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Has the price of gold had an overreaction?

 
The US Federal Reserve (Fed) just completed its fourth Federal Open Market Committee (FOMC) meeting of the year, an
event that is beginning to garner increasing amounts of attention from market participants. Following the meeting’s
conclusion on Wednesday, 16 June, the central bank has now signalled that its first interest rate hike may come in 2023
instead of 2024.

 
So, has the Fed now adopted a hawkish stance? Should markets be spooked? At WisdomTree, we don’t think so. What
the central bank has done amounts to forward guidance, a mechanism for managing market expectations. This was
extremely important for the Fed to do to maintain its focus on stabilising prices and maximizing employment without
risking becoming the cause for major market volatility. Monetary accommodation from the central bank remains at crisis
levels – something that is no longer required for an economy that is starting to find its footing. 

 

Figure 1: Gold and real rates have both responded strongly to the Fed's latest meeting

Source: WisdomTree, Bloomberg. Data as of 17 June 2021.
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Historical performance is not an indication of future performance and any investments may go down in value.

 

Now, it is hard to disentangle any discussion on inflation with what is happening in the world of gold. Since the start of
the second quarter, gold has been upwardly mobile, responding favourably to rising levels of inflation (see Figure 1).
Most recently, annual inflation in the US came out at 5% for May, up from 4.2% in April, and well above consensus

estimates1. In Have we entered ‘The Great Inflation 2.0’?, we discussed how some of the forces driving inflation are
unlikely to be transitory.  If inflation is here to stay, hedges against it are also likely to be strategic, rather than tactical, in
nature.

 

In the blog, we also argued that markets, on aggregate, endorse the view that inflation is likely to be higher for longer.
This is evident from the sustained increases in breakeven rates in recent months. Despite this, gold prices have fallen
sharply following the Fed’s latest meeting. If we were to anthropomorphise markets, this seems like cognitive
dissonance. If long term inflation expectations have risen significantly, the actions from the Fed should not come as a
surprise. Markets should be prepared for the Fed to at least start considering tapering unprecedented levels of monetary
support unless markets are counting on the central bank to make policy errors.

 

But short-term bouts of irrationality tend to get corrected. Such is the wisdom of the ‘invisible hand’. If inflation numbers
continue to be high in the coming months, markets may come to terms with the Fed doing what it must to fulfil its
mandate. Gold’s price decline following the central bank’s latest meeting may seem like an overreaction in hindsight.

 

Source

1 Trading Economics

 

Related blogs

+ Have we entered The Great Inflation 2.0

 

 
Related products

+ WisdomTree Physical Swiss Gold

+ WisdomTree Core Physical Gold

+ WisdomTree Physical Gold

View the online version of this article here.
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UK ECONOMY – DELAYED RE-OPENING
UNLIKELY TO DERAIL RECOVERY
Aneeka Gupta — Director, Research

21 Jun 2021

A slew of positive macroeconomic data releases this week – on inflation, growth and the labour market from the UK
confirm our outlook that the UK’s economic rebound is garnering momentum. This week the government was forced to
delay lifting its final lockdown rules by another four weeks, owing to a resurgence in the new COVID-19 cases due to the
highly transmissible Delta variant.  We believe this is unlikely to derail UK’s economic recovery, which appears to be
improving quickly from the pandemic. High vaccination rates (77% of the adult population vaccinated once) in the UK
have so far helped reduce hospitalisation rates.

 

Inflation overshoots but unlikely to alter monetary policy

 

The headline Consumer Price Index (CPI) in May rose by 0.6% over the prior month, pushing up annual inflation from
1.5% to 2.1%, above the Bank of England’s (BOE) 2% inflation target. Excluding food and energy, core CPI inflation also
increased sharply from 1.3% to 2.0% last month. The upward move in May’s headline and core inflation was driven by
typically volatile items such as clothing, recreational goods and hospitality, as hospitality sectors were allowed to reopen
fully from 17th May, after having only been able to operate outside previously. The BOE had previously cautioned that
inflation would rise above target this year after the reopening of the economy and peak around 2.5% in the latter half of
2021.

 

Figure 1 – Historical comparison of unemployment and inflation

WisdomTree INSIGHT ARTICLE

WisdomTree.com  +44 (0) 207 448 4330



Source: Bloomberg, WisdomTree, data available as of close 18 June 2021.

Historical performance is not an indication of future performance and any investments may go down in value.

 

Services sector drives the pace of UK economic growth 

 

The UK economy grew by 2.3% in April compared to March as easing of restrictions helped drive a resurgence of activity,
especially in the services sector. This also confirms on a rolling three-month basis that economic growth is back in
positive territory (1.5%) for the first time since the end of 2020. While manufacturing and overall production sectors saw a
fall in output, services were the main driver of the rebound as restrictions were lifted for many consumer-facing roles. The
biggest beneficiary was the accommodation and food services sector, where activity rose by 44% in April but still remains
40.5% lower than levels in February 2020. 

 

Momentum building in the labour market

 

The April employment report released this week also showed that headline labour market data improved in April in
lockstep with the reopening of the economy. Unemployment fell for the fourth successive month to 4.7%, while labour
demand continued to accelerate with vaccines in May well above their pre-pandemic level. The key challenge for the
labour market will be when the furlough schemes are wound down over the summer. Since the beginning of June, 7.1%

of the UK workforce remained on furlough1. The rebound is also feeding through into labour demand as vacancies
recovered to 758k in the three months to May 20211. As firms start to rebuild capacity creating job vacancies, we expect
the reabsorption of furloughed workers to resume over the medium term.  However, we expect some slack in
unemployment to remain among the low skilled and lower income workers.

 

Attractive valuations remain a catalyst for UK equities
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Brexit has been a major headwind for UK equity markets long before the COVID pandemic struck. Owing to which UK
equities have been under-owned by global investors. With greater clarity surrounding the Brexit deal (in December 2020)
and a faster pace of recovery in 2021, helped by higher vaccination rates, global investors are turning their attention to
UK equities once again. UK equity markets are known to have a higher exposure to consumer and leisure facing industries
owing to which the UK economy suffered a sharp downturn during the COVID pandemic due to strict lockdown
measures. The reopening of the UK economy has helped it to recover at a faster pace. Not only are UK equities trading
at a 45% discount to international developed equities, but they are also yielding attractive dividends (around 4%). The
WisdomTree UK Equity Income UCITS Index’s three highest sector allocations are among Financials (23.55%); Materials
(15.67%); Consumer Staples (13.88%) with a very low allocation towards Energy (0.57%).

 

 

1 Office for National Statistics 

 

View the online version of this article here.
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