Asset Allocation Bi-Weekly

By the Confluence Asset Allocation Committee
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Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. \We publish asset allocation thoughts on a bi-weekly basis, updating the report
every other Monday, along with an accompanying podcast.

Gold: An Update of Current Conditions
February 7, 2022
Gold moved steadily higher from the late summer of 2018 into August 2020. Prices then

declined toward $1,700 and have since traced out a trading range between $1,700 and $1,900. In
this report, we will update our views on the metal.
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We have been holding gold in our asset allocation portfolios since 2018, although we have
diversified our commodity holdings by adding a broader commodity ETF alongside our gold
position.
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https://www.confluenceinvestment.com/category/podcasts/asset-allocation-weekly-podcast/
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The long-term outlook
for gold remains
positive. Our basic gold
model, which uses the
balance sheets of the
Federal Reserve and the
European Central Bank,
the EUR/USD exchange
rate, the real two-year T-
note yields, along with
the U.S. fiscal deficit
relative to GDP,
suggests prices remain
undervalued. To
account for the impact of
bitcoin, we have added a
variation to our gold
model to take the

cryptocurrency into consideration. In both variations, gold remains undervalued.

So, what is keeping gold undervalued? We believe it is mostly due to short-term factors. First,
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investor flows are not
high enough to lift gold
to our long-term
models’ fair value. The
chart on the left
overlays the price of
gold and the fair value
based on flows to gold
exchange-traded
products. Flows
suggest gold is actually
overvalued. Why are
investors shunning
gold? Last year, it
appeared crypto-
currencies were
siphoning off investor
flows that traditionally
would have gone to

gold. But with cryptocurrencies falling in price, gold has not benefited, at least not yet. Most

likely, fears of FOMC policy tightening are weighing on gold.
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REAL 10-YR TREASURY YIELD & GOLD Second, real interest rates,
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In our most recent asset allocation rebalancing, we reduced our exposure to gold, using some of
the allocation to increase our position in broader commodities. Concerns about short-term
weakness in gold prices played a role in that decision. In addition, we expect some commodities,
such as energy, to rally if a geopolitical event occurs in Europe or Asia. At the same time, we
remain long-term gold bulls, and thus, we want to maintain an allocation to the metal.

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.

1 On the chart, the scaling for the real yield is inverted.
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