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Gold Still Glitters

Gold reached a record high of $1275 per ounce last week, up 400% from its 20-year low of $255 made in 2001.
Gold’s annualized trend growth rate from 2001 has been 18% (and 15% on an inflation-adjusted basis). While this
strong trend shows no sign of slowing down, history shows that such growth is ultimately unsustainable and
RiverFront’s Price Matters®™ analysis suggests that, from current levels, five- to ten-year returns will be
disappointing. Despite this, after initiating a 1% position in gold in August, we increased exposure last week and
now have a 2% weighting in our portfolios. We did this to help hedge our exposure to risk assets — reducing overall
portfolio risk — rather than raising cash. Adding to inversely correlated assets like gold — whose value tends to rise
when risk assets fall — should offer more downside protection per dollar than cash. Moreover, in the current global
monetary policy environment, we believe gold can enhance our portfolios’ returns.

e Gold is something of an enigma. Its intrinsic
value is hard to calculate, it pays no interest,
and yet it has a track record as a store of value
that has kept pace with inflation for more than
700 years (see Weekly View, 11/23/09).
Strategically, we acknowledge the risks of
buying any asset so far above trend, but 600
tactically we see fundamental and technical
reasons for the price to go higher. Adjusted for
inflation, gold is about 30% below its 1980 high,
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as a signal to begin risk managing our gold
position. This is approximately the level of the 200-day moving average, the 50% retracement of the rally from the
February 2010 low, and also a level that served as support last July and overhead resistance last April.

e The global monetary environment is the main fundamental driver for gold in our view. Interest rates are below the
level of inflation throughout much of the developed world as well as in major emerging markets such as India and
China. This makes holding money in cash vehicles less attractive and so has historically been a bullish condition for
gold. Furthermore, in the absence of fiscal stimulus, the Federal Reserve appears increasingly willing to utilize its
balance sheet to revive growth and counteract the ongoing deflationary impact of household deleveraging. Thus, in
effect, the Fed is actually trying to raise inflation expectations (from low levels), which is bullish for gold in our view.

e Japan intervened in the currency markets last week, lowering the yen’s exchange rate by about 3.3% versus the
dollar. The degree of policymakers’ resolve to devalue the yen is still unclear — it may be merely a political move to
placate the country’s exporters — and there appears to be little international support for yen devaluation.
However, Japanese intervention does raise the prospects for another round of currency devaluations among the
myriad of countries attempting to boost their exports, the US included. We believe the potential for such
competitive currency devaluations is another factor driving investors to gold, since it remains the non-fiat ‘other
currency’ against which government-backed paper currencies can be measured. In other words, gold is increasingly
playing its historical and de facto role as a global (non-national) monetary standard of value, especially as faith in
governments wane.
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e Japan has justification for its intervention based on the yen’s purchasing power parity (PPP). PPP suggests that a
comparable basket of products cost 15% more in Japan than in the US, after adjusting for currency translation. By
the same measure, China’s yuan is as much as 50% undervalued. Hence we believe Japanese actions are defensible
at present levels around 85 yen per dollar, when ‘fair’ value based on PPP is 100 (see chart below). From a long-
term perspective however, the trend suggests the yen will likely continue to appreciate against the dollar.

e Finally, in addition to the many economic reasons supporting gold, we think there is also a political angle. With the
recent ramping up of bipartisan protectionist rhetoric against China, and amid increasing pressure to ‘do something’
about the economy (ahead of elections), our concerns over competitive devaluation risks have grown. So far China
has allowed the yuan to appreciate marginally versus the dollar, suggesting some willingness to respond to political
pressure, but the pace is frustratingly slow in our opinion. Our worry is that ‘slippery slope’ political arguments end
up trumping fundamental economic rationales for currency levels, leading to unilateral devaluations. To offset this
risk, we think a growing number of countries around the world could increase gold holdings as the value of their
currency reserves — a large part of which are held in foreign-denominated assets — decline due to competitive
currency devaluations.

The Weekly Chart: Japanese yen overvalued relative to US$

PPP U.S. Doll 3 v Monthly Data 1/31/1973 - 8/31/2010 (Log Scale)

.S. Dollar vs Japanese Yen
300.56 -300.56

Dollar Overvalued vs. Japanese Yen
26132 F Purchasing Power Parity Using the Long-Run 4261.32
Averaging Approach of Historical and Current
Inflation and Exchange Rates
‘ (Shown With 10% Bands)
2121 F " 422721
U.S. Dollar % Over/Under Valued
19755 § vs. Japanese Yen = -15.0% <197.55
Actual Rate 8/31/2010 = 85.38
17176 F PPP Rate 7/31/2010 = 100.47 4171.76
(—)
“
149.33 P 149.33
129.84 129.84
112.89 P “‘ 112.89
4 ,
98.15 \ 98.15
Dollar Undervalued vs. Japanese Yen ' O
85.34 p NDR Modified Concept Courtesy: Haver Analytics 85.34
LIS B B B B S B N B B S S N BN B S e NN S S S N BN BN S S B B A H HE A E A |

a 21 1975 1980 1985 1990 1995 2000 2005 2010

@Copyright 2010 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved.
See NDR Disclaimer at www.ndr.com/copyright.htm . For data vendor disclaimers refer to  www.ndr.com/vendorinfo/ .

Rod Smyth, Bill Ryder, CFA, CMT & Ken Liu ® 804-549-4800 » www.riverfrontig.com
Riverfront Investment Group, 9011 Arboretum Parkway, Suite 110, Richmond, VA 23236

Information provided in this report is for educational and illustrative purposes only and should not be construed as individualized investment advice.

The investment or strategy discussed may not be suitable for all investors. Buying gold, silver, platinum or palladium allows for a source of

diversification for those sophisticated persons who wish to add precious metals to their portfolios and who are prepared to assume the risks inherent
in the bullion market. Any bullion or coin purchase represents a transaction in a non-income-producing commodity and is highly speculative. Therefore,

precious metals should not represent a significant portion of an individual’s portfolio. Technical analysis is based on the study of historical price

movements and past trend patterns. There are also no assurances that movements or trends can or will be duplicated in the future.
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