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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 weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.

July 22, 2016

In the most recent rebalance of our Asset Allocation portfolios, we introduced positions in gold.
Although the yellow metal is classified as a commodity, we view it more as a currency,
admittedly one that is not backed by liabilities. National fiat currencies are generally created in
the credit process and are backed by the trust imbedded in the nation’s debt. Currencies have
three roles: medium of exchange, unit of account and store of value. Gold does not act as a
medium of exchange in a modern economy. But, it can be used as a unit of account and it mostly
excels as a store of value.

Because it isn’t liability backed, the opportunity cost of holding gold is essentially equivalent to
inflation-adjusted interest rates. 1f one holds gold in lieu of short-term debt, the lost opportunity
is the interest earned after inflation. History does suggest that there is an inverse correlation
between real interest rates and gold.
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This chart shows real T-bill rates and the price of gold. Note that gold prices have increased as
real rates have become persistently negative.
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The other factor that affects gold is the dollar. Since gold is priced in dollars, a rising greenback
makes gold prices more expensive to foreign buyers. Since a stronger dollar is often associated
with rising U.S. interest rates, a stronger dollar tends to be bearish for gold.

«— JPMorgan Real Broad Effective Exchange Rate Index, CP| Based: US
2010=100
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This chart shows gold prices and the JPM real effective dollar index. Note that since 2000, the
dollar’s swings have affected gold prices. In fact, since 2000, the correlation is -87%.

Since inflation, interest rates and exchange rates affect gold prices, we have created a model of
the relationship.
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GOLD MODEL
5000 (Euro, Fed and ECB balance sheets, real 2-year T-Note Yield)
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The model uses the EUR/USD exchange rate, inflation adjusted two-year T-note yields and the
balance sheets of the European Central Bank (ECB) and the Federal Reserve. Including the
latter two variables generally accounts for investor expectations of future inflation and interest
rates. The current fair value for gold, based on this model, is $1,489.26, suggesting that current
prices, though elevated, are not overvalued.

Finally, investors have been putting money into gold through exchange-traded products.
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This chart looks at the metric tons of gold held by ETFs, ETNs and grantor trusts compared to
the price of gold. As one would expect, the two are closely linked, correlating at nearly 95%.
Since the beginning of the year, investors have been increasing their exposure to gold through
these products. With the FOMC on hold and additional policy stimulus expected due to Brexit,
investors are seeking the safety of gold.

Due to our view that gold is attractively valued and that conditions should favor the yellow
metal, as noted above, we added gold to our allocations this quarter. We expect that conditions
should favor gold in the upcoming quarters.

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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