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The Fed Goes to Tokyo: Gold $3000/oz 

 
  Figure 1: The Japanification of The Fed 

 
 

The US Federal Reserve – central bank to the world - is turning Japanese. The Fed’s historic and unlimited 
stimulus and the political consensus to do ‘whatever it takes’ to replace collapsing aggregate demand will unleash 
the Great Commodity Bull Market of the 2020’s led by gold.  
 
We believe the unprecedented fiscal and monetary stimulus deployed to fight the Covid 19 virus will push 
inflation higher, interest rates deeply negative and send gold over US$3,000/oz – compared to current 
prices around US$1600/oz - before the end of 2021. 
 
We are not ‘gold nuts’ or ‘perma-bulls’ on monetary metals but keen students of history. This research note 
compares the United States Federal Reserve or ‘the Fed’s monetary and fiscal response to the Global Financial 
Crisis versus ‘the Corona Crisis’ and reviews how many of the Fed’s tactics have recently been tested; in Japan. 
 
If you get all the way to the end of this note we will mention an Australian gold producer we just bought for 
ourselves we like a lot. Isn’t gold supposed to be a safe haven??? 
Figure 2: The Corona Crash: Dow v Gold. 

 
The Dow Jones Industrial Average (the Dow) recently 
peaked at 29,551 points on 12 February 2020. Gold 
peaked a month later at US$1,700 per oz. but then 
dropped 14% in 6 trading days. Isn’t gold supposed to 
do the opposite to other risky assets? What does history 
tell us?  
 

 
 
 
 
 



 
Figure 3: Previous Crashes Compared. 

 
 
Gold has rallied 3.3% in US$ since the all-time peak in the Dow on 12 February 2020 and more broadly has 
outperformed the Dow and the oil price in 2020, over 1 year, 3 years or 5 years: 
 
Figure 4: Gold performance versus Oil and the Dow Jones Industrial Average. 

 
 
The Global Financial Crisis Vs Corona Crisis: 
 
The Global Financial Crisis or GFC was a crisis caused by the excessive indebtedness of US households and an 
undercapitalised banking system. Today the ‘Corona Crisis’ has precipitated the fastest bear market in history 
followed by the most significant monetary easing and fiscal stimulus ever. 

 
During the GFC, as highlighted in the red box below, gold experienced similar volatility and dropped from 
US$1,011.3/oz on 17 March 2008 to US$740.8/oz on the 11 September 2008, before beginning an extended 
bull run to a peak of US$1,917 per ounce in August 2011. 
 
    Figure 5: Performance of Gold versus the Dow Jones Industrial Average since 1989. 

 
 
 



 
Correlation of the Dow versus gold from 2006-2011: 
 
Figure 6:  

 
 
 
During the GFC there are distinct periods of positive and negative correlation between the US$ gold price and 
the Dow Jones Industrial Average.  
 
Bulls in Charge: 30 June 2006 to 21 June 2007, +0.53 Correlation. 
During the previous bull market through mid 2007 gold and the Dow showed a positive correlation of +0.53. 
 
Storm Brewing: 22 June 2007 to 17 March 2008, -0.68 Correlation. 
A Storm was Brewing by 22 June 2007 when Bear Stearns pledged US$3.2billion to bail out one of its’ hedge 
funds which was collapsing because of bad bets on sub-prime mortgages. During this period gold performed its 
safe haven role rallying as the Dow fell giving a negative correlation of -0.68. 
 
House on Fire: 18 March 2008 to 23 October 2008, +0.5 Correlation. 
16 March 2008 the Federal Reserve arranged for JP Morgan to buy 85-year-old investment bank Bear Stearns 
while guaranteeing US$30billion of its mortgage securities. In his letter to shareholders in 2008, JP Morgan CEO 
Jamie Dimon said, “We were not buying a house – we were buying a house on fire.” 
 
  



Fireman Fed: 24 October 2008 to 30 April 2009, -0.69 Correlation. 
3 October 2008, approximately two weeks after the bankruptcy of Lehman Brothers and following its approval 
by Congress, President George W Bush signed the Troubled Asset Relief or TARP program into law, 
committing up to US$700 billion to buy troubled assets. The Fed lowered interest rates in time for Christmas on 
December 16th from an average 6% in 2008 to 0-0.25%.  
This followed the Fed’s initial Quantitative Easing program or QE1 to purchase $600billion of securities 
announced 25 November 2008. Gold rallied as markets fell bottoming on 3 November 2008 at US$728 per 
ounce and finishing the year at US$865 per ounce. The Dow bottomed some four months later on 9 March 
2009 at 6,547. During this period of ‘firefighting’ gold and the Dow had a negative correlation of -0.69. 
 
Figure 7: Helicopter Ben to the rescue 

 
 
Reflation: 1 May 2009 to 30 December 2011, +0.80 Correlation. 
The greatest equity bull market of all time began on 9 March 2009 with the Dow ultimately rallying some 450% 
until February 2020. Gold continued its rally until August of 2011. 
 
Did gold ‘work’ during the GFC? 
So, what’s the verdict – did gold act as an ‘insurance policy’ during the GFC? The data shows that when times 
are good most assets including equities and gold rally, then with the exception of an initial ‘liquidation phase’ 
which occurred during the GFC in the weeks following the Lehman bankruptcy on 15 September until 3 
November 2008, gold did indeed perform its ‘safe haven’ role. 
 
What will gold do now? 
The answer has a lot to do with real interest rates. That is the actual interest rate minus the inflation rate. The 
‘Treasury Inflation Protected Securities’ or TIPS are issued by the US Government to provide investors with a 
guaranteed real rate of return, regardless of future inflation. 
 
If we compare the difference between the US Government 10 year yield and the TIPS 10 year yield we derive 
the breakeven or expected inflation rate in 10 years time. 
 
For example, if a US Treasury 10-year security has a yield of 2% and the yield of the TIPS with the same 10-year 
maturity is 0.7% then the implied 10-year inflation rate is 1.3% (2%-0.7%).  
 
Real yields on US Treasuries are negative for the next 20 years at the moment which is supportive for gold. 
 
Figure 8 on the next page illustrates how the gold price has a very high correlation with the real interest rate; as 
real interest rates become increasingly negative – as they are now - the gold price goes higher.  
 
 
 



Figure 8: Gold v Real Interest Rates (inverted) 
 

 
 
What does that mean for the gold price? 
The close ‘fit’ of gold and the TIPS implied inflation rate in the chart above implies if we can predict the 
direction of real interest rates we can form a view on the future gold price. As inflation goes up real interest rates 
fall and gold prices rise. The opposite is true too.  
 
Figure 9: US Consumer Price Index and US Interest Rates 

 



The US Federal Reserve wants inflation to go higher 
On October 30th 2019 Chairman of the Federal Reserve Jerome Powell gave ‘forward guidance’ on inflation: 
 
“So, I think we would need to see a really significant move up in inflation that’s persistent before we 
would consider raising rates to address inflation concerns.” 
 
Chairman Powell is in fact only the most recent exponent of US Monetary orthodoxy at The Federal Reserve… 
 
Former Chairman of the Federal Reserve, Ben Bernanke gave a speech in 2002 to the National Economists 
Club, Washington DC. In the speech, titled - Deflation: Making Sure ‘It’ Doesn’t Happen Here – and often 
cited as his ‘helicopter drop’ speech, Bernanke comments, “While it is difficult to sort out cause from 
effect, the consensus view is that deflation has been an important negative factor in the Japanese 
slump.” 
 
He went on to say, “In practice, the effectiveness of anti-deflation policy could be significantly enhanced 
by co-operation between monetary and fiscal authorities. A broad-based tax cut, for example, 
accommodated by a program of open-market purchases to alleviate any tendency for interest rates to increase, 
would almost certainly be an effective stimulant to consumption and hence to prices. A money-financed tax 
cut is essentially equivalent to Milton Friedman's famous ‘helicopter drop’ of money.” 
  
Can the Federal Reserve make inflation go up? 
The Bank of Japan or the BoJ has a seven-year head start over the Fed wrestling with deflation and disinflation. 
The BoJ started what it calls Qualitative and Quantitative Easing or QQE in April 2013. ‘Qualitative’ refers to 
jaw boning inflation higher to persuade consumers and businesses to spend rather than hoard cash. 
‘Quantitative’ refers to large scale purchases of short to long term government bonds to reduce long term 
interest rates. 
 
The Japanese experience since 2013 shows that QQE works – long term interest rates increased by 
approximately 1% while inflation rates in all other Group of 7 or G7 countries fell: 
 
 
   Figure 10: Deflation and QQE: Cherry blossoms and inflationary come with Spring in Japan 

 
Note 1: Figures for Japan are adjusted for changes in the consumption tax rate. 

 
          



 
Figure 11: G7 change in inflation 2000-2021 vs 2013-2018 
 

 
Source: The Bank of Japan, 22 July 2019. 

“Overcoming Deflation: Japan's Experience and Challenges Ahead Speech at the 2019 Michel Camdessus 
Central Banking Lecture, International Monetary Fund” 

 
 
 
The Fed’s response to the Corona Crisis is without precedent 
After expanding its balance sheet with Quantitative Easing or QE by $1 trillion to $1.75 trillion in assets from 
November 2008 through March 2008 the Fed then expanded it again in 2011 and 2013 to $4.5 trillion. The Fed 
then paused before shrinking its balance sheet under $4 trillion in 2018 until 2019 when it quietly restarted QE 
Then the Corona Crisis struck in 2020… 
 
  



Figure 12: The Fed’s Balance Sheet: Lift Off 

 

 

QE Unlimited 
To arrest the quickest stock market correction of all time in March of 2020 – the Dow fell by -38% from 29,551 
to 18,340 in little under 6 weeks - the Fed has promised unlimited Quantitative Easing.  
 
The Fed is now expanding its balance sheet at a rate of $75billion a day buying securities and has since 13 March 
2020 added over $1 trillion of assets expanding its balance sheet at ten times the rate of the GFC. 
  
Krishna Guha, head of global policy and central bank strategy for Evercore ISI, suggests that the Fed could 
have a balance sheet, consisting mainly of the bonds it has purchased to support markets and the economy, 
approaching $10 trillion. 
 
“As things stand the Fed is racing very quickly towards a $7 trillion balance sheet and our best guesstimate is 
that it might peak in the very broad vicinity of $9 or $10 trillion,” Guha states. “This is monetized credit policy 
and fiscal-monetary support on a grand scale.” 
 
 
 
 
 
 
 
 
 
 
 
  



Figure 13: Corona Crisis 2020 stimulus Timeline 

 
 
Japan: nothing new under the Rising Sun 
The Bank of Japan’s balance sheet currently stands at USD5.3 trillion. Quantitative easing began in March 2001 
and a new era of balance sheet expansion began in 2013 with the election of Prime Minister Shinzo Abe. His 
economic policies, known as Abenomics, saw aggressive balance sheet expansion reaching USD5.3 Trillion as of 
February 2020. 

Figure 14: Bank of Japan’s Balance Sheet 

 
By comparison, the Federal Reserve’s balance sheet today is approximately the same size as the Bank of Japan at 
US$5.9 trillion however the US economy is over four times bigger than Japan’s. 



 
                 Figure 15: US & Japan GDP 

 
 
Conclusion: 
Japans twenty-year battle with deflation provides a useful troubleshooting guide for central banks battling the 
Corona Crisis. Despite unfavourable demographics, an abundance of cultural caution and ‘zombie banks’ Japan 
managed to shake of entrenched deflation with aggressive monetary easing and fiscal stimulus. 
 
The United States starts with none of these disadvantages. A logical extension of the Fed’s monetary easing 
could include pegging 2-3year treasury yields to zero, thus leveraging down longer dated yields. Political 
consensus in 2020 – US election year – is more likely to over-compensate for collapsing aggregate demand 
caused by Covid-19. 
 
We may be witnessing the twilight of US dollar hegemony as US interest rates trend towards zero. The current 
US administration has indicated its preference for a weaker dollar, which would have the affect of balancing its 
trade with the rest of the world and importing inflation. 
 
Higher inflation will be positive for real assets and we believe gold should be the first choice for investors 
considering which real assets to own in response to the Corona Crisis.  
 
The Last Word: check out Blackham Resources (BLK on the Australian Stock Exchange), our research is here; 
http://www.agam.co.uk/research2/blackham-resources, Blackham is our biggest bet on gold. 
 
               Figure 16: Firefighters on their way to work (the next crisis) 
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Copyright and risk warnings 
 
This note is a marketing communication and NOT independent research. As such, it has not been prepared in accordance with legal 
requirements designed to promote the independence of investment research and this note is NOT subject to the prohibition on 
dealing ahead of the dissemination of investment research. 
  
 
Note prepared in good faith and in reliance on publicly available information 
 
Comments made in this note have been arrived at in good faith and are based, at least in part, on current public information that 
Arlington considers reliable, but which it does not represent to be accurate or complete, and it should not be relied on as such. The 
information, opinions, forecasts and estimates contained in this document are current as of the date of this document and are subject 
to change without prior notification. No representation or warranty either actual or implied is made as to the accuracy, precision, 
completeness or correctness of the statements, opinions and judgements contained in this document. 
  
Information purposes only 
 
This document is intended to be for background information purposes only and should be treated as such.  
  
Distribution 
 
This note is not for public distribution, nor for distribution to, or to be used by, or to be relied upon by any person other than the 
Company. Without limiting the foregoing, this note may not be distributed to any persons (or groups of persons), to whom such 
distribution would contravene the UK Financial Services and Markets Act 2000 or would constitute a contravention of the 
corresponding statute or statutory instrument in any other jurisdiction. 
 
Disclaimer 
 
This report has been forwarded to you solely for information and should not be considered as an offer or solicitation of an offer to 
sell, buy or subscribe to any securities or any derivative instrument or any other rights pertaining thereto (“financial instruments”). This 
report is intended for use by professional and business investors only. This report may not be reproduced without the consent of 
Arlington Group Asset Management Limited. 
  
The information and opinions expressed in this report have been compiled from sources believed to be reliable but, neither Arlington 
Group Asset Management Limited, nor any of its directors, officers, or employees accepts liability from any loss arising from the use 
hereof or makes any representations as to its accuracy and completeness. Any opinions, forecasts or estimates herein constitute a 
judgement as at the date of this report. There can be no assurance that future results or events will be consistent with any such 
opinions, forecasts or estimates. Past performance should not be taken as an indication or guarantee of future performance, and no 
representation or warranty, express or implied is made regarding future performance. This information is subject to change without 
notice, its accuracy is not guaranteed, it may be incomplete or condensed and it may not contain all material information concerning 
the company and its subsidiaries. Arlington is not agreeing to nor is it required to update the opinions, forecasts or estimates contained 
herein. 
  
The value of any securities or financial instruments mentioned in this report can fall as well as rise. Foreign currency denominated 
securities and financial instruments are subject to fluctuations in exchange rates that may have a positive or adverse effect on the value, 
price or income of such securities or financial instruments. Certain transactions, including those involving futures, options and other 
derivative instruments, can give rise to substantial risk and are not suitable for all investors. This report does not have regard to the 
specific instrument objectives, financial situation and the particular needs of any specific person who may receive this report. 
 
To our readers in the United Kingdom, this report has been issued by Arlington Group Asset Management Limited, a firm authorised 
and regulated by the Financial Conduct Authority. This report is not for distribution to private customers. 
  
This report is not intended for use by, or distribution to, US corporations that do not meet the definition of a major US institutional 
investor in the United States or for use by any citizen or resident of the United States. 
 
This publication is confidential for the information of the addressee only and may not be reproduced in whole or in part, copies 
circulated, or disclosed to another party, without the prior written consent of Arlington Group Asset Management Limited. Securities 
referred to in this research report may not be eligible for sale in those jurisdictions where Arlington Group Asset Management Limited 
is not authorised or permitted by local law to do so. In particular, Arlington Group Asset Management Limited does not allow the 
redistribution of this report to non-professional investors and cannot be held responsible in any way for third parties who affect such 
redistribution.  
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