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By the Confluence Asset Allocation Committee

Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. We publish asset allocation thoughts on a weekly basis in a special section within

our Daily Comment report, updating the piece every Friday.
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Precious metals prices have risen recently, making new highs.

GC - Gold - Monthly Nearest Candlestick Chart

H Op:1,793.6, Hi:1,938.0, L0:1,765.8, C:1,938.0

hi " ﬁm

u LN
yl W
[_l?md] ! *#ﬂ " 'ﬁ*d’lmw

b !
r gt ﬁ]‘[]ﬁ l

ﬂm_ ' i T*? i**‘i‘

l e *hé-?u
bl T

4
Lo Earchan.cbw

U**+u

f

nlmﬁ

nim

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

2019

2020

2,000.0]

-1,800.0
-1,7000
-1,6000

-1,500.0

-1,3000
11,2000
-1,1000
-1,0000
-900.0

-{800.0

-/ 600.0

-{500.0

400.0

(Source: Barchart.com)

This is a monthly chart for the nearest gold futures contract. As the chart shows, we have
recently moved above the 2011 highs. In this report, we will discuss two areas that have
supported this rise—the prevalence of negative real interest rates and a potential short squeeze on

the futures market.

The Treasury Inflation Protected Securities (TIPS) are designed to provide protection against

rising inflation. The security has a component where its value rises when inflation increases. It

is possible to compare the Treasury yield relative to the TIPS yield to determine the “break-

even” inflation rate; in other words, this is the market’s expectation of future inflation.
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YIELDS ON 10-YR TREASURIES & TIPS
AND BREAKEVEN INFLATION RATE

%

2.4 -2

1.6 -

SPREAD

0.8

0.0

2004 2006 2008 2010 2012 2014 2016 2018 2020

BREAKEVEN SPREAD 10-YR TIPS YIELD 10-YR T-NOTE YIELD ‘

Sources: FRED, CIM

Note that the 10-year TIPS yield is now negative and the nominal yield on the 10-year T-note is
mostly steady. To some extent, this suggests the market believes the Fed is already engaging in
yield curve control. The combination of a falling real yield and a steady nominal yield means
inflation expectations are rising.
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These charts show there is a close relationship between the real 10-year yield and gold prices. In
fact, they correlate at the -88.9% level.

The second factor is a potential short squeeze in gold.
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| " COMEX GOLD - DELIVERIES
Showing visible throughput in thousands of ounces
W COMEX Deliveries Jun-26 2020 Latest Month = 5,510,200 oz
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Recently, we have seen a rapid rise in gold delivery at the COMEX. Perhaps the most
sophisticated process of buying gold is to buy a futures contract and take delivery. The buyer
accepts a warehouse receipt at the COMEX exchange and pays a modest monthly fee for storage.
The holder of the warehouse receipt can then short the futures and deliver the warehouse receipt
back into the market when they decide to sell their holdings. This process solves a persistent
problem for precious metals buyers—the transaction spread is narrow and the prices are fully
transparent. The drawback for most investors is the 100 oz contract at the COMEX, which is a
commitment beyond that of the small investor. Swap dealers who make markets between
physical gold and the futures markets are not accustomed to this level of delivery and may have
been caught short; if so, they will need to buy gold to deliver gold on their short positions. That
may account for the recent strength we have seen in the market.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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