N E Y.C O M M A R C H  20,  2017

G O L D M O N E Y  M A C R O  V I E W S  A N D  R E S E A R C H  H I G H L I G H T S

REAL INTEREST RATES VS. GOLD PRICE
%(LHS), USD/OZT (RHS)

UPCOMING IMPORTANT DATA RELEASES 
AND POLICY MEETINGS

GOLD RETURNS IN VARIOUS CURRENCIES
PREVIOUS GOLDMONEY INSIGHTS 
HIGHLIGHTS

RETURN DISTRIBUTION OF CURRENCIES AND GOLD 
YEAR-OVER-YEAR CHANGE, MONTHLY DATA (HORIZONTAL AXIS); DISTRIBUTION, 
CUMULATIVE (VERTICAL AXIS)

SUBSCRIBE TO OUR RESEARCH AND 
FOLLOW US ONLINE

Gold Price Framework Vol. 1: Price Model 
October 8, 2015 by Stefan Wieler and Josh Crumb

Can state spending ever be cut? 
March 16, 2017 by Alasdair McLeod

Silver price framework: Both money and a commodity 
March 9, 2017 by Stefan Wieler

Central banks and gold 
March 2, 2017 by Alasdair McLeod

Commodities and inflation under a border-tax regime 
January 23, 2017 by Stefan Wieler

Gold - A primer for 2017 
January 4, 2017 by Alasdair McLeod

March 30 US GDP (4Q2016)

Chicago PMI & U. Michigan 
Sentiment Index

ISM Manufacturing

US Non-Farm Payroll

US Industrial Production

BOJ Monetary Policy Meeting

FOMC Meeting

BoE MPC Meeting

OPEC Ordinary Meeting

March 31

April 4
April 7

April 18
April 26/27

May 2

Subscribe here  
https://wealth.goldmoney.com/research/
goldmoney-insights

Follow us on Bloomberg 
GMIR <go>

Follow us on Twitter 
@Goldmoney @stefan_wieler @JoshCrumb  
@MacleodFinance @roysebag  @ButlerGoldRevo  
@FGMR

Follow us on Facebook 
https://www.facebook.com/goldmoney/

May 11
May 25

Source: Bloomberg, Goldmoney Research

Source: Bloomberg, Goldmoney Research

https://wealth.goldmoney.com/research/goldmoney-insights/gold-price-framework-vol-1
https://wealth.goldmoney.com/research/goldmoney-insights/can-state-spending-ever-be-cut
https://wealth.goldmoney.com/research/goldmoney-insights/price-controls-and-propaganda
https://wealth.goldmoney.com/research/goldmoney-insights/silver-price-framework
https://wealth.goldmoney.com/research/goldmoney-insights/commodities-and-inflation-under-a-border-tax-regime
https://wealth.goldmoney.com/research/goldmoney-insights/central-banks-and-gold
https://wealth.goldmoney.com/research/goldmoney-insights/gold-a-primer-for-2017
https://wealth.goldmoney.com/research/goldmoney-insights/commodities-and-inflation-under-a-border-tax-regime
https://wealth.goldmoney.com/are-bitcoins-now-more-valuable-than-gold
https://wealth.goldmoney.com/research/goldmoney-insights/gold-a-primer-for-2017
https://wealth.goldmoney.com/research/goldmoney-insights
https://wealth.goldmoney.com/research/goldmoney-insights
https://twitter.com/goldmoney
https://twitter.com/stefan_wieler
https://twitter.com/JoshCrumb
https://twitter.com/MacleodFinance
https://twitter.com/roysebag
https://twitter.com/ButlerGoldRevo
https://twitter.com/FGMR
https://www.facebook.com/goldmoney/ 


3 •  G O L D M O N E Y.C O M M A R C H  20,  2017

financial media to question the recent recovery in the gold price from USD1130/ozt 
to USD1230/ozt that occurred despite an increasingly more hawkish outlook for the 
nominal interest rates path and to proclaim that gold prices are bound to move lower as 
the Fed keeps raising rates.

However, when measured properly, regression analysis shows that gold prices are 
linked to real-interest rates rather than nominal rates. And sure enough, the correlation 
coefficient between real-interest rates and gold is currently also at very low levels. 
However, in a rare occasion, gold prices have moved closer with nominal rates than 
real rates over the past months. 

We noticed that the link between real-interest rates and gold is often overlooked in the 
daily media reporting in favor of anecdotes about “flows” in the gold market (e.g. at 
the time of writing, the gold headline on Bloomberg is “ETF buyers see bargains as 
gold rally stalls on Fed view” 14 March, 2017). It appears that real-interest rates, even 
though clearly one of the main drivers of changes in the gold prices (see: Gold Price 
Framework Vol. 1: Price Model, October 8, 2015), are simply not enticing enough to 
report on. But nominal rates seem to be, hence the increased attention lately to the 
record low correlation between nominal rates and gold and all the wrong conclusions 
that come with it.

We believe that the reason why gold prices have recently moved closer in line with 
nominal interest rates rather than real lies in the Fed’s departure from near zero 
interest rates. For nearly 8 years, interest rates in the US were close to zero and the 
Fed has bought trillions of dollars in assets. As the Fed has been signaling for a while 
now hat this period of unconventional monetary policy is coming to an end, it has sent 
seismic shifts through financial markets. The shifts in nominal rates are simply too 
large and dominate everything, hence the recent near-perfect negative correlation 
between gold prices and nominal rates.

Importantly however, there is no reason to believe that the fundamental relationship 
between gold and real interest rates that has existed for as long as data are available 
has changed. In our gold price framework we explained in detail why gold prices 
move with real rates and as long as gold is being regarded and used as a store of 
value, this relationship will hold. As we will explain, real interest rates are unlikely to 
sustainably exceed 1% in the coming years. The market's reaction to last weeks FOMC 
rate decision illustrates that perfectly (see Chart below). Yes the Fed raised rates 
another 25bps, yet real-interest rates (or to be precise, real-interest rate expectations 
as measured by 10-year TIPS yields) declined and gold traded almost 2% higher. Gold 
prices in USD made their lows the day after of the first Fed hike in December 2015 and 
are up almost USD200/ozt, despite Fed Funds rates being up 75bps.

https://wealth.goldmoney.com/research/goldmoney-insights/gold-price-framework-vol-1
https://wealth.goldmoney.com/research/goldmoney-insights/gold-price-framework-vol-1
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Real-interest rates moved 10bps lower when the Fed announced its March rate hike, pushing 
gold prices sharply higher
USD/ozt (LHS), % (RHS)

Source: Bloomberg, Goldmoney Research

The Fed’s forward guidance aims at 3% terminal federal funds rate at the end for the 
hiking cycle (end of 2019), and taking the historical performance of both realized 
inflation and treasury yields into account that means real-interest rates have only little 
upside. In fact, we think the odds are increasingly to the contrary. The Fed can only 
raise rates to 3% over the next three years if the US economy doesn’t’ hit a roadblock on 
the way, but that would make the current cycle the longest period without a recession 
in US history. If the US does enter a recession however, the Fed’s room to maneuver 
will be extremely small. The current record period without recession was from 1991 to 
2001 that ended with the bursting of the dotcom bubble and the Fed slashing rates by 
5.5%. A similarly sized rate cut (which is about the average rate cut from the Fed in a 
recession) would push rates to somewhere around -2.5 to -5%, depending on how much 
the Fed had raised rates in the first place. Needless to say, real rates this negative 
would be extremely bullish for gold prices. In the meantime, we think gold prices will 
likely remain somewhat tied to nominal rates over the short run, which should offer 
good entry opportunities.
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T H E  FA L L A C I E S  O F  C O R R E L AT I O N  A N A LY S I S

The gold sell-off in late 2016 is often attributed to a rise in interest rates. 10-year 
Treasury yields rose from under 1.4% in July 2016 to 1.8% shortly before the US 
presidential election. Subsequently, yields rose to around 2.5% at present. During this 
period, gold dropped from over USD1350/ozt to USD1240/ozt the day before the 
election and fell further to USD1128/ozt before recovering back to around USD1230ozt 
at the time of writing. The correlation between nominal rates and gold prices is 
either near or at the lowest levels since data is available (1962), depending on how it 
is measured. This has led some financial analysts and some in the financial media to 
proclaim that gold prices have much more downside should interest rates rise further. 

Figure 1: The correlation between gold prices and 10 year treasury yield has dropped to very low 
levels
120 day rolling correlation

Source: Bloomberg, Goldmoney Research

In order to prove this point, a chart similar to the one in Figure 1 is typically shown in 
an attempt to support the argument. The chart shows the 120 day rolling correlation 
of the gold price and nominal interest rates (10-year treasury yields) which indeed 
suggests that the correlation coefficient is at the very low end.

However, herein lies already the first fallacy. In finance, if anything, what matters is the
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correlation of changes (returns), not the correlation of levels (prices). For example, 
in a portfolio context, the goal is to minimize portfolio volatility given portfolio return 
goals, thus one needs to analyses return correlations, not the correlations between 
prices.1

But there are also mathematical reasons why measuring correlations between nominal 
values should be avoided. 

In a time series, prices can be expressed as:

P(0), P(1), P(2)…P(N)

Analogously, returns can be expressed as:

R(1), R(2), R(3)…R(N) where R(t) = P(t)/P(t-1)-1

Hence prices can also be expressed as 

P(0), P(0)x(R(1)+1)), P(0)x(R(1)+1)x(R(2)+1),…

From the above formula it becomes clear why measuring the correlation of prices is 
problematic as it weighs returns early on in the time-series higher than later returns. 
If prices follow a random walk and the price of an asset goes up in the first period, 
then the likelihood increases that at the end of the measuring period prices are higher 
than at the beginning of the measuring period. For example, the price of a stock at 
the beginning of the measuring period of 30 days is USD100 and on day 1 it goes up 
10%. If prices follow a random walk for the remainder of measuring period, then the 
probability that prices go up or down during the remaining 29 days is the same. Hence, 
after day one, there is a higher likelihood that on day 30 prices will above USD100 than 
below USD100. 

1    What actually matters is the covariance between the returns of all assets. Moreover, prices tend to be ‘lognormally’ 
distributed whereas changes (returns) tend to be more normally distributed.
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W H AT  I S  C O R R E L AT I O N  A N D  H O W  I S  I T  M E A S U R E D?

In finance, correlation is used to express the degree to which two assets 
move in relation to each other. In mathematical terms, correlation  
is defined as the covariance of two random variables divided by the 
product of their standard deviations. 

corr(x,y) = cov(x,y) / (stdev(x) x stdev(y)

The covariance is the joint variability of two random variables and is 
measured as the mean value of the product of the deviations of two 
random variables from their respective means. The covariance of two 
random variables depends on the unit it is measured in (for example, 
the covariance of two stocks measured in cents is different than the 
covariance of the same stocks measured in USD). Thus, the covariance 
is divided by the product of the standard deviation of the two random 
variables for normalization. As a result, the correlation coefficient of two 
variables falls always between -1 and 1 where 1 reflects a perfect direct 
linear relationship and -1 a. a perfect inverse linear relationship.

Correlation and covariance are important concepts in portfolio 
management. A portfolio consisting of two assets that are perfectly 
correlated and have the same expected return will have an expected 
return and volatility equal to either asset. A portfolio consisting of 
two assets that are perfectly negatively correlated and have the same 
expected return will have an expected return equal to either of the asset 
but with zero expected volatility. A portfolio manager tries to maximize 
returns given a certain risk tolerance (measured by the expected 
volatility of the portfolio). Hence, portfolio managers try to find assets 
with low or negative correlations in order to optimize the expected 
return and volatility of the portfolio. 
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Calculating correlations of levels (prices) rather than changes (returns) thus often 
yields strange results. Generally, if the returns of two assets have a positive correlation, 
the underlying prices often have a positive correlation as well. But sometimes that is 
not the case. Table 1 shows an example where the correlation of prices and returns 
yields a very different result. Further, in our experience, correlations of values are 
much more likely to take extreme values (close to -1 / +1).

Table 1: Correlations of either values or returns often yield similar results, but the outcome can 
also be completely different

Outside portfolio optimization, financial research analysts may use correlation analysis 
to show the degree by how much two variables are related. However, there are 
limitations to the significance of correlation analysis. The correlation coefficient gives 
no information about cause and effect. Correlation does not imply causation. More 
importantly, the correlation coefficient also does not allow to predict one value from 
the other.2

Which method should be used then to show the relationship between interest rates 
and gold prices, the correlation coefficient of values or that of changes? The short 
answer is: likely neither. If the goal is to predict gold prices (or changes in gold prices) 
based on expectations for interest rates, a correlation analysis is of no help. Instead, 
a regression analysis with gold as the dependent variable may be used to develop a 
gold price model. We have done that extensively and you can read up on the results 
in our gold price framework. However, if one simply wants to show whether there is a 
relationship between interest rates and gold prices, we think measuring the correlation 
of the changes is appropriate. After all, what one wants to show is whether gold prices 
tend to go up or to go down when interest rates fall or rise.

2    What actually matters is the covariance between the returns of all assets. Moreover, prices tend to be ‘lognormally’ 
distributed whereas changes (returns) tend to be more normally distributed. For that reason (and others), economists 
and financial analysts usually rely on regression analysis in their predictive models. But it is important to notice that a 
regression analysis still does not automatically allow an inference that X causes Y. 

Source: Goldmoney Research



9 •  G O L D M O N E Y.C O M M A R C H  20,  2017

A N A LY Z I N G  T H E  C O R R E L AT I O N  B E T W E E N  C H A N G E S  I N  N O M I N A L  R AT E S 
A N D  C H A N G E S  I N  G O L D  P R I C E S

The 120 day rolling correlation of the generic 10-year treasury yield and gold is plotted 
in figure 2 below. As one can see, the correlation of the changes is not as volatile 
as the correlation of levels and less likely to reach extreme values. This is actually 
more helpful, as it tells us that gold prices tend to be negatively correlated to changes 
in interest rates most of the time. It does however say nothing about the causality, 
whether interest rates drive gold prices or gold prices drive interest rates, or, whether 
both are driven by something entirely different. It thus also does not allow one to 
predict changes in the gold price based on changes in interest rates, even though 
that seems the plausible causality. Assuming interest rates do drive gold prices, does 
a positive correlation mean that rising interest rates sometimes lead to rising gold 
prices? Not necessarily. The correlation only measures how the two variables behave 
over the measured period. A multivariate regression analysis is necessary to get a 
better understanding of the underlying drivers of the gold price. The gold price could 
be affected by other drivers as well. In fact, in our gold price framework note we 
found that changes in longer-dated energy prices and central bank policies such as 
quantitative easing (QE) are equally important drivers and there are periods where 
these drivers undergo large shifts which dominates the gold price.

Figure 2: Correlations of either values or returns often yield similar results, but the outcome 
can also be completely different

Source: Goldmoney Research
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What can we learn then from analyzing the correlation between changes in interest 
rates and changes in gold prices? The very low correlation recently between the 
two tells us that gold prices and interest rates have been moving almost in tandem 
(reciprocal) over the past few months. However, we cannot simply conclude from this 
observation that with rising interest rates, gold prices will decline further. 

R E A L-I N T E R E S T  R AT E S  R AT H E R  T H A N  N O M I N A L  R AT E S  D R I V E  G O L D 
P R I C E S

Which brings us to the second misconception in the argument that gold prices will 
move lower as rates rise. In our gold price framework note, we identified real-interest 
rates as the driver for gold prices rather than nominal rates. Real interest rates are 
nominal interest rates minus inflation expectations. It is the expected real yield of 
a 10-year Treasury note. Real-interest rates drive the demand for money (and thus 
gold) which is why there is a strong link between real interest rates and gold. Because 
nominal interest rates are one part of real interest rates (and inflation expectations the 
other), gold prices can move with changes in nominal rates when inflation expectations 
are stable. This might give the appearance that gold prices are simply driven by 
changes in nominal rates when in fact they move with real-interest rates.

We highlighted before why correlation analysis is most of the time an inadequate 
statistical tool if the goal is to find the underlying price drivers of an asset. With that 
in mind, figure 3 shows that the correlation coefficient between real-interest rates 
and gold is much more stable over time and is almost always lower (and barely ever 
positive) when compared to the correlation coefficient between nominal rates and gold, 
consistent with our findings that real-interest rates are one of the main drivers for gold 
prices.
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Figure 3: The correlation between real-interest rates and gold is more stable and most of the 
time below the correlation between nominal rates and gold
120 day rolling correlation of changes in values (% for gold prices)

Source: Bloomberg, Goldmoney Research

Interestingly though, the correlation between changes in gold and nominal rates has 
recently fallen substantially below the correlation between real-interest rates and gold, 
which is rare. In other words gold prices have been largely following the move in 
nominal rates. We believe the reason for this lies in the Fed’s perceived departure from 
close to eight years of near zero interest rates and the potential reversal of trillions 
of asset purchases conducted under multiple quantitative easing programs, creating 
seismic shifts in financial markets. The shifts in nominal rates are simply too large and 
dominate everything at present, hence the recent near perfect negative correlation 
between gold prices and nominal rates. 

The reason why the correlation between real-interest rates and gold has been 
somewhat lagging is that inflation expectations (measured as breakeven inflation from 
TIPS yields) has been moving higher since the election as well. Part of that might 
reflect the markets’ view that future inflation might be higher as result of the white 
house infrastructure spending plans. But inflation generally has been on the rise, which 
can’t be attributed to any of president Trump’s nascent polices (which have not even 
been decided yet).
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But other than for nominal rates, where the impact was almost instantaneous, inflation 
expectations are only gradually moving higher. By now, inflation has almost caught up 
and real-interest rates are back to around 50bps. Gold prices did recover a bit, but not 
to the same extent. We think gold is still trading more off nominal rates than real-rates 
at this point.

What does that mean for the future? The fact that gold prices are driven by nominal 
interest rather than real rates is in our view a temporary phenomenon that came with 
the shift in market perceptions about the forward Fed interest rate path and will not 
last over the long run. In the end, as long as gold is regarded and used as a store of 
value, gold prices will eventually reflect real-interest rates. 

T H E  F O R WA R D  PAT H  O F  R E A L-I N T E R E S T  R AT E S

What is the most likely forward path for real interest rates? Again, real-interest rates 
are nominal rates – inflation. So let’s look at the nominal rate side first. Nominal 
interest rates have been in a clear upward trend for a while now with the Fed 
determined to gradually raise rates for several years. The Fed itself has a forecast for 
terminal rates at 3% longer term (2020 and beyond). What can we expect for bond 
yields in such a scenario? In our recent report (The Gold Sell-off : How far might it go?, 
December 2, 2016) we showed that bond yields are above Fed funds rates at the bottom 
of the cycle, but the two tend to converge at the peak of the cycle, see Figure 4).

https://wealth.goldmoney.com/research/goldmoney-insights/the-gold-sell-off-how-far-might-it-go
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Figure 4: Historically, Fed funds rates and 10-year Treasury yields have peaked roughly around 
the same levels
%

This suggest that the 2% differential between 10-year nominal rates and the Fed funds 
rate is unlikely to persist as the Fed keeps raising rates. As a result, the yield on 10-
year treasury will most likely not be substantially above 3% at the end of the Fed hiking 
cycle, even if the Fed gets to raise rates continuously over the coming years.

W H AT  A B O U T  I N F L AT I O N?

Inflation has been accelerating and this is reflected in inflation expectations as well. 
More specifically, CPI inflation in February has reached 2.7% year-over-year (from 1% in 
2016 and below zero in 2015) while 5-year breakeven inflation expectations embedded 
in TIPS yields recently topped 2% (from a low of 1.25% in mid-2016). In our view this 
was largely responsible for the market reaction (USD sold off and gold rallied) post 
FOMC rate announcement. The market had expected that the Fed would present a 
much more hawkish forward guidance in light of the recent uptick in price inflation. 
Yet the FOMCs dot plot (the expectations of individual FOMC members in regards to 
the Fed rate path) was almost unchanged from the December meeting, reflecting that 
the Fed does not believe the macroeconomic environment has materially changed. In 
that context it is also important to notice that the FED has a history of letting inflation 
exceed the target of 2% in a hiking cycle (see Figure 5).3

Source: Bloomberg, Goldmoney Research

3    The Federal Open Market Committee (FOMC) only adopted an inflation targeting policy of 2% in 2012. Before that, 
the FOMC did not have an explicit target but a desired target range for inflation which tended to be around 1.7% - 2%.
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Figure 5: Historically, Fed funds rates and 10-year Treasury yields have peaked roughly around 
the same levels
%

Source: Bloomberg, Goldmoney Research

For that, it is important to understand the different measures of inflation provided 
by government agencies. The two main inflation measures are personal consumer 
expenditure (PCE) and consumer price index (CPI). The main difference between PCE 
and CPI is the weightings of the various components. The CPI is based on a survey 
of what households are buying while the PCE is based on surveys of what businesses 
are selling. The coverage of the two measures also differs, the CPI only covers out-
of-pocket expenditures on goods and services purchased. Expenditures that are not 
paid directly (employer provided insurance for example) are excluded from the CPI 
but included in the PCE. In addition, the PCE assumes that consumers substitute for 
cheaper goods when the price of an item in the basket becomes more expensive.
Both measures come in two main flavors, headline and core. Headline measures all 
prices in the basket while core excludes food and energy. While naturally what really 
matters for consumers is headline (as they do eat and drive), food and energy prices 
tend to be more volatile and so the argument goes that core inflation is a better trend 
indicator where inflation is going (by omitting the noise). Importantly, the Fed focuses 
on core PCE in regards to its inflation target of 2%. However, the headline CPI is 
used to adjust social security payments as well as the principal of Treasury inflation 
protected securities (TIPS). 
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In our gold price framework note we found that TIPS yields can be used to measure 
actual real-interest rate expectations.  Figure 5 thus suggests that not just does the Fed 
seem comfortable letting core PCE exceed the 2% target during a hiking cycle (a view 
that has been reinforced by the latest FOMC meeting outcome), headline CPI (which 
is what drives gold prices) tends to come in substantially higher. Following the end of 
the convertibility of the USD to gold in 1971, headline CPI exceeded core PCE by 0.8% 
per year. This increased to 1% over the past 10 years. Hence even with a 2% inflation 
target (and some regional Fed presidents are already advocating for a higher target), 
actual headline inflation will likely increase the target rate substantially in the current 
hiking cycle. 

Therefore, even in the best case scenario, where the US economy continues to improve 
for years to come, allowing the Fed to gradually raise rates over the next four years to 
around 3%, realized real-rates at the end of the hiking cycle will likely be close to zero 
percent. And because the Fed is unlikely to raise rates further if the inflation target of 
2% cannot be met, this implies that real-interest rates should not go much over 1% even 
in the ‘Goldilocks’ scenario where the US economy does not encounter any slowdown 
or recession over the coming years. 

As of today, the US economy has had 92 months of no (official) recession. That is less 
than 30 months short of the record 121 month period between 1991 and 2001, which 
ended with the bursting of the dotcom bubble and forced the Fed to lower interest 
rates by 5.5%. If the Fed really gets another recession-free three years in which to raise 
rates to their forecasted 3%, it would mark a new record. 
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Table 2: The US economy has had 92 recession-free months since the credit crisis

Source: FRED, Goldmoney Research

But if we are not so lucky, then both nominal and real-interest rates will inevitably 
decline again. Because the Fed has just a very small buffer left (currently 0.875%), we 
would most likely see more unconventional monetary policy including quite possibly 
negative interest rates (NIRP) and more quantitative easing (QE). Whatever the Fed 
does deploy, expect real-interest rates to reach new lows (real-interests rates fell below 
-0.9% in 2012), which would likely push gold sharply higher in USD terms.
But even without a recession, real-interest rates simply don’t have much upside. At 3-4% 
nominal yields with 2% inflation, realized real rates would be around 1-2% at their peaks 
(currently 0.6%). That means even if the Fed has three more years to raise rates before 
we see another recession, the ensuing easing (the Fed slashes nominal rates by around 
5% on average) would push real-interest rates to new lows around -3-4%, with inflation 
anchored at 2%.

In other words, we think real-interest rate expectations have already peaked in 
early 2016. Over the short run, gold prices might continue to trade closer in line 
with nominal rates, which means as the Fed is hiking and the market believes it will 
continue to do so, gold might face some headwinds. But we believe gold prices will 
eventually trade more in line with real-interest rates again, which implies that any 
further sell-off will prove unsustainable over the medium to long term.
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W H AT  I S  I N F L AT I O N?

The original definition of inflation is an increase in the amount of money in circulation. 
Today the term inflation is mostly used to refer to the rate at which the price level, 
however defined, is rising. For example, a good that costs $100 today and $110 a year 
later experienced inflation of 10%. When referring to the original meaning, economists 
therefore often use the term ‘monetary inflation’ to distinguish from ‘price inflation’. 
Economists create weighted baskets of goods and services to estimate overall 
consumer price inflation. For example, the consumer price index (CPI) reflects the 
price development of a basket of goods and services that aims at replicating the typical 
consumer’s cost of living. 

W H AT  I S  T H E  C U R R E N T  I N F L AT I O N  R AT E ?

There is no straightforward answer for this. Price inflation can be estimated in many 
different ways. The two most widely accepted price inflation indices are PCE (personal 
consumption expenditure) and CPI (consumer price index). The former is used by the 
Federal Reserve when setting US monetary policy and the latter applies to cost of living 
adjustments for US Social Security and certain other federal government benefits. We 
find that CPI inflation expectations have been a key driver for gold prices. CPI inflation 
also usually tends to be higher than PCE inflation. CPI (urban consumers) inflation in 
February 2017 came in at 2.7% year-over-year which is a sharp pick-up from just 1% half 
a year ago.

W H AT  I S  T H E  N O M I N A L  I N T E R E S T  R AT E ?

Nominal interest rates are simply the interest paid on an investment in percentage 
terms. For example, a bond that sold for $100 and pays a $2 coupon per annum has a 
2% interest rate. However, the value of a bond deviates from its face value over time 
when overall interest rates change. When interest rates decline, (all else equal) the 
bond above would increase in value as it now pays a higher interest than bonds that 
are issued today. Therefore, in financial markets one would usually refer to the yield 
of a bond—which is simply the return on the bond(coupon / price)—for comparison 
purposes. If the bond is trading at par (price is the same as the face value), the interest 
rate and the yield are the same. What makes things more complicated is that the two 
terms are often used interchangeably. In that case, the term interest rate is usually 
used to describe the yield of a fixed income instrument. Most people are not active 
investors in bonds (although they might be via their pension funds) and know interest

FAQ



18 •  G O L D M O N E Y.C O M M A R C H  20,  2017

rates only from their bank account. The interest paid on a savings account is equivalent 
to its yield and is a nominal interest rate. 

W H AT  I S  T H E  R E A L  I N T E R E S T  R AT E ?

In contrast to nominal interest rates, real interest rates also take the level of price 
inflation into account. Broadly speaking, real interest rates = nominal interest rates + 
price inflation. Hence real interest rates measure the return on an investment in actual 
purchasing power. Why do real interest rates matter? For example, when interest 
rates are at 5% p.a. but inflation is 10% p.a. , after one year the lender has earned 5% 
in nominal terms, but he actually has lost value. More specifically, with an initial 
investment of $100 he would end up with $105 after one year. But those $105 would 
only buy him 95% of the goods and services the original $100 bought a year ago. Thus 
when price inflation is higher than the nominal interest rate on savings accounts, 
savers are de facto paying to lend out their money to the bank. Currently the national 
average money market account rate is 0.27% while inflation is 2.7%, hence savers lose 
2.4% of their purchasing power per year if price inflation stays at this levels.

W H AT  I S  T H E  F E D?

The Fed is short for the US Federal Reserve, which was established in 1913 by the 
US Congress. The Fed is headed by the Board of Governors of the Federal Reserve, 
consisting of 7 presidential appointees serving 14 year terms. It’s most important body 
however is the Federal Open Market Committee (FOMC). The Current chairwoman of 
the Fed and FOMC is Janet Yellen.

The Fed has several functions. It acts as the lender of last resort to financial institutions 
that temporarily lose access to the capital markets in a crisis. It exerts other banking 
functions such clearing the transfer of funds from one bank to another. It also acts as 
the US government’s bank and sells and redeems government securities. However, 
what receives the most attention is that the Fed determines monetary policy, that is, 
the level of nominal interest rates. The monetary policy decisions of the Fed, such as 
setting interest rates, are made by the FOMC.

W H AT  I S  T H E  F O M C ?

There are 12 voting members of the FOMC: the seven members of the Board of 
Governors, the president of the Federal Reserve Bank of New York and the presidents 
of four other regional Reserve Banks (on a one-year rotating basis). There are eight 
scheduled FOMC meetings per year. When the FOMC sets interest rates, it actually 
sets the lower and upper bounds of the federal funds rate, the rate at which banks

https://www.federalreserve.gov/monetarypolicy/fomccalendars.htm
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either lend out or borrow reserves in order to meet statutory reserve requirements.

W H AT  I S  T H E  F E D E R A L  F U N D S  R AT E ?

The federal funds rate is the overnight interest rate at which a depository institution (a 
bank) lends funds to another depository institution. The Fed only sets a target band; 
the banks can in theory charge each other what they want. However, in practice the 
rate at which banks lend to each other is always within this band. The Fed uses open 
market operations to ensure that the fed funds rate stays within the target band. This 
means that it buys and sells securities (normally US Treasuries) from its member 
banks and replaces them with Federal Reserve credit. The upper band is called the 
discount rate. Even though the Fed prefers that banks to borrow from each other, the 
fed funds rate should in theory not be able to exceed the discount rate as otherwise 
the banks may simply borrow directly from the Fed itself. What makes the fed funds 
rate so important is that it necessarily influences all other interest rates as well. Hence 
by setting the fed funds rate target, the Fed is able to influence credit conditions 
throughout the economy.

W H AT  I S  F O R WA R D  G U I D A N C E ?

At the end of an FOMC meeting, the Fed announces its outcome and releases a 
statement that aims to provide the public with information about the FOMC members’ 
views in regards to current macroeconomic conditions as well as their expectations 
thereof. Among other data, the Fed publishes a so called dotplot which shows where 
the FOMC members believe the Fed funds rate will be at the end of each year for the 
next few years and over the long run. The median projection is regarded as the Feds 
forward guidance for the interest rate path. Often the market is more interested in 
the Feds forward guidance than in the most recent monetary policy decision itself. 
For example, when the Fed announced its third rate hike in 11 years on March 15, 
2017, the market reaction implied that the Fed had become more dovish rather than 
hawkish. The reason for this was that the Fed left its interest rate projections largely 
unchanged while the marked had expected the adoption of a more hawkish outlook. 

W I L L  T H E  F E D  R A I S E  I N T E R E S T  R AT E S ?

At the moment it seems likely that the Fed will continue to raise rates. Since the Fed 
began to depart from zero interest rates in December 2015 it has raised rates three 
times by 25bps (0.25%) each. According to the Fed’s own dotplot forecasts the Fed 
is anticipating raising rates to 3% by the end of 2019. However, the market is not 
expecting the Fed to be able to raise rates as quickly as the Fed’s forward guidance 
suggests. 
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W I L L  R E A L  I N T E R E S T  R AT E S  R I S E ?

Unlikely. We believe the Fed will only continue to raise nominal interest rates as long 
as the US economy keeps expanding and inflation remains above the 2% target. This 
suggests that at the end of the current hiking cycle, realized real interest rates will not 
exceed 1%. However, we are currently already in the second longest period of economic 
expansion in US history. Should the US economy slow down or even fall into recession, 
the Fed would more probably have to cut rates rather than raise rates, in our view. We 
would expect real-interest rates to go sharply lower in such a scenario. 
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