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Abstract

The current study reviews the gold-exchange rate association with a wider prospect in case of Pakistan. Gold
prices have shown a remarkable increase since past few years. Because gold is believed as exchange rate hedge,
and instability of Pakistan rupee persists for long hence it is crucial to study gold-exchange rate relationship in
Pakistan. The study discusses the great work of literature in context of causality, hedge and safe haven ability,
predictive ability and volatility spillover effect of gold and exchange rate to stock indices of micro firms and
industries. The study further proposes to examine hedge and safe haven ability of gold and identify impact of
gold and exchange rate volatility on stock returns of micro sector using GARCH model. The findings of this
study will benefit investors, policy makers and academicians.
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1. Introduction

Investment in gold has inspired numerous reseateblars, investors, financial analysts, and ecostsnCapie,
Mills, and Wood (2005) states that gold plays inapige role in monetary system and gold standardiec
monetary system base in"18entury. However, its real value gradually begadécline due to disintegration of
Bretton Woods System in 1971. They discuss thatd\ar | lead the gold standard towards steadyinkeclt
was held by Britain, United States during 1931 4883 and few countries maintained it until 1936 ahhi
disappeared by the end of World War Il. The newernmational monetary system was known to be theaboll
Standard which was expressed as fixed price of 8&% 35.00 per 02)Eventually, system came under strain
in the period of 1960s. Bretton woods system cotaplerumbled in 1971, and gold’s official role sed.

In spite of its classical role, gold continues ® foteworthy among various stakeholders. Demanadyddat
investment is witnessed as a commodity and finaimie@stment. Gold market is not only centre of attention
for investors but also remain insight of policy raegk An idiosyncratic characteristic that gold gsses is the
reason of focal point for institutional investoGonventionally gold is a successful hedge againenh@mic
collapses and political turmoil, falling interesites, currency weaknesses, exchange rate fluatsatrogh
inflation rates and major financial market's dowmis? According to Baur and Lucey (2010), an assettisdge

3Study explains historical role of gold as monetzage e.g. (Capie et al., 2005)

“See for e.g. (Reboredo, 2013b)

® Studies have examined gold as a hedge againatianfle.g. (Ghosh, Levin, Macmillan, & Wright, 200#edge against dollar e.g. (Capie
et al., 2005), safe haven against financial mazksis (Baur & Lucey, 2010) and safe haven agaiiigtrice movements for e.g.(Reboredo,
2013a).

113



Developing Country Studies www.iiste.org
ISSN 2224-607X (Paper) ISSN 2225-0565 (Online) “—.'[l
Vol.7, No.4, 2017 ||$ E

when it is uncorrelated or negatively correlatecagarage with another portfolio or asset. Whereaasaet is a
safe haven when it is uncorrelated or negativetyetated in times of extreme volatility and mark&tmoil with
another portfolio or asset. Gold is believed agdgle and it is due to the fact that in earlier firiteemained in
monetary system as a base.

Moreover, relationship of gold and dollar has cegduattention of investors, speculators and rekeascsince
long. Link between Gold-dollar is expressed acaaydo law of one price which states that dollarrdefations
corresponds with increasing gold prices. Puktuarghend Roll (2014) finds that this theory doesinwily for

dollar only. Price of gold in a depreciating cuicgrtends to rise and vice versa. Hence, price ¢d go

appreciating and depreciating currency tends toenimwpposite directions giving rise to arbitraggortunities.
In addition, exchange rates are widely traded djgll. The relationship of gold-exchange rates soeisited in
period of high exchange rate volatility. This vdigt has great impact on its economy because whdomestic
currency fluctuates against foreign currencies i@salt of depreciation, imports in the domestiardoy turn out
to be expensive thus resulting imported inflati®trong domestic currency on the other hand has wécea
effects on the economy.
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Figure 1: The graph shows depreciation of average US$ per Pakistan Rupee from 1947 to 1981. Source:
sbp.org.pk
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Figure 2: The graph shows depreciation of month end US$ per Pakistan Rupee from 1981 to 2013. Source:
sbp.org.pk
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Figure 3: The graph shows Pakistan’s gold prices in Karachi and Lahore (rupee per 10 gram) from 1981 to
2016. Source: shp.org.pk
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Figure 4: The graph shows gold prices in London (price in dollar per ounce) from 1981 to 2009. Source:
sbp.org.pk

2. The Recent Evolution of Gold-Exchange Ratein Pakistan

Pakistan’s currency has faced vulnerable positioredonomy. Pakistan rupee is constantly depregidtin
international market. Devaluation of rupee is combusly experienced since 1983, which created worst
situation of high inflationary pressures and trageount deficits and is still experienced todayisTgroblem
has adversely affected other macroeconomic vasable such as GDP, FDI and BOP. Pakistan’s excheaige

is consistently fluctuating since long. Mahmoodsé&tullah, and Ahmed (2011) describe that Pakisaaifinst
experienced devaluation of rupee by 30% in Junés1@hich created a worst situation of high inflatoy
pressures. This depreciation was a conscious attiempringing Pak rupee in line with the currerscEf other
trading partners of Pakistan. Further, Pak rupezdexalued by 58% in 1972. This depreciation iserpced
during 1996 as well loosing 17% of its financialnbo Since last few years specifically 2008, diietr political
issues have depressingly influenced economic factor Pakistan. Subsequently, financial market was
completely devastated due to the murder of MohtaBer@azir Bhutto on 27 December 2007. Period of 2608
considered as a worst year for Pakistan's economyill October 2008 rupee has experienced a stiagine

in its worth.

Moreover, high exchange rate volatility in Pakistaas seriously affected stock market performanaess th
creating uncertainty about future investments. ciefit investment decision is inevitable by investdue to
shrinking returns. It is confirmed that rising &tibn, political, economic uncertainty and fallrupee/USD in
2012 has resulted slumps on investment retukiswever, despite current severe crises, an unsegewitch
of investment in gold is observed due to the faat gold is generally believed to be safe haverstment. This
unexpected increase in demand of gold results énease in trend of gold prices. Gold prices inadas
remarkably from 2006 as shown in Figure.5.

According to world gold council, Pakistan has beeaimp ten consumers of gold. As Pakistan has vaatks
sharp increases and frequent fluctuations in goldep since last few years, it is imperative todgtand

understand the Gold-Exchange rate relationshipaikistan. In addition, gold’s significance in Pa#istcannot
be ignored. Major portion of Pakistan’s imports sigts of gold and Pakistan has always kept sufficigld

reserves for future stability and security. High@stportion of trading in Pakistan Mercantile Exaga (PMEX)

consists of gold futures, yet Pakistan is devoigxiensive research on the subject cited aboveth®mther
hand, gold and exchange rate volatility not onjuences economy on the whole but also particiéatess and
industries, financial institutions and financial nkats. For example, Textile sector which is majourse of

revenue for Pakistan’s economy has experiencedvdzility in stock prices.

There is higher traditional usage of gold in Palisin form of jewelry. Gold investment in Pakisten

® See The nation, 2012, Pak rupee weakens mosgionrian 2012
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considered safe investment during unfavorable emimcsituations. Due to increase in gold prices einc
February 2012 investors prefer investing in gold as it offeigher returns comparative to stocks, bonds and
certificate of deposits. Importance of gold is alsalized by Pakistan's government since it keeymigh gold
reserves for bad times. In addition, gold futures seen to be greatly traded in Pakistan MercaBtiehange
(PMEX)2 According to the best of knowledge, studies ommmdity predictive ability for exchange rate are
few and have been conducted mainly in commodityoetiquy countrieS. Moreover, although studies have
investigated gold-exchange rate nexus with stoeprat macro level while limited work is done atmo level.

3. Critical Appraisal of Literature
3.1. Empirical Studieson Causal Relationship between Gold and Exchange Rate

Numerous studié$have been conducted to investigate gold-exchaamgenexus. The findings of these studies
state that there exists relationship between gottlexchange rate movements. However, these sttaiids
identify true relationship (such as causal relatigafe haven) between gold and exchange ratetlyFi&hen
and Rogoff (2003) studies on causal relationshipéen gold and exchange rate are miXefindings suggest
that either there exist unidirectional causalitybatirectional causality. In context of spilloveffext study by
Badshah, et al. (2013) finds bidirectional spilloletween gold and exchange rate.

Samanta and Zadeh (2012), investigates long ruscas®n between oil, gold, US dollar and US stpcices.
The author uses daily data and finds that causalitg from gold and stock price to exchange rateanwhile
gold is not influenced by other variables. In castrto these findings, Pukthuanthong and Roll (2@taves
that gold price is related to currency depreciatiohonly for dollar but also for Euro, Pound anehYThe study
examines sample period from 1971 to 2009 and fuittiers that exchange rate causes gold returnaditutice
versa. Moreover, Sujit and Kumar (2011) studiesaghyic relationship between exchange rate, goldyraik and
stock returns. The study uses two models. Goldximdelollar is examined for the first model anddyaidex in
euro for the second one. The study uses dailyfdata sample period 1998 to 2011 and confirms ueitional
causality from Gold euro to exchange rate but rio¢ wersa. However for gold index in dollar, biditienal
causality is observed.

Recently, Jain and Ghosh (2013) studies dynamatioeiship of global oil prices, Indian rupee dokaichange
rate and metals (gold, silver and platinum). Onsehuelationship between variables, findings revibal
exchange rate causes all other variables incluglind while there is no evidence of gold causinghaexge rate.
Further, in context of spillover effect relationtiveen gold, equity and exchange rate, Badshamsrgnd
TouraniRad (2013) studies contemporaneous spillover effebey confirm that there exists bidirectional
causality between gold and exchange rate volatilityces. Thus, it can be concluded that aboveessuzh gold-
exchange rate causal relationship provide mixedltes

3.2. Empirical Studieson Gold as a Hedge and Safe Haven Against Exchange Rate Volatility

Gold has hedge and safe haven property againsaegetrate volatility? Studies have investigated the effect
of exchange rate fluctuations on gold prices. Hawethese studies find contradictory results reiggrdafe
haven property of goltf Recent study by Beckmann, J., et al. (2015) pesvidifferent and interesting results
on hedging properties of gold. Contrary to previstiglies, they focus on volatility transmissioratiginship of
exchange rate and gold prices. They conclude #ttditamge rate depreciations has negative effecblthpyices

in different currencies e.g. British pound steriegro, Japanese yen and Indian rupee but thid tsereversed
in next period. Thus, over all findings on hedgd aafe haven property of gold with regard to exgearate
fluctuations is ambiguous.

Sjaastad and Scacciavillani (1996), Sjaastad (2008Jeem et al. (2014) and Jan, Wali, and Asif &0dentify
gold price association with currency rates. Foriaer studies confirm that dollar appreciation or @egation

" Hikes in gold prices 2012 discussed in study afdéem, Zakaria, & Kayani, 2014)

8 See (Shahbaz, Tahir, Ali, & Rehman, 2014)

9 (Apergis, 2014; Cashin, Céspedes, & Sahay, 208dnCRogoff, & Rossi, 2008)

1% studies such as [(Badshah et al., 2013; Beckmiaah, €015; Jan et al., 2015; Joy, 2011; Pukttharg & Roll, 2011; Reboredo, 2013b;
Reboredo & Rivera-Castro, 2014a; Sjaastad & Sceitleiai, 1996; Sujit & Kumar, 2011)]

" Results reveal Bidirectional causality, Unidireotl causality, Unidirectional causality, Unidiectal causality and both unidirectional
and bidirectional causality in two different curcés respectively in five of these studies e.Baf{shah et al., 2013; Jain & Ghosh, 2013;
Pukthuanthong & Roll, 2011; Samanta & Zadeh, 2@L8it & Kumar, 2011)]

2studies on hedge and safe haven properties ofigdldde (Baur & Lucey, 2010; Beckmann et al., 20C&pie et al., 2005; Reboredo &
Rivera-Castro, 2014b)

3 Converse findings see for e.g. (Joy, 2011; Relmr2@13b; Reboredo & Rivera-Castro, 2014a)
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influences gold prices while the latter studiesgasl) negative gold price-exchange rate associalibase
findings ascertain law of one pricé Beckers and Soenen (1984) investigates hedgingfiteenf gold and finds
asymmetric risk diversification of gold’s holdinggitions for US and non US investors. In additistudy of
Capie et al. (2005), reveals that gold provideggmtion against dollar devaluations in UK and Jaf#tndy
confirms that gold is US dollar hedge. Howevers thélationship varies over time. The author employs
EGARCH and uses weekly data sample from 1971 ta1.2B0it the study neither discriminates average and
extreme shocks nor considers feedback effect ityzing gold as exchange rate hedge. Besides, titly $inds

no evidence of cross correlation between exchaatgeand gold returns in the long run.

In contrast to previous studies, PukthuanthongRwitl(2011) concludes that gold price has posiéigsociation

in both appreciating and depreciating currenciesrédver, Joy (2011) studies gold’'s hedge and saferh
property against exchange rate. He extends wokapie et al. (2005) and includes 16 US dollar exgbaate
pairs. Throughout, the sample period from 198600682 the researcher finds that gold is consistemthedge
against US dollar fluctuations however the studgdino evidence of gold as a safe haven for exeheatg.
Zagaglia and Marzo (2013) find that recent finahcidsis has not affected gold-USD association ilegwv
hedging properties unchanged. On the contrary, Reloo(2013b) concludes that gold acts as effectafe
haven in periods of extreme USD market movements.al$o states that gold is useful in portfolio risk
management and confirms hedging property of gates€ results are consistent with Ciner et al. (RérJoth
US and UK data. Reboredo and Rivera-Castro (20&4Bmine gold’s hedging properties in different time
horizons. Results of the study suggest that botD d&preciation and gold are positively dependeaires all
currencies (Australian dollar, British pound, Nogian krone, Swiss franc, Canadian dollar and eaxcept
Japanese yen. Reboredo and Rivera-Castro (201gta)gdish average and extreme value time periothen
basis of a likelihood ratio test. The finding oétstudy supports gold’s role as a hedge but ootter hand gold
as a weak safe haven.

On the contrary, Beckmann et al. (2015) provides standpoint regarding gold-exchange rate relakigns
They include five currencies in their study (USldgleuro, pound, Japanese yen and Indian rupesulR
reveal that impact of exchange rate depreciatigatieely affects gold price. However, this impaztrégressed
to positive after one day. While impact of goldcerivolatility on exchange rate is inconclusive sirith
positive and negative correlation results are olebrHowever, US dollar is an exception to thesellte and
confirms strong hedging relation of gold. Overfadtlings of these studies are ambiguous.

3.3. Empirical Studieson Commadity Forecasting for Exchange Rates

Chen et al. (2008finds that exchange rates are better predictoxonfmodity prices while commodity prices
are probably less anticipating due to the fact twmhmodity prices are extremely responsive to sujgpid
demand shocks. On the contrary to study of ChernRagbff (2003) who find evidence for in sample peddn

of commodities for exchange rate, Apergis (2014ggtigates gold’s forecasting ability for Australidollar. He
concludes that out of sample forecasting of golbisist in short and long run. Second, vast litegit exists on
the impact of commodity prices on exchange ratesommodity exporting countries such as AustraliawN
Zealand and Canada. Gold is also found to haweigiree ability for exchange rate. Recently, Apsr¢2014)
explores impact of gold prices on exchange ratefdoecasting purpose in Australia which is larggetd
exporter. To the best of our knowledge, limiteddgts address gold’s predictive ability for exchargte in gold
importing country. Furthermore, Le,T.H., & Chang,(2011), Irshad, H.,Bhatti, G.A., Qayyum, A., & shain,
H. conduct study in gold importing country. The decof these studies is relationship between gold an
exchange rate but has not focused on forecastility aif gold.

3.4. Empirical Studieson Gold, Exchange Rate and Stock Price Relationship at Micro Level

Scarce research is done on examining gold, exchatgend stock prices relationship in particuttsr. Chan
and Faff (1998) studies returns of Australian indugquities and their sensitivities associatedjatd prices.
The study finds that resource and mining sectoosvstpositive response to change in gold pricesrulustrial
sector responds negative.

Liao and Chen (2008) identify relationship betwegeid, oil and Taiwan industrial sub indices. Resitdidicate
that oil price volatility spillovers to electroni@nd rubber industries while gold price volatiliteshspillover
effect on cement, automobile, food and textile stdas.

3.5. Gap inthelLiterature
First, the earlier studies which has not been emadhiand considered both macro and micro level. r8gco

4 Law of one price states that an asset should loeatdhe same price in an efficient market othsenén arbitrage opportunity will be
created. It is based on purchasing power paritgrih his law is applied to gold because if goldixed to a measure of value then gold
price in depreciating currency will increase anckwersa thus moving gold prices inversely in tifecent currencies.

15 Studies such as (Antonakakis & Kizys, 2015; Cashial., 2004; Chen & Rogoff, 2003; Chen et alQ@0
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considering severe exchange rate fluctuations drdrae economic situation in Pakistan; none ofa$ehas
been conducted so far in Pakistan according tdest estimate on the subject matter discussed albbigecan
be of interest for investors and portfolio managérswill assist investors in preferring low riskvestment
avenue and guide portfolio managers in maintaioipgmum portfolio that offers hedging and risk métion. It

is due to the fact that gold has proved to be thestsifier in reducing risk®

Third, the study has ignored gold’s forecastindigbfor exchange rate in Pakistan. Previous staidie this
context have been conducted in commodity expodmntries’ while Pakistan is gold importing country. Afzal,
(2007), explains that imports of a country affantsestment environment and possess long run rekttip with
exchange rate. Moreover, exchange rate stabilitg rmacroeconomic indicator and is closely monitoogd
economic analysts and policy makers therefore ffigsliwill be useful for them in making wise economic
decisions and devising policies accordingly by griag movements in gold prices.

Fourth, due to fluctuations observed in gold mark#ick returns of corporate sector and Pakistaxchange
rate; limited studies have been conducted at nirel *® It has useful implications for speculators anceisters
as investor’s decisions are influenced in caseoof f economic prospect. Moreover, although ireaetbping
country like Pakistan gold-exchange rate relatignblas been identified but hardly any studies reteyamined
gold-exchange rate relationship comprehensivelthéobest of my knowledge. Besides, studies conduicte
Pakistan have only considered US dollar as a foreigrency against PKR which is domestic curréfiéys
imports and exports exert great influence on a tgisnexchange rat€ i.e. when the domestic currency
depreciates, imports decline and exports incredtserefore, it is vital to study Pakistan rupee agacurrencies
of trading partners of Pakistan.

Fifth, studies on gold-exchange rate relationshigiterature is devoted on examining dynamic retathips
between gold, exchange rate and stock prices atomewel.?* These studies deal with stock prices at country
level while limited studies are conducted at mileneel. 2 Thus, keeping in view the stock price fluctuatidms
corporate sector of Pakistan, current study detezsnvolatility transmission of gold and exchange @n stock
returns of industries in Pakistan. Finally, sted@®nducted in Pakistan in this regard consider#d gglation
with dollar only as a foreign currency. While othmnrencies can be investigated and taken intowatcd-or
example, the study may consider five foreign cwieni.e. (major trading partners of Pakistan) egtaiupee
due to significant influence of import-export orchange rates.

4. Conclusionsand Possible Direction for Future Research

Currently, Pakistan faces instable economic siwativhich has increased fluctuations in gold priesesi
exchange rates. It is observed that gold has caghtattention of institutional investors since gplites rise is
witnessed in Pakistan. This paper attempts to vethe role of gold extensively for exchange ratd aglevant
findings are analyzed for both variables. The clitysanalysis review indicates that hardly gold saexchange
rate while evidence of exchange rate causing gsldanfirmed. While limited studies find existencé o
bidirectional causality between gold and excharae.rGold has remained a hedge due to its significale
played in monetary system in the past. Moreoveld gonot influenced by government control. Goldgesses
predictive ability for exchange rate but literatdirds both in sample predictive ability in a studgd out of
sample prediction in the other. Finally, analysisrelationship of gold, exchange rates and stoideprin micro
sector is almost nonexistent.

Future studies can use daily data of Rupee exchatgeeturns against closer markets who share ¢tading
association with Pakistan (for example, China, USBudi Arabia, USA and European Union) and goldgxi

in Pakistan. For instance, China is largest go@itipcers in the world and share intimate armed &ssmt with
Pakistan. Both countries are connected in jointensd projects. Furthermore, China supports Pakistan
different issues including Kashmir issue and coafes in providing extensive funds for improvemeft o
infrastructure. Furthermore, UAE is 5th largest d@amporter and strong economic partnership is ghare

16 See for e.g. (ChuaJess & WoodwardRichard, 1990ofeelo & Rivera-Castro, 2014b)

" Ccommodity exporting countries including Australdew Zealand and Canada see e.g. (Apergis, 201shiC&t al., 2004; Chen &
Rogoff, 2003; Clements & Fry, 2008)

8 See (Liao & Chen, 2008)

studies conducted in Pakistan (Jan et al., 20188k et al., 2014)

20 (Afzal, 2007) explains importance of imports irckange rate determination

Zvarious studies on gold-stock prices relationshiphsas (Badshah et al., 2013; Basher, Haug, & Skyo2012; Baur & Lucey, 2010;
Baur & McDermott, 2010; Beckmann, Berger, & Czud2(14; Bilal, Talib, Hagq, Khan, & Naveed, 2013;hiasl, Bhatti, Qayyum, &
Hussain; Le & Chang, 2011; Miyazaki, Toyoshima, &rkbri, 2012; Phylaktis & Ravazzolo, 2005; Samantdatleh, 2012; Shahzadi &
Chohan, 2012; Suijit & Kumar, 2011)

22 5ee e.g. (Chan & Faff, 1998; Liao & Chen, 2008)
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between Pakistan and UAE. Another close tradingiie Saudi Arabia. Saudi Arabia and Pakistan hdse a
developed extensive cultural, commercial, and igalitrelations since formation of Pakistan in 19&ihally,
European Union friendly relations with Pakistanmatrbe denied. European Union has always assistkidtBn

in times of crises. However, among European Uniauntries, Germany is largest trading partner ofiftak.
Looking Rupee exchange rate in perspective of thasency countries will be interesting. Estimatimethods
such as VAR, GARCH and EGARCH can be used and tirdyscan be conducted over the period from
February 1992 till July 2015. It is because of sewaipee depreciation which is witnessed in thesgogds
particularly in the period of 1996. Secondly, thisie span captures two main financial crises ifsian
financial crisis (1997) and Global financial cri¢07-2008).
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