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WILL RECEDING RATE HIKE EXPECTATIONS GIVE
GOLD A LIFT?

Since the Fed’s final taper in October 2014, there has been
a common misconception that global QE has been winding
down. As shown in Figure 2, below, nothing could be further
from the truth. In fact, aggregate asset purchases by the Bank
of Japan (BOJ) and European Central Bank (ECB) during the
past two years have dwarfed prior rates of Fed QE. Separately,
Bank of America’s Michael Hartnett calculates that the BOJ,
ECB, Swiss National Bank (SNB) and Bank of England (BOE)
purchased $1.5 trillion of assets during the first five months
of 2017, or at an annualized rate of $3.6 trillion, far exceeding
any historic rate of global QE. Our concern is that reigning
confidence among equity investors seriously underestimates
the vulnerability of asset markets to any incremental central
bank tightening.

Spot gold has spent the past seven months in a tight trading
range between $1,200 and $1,300 per ounce. Given the
stored force inherent in such a trading pattern (Figure 1,
below), history suggests a breakout, whether up or down, is
likely to be characterized by steep slope. The question remains,
which direction will gold follow? Given that a prominent
macroeconomic development during the past several months
has been perceived central-bank hawkishness, consensus
appears to favor pending gold-price pressure. On the other
hand, spot gold is now flirting with the $1,300 upward-tradingbound for the third time in five months. We command no
clairvoyance about future gold prices, but we offer in this note
a few observations suggesting current market positioning may
be significantly offside in a number of asset classes, including
gold. Out of respect for August schedules, we will skew our
comments toward visual exhibits.

Figure 2: Monthly Central Bank Asset Purchases
(2008-June 2017)

Figure 1: Spot Gold (4/18/16-8/17/17)

Source: Torsten Slok; Deutsche Bank

In recent weeks, we have even noted resurgent espousal of the
perpetual-bull-market hypothesis from various commentators
in the financial media. In the “what could possibly go wrong”
category, we would site the dramatic decoupling since midMarch of soaring equity averages from souring U.S. economic
performance. In Figure 3, below, we plot the S&P 500 Index
versus the Citi Economic Surprise Index (which aggregates
sequential beats-and-misses-versus-estimates for prominent
U.S. economic statistics). Riding surges in post-election

Source: Bloomberg

First-up, what is driving current equity market ebullience?
In the context of uninspiring economic statistics, we would
suggest a significant force powering stocks has been
unprecedented central bank asset purchases during 2017.
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sentiment and soft economic data, the Citi Index mirrored the
ascent of the S&P 500 Index through the spring. Since midMarch, however, the realities of hard economic statistics have
weighed heavily on the Citi Index while the S&P 500 Index has
advanced unfazed. Something has to give.

Pulling this all together, equities continue to set new highs
while investors ratchet up expectations for Fed tightening, all
against a backdrop of deteriorating U.S. economic performance.
Amid this unequivocal optimism, we offer a contrary precis of
developing fundamentals. We believe recent FOMC rate hikes
have already begun to crimp a debt-addled and growth-starved
U.S. economy. In the context of outstanding debt levels, the Fed is
already too tight, and we suspect Fed “tightening” for this cycle
has largely concluded. If we are correct in our significantly nonconsensus analysis, many financial assets are likely to be repriced
aggressively in coming months, to gold’s tangible benefit.

Figure 3: S&P 500 Index versus Citi
Economic Surprise Index (5/11/16-8/17/17)

Our longtime study of U.S. debt levels has convinced us of one
incontrovertible relationship: the U.S. economy cannot bear
rising interest rates, on either the long or short end, without
an immediate surge in financial stress. This past spring, Trump
optimism and the Fed’s more hawkish tilt began to steepen global
rate structures. We wrote at the time that the 35-year history
of 10-year Treasury yields has demonstrated that any backup in
10-year yields has inevitably catalyzed a crisis (Figure 5, below).
We predicted 10-year Treasury yields could not sustain their
post-election rally, and, indeed, they have not. With debt levels
now considerably higher than financial-crisis peaks, why would
any investor believe rates can rise without inflicting widespread
financial damage?

Source: Citibank; Bloomberg

Another market dynamic worthy of reflection has been
investors’ face-value acceptance of the Fed’s telegraphing of
three-or-so rate increases in each of the next few years. We
plot in Figure 4, below, midpoint FOMC dot-plot projections
for fed-funds-rates at every FOMC (projection) meeting since
January 2012. Below the cavalcade of skyward pyrotechnics
rests the horizontal realities of FOMC rate movements. We
would query, exactly what has changed in the economic
landscape to suggest the Fed can now raise rates when they
have felt unable to do so in the past?

Figure 5: 10-Year U.S. Treasury (1973-Present)

Figure 4: FOMC Midpoint Dot Plots for Fed Funds
(2012-June 2017)

Source: MacroMavens

With respect to gold’s prospects during the next six-to-twelve
months, we believe the single greatest catalyst will be consensus
recognition that the Fed cannot truly tighten without significant
harm to global financial conditions. We would suggest two
Torsten Slok; Deutsche Bank
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critical variables will provide the strongest clues to future FOMC Figure 7: DXY Dollar Index (1/20/14-8/17/17)
policy: inflation statistics and commercial-bank lending trends.
With respect to inflation, CPI measures have now posted five
straight months of shortfalls to consensus estimates, a very
rare sequence. July CPI core statistics marked the weakest
6-month performance since August 2010. The Fed’s preferred
PCE-measure registered 1.4% in June, a far cry from its stated
2% objective. We view recent Fed jawboning about temporary
factors restraining inflation as little more than tacit admission of
the Fed’s ebbing confidence in their own policy decisions.As usual,
Saint Louis Fed President James Bullard pushed the jawboning
envelope (8/7/17), “It is hard to find good explanations for the
low-inflation era being experienced by the U.S.”
Source: Bloomberg

Figure 6: U.S. Commercial Lending (Y/Y % Change) vs.
Fed Funds (1987-Present)

All in all, we perceive a notable change in confidence at the
Fed. Recent struggles in the automotive, retail and restaurant
industries appear to be at least partially related to recent Fed
tightening. To us, weak trends in CPI and bank lending are
all but telegraphing an imminent change in Fed policy. In our
view, one of the most reliable forward indicators of Fed policy
is relative strength in the U.S. dollar. Beneath headlines, the
U.S. dollar has performed miserably during 2017 (Figure 7,
above), with the DXY Index declining 11% (from a 1/3/17 high
of 103.82 to a 8/2/17 low of 92.58). It seems only a matter of
time before consensus recognizes that the Fed is back in a bind.
Gold should respond enthusiastically.

Source: MacroMavens

With respect to commercial-bank lending, we suspect
accumulating data are touching some nerves at the Fed. Bank
lending is the lifeblood of economic activity, and prominent U.S.
lending measures have been swooning throughout 2017. We
believe consensus does not recognize how unorthodox recent
Fed rate hikes have been in relation to bank-lending trends. As
shown in Figure 6, above, the Fed generally raises rates into a
trend of accelerating commercial-bank lending. The most recent
“liftoff,” in contrast, has been floated into the headwinds of a
sharp falloff in lending growth. Even more troubling for the Fed,
as shown in our Addenda Graph, nominal GDP has a very tight
correlation with U.S. bank lending trends.

Sincerely,
Trey Reik
Senior Portfolio Manager
Sprott Asset Management USA, Inc.
203.656.2400
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ADDENDA
Figure 8: U.S. Commercial Bank Lending (Y/Y% Change) versus Nominal GDP (Y/Y% Change) (1987-Present)

Source: MacroMavens

This report is intended solely for the use of Sprott Asset
Management USA Inc. investors and interested parties.
Investments and commentary are unique and may not be
reflective of investments and commentary in other strategies
managed by Sprott Asset Management USA, Inc., Sprott Asset
Management LP, Sprott Inc., or any other Sprott entity or
affiliate. Opinions expressed in this report are those of a Senior
Portfolio Manager of Sprott Asset Management USA Inc., and
may vary widely from opinions of other Sprott affiliated Portfolio
Managers.

any other governmental agency, are subject to risks, including a
possible loss of the principal amount invested.
Generally, natural resources investments are more volatile on
a daily basis and have higher headline risk than other sectors
as they tend to be more sensitive to economic data, political
and regulatory events as well as underlying commodity prices.
Natural resource investments are influenced by the price of
underlying commodities like oil, gas, metals, coal, etc.; several
of which trade on various exchanges and have price fluctuations
based on short-term dynamics partly driven by demand/supply
and also by investment flows. Natural resource investments
tend to react more sensitively to global events and economic
data than other sectors, whether it is a natural disaster like an
earthquake, political upheaval in the Middle East or release of
employment data in the U.S. Past performance is no guarantee
of future returns. Sprott Asset Management USA Inc., affiliates,
family, friends, employees, associates, and others may hold
positions in the securities it recommends to clients, and may
sell the same at any time.

This information is for information purposes only and is not
intended to be an offer or solicitation for the sale of any financial
product or service or a recommendation or determination
that any investment strategy is suitable for a specific investor.
Investors should seek financial advice regarding the suitability of
any investment strategy based on the objectives of the investor,
financial situation, investment horizon, and their particular
needs. This information is not intended to provide financial, tax,
legal, accounting or other professional advice since such advice
always requires consideration of individual circumstances. The
All figures in this report are expressed in U.S. dollars unless
investments discussed herein are not insured by the FDIC or
otherwise noted.
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About Sprott
Sprott Asset Management LP is a leading independent asset management company
headquartered in Toronto, Canada. The company manages the Sprott family of mutual funds,
hedge funds, physical bullion funds and specialty products and is dedicated to achieving superior
returns for its investors over the long term.
For more information, please visit www.sprott.com

www.sprott.com

This article may not be reproduced in any form, or referred to in any other publication, without acknowledgement that it was produced
by Sprott Asset Management LP and a reference to www.sprott.com. The opinions, estimates and projections (“information”) contained within this
report are solely those of Sprott Asset Management LP (“SAM LP”) and are subject to change without notice. SAM LP makes every effort to ensure that the
information has been derived from sources believed to be reliable and accurate. However, SAM LP assumes no responsibility for any losses or damages, whether
direct or indirect, which arise out of the use of this information. SAM LP is not under any obligation to update or keep current the information contained herein.
The information should not be regarded by recipients as a substitute for the exercise of their own judgment. Please contact your own personal advisor on your
particular circumstances. Views expressed regarding a particular company, security, industry or market sector should not be considered an indication of trading
intent of any investment funds managed by Sprott Asset Management LP. These views are not to be considered as investment advice nor should they be considered
a recommendation to buy or sell. SAM LP and/or its affiliates may collectively beneficially own/control 1% or more of any class of the equity securities of the
issuers mentioned in this report. SAM LP and/or its affiliates may hold short position in any class of the equity securities of the issuers mentioned in this report.
During the preceding 12 months, SAM LP and/or its affiliates may have received remuneration other than normal course investment advisory or trade execution
services from the issuers mentioned in this report.
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The risks associated with investing in a Trust depend on the securities and assets in which the Trust invests, based upon the Trust’s particular objectives. There
is no assurance that any Trust will achieve its investment objective, and its net asset value, yield and investment return will fluctuate from time to time with
market conditions. There is no guarantee that the full amount of your original investment in a Trust will be returned to you. The Trusts are not insured by the
Canada Deposit Insurance Corporation or any other government deposit insurer. Please read a Trust’s prospectus before investing.
The information contained herein does not constitute an offer or solicitation to anyone in the United States or in any other jurisdiction in which such an offer
or solicitation is not authorized or to any person to whom it is unlawful to make such an offer or solicitation. Prospective investors who are not resident in
Canada should contact their financial advisor to determine whether securities of the Funds may be lawfully sold in their jurisdiction.
The information provided is general in nature and is provided with the understanding that it may not be relied upon as, nor considered to be, the rendering
or tax, legal, accounting or professional advice. Readers should consult with their own accountants and/or lawyers for advice on the specific circumstances
before taking any action.
Sprott Asset Management LP is the investment manager to the Sprott Physical Bullion Trusts (the “Trusts”). Important information about the Trusts, including
the investment objectives and strategies, purchase options, applicable management fees, and expenses, is contained in the prospectus. Please read the
document carefully before investing. Investment funds are not guaranteed, their values change frequently and past performance may not be repeated. This
communication does not constitute an offer to sell or solicitation to purchase securities of the Trusts.

