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Verdict

Winning Hypothesis: The market is correct: The decline in gold prices reflects a rational market response to rising real
interest rates and a hawkish shift in the Fed's stance, rather than the 'Age of War' narrative. The sustained positive
T10Y2Y spread and concerns over rekindled inflation act as strong downward pressures offsetting safe-haven buying.
Weakening consumer sentiment (UMCSENT 49.8) and employment rigidity (ICSA 215,000) are interpreted not as
recession signals but as signs of entrenched inflation, undermining expectations for Fed rate cuts and increasing the
opportunity cost of gold, thereby justifying the current price correction.

Despite ongoing Middle East geopolitical risks, market participants are more strongly pricing in the
Fed's hawkish pivot and rising real yields. The market currently prioritizes the possibility of rate hikes
driven by the maintenance of a positive T10Y2Y spread and fears of re-accelerating inflation over the
‘era of war' safe-haven narrative, leading to the interpretation of gold's decline as a rational correction.

However, recent data clearly indicates that the market's hawkish narrative is the primary driver behind gold's
decline. The 13.86% drop in gold prices over the past three months (GOLD 3M Return) signifies that increased
opportunity costs from rising real yields were immediately priced in, strongly supporting Hypothesis A's core
argument that 'high-rate burdens offset safe-haven appeal.' Furthermore, with the T10Y2Y spread remaining
positive at 0.46%, recession signals are not yet clear, and the ICSA figure of 215,000 has not yet breached the
240,000 collapse threshold, making it premature to conclude that the Fed's policy pivot has arrived. While the
severe contraction in UMCSENT (49.8) may heighten stagflation concerns, as long as labor market rigidity
persists, the Fed retains sufficient justification to maintain its high-rate stance, exerting further downward
pressure on gold. Therefore, the market's current interpretation is valid, and Hypothesis A is correct.

Action: Underweight GOLD and overweight US10Y
Invalidation: If the T10Y2Y spread reverses to below -0.2% for two consecutive weeks

Macro Picture

Regime: risk_on_drag
Key Themes: Renewed concerns over Fed rate hikes and rising real yields, Divergence between geopolitical risks
(Middle East) and safe-haven demand, Weakening defensive properties of gold amid inflation rekindling concerns

Dominant Narrative: Market participants are focusing on the Federal Reserve's shift toward a hawkish monetary
policy stance, signaling potential rate hikes beyond the 'Wish' narrative, despite ongoing Middle East tensions.
Rising real yields and dollar strength are offsetting gold's safe-haven demand, leading to a recent price correction
driven by rate fears rather than the 'era of war' narrative.

Reality: As of May 2026, the T10Y2Y spread remains positive at 0.46%, indicating that inflation control and a rate
hike cycle are persisting rather than recession concerns. While UMCSENT (49.8) and ICSA (215,000) figures reflect
weakening consumer sentiment and labor market rigidity, these indicators are fueling concerns of rekindled
inflation rather than stagflation, driving up real yields and exerting downward pressure on gold prices.

Hypotheses

A (Market Right)




The market is correct: The gold price decline is a rational market response to rising real yields and a potential
hawkish pivot by the Fed, rather than the 'Age of War' narrative. The positive T10Y2Y spread and inflation re-
acceleration concerns are exerting strong downward pressure that offsets safe-haven buying. Weak consumer
sentiment (UMCSENT 49.8) and employment rigidity (ICSA 215,000) are interpreted not as recession signals but
as signs of entrenched inflation, neutralizing expectations for Fed rate cuts. This raises the opportunity cost of
holding gold, justifying the current price correction.

Current gold prices are driven primarily by real yields and dollar strength (DXY), with geopolitical risks being secondary. As long as
the T10Y2Y spread remains positive at 0.46%, a rate-cut cycle triggered by recession has not begun; instead, concerns over failed

inflation control suggest a prolonged rate-hike cycle. Consequently, the 'war' narrative fails to drive prices higher against the macro
reality of rising real yields, and the current downtrend reflects an efficient price discovery process.

B (Market Wrong)

The market is wrong: The decline in gold prices is an overreaction to the Fed's 'Wish' and hawkish narrative. The
actual macro data (UMCSENT, ICSA) reveal a contraction in consumer sentiment and rigidity in the labor market,
which are early signals of stagflation. This will ultimately force the Fed to acknowledge policy failure and pivot
to rate cuts. The T10Y2Y spread remaining in positive territory is merely temporary; if inflation re-ignition fears
further contract consumption and employment, the spread will sharply invert. At that point, gold will rebound
to levels far above current prices due to falling real rates and an explosion in safe-haven demand.

Market participants are overly focused on the possibility of Fed rate hikes, overestimating the rise in real rates. However, data
showing UMCSENT at 49.8 and ICSA at 215,000 indicate fundamental demand weakness in the economy. This is a precursor to
stagflation, where inflation remains unchecked while growth stalls, creating an environment where the Fed cannot sustain high

rates. Gold prices are currently undervalued due to 'rate fear,' and the intrinsic value of gold as a safe-haven asset will be re-
evaluated when employment indicators collapse.

Key Question: If ICSA exceeds 240,000 for two consecutive weeks, signaling a collapse in labor market rigidity, and the T10Y2Y
spread turns negative, will the Fed's hawkish stance rapidly ease due to stagflation concerns, causing real rates to fall, or will
fears of entrenched inflation prolong the high-rate environment?

Tensions

The reversal of gold prices to a downtrend despite persistent Middle East geopolitical risks suggests that markets
are more strongly pricing in concerns over renewed Fed rate hikes and rising real yields than the 'era of war' safe-
haven narrative.
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Narrative: Persistent geopolitical tensions should drive buying pressure in gold, a safe-ha

Reality: The T10Y2Y spread remaining positive and concerns of re-accelerating inflation a
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While indicators of weakening consumer sentiment and labor market rigidity could be interpreted as recession
signals, the actual macro environment reflects a continued rate hike cycle driven by failed inflation control rather
than stagflation.
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Narrative: Slowing economic indicators should boost expectations for Fed rate cuts, acting
Reality: UMCSENT and ICSA figures are fueling fears of re-accelerating inflation, pushing
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Market participants are focusing on the Fed's shift toward a hawkish stance signaling potential rate hikes beyond
the 'Wish' narrative, reflecting rate fears, while some headlines emphasize gold's rebound, creating directional

confusion.
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Narrative: Risks of rate hikes and dollar strength should offset safe-haven demand, trigger
Reality: Some media outlets and investors are predicting a strong gold rebound based on M
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Alternatives

US10Y-0|= 10 H= =/

This is the most direct beneficiary asset in the 'risk_on_drag' regime characterized by rising real interest rates and a sustained hawkish
Fed stance. It reflects the increased opportunity cost driving the gold price decline. In the absence of recession signals indicated by a
positive T10Y2Y spread, if the Fed's rationale for maintaining high rates strengthens, returns are expected to improve.

USD - O|= &&{ QI=A (DXY)

Renewed concerns over rate hikes and rising real interest rates are key drivers of USD strength. Despite geopolitical risks, safe-haven
demand is shifting toward the USD rather than gold. Should the Fed's hawkish stance persist, the USD will act as a primary beneficiary
asset.
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In an environment where rising nominal rates coexist with concerns over failed inflation control, this asset offers price protection against
rising real interest rates. Unlike general government bonds, it guarantees real returns adjusted for inflation fluctuations, making it a
viable alternative to hedge downside portfolio risk under the 'failed inflation control' narrative.
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