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Sword of Damocles Over Asset Prices  
Financial markets seem to have a great deal of confidence in the effectiveness 
of central bank monetary policy that by bringing down interest rates, the econ-
omies will keep expanding and asset prices, in particular, will keep rising. There 
is, however, good reason for the savvy investor to think carefully about the 
truth value of such a proposition.  

The key question is: What is the actual relation between the interest rate and 
asset prices, stock prices in particular? To answer this question, it may be help-
ful to take a brief look at the well-known Gordon Growth Model. It shows the 
functional relation between a firm's stock price and its profit level, the interest 
rate, and the firm’s profit growth rate. The formula is:  

Stock price = D / (i – g),  

whereas D = dividend, i = interest rate, and g = profit growth. If D = 10, i = 5% 
and g = 0%, the stock price is 200 US$ [10 / (0.05 – 0) = 200]. If then g = 2%, 
the stock price rises to 333.3 US$. If the central bank lowered the interest rate 
to 4%, the stock price goes up further to 500.0 US$. Should g then drop to 
1%, the stock price would decline back to 333.3, and if g falls even lower to 
0,005%, the stock price falls to 285.7. 
 
 1  How central banks affect stock prices  
Stock prices under different interest rate and profit growth scenarios 

 

Source: Calculations DEGUSSA. 
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Precious metals prices

Actual

(spot) 2 W 3 M 12 M

I. In US-dollar

Gold 1.316.3 1.4 7.7 -1.8

Silver 15.4 0.4 8.5 -7.4

Platinum 862.8 5.9 8.2 -7.2

Palladium 1.514.8 0.0 28.6 62.0

II. In euro

Gold 1.167.3 1.1 8.1 7.1

Silver 13.6 0.1 8.9 1.0

Platinum 765.2 5.6 8.6 1.2

Palladium 1.343.0 -0.3 29.0 76.5

III. Gold price in other currencies

JPY 145.317.0 0.7 4.8 2.3

CNY 8.849.3 1.5 4.1 5.1

GBP 995.2 -0.2 3.9 4.3

INR 90.674.8 1.9 6.6 3.8

RUB 85.394.6 -0.8 4.2 10.8

Source: Thomson Financial; calculations by DEGUSSA.

Change against (in percent):
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This little example shows that a central bank can drive up stock prices by lower-
ing the interest rate. However, what about the effect the interest rate has on 
firms’ profit growth? From a Keynesian viewpoint one may argue: Well, lower 
interest rates trigger new spending, and this should increase firms’ profits. 
While that may well be so in the short run, one might expect additional effects 
emerging in the longer term: namely that a policy of extremely low interest 
rates could sap the strength out of an economy.  

For instance, artificially low interest rates keep unprofitable businesses alive, 
making it harder for better producers to gain market shares. This, in turn, slows 
down competitive pressure in factor and products markets, resulting in lower 
growth and employment, and ultimately deteriorating firms’ profit situation. 
Positive short-run effects on firms’ profits stemming from artificially lowered in-
terest rates might, therefore, be followed by rather negative effects on firms’ 
profit growth in the long-run.  
 
 2  Lower rates drive stock prices; more money drives the price of gold 
(a) S&P 5000 and Federal Funds Rate in 
percent    

 (b) Gold price (USD/oz) and money 
stock in the OECD(1)    

 

 

 

Source: Thomson Financial; graphs by DEGUSSA. (1) Indexed.  

The above points towards a rather uncomfortable scenario in which central 
banks, via their policy of extremely low interest rates, have driven up stock pric-
es significantly, and then expectations regarding firms' profit growth start de-
clining. Once this begins, it would be fairly difficult to bring it to a stop. The en-
suing broad-based decline in prices would be a heavy burden on today's un-
backed paper money system, because declining prices would very well trigger a 
massive round of credit default.   

In fact, cracks in the credit system could make the unbacked paper money sys-
tem come crashing down, because if the credit market, due to default concerns, 
drives up borrowing costs and makes credit less accessible, a bust is inevitable. 
The only option left in such a case would be central banks falling back to out-
right money printing (via asset purchases and/or issuing ‘helicopter money’) in 
an attempt to raise goods’ prices or asset prices in particular. 

The point is that the monetary policy of extremely low interest rates is far from 
harmless – even though it seems to support the business cycle and props up as-
set markets in the short-run, suggesting that all is well. Unfortunately, there is 
economic reason to assume that central banks’ artificially low interest rate policy 
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is self-defeating – and the risk that something will go terribly wrong increases, 
the longer interest rates remain at suppressed levels. This is where gold comes 
into play.  

Gold is money – a rather rock-steady type of money, at that –, and it cannot be 
debased by central banks' money printing. Thus it stands in sharp contrast to 
bank deposits and short-term debt. Gold also does not carry any default or 
credit risk. It cannot go bankrupt, so to speak. For thousands of years, gold has 
already served as ‘premium money'. It would be surprising if gold were not to 
withstand the ‘Sword of Damocles' (in the form of unbacked paper money) that 
central banks have hung over the economies. 

*** 
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Precious metals prices and ETF holdings 
Gold ETFs (million ounces) und gold price (USD/oz) 

 
Silver ETFs (million ounces) and silver price (USD/oz) 

 
Platinum ETFs (million ounces) and platinum price (USD/oz) 

 
Palladium ETFs (million ounces) and palladium price (USD/oz) 

 
Source: Thomson Financial.   
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Precious metals prices 

 
  

In US-dollar

I. Actual

II. Gliding averages

5 days

10 days

20 days

50 days

100 days

200 days

III. Bandwidths for 2019 Low High Low High Low High Low High

1223 1480 14.4 19.1 785 903 1204 1368

(1) -7 13 -6 24 -9 4 -21 -10

IV. Annual averages

2015

2016

2017

2018

In Euro

I. Actual

II. Gliding averages

5 days

10 days

20 days

50 days

100 days

200 days

III. Bandwidths for 2019 Low High Low High Low High Low High

1067.5 1292.2 12.6 16.7 685.4 788.2 1050.9 1194.7

(1) -8 11 -8 22 -11 3 -22 -11

IV. Annual averages

2015

2016

2017

2018

Source: Thomson Financial; calculations and estimates by DEGUSSA. 
(1) Estimated return against actual price in percent. 

Gold Silver Platinum Palladium

1314.6 15.4 865.4 1518.4

1311.8 15.5 858.8 1574.6

1307.6 15.4 848.2 1567.3

1302.5 15.4 844.3 1550.7

1307.2 15.6 823.3 1459.6

1277.7 15.2 818.2 1341.6

1248.0 15.1 820.8 1165.2

1260 19.1 1382 800

1163 15.7 1065 706

1242 17.0 985 617

1253 17.1 947 857

Gold Silver Platinum Palladium

1166.6 13.6 767.9 1347.4

1158.9 13.6 758.7 1391.0

1154.9 13.6 749.1 1384.2

1151.2 13.6 746.2 1370.5

1152.4 13.7 725.8 1286.9

1124.3 13.4 720.0 1180.7

1087.8 13.2 715.2 1017.1

945 14 1035 601

1044 14 955 633

1120 15 888 557

1116 15 844 760
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Bitcoin, performance of various asset classes   
Bitcoin in US dollars  

  

Source: Thomson Financial.  

 

Performance of stocks, commodities, FX and bonds  
(a) In national currencies  (b) In euro  

 

 

 
Source: Thomson Financial; own calculations   
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