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“If all men were rational, all politicians honest and we had a world central
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The Collapsein Gold Prices:

A New Perspective

by Eric Kades

bank issuing a single currency that was universally acceptable, then gold
would drop to $20 an ounce—and be overvalued at that."

— Andre Sharon, gold analyst, quoted in Newsweek, Dec. 16, 1974; as
quoted by George Seldes in Quotable Quotations.

Introduction

The dally summariesand andysesdf the gold
market that appear in most newspaperssupport
Mr. Sharon's assertion. The pressinvariably attrib-
utes gold price movementsto political uncer-
tainty, gyrating monetary policies, inflation hedg-
ing, and internationd liquidity concerns. This
view impliesthat the demand for gold is highly
volatile, subject to coups, sudden shiftsin centrd
bank behavior, il flow interruptions,and other
joltsto the world economy.

GOLD PRICE AND INTEREST RATE TRENDS
Real value of assets, in 1970 dollars
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If Mr. Sharon and the presswere 11
right, then economistswould have little to con-
tribute to an andyssdf even longterm move
mentsaf gold prices, or to forecags of price
trends. These activitieswould be better left to
political experts, to central bank andysts, and to
other sanvy observersin areasthat are likely to
generatesurprisesaffecting gold prices. There
would be no point in Satigicadly estimatinga
demand function for gold, since demand for gold
would be dways be fluctuating randomly, not
moving sysemeticaly.

This conventiona explanation of
gold price movementsis essentialy a superficid
one. While unexpected political and economic
events undoubtedly influence daily gold prices,
such eventscannot explain long-run trendsin
gold prices. Before the Bretton Woods interna
tional monetary sysem began to crumblein
1968, the price of gold was fixed a about $35an
ounce. Thered priceof gold, that isthe nomind,
or observed pricedivided by a price index, has
followed two digtinct trendssince 1968 (see
curveA infigure1).

From 1969101981, the red pricedf
gold roserapidly, except for afew brief, but sharp,
price dips, and for one extended dide. From
1981, until thisyear, the red price of gold fel —
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The pice index in this cage is the GPIU. We study the real price to
correct for changes in the purchasing power of the dollar,



http://clevelandfed.org/research/review/

Best available copy

not pay extraction costs (and assuming storage
cogisare constant), competition among them will
prevent therate o gold priceincreasesfrom ex-
ceedingtheriskless rate of interest.> Thegold mar-
ket unquestionably includes many speculators.

Another sdlient feature of thegold
market is South Africalsdominant, amost
monopoligticrolein gold production. Since the
price d gold began to rise in 1968, the South

African share d production has averaged near 75
percent, although it hasfalen moderately in
recent years. Such hegemony can raise prices
above competitiveleves, but, like rising produc-
tion costs, cannot account for observed rapid
increasesin gold prices. Any attempts by South
Africato raise pricesfaster than r, would create
abitrage opportunitiesthat would force prices
back down. Speculatorswould buy gold in one
period and then, being willing to accept a rate of
return r,, would undersell the South Africansin
the next period.

Sdant and Henderson conclude
that the only valid specid factorsin the gold
market are the huge stocks governmentshold
and, particularly, the perceptionsaof speculators
about what buying or sdlling actions governments
will teke This, they argue, causesthe price of
gold to move sysematicdly & variance with the
simple exhaustible resource explanation.

To see how thismatters, think about
the amount of gold availableto satiate demand in
agiven period. Productionlevelswill bereatively
stable, because construction o large minestakes
along time. However, governments hold huge
gocks of gold (now about 40 years worth of cur-
rent indudtrid, artistic, and jewdry demand; in
1970, governmentsheld 25 percent more). If they
decideto sdll asignificantamount of goldin a
given period, the pricewill drop sharply.

The"threat" of government sales
meansthat gdd can no longer be considered a
riskless met, Snce thereis achance that govern-
ment actionswill have asevereimpact on its
price. Risky assets mugt give higher yields, on
average, to compensatetheir owners. Comparing
curveA (actua redl gold price) with C (actua
pricetrend for red return to threemonth Trea
sury bills), srikingly illustrates that gold did
indeed command a return higher than the risk-
lessinterest rate from 1968 to 1931.

Therewere afew exceptions,
when the price dropped precipitoudy for short
periodsdf time. These occasiond price dips,
however, fit precisdy into the scenario that Sdant
and Henderson present. They are the announce:
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|5

Gold that cost more to extract would not be mined until the price
rose sufficiently to justify the expense.
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ment datesdf government sales or newslesks of
thelikelihood of such sales. These eventsillus
trate the riskinessaof holding gold in the presence
o government stocks that can depress prices
temporarily. For example, arrow 1 in figure 1
marksthefirs announcement of possible Interna
tiona Monetary Fund (IMF) nation sales, arrow 2
showsthe price decline caused by thefirg US
Treasury auction of gold sinceWorldWa II. The
price decline that lasted from 1975 to 1976
occurred whilegold's role in the international
monetary system was being revised. These
changesincluded provisionsfor large sdlesd
IMF gold, permission for member nationsto el
sgnificant quantities of gold on the free market,
and a mgjor deemphasisadf gold's monetary
function. All thesefactors held down gold prices
during most of 1975 and 1976. When direct
depressing effectsended, pricesrose again, and
gold achieved superior rates o return—much
higher than .

Sdant and Henderson'sexplana
tion for the trendsin gold pricesis an elegant
and convincing one for the period from 1968
(which marked the end of gold price-fixing) until
1981, but it bresks down after 1981. There has
been adriking changein the behavior of gold
pricessince 1981. They fell, firs sharply, then
more gradualy, with only short-lived reversds. In
1986 they again began to rise sharply. How, if &
al, can these trends be reconciled with the rdla
tionship between the price of gold and with sales
of government suppliesof gold described above?
The garting pricedf an exhaustible resource
holdsthe key to our explanation.

V. Initial Price and Expectationsof Demand
The initial price of a depletable resource plays an
important rolein its price behavior. The price
must increase & therate », (arisky asset like
gold, of which governments hold large stocks,
increasesa arate higher than r,,. In a"perfect
world," theinitid pricewill be set so that the lagt
ounce o gold is used via transactionscompl eted
up along a unique price path sarting & the initial
priceand increasing & the set rate.

A low initia pricewould result in
greater demand a every date along the price path
and the supply of gold would be depleted a a
pricethat didn't extinguish demand. Conversdy,
ahigh initia pricewould mean less demand for
gold in each period; demand would drop toward
zero,and gold stocksremain. Profitsfor ownersin
both caseswould be lower than if the equilibrium
price path were to emerge, so market forcestend
to seek this uniqueinitia priceand price path.

To calculatethe correct initia
price, it is essentia to estimate the demand curve
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for gold—that is, what demand will be for dl
prices. Incorrect estimation of the demand curve
would lead to incorrect setting of the initia price
and would necessitate later adjustment of the
priceto reflect the true demand.

VL. An Unexpected Price Path

Supposethat, in 1968, market participantsesti-
mated a demand curvefor gold, based on past
demand and existing world stocks. In doing so,
they implicitly calculated thet if prices began to
risea arate equa to r, (plussomerisk pre
mium), the world's supply o gold would be
exhausted jud asthe price roseto levelsthat
would choke dff demand.

Marke participants had many
opportunitiesto observe demand in the price
range fiom $35to $100an ounce (in red 1977
dollars) fiom a least the beginning o the twen-
tieth century until 1978. Although we do not have
the datato plot these points precisay,we assume
for thisexamplethat they fit alinear demand
curvefarly well, as shown in figure 4. Based on
these observations, gold speculators postul ated
that the same solid line that approximated
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FIGURE 4

demand for pricesfiom $35to $100an ounce
would also bevdid a higher prices. However, if
true demand were represented by the broken
curve, then it is obvious how this misestimation
could produce an unexpectedflaggingin
demand that would, in turn, cause the price
declinein gold observed since 1981.

Figure4 illudtrates just one of
many ways that agents could have incorrectly
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estimated the demand curve for gold, given thet
demand & the very high pricesthat prevailed in
1980-81 had no precedent. But why hasthe
declinein thered (aswel asthe nominal) price
of gold been so extended?Make participantsare
actively revising their estimatesof demand & the
priceswherethey firs began to makeserious
errors, in the $200to $400 range. FHr, the price
fdl precipitoudy as dl speculatorstemporarily
liquidated stocks in the knowledgethat prices
would fal. Mog speculatorswere surprised
when, after thisinitia price drop, demand was
dill too weak to support new priceincreases
(consistentwith the exhaustibleresourcemodel).
Since 1983, when the pricefal
moderated, the market may be said to have been
groping for a price path that would lead toa
depletion of gold just as demand chokesoff.
Demand was wesker than expected in the inter-
mediate price range, and so the price continued
to edge downward. The recent risein gold prices
may indicate that the bottom has been found,
and that gold will yield superior returns.
Perhapsa more fundamental ques
tion is why did people misestimate the demand
for gold in thefirg place?Certainly there are
many plausi bleexplanations, and this paper does
not attempt to establish one as being more cor-
rect than another. However, one possibleexpla-
nation is that their information was inadequate
and inappropriate. People had virtudly no basis
for estimatingthe entire market demand curve,
since the price had been more or lessfixed for
over 25 years. People did not even have estimates
o the average expected demand at higher prices,
let alonethe variation to be expected about this
average. Their estimate of market demand proved
correct for pricesthat were not too far from
observed values, but peoplesystemeticaly over-
estimated demand & higher prices. Oil market
analyss undoubtedly had similar difficulties fore-
cagtingdemand after OFEC suddenly tripled prices
in the early 1970s.6

6 Salant notes that rising real interest rates, along with incorrect de-
mand forecasting, can help explain why gold prices dropped after
1980. We have implicitlyassumed a constant real interest rate. Salant
points out that if, for whatever reason, the real interest rate rises, the price
of gold would initially fall before increasing at a faster rate. Why is this so?
A higher real interest rate implies that gold prices must rise more rapidly. If
no price decline occurred when real interest rates rose, the new higher gold
price path would induce lower demand at every date than the original pice
path. But the original price path was set such that supply would be deplet-
ed just as a sufficiently high price choked off demand. If no price drop
occurred when a higher interest rate prevailed, the stock of gold would not
be exhausted; some owners would be left holding gold when high prices ex-
tinguished demand. This is not an equiliorium; such a prospect forces prices

to jump down when the interest rate rises.
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Condusgon

Two distinct regimesexplain the unique behavior
of gold pricessince 1968. Between 1968 and
1981, prices increased according to the Sdant and
Henderson analysis; based on pricesactudly pre
vailing during the 1968 to 1981 period (as high
as$200 an ouncein red 1977 dollars) estimates
of the demand curvefor gold were roughly cor-
rect. However, incorrect forecasts of gold demand
a higher prices meant that the price had to fdl.
Theinitid precipitous decline reflectsthe first
reaction to this prediction. The continued mild
dideindicated that the market was edging down
the demand curve in search o the pricethat fits
the Sdant and Henderson explanation of gold
price determination.The turnaroundin gold pri-
ces may well be telling participantsthat demand
has been reestimated with enough confidence to
judtify arenewed upward trend in gold prices.
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