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Gold: As the USD Declines 

Karin Kimbrough (+1 212 761 4526) 

• We revisit the close relationship between the USD and 
gold, quantify the impact a change in the USD has on the 
gold price, and lay out the seasonal factors at play.  We 
make the case that the gold price is high, due to the decline 
of the dollar, but not at bubble heights.  In our view, as long 
as the USD bearishness persists, the gold price could stay 
elevated and lend AUD, CAD and ZAR extra support.  

Golden opportunity or golden bubble? 
Gold is stretching past $450/oz, marking 16-year highs.  At 
the same time, the gold price does not appear to be in a 
bubble in terms of its 25 years of price history.  However, if 
anything, its 54% rise from the lows in the summer of 1999 
now looks like a return to trend. (Exhibit 1). 

Quo vadis? 
The dollar’s decline is keeping gold attractive as the natural 
beneficiary of USD bearish sentiment.  This is due in part to 
the fact that gold is priced in USDs:  a stronger dollar 
naturally buys more ounces of gold.  The gold price is 
inversely correlated with the USD to a fairly high degree, 
on average 30% as the table on the next page suggests.  
Even so, on a rolling basis the correlation between the USD 
and the price of gold appears to be intensifying at the 
moment, heading toward 55%. (Exhibit 2)  

To the extent that the USD is driving gold higher, gold is 
further strengthening certain currencies.  Based on our 
correlations, the currencies most likely to appreciate relative 

to the USD in line with a rise in gold prices are AUD, CAD, 
JPY, EUR and ZAR.   

While a correlation with gold alone is not enough to 
recommend the commodity currencies, it is a feather in their 
caps.  For example the price of gold has been positively and 
strongly (between 27% and 34%) correlated with AUD 
since the 1980s.  Similarly ZAR shows a positive 12-17% 
correlation with gold (the negative number in the table is 
due to the way the currency is quoted).  In tandem with the 
recently strong ZAR performance based on economic 
fundamentals , we see no reason to think ZAR cannot keep 
gaining.  

Quantifying the impact of the USD decline on gold 
We also quantified the impact of a change in exchange rates 
on gold.  Specifically we estimated the relative change in 
gold prices for a given change in the exchange rate at the 
one-month and one-week frequencies.  These uniformly 
suggest that the average monthly change in the Fed’s major 
USD index is responsible for about a $1 change in the price 
of gold.  Of course with the USD currently in freefall, we 
would expect a much larger impact on gold.  Causality tests 
confirmed that changes in the USD index can drive changes 
in the spot price of gold. 

’Tis the season…for gold prices 
In addition to gold rising on the momentum of the USD 
decline, there may be a small seasonal factor at play.  

Exhibit 1 
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Exhibit 2 

The Gold-USD rolling correlation is rising 
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Generally speaking most studies conclude that there is no 
dominant seasonal pattern to gold, at least from the demand 
side.  However, we found that there has been a year-end rise 
in the price of gold over the past 25 years.  Exhibit 3 plots 
this year’s price of gold month-by-month against the 
average seasonal index factors.  It suggests that, at the very 
least, we do not expect seasonal impediments to rise further. 

Market factors decreasing supply and raising demand 
It’s worth mentioning that the supply and demand 
characteristics also suggest that gold prices will continue to 
rise from current levels.  The supply side is principally 
driven by mine production, and while this has been stable to 
falling over the past two years, central bank sales and the 
net hedging by producers has been more key to overall 
supply.  The second Washington Agreement on Gold went 

Exhibit 3 

Gold seasonality 
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into effect this September, regulating European Central 
Banks’ sales of gold to 500 tonnes per year over the next 
five years.  These banks account for 40% of existing stocks 
of institutionally held gold and by selling stock they have 
increased supply in the market, though only at the margin.  
Net hedging by producers gained market attention in 2000 
when they began reducing the amount sold forward, and so 
far this reduction in supply has outweighed the increase 
generated by central bank sales. Overall supply could be 
more constrained going forward.   

The demand side is driven largely (80%) by demand for 
jewellery, particularly in Asia and the Middle East. Demand 
in these regions could increase further if geopolitical 
tensions remain high, petrodollars continue to flow in the 
Middle East, and Asian currencies appreciate relative to the 
USD as we expect they will. 

Macro risks to a USD/GOLD rate 
Imagine gold were a currency the way other monies are.  
What macro factors would influence the USD/gold rate?  
This rate is susceptible to a number of currency-related 
factors.  For example, the risk of intervention by the 
Japanese MOF to support USD/JPY could stop the rising 
gold price in its tracks.  Another risk to gold prices is the 
possibility of increased hedging again.  Declining interest 
rates had brought down the contango in gold; now, the 
return to rising rates may well make selling forward more 
attractive and possibly generate interest in hedging, thus 
increasing supply.  Yet, despite these potential macro risks 
to gold, the Bush administration’s effective green light to a 
softer USD has given the gold price freedom to rise.  As 
long as the USD keeps going, gold may too.  

 

Exhibit 4 

Gold price correlations with FX  

  AUD/USD AUD/TWI USD /TWI USD/ZAR  USD/CAD CAD/TWI CHF/TWI USD/JPY JPY/TWI USD/RUB EUR/USD EUR/TWI 
 
1980-2004 monthly 0.27 0.07 -0.35 -0.17 -0.13 0.15 0.19 -0.25 0.14 NA 0.29 0.21 
1990-2004 monthly 0.34 -0.27 -0.28 -0.12 -0.21 0.15 0.10 -0.20 0.15 0.04 0.16 0.08 
1990-2004 weekly 0.32 0.16 -0.31 -0.18 -0.18 0.12 0.13 -0.20 0.14 0.05 0.26 0.17  
 

Source: Datastream; correlations based on monthly logarithmic returns 
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Important Disclosures 
The information and opinions in this material were prepared by Morgan Stanley & Co. Incorporated and its affiliates 
(collectively, “Morgan Stanley”), and the research analyst(s) named on page one of this material. 

Morgan Stanley policy prohibits research analysts from investing in securities/instruments in their MSCI sub industry. 
Analysts may nevertheless own such securities/instruments to the extent acquired under a prior policy or in a merger, fund 
distribution or other involuntary acquisition. 

Morgan Stanley fixed income research analysts, including those principally responsible for the preparation of this material, 
receive compensation based upon various factors, including quality, accuracy and value of research, firm profitability or 
revenues (which include fixed income trading and capital markets profitability or revenues), client feedback and competitive 
factors.  Analysts’ compensation is not linked to investment banking or capital markets transactions performed by Morgan 
Stanley or the profitability or revenues of particular trading desks. 

Morgan Stanley is involved in many businesses that may relate to companies or instruments mentioned in this material. These 
businesses include market making, providing liquidity and specialized trading, risk arbitrage and other proprietary trading, 
fund management, investment services and investment banking. Morgan Stanley trades as principal in the 
securities/instruments (or related derivatives) that are the subject of this material. Morgan Stanley may have a position in the 
debt of the Company or instruments discussed in this material. 

The securities/instruments discussed in this material may not be suitable for all investors. This material has been prepared and 
issued by Morgan Stanley primarily for distribution to market professionals and institutional investor clients. Recipients who 
are not market professionals or institutional investor clients of Morgan Stanley should seek independent financial advice prior 
to making any investment decision based on this material or for any necessary explanation of its contents. This material does 
not provide individually tailored investment advice. It has been prepared without regard to the individual financial 
circumstances and objectives of persons who receive it. Morgan Stanley recommends that investors independently evaluate 
particular investments and strategies, and encourages investors to seek the advice of a financial advisor. The appropriateness of 
a particular investment or strategy will depend on an investor’s individual circumstances and objectives. You should consider 
this material as only a single factor in making an investment decision. 

This material is not an offer to buy or sell any security/instrument or to participate in any trading strategy. Morgan Stanley 
and/or its employees not involved in the preparation of this material may have investments in securities/instruments or 
derivatives of securities/instruments of companies mentioned in this material, and may trade them in ways different from those 
discussed in this material. Derivatives may be issued by Morgan Stanley or associated persons. 

Morgan Stanley makes every effort to use reliable, comprehensive information, but we make no representation that it is 
accurate or complete. We have no obligation to tell you when opinions or information in this material change. 

With the exception of information regarding Morgan Stanley, materials prepared by Morgan Stanley research personnel are 
based on public information. Facts and views presented in this material have not been reviewed by, and may not reflect 
information known to, professionals in other Morgan Stanley business areas, including investment banking personnel. 

The value of and income from investments may vary because of changes in interest rates, foreign exchange rates, default rates, 
prepayment rates, securities/instruments prices, market indexes, operational or financial conditions of companies or other 
factors. There may be time limitations on the exercise of options or other rights in securities/instruments transactions. Past 
performance is not necessarily a guide to future performance. Estimates of future performance are based on assumptions that 
may not be realized. 

This material may include research based on technical analysis. Technical analysis is generally based on the study of trading 
volumes and price movements in an attempt to identify and project price trends. Technical analysis does not consider the 
fundamentals of the underlying issuer or instrument and may offer an investment opinion that conflicts with other research 
generated by Morgan Stanley. Investors may consider technical research as one input in formulating an investment opinion. 
Additional inputs should include, but are not limited to, a review of the fundamentals of the underlying 
issuer/security/instrument. 

Some of the information contained in this material is compiled by Morgan Stanley from transactions executed by Morgan 
Stanley in the securities/instruments, listed derivatives and over-the-counter foreign exchange markets with a portion of our 
global institutional and high net worth individual customer base; the data do not include, among other transactions, 
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transactions effected with other dealers and market makers in these markets and transactions effected with retail customers of 
Morgan Stanley DW Inc. In compiling, interpreting and analyzing the data, Morgan Stanley makes certain assumptions, which 
may vary over time and by asset class, relating to the classification of an account as a customer (the entity/person that places 
the order) and the customer’s jurisdiction, the inclusion and treatment of certain types of securities/instruments, and the 
classification of assets. The data have been aggregated, anonymized and otherwise compiled by Morgan Stanley so as not to 
identify the underlying transactions of any particular customer. Morgan Stanley compiles the data from its proprietary 
databases, is the sole owner of the resulting aggregated data and may use it for any purpose, including trading. No 
representation is made that the aggregated data are representative of trading patterns or trends in the asset classes or markets 
included in this material or of any particular type of customer. With respect to any asset class or market, Morgan Stanley’s 
share of transactions executed for such asset class or market may not be significant. From time to time, Morgan Stanley may, 
but is not obligated to, make corrections or adjustments to data that have been previously reported that may result in such data 
being presented differently in future materials. 

Options are not suitable for all investors. Before purchasing or writing options, investors should understand the nature and 
extent of their rights and obligations and be aware of the risks involved, including the risks pertaining to the business and 
financial condition of the issuer and the security/instrument. A secondary market may not exist for these securities/instruments. 
For Morgan Stanley customers who are purchasing or writing exchange-traded options, please review the publication 
“Characteristics and Ris ks of Standardized Options,” which is available from your account representative. 

Futures are not suitable for all investors. The trading of futures or options on futures contains inherent risks. Investors should 
be aware that tax considerations, margin requirements, commissions and other transaction costs may significantly affect the 
economics of the transactions discussed in this material and should be reviewed carefully with their account representative and 
tax advisor. 

The model portfolio is a hypothetical portfolio and is not intended to reflect actual trading performance.  As a hypothetical 
model, the portfolio does not necessarily represent a portfolio of securities that the Firm holds or trades.  Any references to 
losses, gains or positions with respect to the portfolio represent hypothetical not actual losses, gains or positions. 

To our readers in Taiwan: Information on securities/instruments that trade in Taiwan is distributed by Morgan Stanley & Co. 
International Limited, Taipei Branch (the “Branch”). Such information is for your reference only. The reader should 
independently evaluate the investment risks and is solely responsible for their investment decisions. This publication may not 
be distributed to the public media or quoted or used by the public media without the express written consent of Morgan 
Stanley. Information on securities/instruments that do not trade in Taiwan is for informational purposes only and is not to be 
construed as a recommendation or a solicitation to trade in such securit ies/instruments. The Branch may not execute 
transactions for clients in these securities/instruments. 

Certain information in this material was sourced by employees of the Shanghai Representative Office of Morgan Stanley Dean 
Witter Asia Limited for the use of Morgan Stanley Dean Witter Asia Limited. 

THIS PUBLICATION IS DISSEMINATED IN JAPAN BY MORGAN STANLEY JAPAN LIMITED; IN HONG KONG BY 
MORGAN STANLEY DEAN WITTER ASIA LIMITED; IN SINGAPORE BY MORGAN STANLEY DEAN WITTER 
ASIA (SINGAPORE) PTE., REGULATED BY THE MONETARY AUTHORITY OF SINGAPORE, WHICH ACCEPTS 
RESPONSIBILITY FOR ITS CONTENTS; IN AUSTRALIA BY MORGAN STANLEY DEAN WITTER AUSTRALIA 
LIMITED A.B.N. 67 003 734 576, A LICENSED DEALER, WHICH ACCEPTS RESPONSIBILITY FOR ITS CONTENTS; 
IN CANADA BY MORGAN STANLEY CANADA LIMITED, WHICH HAS APPROVED OF, AND HAS AGREED TO 
TAKE RESPONSIBILITY FOR, THE CONTENTS OF THIS PUBLICATION IN CANADA; IN SPAIN BY MORGAN 
STANLEY, S.V., S.A., A MORGAN STANLEY GROUP COMPANY, WHICH IS SUPERVISED BY THE SPANISH 
SECURITIES MARKET S COMMISSION (CNMV) AND STATES THAT THIS DOCUMENT HAS BEEN WRITTEN AND 
DISTRIBUTED IN ACCORDANCE WITH THE RULES OF CONDUCT APPLICABLE TO FINANCIAL RESEARCH AS 
ESTABLISHED UNDER SPANISH REGULATIONS; IN THE UNITED KINGDOM BY MORGAN STANLEY & CO. 
INTERNATIONA L LIMITED, AUTHORISED AND REGULATED BY THE FINANCIAL SERVICES AUTHORITY; AND 
IN THE UNITED STATES BY MORGAN STANLEY & CO. INCORPORATED AND MORGAN STANLEY DW INC., 
WHICH ACCEPT RESPONSIBILITY FOR ITS CONTENTS. IN AUSTRALIA, THIS REPORT, AND ANY ACCESS TO 
IT, IS INTENDED ONLY FOR “WHOLESALE CLIENTS” WITHIN THE MEANING OF THE AUSTRALIAN 
CORPORATIONS ACT.    
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