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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.
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Although gold is the primary precious metal for investors, platinum, palladium and silver also
can fulfill that role. Complicating matters is that these three metals are dual-use products.

Unlike gold, which has few uses outside of monetary (store of value) purposes and jewelry, these
other three have industrial uses as well. About 55% of silver consumption is in electronics,
while 39% is used for jewelry, silverware and monetary reasons. The remaining 6% of silver
consumption is in associated industrial use, including solar panels. Industry and automotive
demand accounts for about 60% of platinum demand, with jewelry absorbing about 30% and
investment demand the remainder. Palladium, which has been in the news lately due to strong
price behavior, is mostly used in automobile exhaust systems; nearly 84% of the metal goes into
cars, with other industrial uses taking up nearly all the remaining demand.

Thus, unlike gold, the other three precious metals are much more sensitive to industrial activity.
Supply factors are different as well. Silver is mostly a byproduct of base metal and precious
metal mining; only about 28% of silver comes from primary silver mines. The rest comes from
the mining activities of lead, zinc, copper and gold. Thus, the supply of new silver is affected by
the demand for these other metals. In contrast, platinum and palladium both have limited
sources; nearly 75% of new supply of platinum comes from South Africa, whereas 40% of the
world’s palladium comes from Russia.

Both gold and silver prices began to rally in the early part of the 2000s after being in the
doldrums from the mid-1980s through the 1990s. High real interest rates depressed demand as
policy was designed to contain inflation. But, around 2003, gold began to rally, and by 2005,
silver did as well. This rally continued into 2011 when silver prices began to fall, and gold
followed in 2012. A stronger dollar weighed on precious metals prices during this period.
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Since 2017, gold prices have clearly outpaced silver, but since August 2018, gold’s
outperformance has been substantial.

The gold/silver ratio has been a longstanding way of measuring the relative value of the two
metals.
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During the gold standard years, many nations conducted a bimetallic system, where gold and
silver could be used for money. The common exchange was 15:1. The relative scarcity of gold
relative to silver led to a widening ratio after the Civil War into WWI. During WWI, silver
prices rose due to expanding industrial activity for the war effort. The change in the official

WWW.CONFLUENCEINVESTMENT.COM
2



price of gold by the Roosevelt administration led the ratio to widen out during the 1930s into
WWII. Steadily rising silver prices reduced the ratio to 20:1 by late 1960; in response, the
Coinage Act of 1965 dramatically reduced the use of silver in U.S. coins, easing the demand for
silver and causing the ratio to rise.

The end of Bretton Woods ended the last remnants of the gold standard, leading to much higher
prices for both metals. Since the mid-1970s, the gold/silver ratio has generally tracked the path
of industrial production. This relationship reflects the industrial demand for silver that doesn’t
exist to the same extent for gold.

DETRENDED INDUSTRIAL PRODUCTION AND
THE GOLD/SILVER RATIO
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The upper line on the chart shows the monthly gold/silver ratio; the lower line shows detrended
U.S. industrial production. Although the relationship isn’t perfect, in general, stronger industrial
production has tended to coincide with a lower ratio, whereas falling and below-trend industrial
production benefits gold in the ratio. The current ratio is near its all-time highs, reflecting (a)
generally weak industrial production in the latest business cycle, and (b) the recent collapse in
production due to the pandemic shutdowns.

Although there remains a great deal of uncertainty surrounding the path of the recovery, as we
detailed recently, the most likely path of this business cycle will be a deep but short recession
followed by a lengthy recovery. If this assessment is correct, industrial activity should rebound
in the coming months. Given the historic level of the gold/silver ratio, coupled with our overall
positive position on gold, we believe silver is also attractively valued at current prices if our
expectations about the economy are correct. Therefore, for risk-tolerant investors, silver may be
an attractive allocation at this time.
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https://www.confluenceinvestment.com/wp-content/uploads/AAW_May_29_2020.pdf
https://www.confluenceinvestment.com/wp-content/uploads/AAW_May_29_2020.pdf

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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