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Gold would have to drop another $200 to truly relieve inflation pressures. 

We are closely watching the decline in market price indicators of 
inflation pressure, especially gold and crude oil. This is not what 
we expected, after the Fed committed itself to making its 
excessively accommodative posture even more so by pausing its 
rate-hiking regime with rates still below equilibrium levels (see 
"Judgment Day" August 3, 2006). As we have noted before, this 
may be due in part to the easing of geopolitical tensions over the 
last month (see "If Only It Were This Easy" August 18, 2006). 
There is also no doubt some element of speculative purging 
going on. But potentially more significant in the long run is the 
possibility that it reflects the current conventional wisdom that the 
economy is slowing down, perhaps sharply so, which would serve to render the Fed's posture 
less accommodative and thus less inflationary. We've seen the same thing happen several 
times before over the last three and a half years of expansion, as the market price inflation 

indicators have consolidated or 
corrected during periods of unfounded 
slowdown expectations. Each time the 
economy has surprised on the upside, 
the equilibrium interest rate has moved 
higher, and the Fed has fallen further 
behind the curve -- and gold, oil and the 
other market price inflation indicators 
have made new highs. The same thing 
could happen again when the 
conventional wisdom, once again, is 
forced to recognize that the expansion 
isn't slowing after all. Ironically, the 
decline in the oil price may be one of 
the key catalysts of that recognition.  

What if we were to take the moderation 
of the inflation indicators at face value? 
Then we could take comfort that the 
catastrophic inflation prospects that had 
been implied by $725 gold and $78 oil 
were off the table. But that would be the 
extent of our comfort. Even now, gold 
and the other market price inflation 
indicators are telling us that the Fed is 

 

Update to strategic view 

US MACRO:  The recent 
sharp drop in gold, oil, and 
commodities doesn't mean 
any significant relief from the 
inflation pressures still being 
generated from an overly 
accommodative Fed. 
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too accommodative, and that significant inflationary pressures are being embedded in the 
economy. As much as gold, oil, and the other indicators have already corrected, it's nowhere 
near enough.  

In the case of gold -- in our model the most important of the indicators -- at $585 the spot price 
remains significantly above the long term moving average price, implying that there are 
significant contemporaneous inflationary pressures that have yet to fully work their way into the 
price structure of the overall economy. Just as the spot price gradually moves the long term 
average price, across the whole economy millions of sticky prices get renegotiated one by one 
over time in light of contemporaneous inflationary pressures. These pressures began in 
December 2002, when the spot gold price first moved above the long term moving average 
price -- just as the Fed committed itself to fighting deflation, the risk of which had already 
passed. Since then, the persistent acceleration of the spot gold price has gradually infiltrated the 
long term moving average -- first turning it higher two years ago, and now turning it sharply 
higher. Now the long term moving average gold price is rising at a rate of 4.2% year-over-year. 
Over the same period the inflation pressures implied by the rising gold price have moved year-
over-year CPI to about the same level. And at this point, inflation pressures have trickled all the 

way down into the stickiest prices in the economy -- 
wages -- as the upturn in unit labor costs demonstrates.  
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... but it's still speeding. 

 

BOTTOM LINE:  Even granting that spot gold will 
remain here at $585, well off its highs at $725, the 
inflationary implications are quite severe. Any spot gold 
price above the current long term moving average price 
of $350 will imply that inflationary pressures are being 
imparted to the economy by an overly accommodative 
Fed -- it's just a question of how bad it will be. If gold 
averages $585 for the next ten years, based on our 
model, that implies an average CPI inflation rate over 
the coming decade of greater than 5.3% per annum. So 
the relief we can expect from the recent moderation of 
the market price inflation indicators is modest indeed. As 
the conventional wisdom recognizes that the economy is 
reaccelerating, and that the Fed is both too 
accommodative and falling further behind equilibrium 
with each passing day, there's a good chance that the 
market price inflation indicators will reverse the last 
month's decline. And when all that happens, we are 
confident that the Fed will find it impossible to stay on 
pause.  
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