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Greg’s Note: Today Adrian Ash explains how — and why — central bankers control the gold price. He discusses the covert action of “gold-lending” by central banks. And then there’s the more open actions of manipulating interest rates to alter the comparative opportunity cost of holding, say, dollars rather than gold. Please read on and send any comments right back here: greg@whiskeyandgunpowder.com 
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How Central Bankers Control the Gold Price 


“What is it with leading commercial banks — first Credit Agricole...now Citigroup — and their accusations of wanton gold price manipulation by central bankers?” 


“IT WAS SO embarrassing...


“I mean, who in the hell ever let the guy publish that report? Credit Agricole was a laughing stock. Everyone in the gold industry was amazed. It was just ridiculous...”

The gold market analyst I met for a beer one warm summer evening in Soho, London, earlier this year took himself very seriously. The infamous report from Chevreux — a division of Credit Agricole — on the other hand, made him wince.The report “Remonetization of Gold” by Paul Mylchreest put the reputation of France’s largest bank right on the line — the very same line spun by the Gold Anti-Trust Action Committee (GATA ) since 1999: “Central banks have 10-15,000 tonnes of gold less than their officially reported reserves of 31,000,” the Chevreux report announced. “This gold has been lent to bullion banks and their counterparties and has already been sold for jewelry, etc. Nongold producers account for most [of the borrowing] and may be unable to cover shorts without causing a spike in the gold price.” In other words, “Covert selling (via central bank lending) has artificially depressed the gold price for a decade [and a] strongly rising gold price could have severe consequences for U.S. monetary policy and the U.S. dollar.”

The conclusion? “Start hoarding,” said Mylchreest...a smart call. Because in finance, being right — even if for the wrong reasons — still pays off. His report for Credit Agricole’s Chevreux division was published in January last year. Come May 2006, the gold price leapt to a 26-year high. It's since gone on to break those levels again, rising to its highest price since the all-time peaks seen at the start of 1980. As for the world’s central banks, they seem to have done a pretty bad job of “covert” selling since the start of this decade. The gold price has now doubled for U.S. investors and savers, and it’s pretty much doubled for British and European gold owners, too. Japanese gold prices have more than tripled. [Gold trades at the equilibrium of supply and demand. The Central Banks have supplied and the world has demanded. Ed.]


How come? Whatever the reality of active, covert manipulation, the world’s central banks do, indeed, control the gold price, as former Federal Reserve governor Wayne Angell put it in 1993: 

“The price of gold is pretty well determined by us...But the major impact on the price of gold is the opportunity cost of holding the U.S. dollar...We can hold the price of gold very easily; all we have to do is to cause the opportunity cost in terms of interest rates and U.S. Treasury bills to make it unprofitable to own gold.”

Cutting interest rates below the rate of inflation between 2003-2005, the Greenspan Fed guaranteed a bull market in gold. Cutting rates again now in late 2007, even as oil and global crop prices move to new record highs, the Bernanke Fed seems bent on pushing gold prices higher, too. Indeed, a new report from Citigroup — the United States’ largest bank — agrees with Credit Agricole’s conclusions. “Central banks have been forced to choose between global recession or sacrificing control of gold,” say John Hill and Graham Wark at Citi:
“And [they] have chosen the perceived lesser of two evils. We believe that the policy resolution to the credit crunch will take the form of a massive, extended ‘Reflationary Rescue’ in a new cycle of global credit creation and competitive currency devaluations. This could take gold to $1,000 an ounce, or higher.”
[In the process the Central Bankers have had to accept a middling path on gold. Their sales were designed to reassure the public about inflation in order to rationalize exceptionally low interest rates. Hence their principal tool – raising the time value of money – was denied to them. Ed.]

More than that, the flood of central bank gold sales earlier in 2007 was, “clearly timed to cap the gold price,” they go on. But little good it did the central bankers’ aim of capping gold if so. The price just moved above a 27-year high versus the dollar, and it's tracking new 16-month highs for European investors each day.

Why suppress gold? If gold goes higher, or so the thinking runs, the world’s confidence in the confidence trick of paper money backed by government promises alone might just collapse. That was the threat in the late 1970s. Given last month’s run on Northern Rock in the United Kingdom...and now the collapse of NetBank in the U.S...that might come to be seen as a possible threat again today. Allegations that the world’s major central banks actively work together to suppress the price of gold were given credence in only 2004 when Paul Volcker — chairman of the U.S. Federal Reserve at gold’s all-time top — wrote in his memoirs that “letting gold go to $850 per ounce was a mistake” during the last great bull market in gold bullion. At one of the policy meetings led by Volcker in late 1979, his Federal Reserve committee noted the threat of speculative activity in the gold market. It was spilling over into other commodity prices. One official at the U.S. Treasury called the gold rush a symptom of growing concern about worldwide inflation.

“We had to deal with inflation,” as Volcker said in a PBS interview in September 2000: “There was a kind of great speculative pressure. It was the years when everybody wanted to buy collectibles from New York. The market was booming, and other markets of real things were booming — because people had got the feeling that things were inflating and there was no way you could stop it.” 
But besides waving a gun at anxious gold owners, there seemed only one other route to stopping speculators profiting from — or, rather, defending themselves against — the demise of the dollar. Fix it up with higher interest rates. The Volcker Fed took U.S. interest rates to 19%...and put the real cost of dollars above 9% after adjusting for inflation. The gold price sank almost in half inside 12 months. Because just like Wayne Angell says, the price of gold really is determined by central bankers. They hold it very easily...simply by causing the opportunity cost in terms of interest rates and U.S. Treasury bills to make it unprofitable to own gold. To do that, however, they have to raise interest rates dramatically above inflation. If you don't trust the Bernanke Fed to do that — not least after it cut 0.5% off the returns paid to dollar savings in mid-September — then you want to consider buying gold today.
Regards, Adrian Ash

      BullionVault 

      A Hidden Way to Buy Gold for Less than a Penny Per Ounce 
Query:

What ever happened to the proposition that Markets Work?
Query:


How is it possible for a Central Bank to sell something without reporting a sale? 

What does this do to reported Monetary Base?


How eager are you to renew your subscription to the Federal Reserve Bulletin?

