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Above-target inflation will be supportive for gold and silver 

 
 

Summary 

 

 An upside surprise in US inflation will drive gold higher 

by the end of this year, before paring gains by Q2 2018 

 We expect silver to outpace gold, rising 13% by end of Q2 

2018, bringing the elevated gold to silver ratio down 

closer to its long-term average 

 Downside risks in both metals will be limited by the 

gradual nature of Federal Reserve policy changes 

In this note we provide an update to our gold and silver 

forecasts using our in-house modelsi. Our gold model has four 

key inputs: US inflation rates, US nominal 10-year government 

bond yields, US dollar exchange rate and speculative 

positioning in gold futures. Our silver model uses our gold 

price forecast in combination with drivers of physical demand 

and supply silver. 

Base case for gold: largely sideways 
We expect gold to rise to US$1260/oz by year-end and then 

decline to US$1230 by Q2 2018. It is largely an upside surprise 

in inflation that will drive the price of gold higher. Rising 

interest rates will cap gains. Downside pressure on gold will be 

limited by the gradual nature of rate increases.  

 

Fed tightening continues… 
We believe that the Federal Reserve (Fed) will raise interest 

rates once more in 2017 and reduce the size of its balance sheet 

by allowing securities it holds to mature without reinvesting 

proceeds. The Fed will continue to tighten policy in 2018 with a 

combination of a rate increase and further balance sheet 

reduction in the first half of the year. 

US nominal 10-year yields are likely to rise to 2.8% by the end 

of this year and 3.2% by mid 2018 from 2.4% at the moment as 

a result of Fed tightening. We expect the yield curve to flatten 

less than in normal rate-tightening cycles because part of the 

tightening is targeted at the longer end of the curve (i.e. the 

balance sheet shrinking due to the Fed not reinvesting 

maturing bonds). 

…but real interest rates to remain 
subdued 
However, we believe that inflation will rise above 2%, 

dampening the increase in real interest rates. Strength in the 

labour market has not translated in higher wages yet, but we 

believe it will do. The Congressional Budget Office’s estimate of 

the long-term natural rate of unemployment is 4.7%. With the 

current unemployment rate at 4.4%, we should start to see 

inflation rise. We expect CPI inflation of 2.3% by year-end and 

2.5% by Q2 2018. 

US Dollar to appreciate 
Rising US interest rates and widening interest rate differentials 

are likely to push the trade-weighted dollar up by 3% by year-

end and 6% by Q2 2018. A US Dollar appreciation will be 

negative for the gold price. 

Speculative positioning to remain 
elevated by historic standards 
Investment in gold is often a gauge of investor anxiety. While 

we think that some of the key risks around the rise of populism 

in Europe have eased, a number of other risks are present and 

investors are likely to seek hedges in the form of gold. Some of 

these risks include (but are obviously not limited to): 

 Continued sabre rattling between nuclear powers of US 
and North Korea 

 Rising tensions in the Middle East as Qatar fails to bow to 
its neighbours demands 

 A surge in trade protectionism as US follows through with 
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recent threats 

To be clear, we don’t expect a full-scale war as a base case 

scenario, but the presence of these risks will weigh on investors 

minds. We expect speculative positioning in gold futures to 

remain around 120k contracts net long, somewhat higher than 

the long-term average of 89k, but significantly below the post-

Brexit high of 348k in July 2017. 

Alternative scenarios 
The following table summarises alternative scenarios for gold 

in Q2 2018.  

Q2 2018 Base Bear Bull 

Fed policy 50bps rate 

increase and 

no 

reinvesting 

of maturing 

assets 

75bps rate 

increase and 

additional 

sale of 

assets on 

balance 

sheet 

25pbs rate 

increase 

Inflation 2.5% 2.0% 3.1% 

Nominal 10 

year yields 

3.2% 3.5% 2.6% 

US$ 

exchange 

rate 

6% 9% 2% 

Speculative 

positioning 

120k 40k 200k 

Gold Price US$1230/oz US$1071/oz US$1445/oz 

In the bear case for gold, the Fed becomes more hawkish, 

driving rates up more aggressively and shrinks its balance 

sheet quicker. Given typical lags, inflation will not have fallen 

below 2% by that time. Subdued interest in gold will drive 

speculative positioning down to 40k contracts net long. 

In the bull case for gold, the Fed gets complacent in tightening 

policy as it waits for further confirmation that the recovery is 

progressing. Inflation runs higher at 3.1%. Speculative 

positioning in gold jumps up to 200k contracts net long as 

investors become concerned about a disorderly unwind after a 

protracted period of loose policy. 

Silver to outperform gold 
We expect silver to rise to US$18.70/oz by year-end before 

easing to US$18.10 by Q2 2018. 

Silver has a strong relationship with gold with nearly an 80% 

price correlation with the metal. However, silver has more 

attributes of a ‘regular’ commodity than gold in that physical 

demand and supply has more influence on its price. 

In our model for silver, an increase in the global purchasing 

managers indices (PMI) acts as a proxy for industrial demand 

growth. We have seen that the global PMI has plateaued in 

recent months after reaching a five-year high earlier this year. 

We expect a modest decline as emerging market countries 

continue to place a drag on the global index. 

As a proxy for supply we look at mine investment. As 75% of 

silver comes as a by-product of mining for other metals we look 

at aggregate mining capex across the top 100 metal miners. 

Mining capex has been declining sharply. Looking at the top 

100 miners, capex has declined by 23% over the past year. Six 

months ago the year-on-year drop was measured as much as 

27%. 

As another proxy for supply we use exchange inventory of 

silver. Increases in exchange inventory indicate that more of 

the metal is readily available. Silver exchange inventory has 

been elevated most of this year, but we assume it will come 

down to levels seen a year-ago after a sustained mining supply 

deficit in silver. 

 

Relative prices closer to normal 
The stronger growth in silver prices should see a correction in 

the elevated gold-to-silver ratio that we have seen in the past 

year. From today’s prices, gold is expected to be broadly flat by 

Q2 2018 while silver will gain close to 13%. 
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Important Information  

General  

This communication has been issued and approved for the purpose of section 21 of the Financial Services and Markets Act 2000 by ETF Securities (UK) 
Limited (“ETFS UK”) which is authorised and regulated by the United Kingdom Financial Conduct Authority (the “FCA”).   

The information contained in this communication is for your general information only and is neither an offer for sale nor a solicitation of an offer to buy 
securities. This communication should not be used as the basis for any investment decision. Historical performance is not an indication of future 
performance and any investments may go down in value.  

This document is not, and under no circumstances is to be construed as, an advertisement or any other step in furtherance of a public offering of shares or 
securities in the United States or any province or territory thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed 
(directly or indirectly) into the United States.  

This communication may contain independent market commentary prepared by ETFS UK based on publicly available information. Although ETFS UK 
endeavours to ensure the accuracy of the content in this communication, ETFS UK does not warrant or guarantee its accuracy or correctness. Any third 
party data providers used to source the information in this communication make no warranties or representation of any kind relating to such data. Where 
ETFS UK has expressed its own opinions related to product or market activity, these views may change. Neither ETFS UK, nor any affiliate, nor any of 
their respective officers, directors, partners, or employees accepts any liability whatsoever for any direct or consequential loss arising from any use of this 
publication or its contents. 

ETFS UK is required by the FCA to clarify that it is not acting for you in any way in relation to the investment or investment activity to which this 
communication relates. In particular, ETFS UK will not provide any investment services to you and or advise you on the merits of, or make any 
recommendation to you in relation to, the terms of any transaction.  No representative of ETFS UK is authorised to behave in any way which would lead 
you to believe otherwise. ETFS UK is not, therefore, responsible for providing you with the protections afforded to its clients and you should seek your 
own independent legal, investment and tax or other advice as you see fit. 978 
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i See “Policy mistakes provide upside potential for gold” for a description of our gold model and “Gold and silver: similar, 

but different” for a description of our silver model. 
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