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Gold – Is the precious metal losing its glitter?
Swaha Shome

Abstract
Global gold prices have seen a downward decline after reaching a peak of $1990 per ounce in
2011. Currently the precious metal is trading at around $ 1080 an ounce and the analysts expect it to
fall further. This article examines the reason behind the recent slump in prices and comments on
future values as well.
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Introduction
Following the end of the system of pegging dollars to gold in the 1970s, gold prices
increased to $850 in 1980. In the next two decades prices fell pushing the Central Banks across the
world to shrink their reserves. Post the financial crisis in 2008, Central banks started buying again
and investors were attracted to gold-backed exchange-traded products after the first listing in
2003. After reaching a peak of $ 1990 per ounce in 2011, gold prices reached a low of five and half
years in early August, 2015. The following graph shows the trend in global gold prices.
Fig 1: Trend in Gh6fb cfkold Prices: 2008-15 ($ per ounce)

The metal recovered briefly earlier in the month of August but only marginally. The
fall in value was 7.25% in the month of July. Several factors are responsible for this unusual decline
in the value of the yellow metal. The price of any commodity including gold is a reflection of the
demand and supply situation. We first consider the demand for gold and factors affecting it.

Review of Literature
Various studies have analyzed the factors affecting gold prices. Ho, Wang & Liou
(2010) have stated that gold prices are affected by the dollar index. The influence of inflation on
gold prices has been discussed by Feldstein (1978). Greely & Currie (2005) have examined the
causes for increase in demand for gold in last decade and how this affected the price of gold. Sindhu
(2013) have studied the factors affecting the gold prices and considered factors like exchange rate
of US dollar with INR, Crude oil prices, repo rate and inflation rate.

Components of demand for gold:
Demand for gold primarily arises from demand for jewellery, for investment purposes,
technology and by Central Banks. The following chart from the World Gold Council shows the
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quarter on quarter changes as well as year on year changes in gold demand for 2015 – first quarter
as compared to that of 2014.
Table 1: Sources of Demand for Gold:
Tonnes
Year-on5-year
year
Q1'14
Q1'15
average
change
Demand
Gold demand
1,089.9 1,079.3
1,114.0
↓ -1
Jewellery
620.2
600.8
570.3
↓ -3
Technology
81.9
80.4
98.3
↓ -2
Investment
268.0
278.8
328.3
↑ 4
Total bar and coin
281.5
253.1
335.1
↓ -10
ETFs and similar products
-13.5
25.7
-6.8
Central banks & other inst.
119.8
119.4
117.1
→ 0
Source: World Gold Council

To see the historical trends in the demand for gold, the following chart can be considered.
Table 2: Demand for Gold (in tonnes)

It is seen from the above tables that the total demand for gold has fallen in 2015. Most of the
components of gold demand have shown a downward trend since 2013. The fall is visible especially
in consumer demand for jewelry as well as requirement for technology. The demand for gold bars
and coins has also fallen. The following table shows the comparison between China and India in
case of consumer demand for gold.
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Table 3: Comparison in consumer demand between China and India (Tonnes)
Year-onConsumer demand in selected
5-year
year
markets
Q1'14
Q1'15
average
change
India
167.1
191.7
233.2
↑ 15
China
293.8
272.9
231.9
↓ -7
Comparing the consumer demand between India and China, it is seen that it has increased
in India, but has fallen in China significantly. A major reason for this is that the Chinese stock
market has crashed by 28% between 23rd June and 8th July 2015 and hence there is little liquidity to
buy gold by the consumers. This further dampens the gold prices as China’s 1.4 billion population
are the largest buyers of gold globally.
Approximately nine per cent of the world demand for gold is for technical applications. Gold
being highly conductive and resistant to corrosion is used by manufacturers in the electronics
industry. In addition, gold is highly biocompatible implying that it continues to be used in dentistry.
Gold is also used across a variety of high-technology industries, such as the space industry and in
fuel cells. Being highly catalytic gold is also used in the automotive sector, as well as in the chemical
industry. Nanotechnology is the new area of usage of gold. However demand for gold in technology
has shown a decline in the first quarter of 2015.There has been a fall in use of gold in dentistry due
to a large scale availability of substitutes for gold such as ceramics. Gold used in dentistry totaled
4.7 tonnes in the first quarter of 2015, which is a year on year decline of 11%.
Gold is considered as a safe haven of investment and assumes a critical role in risk
management for both institutional and private investors globally. This property of gold assumes
particular significance during periods of high financial stress. Investment in gold accounts for
around one third of total global demand. Investment demand consists of direct ownership of bars
and coins, as well as indirect ownership via Exchange-Traded Funds (ETFs) and similar financial
products.
Central Banks hold gold reserves as a store of value and as guarantee against paper
currency. Central Banks of countries hold their reserves in dollars, gold and other hard currencies.
Gold has a negative correlation to the most common reserve currency, the US dollar. This makes it
an effective hedging strategy against future dollar weakness. It is anticipated by many that the
Chinese renminbi will emerge as a serious competition to the dollar as the world’s reserve
currency.

Factors affecting demand for Gold:
1. Exchange rate of dollar:
Gold is quoted in dollars and any increase or speculation regarding its increase tends to put
a downward pressure on gold prices. Gold prices are thus vulnerable to the U.S. dollar’s external
value. In 2008, the International Monetary Fund (or IMF) estimated that 40–50% of the changes in
the gold prices since 2002 were related to the dollar rates. They suggested that a 1% change in the
effective external value of the U.S. dollar led to more than a 1% change in gold prices. We can expect
an inverse relation between the dollar index and the gold prices. The US Dollar index shows the
value of the US Dollar against the currencies of its major trading partners. The highest weightage is
given to the Euro which accounts for 57.6% of the index total .The following figure shows the
relation between the dollar index and gold prices.
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Fig 2: Dollar index and gold prices

It is clear that the dollar and gold prices are inversely related. Any increase in the
dollar index will have a bearish impact on the gold prices. To check the correlation between the
trade- weighted dollar index and the gold prices a correlation is attempted. The time period
considered is from July 2005 to June 2015. The results are shown below.
Table 4: Correlations between Dollar index and Gold Price
Correlations
DOLLARI
NDEX
1
-.794**
.000
120
120
-.794**
1
.000
120
120

GOLD
GOLD

DOLLARINDEX

Pearson Correlation
Sig. (2-tailed)
N
Pearson Correlation
Sig. (2-tailed)
N

**. Correlation is significant at the 0.01 level (2-tailed).

The above results show that there exists a significant negative correlation between gold and
dollar. This implies that as the dollar becomes stronger, the gold demand dampens, thus leading to
a fall in prices.
2. US Economic Recovery:
Dollar recovery is often the result of economic recovery in the US .Any increase in Fed
Funds rate which is the overnight borrowing rate in the US signals that the economy is coming out
of a slow-down. This leads to a dip in the gold demand as investors expect to earn more by
investing in dollars. Gold is considered to be an alternative to holding dollars. Since there is no
interest return or dividend return on gold, the need to hold a safe asset dissipates whenever there
is an increase in the interest rates. The US FED has been suggesting that the rate increase of 0.25%
is imminent. This may have sparked a decline in demand for gold leading to a decline in prices.
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Fig 3: Gold Prices and US inflation adjusted Interest Rates:

It is visible in the above graph that gold prices are not always inversely related to interest
rates. We attempt a correlation between the two variables from 2005-2015 in order to comment
further. The following table shows the correlation between Fed Funds Rate and dollar between
2005-15. Any speculation of an imminent rate increase by the FED has a similar impact.
Table 5 correlations between Gold prices and Fed Funds Rate
Correlations
GOLD
GOLD

FEDFUNDS

Pearson Correlation
Sig. (2-tailed)
N
Pearson Correlation
Sig. (2-tailed)
N

FEDFUNDS
-.552**
.000
120
120
-.552**
1
.000
120
120
1

**. Correlation is significant at the 0.01 level (2-tailed).

The results show that there exists a significant negative correlation between the FED Funds
rate and the dollar demand. The interest rate in the UK is also expected to rise in early 2016, thus
making gold a less attractive asset to hold.
A contrary agreement is provided by some analysts that higher interest rates can actually
have a bullish impact on the gold demand as all other assets especially the stock market have an
inverse relation with higher interest rates. With yields dipping, investors may switch to gold as a
safe haven of investment.
3. Greece Crisis
A specter of Greece defaulting and exiting the Euro Zone had pushed investors towards gold
as a safe haven. However when “Grexit ‘’ fears were no longer looming large, gold found little
support and continued to fall further. Greek banks have reopened after a third bailout package was
agreed and a €6.25bn bridging loan was extended for the economy. As concern over the collapse of
the Euro-zone dilutes, investors are once again eager to hold riskier assets which earn better
returns. So, Government bonds issued by Spain, Italy and Portugal take a higher preference than
gold and add to the downward pressure on prices.
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4. Central Banks and Gold
Since 2010, Central Banks have been net buyers of gold, and their demand has increased
significantly, growing from less than 2 per cent of total world demand in 2010 to 14 per cent in
2014. The following figure shows how the central banks purchase of gold as a reserve asset has
increased between 2008-2012.
Fig 4: Central Bank holding of Gold

One of the largest holders of gold reserves is China. On 17 July 2015, after a gap of five
years, China announced that it increased its gold reserves by about 57 percent from 1,054 to 1,658
metric tons. However this figure about half of what was expected. This unanticipated modest
increase in China’s reserves created a big dip in gold prices. China has increased its reserves of gold
bullion by 60percent since 2009 and it was expected that the trend will continue. If one compares
these figures with that of Russia, the figures are certainly less. Russia increased its reserves from
532 tonnes to 1250 tonnes which is an additional 718 tonnes as compared to China’s additional 604
tonnes.

Supply of Gold:
The above factors explain why the demand for gold has fallen in recent periods. We now
move towards the supply side and consider the factors affecting the supply of gold. The main
sources of gold are from mining and from recycling . At the end of 2014, there were 183,600 tonnes
of stocks above ground. Asia as a whole produces 22 per cent of the total newly-mined gold. China
is the largest producer in the world in 2014, accounting for around 15 per cent of total production.
Central and South America produces around 17 per cent of the total, with North America supplying
around 15 per cent. Around 20 per cent of production comes from Africa and 14 per cent from the
CIS (Commonwealth of Independent Region). Recycling accounts for around one third of the total
supply of gold. The World Gold Council states that lower gold prices will make it challenging for
producers to invest in new projects. In fact, production slowed to 2.0% last year after growing at a
rate of 4.7% between 2008-2013. Only 5 tonnes were the net addition to supply after recycling
reduction was accounted for. In other words it is a substantial decline in gold demand that is
responsible for the fall in gold prices and not the supply. In fact if gold prices continue to fall, the
gold mining companies may not be able mine gold efficiently. The gold mining industry has suffered
considerably due to the fall in gold prices. Shares of gold mining companies such as Barrick Gold, in
US fell by 15% in july and that of Randgold Resources in UK fell by 4.7%. Smaller mining companies
were even more worse hit. However the silver lining in this cloud could be that as the miners
shutdown, gold supply would be affected and would eventually help to push prices upwards in the
long term.
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The following table shows the changes in the supply of gold between 2014-15.
Table 6: Supply of Gold

Supply
Production
Net producer
he
hedging
Total mine
supply
Recycled
gold

Pr

Q2'13

Q3'13

Q4'13

Q1'14

Q2'14

Q3'14

Q4'14

Q1'15

Q1'15
vs Q1'14,
% change

738.8

801.9

828.0

712.5

759.8

835.8

826.9

729.2

↑

2

-9.1

-3.5

-15.5

13.4

50.5

-12.1

47.3

5.0

↓

-63

729.7

798.4

812.5

725.8

810.3

823.7

874.2

734.2

↑

1

314.2
1,112.
2

299.7
1,112.
3

367.4
1,093.
5

273.2
1,083.
4

269.6
1,093.
9

265.6
1,139.
2

355.1
1,089.

↓

-3

→

0

282.4
1,012.
Total supply
2
6

Source : World Gold Council

Conclusion:
HSBC lowered its 2015 average gold price forecast from $1,234 to $1,160. The bank
also reduced its 2016 forecast from $1,275 to 1,205. The explanation given was "drift towards Fed
tightening and the associated USD strength, low global inflationary pressure, weak gold demand
from India and China and market positioning and momentum". As the global economies stabilize
and investor confidence is restored, the bull -run on gold will sober down even more. A stronger
dollar would push the consumer away from gold to cheaper alternatives and create a downward
pressure on gold prices. Geopolitical changes of a lesser chance of conflict in the US coupled with
reduced fears of a Greek exit and above lower inflationary expectations can drive the gold down
even further. Whether the precious metal loses its sheen in the long run is questionable but
currently it does not hold much importance in the investor portfolio.
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