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Gold Also Glitters During Deflations
Empirical evidence shows that this proven inflationary hedge helps portfolios  
during any kind of price instability.

by Gregg Van Kipnis, MBA, Chairman of the Board, American Investment Services*

The evidence for gold as an infla-
tionary hedge is overwhelming, 

while information on gold’s perfor-
mance during deflationary periods 
has been relatively hard to come 
by. But if gold should only be held 
during inflationary periods, then 
investors are left with an apparent 
market timing problem. 

This is not a purely 
academic interest. It raises 
real problems in manag-
ing portfolios. All of the 
best available research 
argues that market timing is an 
exercise in futility. In test after test, 
over the long haul, buy-and-hold 
strategies create higher returns. 
Fortunately, according to our re-
search presented here, trying to time 
inflationary and deflationary cycles 
to make gold purchases and sales is 
unnecessary. Gold performs well in 
both environments. 

Currently, we are at an unusual 
juncture in the U.S. economic 
outlook in which this is useful 
information. Some economists, 
looking at the record growth 
in bank reserves, are predicting 
much higher rates of inflation in 

the years to come. Others point 
to the European crisis and likely 
recession, the Chinese slowdown, 
and sluggish growth and deficit 
issues domestically as the reason 
they believe we are headed for an-
other recession and a serious bout 
of deflation. (We don’t.)

Measurements of price level 
changes—inflation and defla-
tion—have gone through dramatic 
changes over the decades and 
centuries. In colonial times, little 
consumer expenditure was for ser-
vices, and much of it was for raw 
materials to make things at home. 
In addition, in the past, simple or 
geometric averages were all that 
was possible. 

Today, indexes are heavily 
weighted toward service prices, 
and people mostly buy manufac-
tured goods. Index construction 
methodologies are very sophisticat-
ed because we know how to weight 
price components to form more 
representative estimates of price 
impact on economic activity. 

This study looks at the American 

experience from 1790 to the pres-
ent. The price measurement data 
is the Wholesale Price Index. This 
index is one of the oldest time series 
compiled by the U.S. government 
constructed on a consistent basis. It 
was created to satisfy an 1891 U.S. 
Senate Resolution. The index was 

extended to the colonial 
period as part of a special 
compendium of data 
that was assembled by 
the U.S. Department of 
Commerce in honor of 

the U.S. Bicentennial in 1976. It was 
re-named the Producer Price Index 
(PPI) in 1978. 

The PPI measures intermedi-
ate or wholesale goods prices. The 
prices of these goods are more vola-
tile than consumer prices. They also 
do not exhibit the same long-term 
rising trend as consumer prices be-
cause of the increasing importance 
of services.

This study also examines the 
economy of the United Kingdom 
from 1560 to 1974. Although U.K. 
and U.S. histories are closely related, 
there are pronounced differences 
in the timing and magnitude of 
recessions and inflation cycles. In 
addition, exchange rate changes led 
to different gold price patterns. 

Loosely speaking, deflation is 
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On average, across the 15 deflationary 

events, the purchasing power of gold  

increased by 31 percent.
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a period of declining prices and is 
different from disinflation, which 
is a period of falling inflation 
rates. But there is no arbiter of the 
minimum magnitude and duration 
necessary to declare that deflation 
has occurred. 

This study defines deflationary 
episodes by looking at periods dur-
ing which producer prices declined 
by one standard deviation or more 
for one year or more. In the U.S., a 
decrease in prices at the producer 
level, which exceeds one standard 
deviation, is a decrease in prices of 
more than 7 percent.

Purchasing power is the best way 
to summarize the net result of two 
price movements: the price of gold 
and the inflation rate. To calculate 
this correctly is not a simple matter 
of subtracting the two rates. The 
calculation is to divide one plus the 
percentage change in gold by one 
plus the percentage change in the 
inflation rate and subtract one from 
the result. 

According to this definition, 
there were only 12 deflationary 
events in the U.S. during the 221 
years examined. Eight of these oc-
curred in the 19th century. There 
was one in the late 18th century, 
only two in the 20th century, and 
one so far this century.  

The data reveal a dramatic 
shift, starting around 1949, in 
inflation/deflation trends and pat-
terns. From 1790-1949, the annual 
inflation rate averaged barely 1 
percent, yet there was high volatil-
ity of nearly 10 percent around 
that trend. From 1950 to present, 
the inflation rate has more than 
tripled, averaging 3.4 percent 
annually, but with half as much 
volatility at 4.6 percent. 

The shift to higher inflation 
with less volatility suggests a revi-
sion in the identification of defla-
tion events. Instead of a –7 percent 
hurdle, it suggests that a –9 percent 
hurdle be used prior to 1949, and 
a –1.2 percent hurdle be used in 
more recent times.
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Chart 1a: Gold Prices vs. Wholesale Prices in the U.S., 1790-1970

Chart 1b: Gold Prices vs. Wholesale Prices in the U.S., 1970-2011

Chart 2: Gold Prices vs. Oil Prices in the U.S.

Chart 3: Gold Prices vs. Wholesale Prices in the U.K.
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three more deflation events, all 
in the post World War II era. All 
15 deflationary events are shown 
in Chart 1, A and B, on page 2. 
Chart 1A shows the history of 
gold prices and producer prices in 
the U.S. from 1790 to 1970. This 
takes us from the early days of the 
nation until the closing of the gold 
window in the Nixon administra-
tion, which led to the end of the 
post-WWII gold exchange stan-
dard. Chart 1B takes us from that 
time forward. 

The light blue shading shows 
deflationary periods. On average, 
across the 15 deflationary events, 
the purchasing power of gold in-
creased by 31 percent. The average 
deflation lasted about five years. 
This implies a simple annual aver-
age gain in purchasing power of 
about 6 percent from holding gold  
during deflations.

Gold did not appreciate in value 
during these periods. In some cases, 
it even declined. But with the excep-
tion of 1996-98, cumulative deflation 
was greater than the decrease in the 
price of gold.

The unusual events of 1996-98 
warrant more careful analysis. 
Gold’s purchasing power plunged 
by 24 percent, using annual data, 
while producer prices declined by 
2.6 percent. 

If we look at monthly data for 
this episode, the exact period of 
deflation was from January 1997 to 
February 1999. During this period, 
producer prices declined by 5.7 
percent and gold prices declined by 
19.1 percent. Consumer prices, on 
the other hand, rose by 3.3 percent. 
Much of the difference was because 
of the collapse in oil prices. During 
this period, crude oil prices fell by 
52 percent from $25.17 to $12.01 
per barrel. 

As Chart 2 on page 2 shows, since 
the 1973-74 recession, there has been 
a measurable increase in the cor-
relation between oil and gold prices. 
Both have risen. If the fortunes of 
oil producers are somehow related 
to major moves in gold prices, then 

the large decline in gold prices dur-
ing 1996-98 may be more related to 
the collapse in oil prices than to the 
extent of deflation. 

The data for examining defla-
tion in the U.K. goes back a lot 
further than is the case for the 
U.S. thanks to Dr. Roy Jastrom’s 
seminal work, The Golden Constant, 
first published in 1967. Jastrom 
assembled gold price data from the 
records of the longest continuously 
operating gold merchants, Mocatta 
Goldschmid, and constructed an 
inflation index based on data for 
commodities and manufactured 
goods collected from a wide variety 
of sources. The index goes covers 
416 years.

Jastrom identified 20 deflation-
ary episodes during this period. 
Once again a deflationary event was 
defined as one during which prices 
declined by more than one standard 
deviation of historical price vari-
ability. In the case of the U.K., this 
was 8.3 percent—quite similar to 
the U.S.

Chart 3 on page 2 shows the 
results of his study. On average, 
deflations lasted 6.6 years, and 
prices fell 22 percent. During 
the episodes, gold prices rarely 
declined and in a few cases in-
creased. On average, the gold price 
changed by a mere 0.6 percent. 
As a consequence, the purchasing 
power of gold increased on average 
by 36 percent during deflationary 
periods. There were no instances in 
which gold prices declined by more 
than the price level.

Overall, these results were simi-
lar to those of the U.S. 

The empirical evidence from 
both the U.S. and the U.K. is clear. 
Gold is a store of value even during 
deflations. The purchasing power 
of gold rises because it does not go 
down in value to the same extent the 
price level declines. 

Gold works as a hedge against 
deflation as well as against infla-
tion. In a portfolio, it can provide 
insurance against any kind of  
price instability.

The holiday season is also prime scam 

season for people who want to turn 

charitable intentions into illegal gains. 

However, by following a few simple rules, 

you can make sure that your charitable 

donations will indeed be a blessing.

Never give money to anyone soliciting 

on the phone, and certainly don’t give 

a telemarketer your credit card number. 

The federal Do Not Call List limits your 

calls from telemarketers, but the list does 

not apply to charities. Criminals know 

this. If you get a call from a charity you 

wish to consider, go right to the charity’s 

website where you can get information 

about contributing.

Beware of sound-alike names when 

you do contribute. The National Cancer 

Society is a scam. The American Cancer 

Society is a legitimate charity.

During the holiday season in par-

ticular, be wary of police and firefighter 

charities as well as charities that say they 

support American troops.  Many scam-

mers use these ruses.

A good way to find out more  

about a charity is to go to the website  

www.charitynavigator.org. The nonprofit 

organization lists and evaluates more 

than 5,000 charities. 

The site rates charities in terms of ac-

countability, transparency, and financial 

health and classifies them into inter-

est categories. Charity Navigator also 

features various top ten lists of charities 

and provides donors with an array of 

tips and resources that can foster more 

effective giving. 

—Steven J.J. Weisman is a lawyer and 

author. His website is www.stevelaw.net.

ASK The exPerT

Charity Scams

To submit questions for future columns, e-mail 

asktheexpert@aier.org. For guidance on specific 

situations, consult your lawyer or financial advisor.
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More Spending Doesn’t reduce Poverty
Since the early 1970s, increased transfer payments have had little effect in helping the poor. 

by Julie Ni Zhu, research Analyst

Transfer payments are the most 
common means used by govern-

ments to address poverty. These 
payments take income from one 
group of people through taxes and 
give the money to another group, in 
the hopes of lifting them from the 
lowest income strata.  

It doesn’t always work that 
way. Government transfer pay-
ments in the United States have 
grown much faster than GDP, 
especially after 1966. But the 
number of people in poverty—the 
beneficiaries of these payments—
has not always decreased, calling 
into question how well antipoverty 
programs work.

In the 1960s and early 1970s, 
the United States made substan-
tial progress in reducing poverty. 
Unfortunately, as shown in the chart 
above, there has been no real prog-
ress since 1973. The chart shows the 
relationship between poverty rates 
for individuals and transfer pay-
ments as a percent of GDP.

In 1973, the poverty rate hit a low 
of 11.1 percent and transfers reached 
about 8 percent of GDP. Increases in 
transfer payments beyond 8 percent 
do not ultimately reduce poverty. 
They may make it more tolerable. 
But, higher rates of transfer pay-
ments have consistently been related 
to higher poverty rates.

Over the years, policy makers 
have attempted to improve the ef-
fectiveness of transfer payments by 
re-focusing the targets of the trans-
fers. During the Lyndon Johnson ad-
ministration (1963-1969), the array of 
government assistance programs that 
were part of the War on Poverty had 
a significant impact. Transfers grew 
from 5 percent of GDP to 6 percent 
to pay for programs such as Medicare 
and Medicaid, work-study programs 
for low-income college students, and 

food stamps for low-income families. 
At the same time, the poverty rate 
(for individuals) fell from 19.5 per-
cent to 12.1 percent. 

The Nixon administration (1969-
1974) had less success. A much 
larger increase in transfers had a 
much smaller impact on the poverty 
rate. A liberalized food stamp pro-
gram, the indexing of Social Secu-
rity to inflation, and the creation of 
Supplemental Security Income for 
disabled people increased transfer 
payments from 6 to 8.5 percent of 
GDP. But the combined efforts only 
lowered the poverty rate from 12.1 
percent to 11.2. 

The Reagan administration (1981-
1989) cut back the food stamp pro-
gram and re-designed job training 
programs. But the reduction in the 
poverty rate from 14 to 12.8 percent 
was more likely a product of the 
booming economy than the marginal 
decrease in transfer payments from 
9.8 to 9.5 percent of GDP. 

During the Clinton Administra-
tion (1993-2001), transfers fell from 
11.6 to 10.5 percent of GDP as the 
poverty rate fell from 15.1 to 11.3 
percent following the signing of the 
Personal Responsibility and Work 

Opportunity Act of 1996. A corner-
stone of the Republican Contract 
with America, the bill ended welfare 
as an entitlement program. It added 
a workfare component that encour-
aged employment among the poor 
through workforce development, 
limited federal welfare payments to 
two consecutive years, and put a five-
year lifetime limit on those payments. 

It is no surprise that the poverty 
rate rises during recessions and tends 
to fall during expansions. And some 
of the short-term improvements 
associated with programs were more 
likely serendipitous, resulting from 
general economic conditions. 
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