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gold… investment of the decade

Eric Sprott has over 40 years of experience in the investment industry and has established 
a reputation as one of Canada’s most highly regarded asset managers . Eric began his 
career as a research analyst at Merrill Lynch after earning his designation as a chartered 
accountant in 1968, and joined Loewen Ondaatje McCutcheon, a prominent Canadian 
broker/dealer, in 1972 .

Eric founded Sprott Securities Inc ., a Toronto-based broker/dealer specializing in 
smallcap institutional brokerage, in 1981 . He began managing money for friends and 
family the following year, and by the early 1990’s was managing multiple discretionary 
investment accounts . In 1997, due to high client volume and increasing demand for his 
management services, Eric consolidated the accounts and launched the Sprott Canadian 
Equity Fund, a long-only mutual fund . 

Eric established Sprott Asset Management Inc . (SAM) in 2000, and launched the 
Sprott Hedge Fund L .P . in November of that year in order to better position clients for a 
secular bear market – it was the third hedge fund to be launched in Canada at the time . 
After establishing SAM as a separate entity in December 2001, he divested his entire 
ownership of Sprott Securities to its employees (now Cormark Securities Inc .), and began 
focusing solely on the investment management business . Sprott Group of Companies has 
since grown into one of the largest hedge fund companies in Canada and now manages 
over $7 .0 billion in assets (as of December 31, 2013) .

Eric has won numerous awards . The Sprott Offshore Fund Ltd . was awarded the 2006 
MarHedge Annual Performance Award under the Canada – Based Manager category . 
In October 2006, Eric was the recipient of the 2006 Ernst & Young Entrepreneur of the 
Year Award (Financial Services) and the 2006 Ernst & Young Entrepreneur of the Year for 
Ontario . In December 2007, Eric was named Fund Manager of the Year by Investment 
Executive, a widely circulated publication for Canadian financial advisors . In October 
2008, the Sprott Offshore Fund Ltd . won the award for the Best Long/Short Hedge Fund 
globally by HFM Week, a leading publication for the global hedge fund industry . In 2010, 
the Sprott Capital L .P . Fund was awarded “Hedge Fund of the Year” at the Absolute 
Return Awards in New York .

Eric Sprott, fca
Senior Portfolio Manager
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In 2011, Eric was named “Top Financial Visionary in Canada” by Advisor .ca, and 
Terrapinn’s Most Influential Hedge Fund Manager in 2012 . Eric received the Murray 
Pezim Award for Perseverance and Success in Financing Mineral Exploration; and the 
T . Patrick Boyle Award from the Fraser Institute in 2013 . In 2012, Eric was awarded the 
Queen Elizabeth II Diamond Jubilee Medal by the Governor General and in 2013, he was 
appointed as a Member of the Order of Canada .

Eric has been elected Fellow of the Institute of Charted Accountants of Ontario 
(FCA, FCPA), a designation reserved for those who demonstrate outstanding career 
achievements and service to the community and profession .
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gold… investment of the decade

This booklet is the culmination of over 14 years of investment experience in the gold 
sector . It is a reflection of Sprott Asset Management’s views and research on the precious 
metal as long-term investors . While never our sole focus as a firm, gold has undoubtedly 
become one of our main investment themes over the past decade, and is an area in which 
we have accumulated a considerable amount of expertise .

We began our sectoral shift into gold in year 2000 . Our initial exposure was built 
through select equity investments in companies like Goldcorp Inc ., Meridian Gold Inc . 
and Kinross Gold Corp . (still a penny stock at the time) . Having called the top of the 
NASDAQ in March of that year, we were eager to position our clients in areas that 
could withstand a sustained bear market in equities . Our research into the precious metal 
revealed a compelling story fundamentally . A twenty year bear market in gold had led to 
lower mine production and increasing supply shortages . Decades of central bank sales 
had exacerbated gold’s weakness, obscuring the metal’s underlying supply/demand 
imbalance . We sensed an opportunity to participate in the early stages of a new gold 
bull cycle, and by 2001 were investing a portion of our funds’ cash holdings in straight 
physical gold bullion .

Looking back today, our gold investments have proven to be the trade of the last decade . 
From January 2000 to August 2013, gold generated a cumulative return of 384% versus 
the Dow’s return of 29% and the S&P 500’s return of 11% . It serves to note, however, 
that despite such excellent long-term performance, and given the flat to negative returns 
of major US equity indices, many in the investment community still struggle to embrace 
the precious metal today . Gold continues to be one of the most poorly understood and 

Preface
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contentiously-debated topics in the world of finance, and has produced a staunch polarity 
between those who appreciate its purpose and value, and those who question its very 
validity as an asset class .

There can be little doubt that the government intervention in response to the 2008 
financial meltdown has significantly altered gold’s demand fundamentals over the past 
four years . Foreign central banks, traditionally sellers, are now consistent net buyers 
of gold . Publicly-traded investment vehicles have directed considerable sums into the 
metal, while notable high-profile institutional investors have begun allocating to gold 
for the first time . Although some participants have interpreted these developments to 
represent the end of gold’s ascent, we believe they mark the beginning of a new stage of 
the gold cycle that began 12 years ago . 

As we write this, gold’s performance has suffered from a significant correction off of 
its high reached in September 2011 . Once again, as we have seen so often over the 
last decade, the pundits are clamoring to announce the ‘end of the gold bull market’, 
criticizing precious metals ownership and condemning gold as a ‘barbarous relic’ . As 
long-time gold owners, we are not burdened with any concern over the criticism, for we 
have heard it so many times before . We keep coming back to the fundamentals for gold, 
and they are better today than when we first invested in 2001 . While we believe that 
the secular bear market in financial assets will continue and are equally confident, gold’s 
best days as an investment lie ahead .

aellis
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gold… investment of the decade

By now, it will be clear to our readers that we believe we are in the throes of what 
could be a long, secular bear market for financial instruments . In such an environment, 
those with savings to invest will be hard pressed to find worthy investments where 
they can expect to earn reasonable rates of return . The equity markets, although down 
considerably from their peaks of last year, are nonetheless still trading at historically 
expensive valuations . In this world of uncertainty, stocks need to get cheap before the 
next bull market can possibly begin . We ain’t there yet, not by a long shot . Nor will we 
find respite in long bonds . With an ever steepening yield curve and the almost certain 
prospect of heavy government borrowing on the horizon, do you feel comfortable locking 
into a yield of only 5 .5% for the next 30 years? We don’t . How about cash then? Cash is 
certainly the lesser evil in that you’re not likely to lose money (as you are with equities 
and bonds going forward), but don’t expect blazing returns from holding cash either . 
Cash currently earns a real rate of return that is close to zero . With short rates continuing 
to come down, real rates of return may conceivably become negative in the near future .

So what’s an investor to do? You can twiddle your thumbs and wait out the bear market, 
you can trade on anticipated peaks and troughs on the way down and, with luck, make 
some money that way, or you can invest in the one financial instrument for which 
the fundamentals (and technicals) are actually quite positive in the short to medium 
term: gold . Being the contrarians that we are, in this article we will try to convince you 
that gold is a great place to put your money right now . It’s time to reconsider the popular 
view, held in times of prosperity, that someone else’s paper is a desirable investment . 
These are not prosperous times . A wise sage once said that gold is about the only asset 
that is not somebody else’s liability . 

All That Glitters Is Gold
October 2001
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We at Sprott have been bullish on gold for quite some time . As an asset class, gold 
stocks have been the best performer on the TSE so far this year, being up almost 23% 
compared to the TSE being down 23%, the Dow down over 15%, and the NASDAQ down 
over 35% . If you look at performance over the last year, gold stocks are up 33% while 
the TSE is down 34%, the Dow down 15%, and the NASDAQ down 54% . Certainly, gold 
stocks have had respectable returns in this post-mania period and have been a decent 
place to park money, to say the least . So, is the party over? Not by a long shot . The price 
of gold itself has had a less than stellar performance, being only $290 as we speak 
versus $272 at the beginning of the year and $277 at the height of the equity market . 
The stock markets, at least as far as the recent performance of gold shares is concerned, 
seem to be telling us that the price of gold has much further upside remaining . 

In order to envisage a pop in the price of gold, one first has to be comfortable 
with the notion of gold as a financial instrument . Even if you only view gold as 
a commercial commodity, where the only real demand is from jewellery and 
fabrication, the fundamentals are still very favourable compared to that of other 
metals . Gold mine production currently accounts for only 65% of global gold 
demand, with recycling, producer hedging (gold mining companies borrowing gold to 
sell into the market, ultimately repaying the gold loan from their own production) and 
official sector sales (central banks selling their gold reserves, replacing it with paper 
currency) making up the remainder . 

Since 1998, central bank selling has accounted for over 10% of gold supply, creating an 
oversupply situation that has suppressed the price of gold . Hedging exacerbated this 
oversupply, which peaked at 12% of supply in 1999 . We believe the situation on both 
these fronts will change going forward . Central banks will be less likely to sell gold in 
an environment of rising gold prices and weakening global currencies . (They may not 
even have much ‘unencumbered’ gold to sell, but more on this later .) Gold producers 
are finding that the risk/reward equation for hedging is much less favourable now than 
it was in the past . The forward premium on gold contracts three years out is only 5% . 
Companies that hedge are leaving a lot of upside on the table . Furthermore, even their 
existing hedge positions in a rising gold price environment can potentially wreak havoc 
on their income statements and balance sheets . 

Finally, and perhaps most importantly for investment fundamentalists, the low gold price 
in recent years has created a dearth of gold exploration and new mine development, 
leading to declining world production that will take 3-5 years to turn around even in 
a more favourable gold price environment . In short, low gold prices going forward are 
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not sustainable from a supply standpoint . It is true that demand for jewellery can be 
expected to decline in a recessionary environment, but this is expected to be more than 
compensated for by supply issues . So even for those who do not buy into gold as a 
financial instrument, it is still a ‘commodity’ with limited downside risk and significant 
upside potential – not bad considering the lack of good investment opportunities 
elsewhere . 

But what if you do believe in gold as a financial instrument? This is where gold really starts 
to shine . Fundamentals alone can easily justify a gold price of at least $330 . But what can 
happen to the price of gold if and when it is universally considered as the safe haven of last 
resort? $400? $500? $700? This is easily conceivable . Imagine, if you will, a world in the midst 
of a financial markets meltdown where even the U .S . dollar can no longer be trusted . 
Also, consider the fact that the value of the world’s gold mine production is currently only 
$22 billion . Compare this to the value of the world’s financial instruments ‘paper’ market, 
which we estimate to be over $100 trillion . As far as financial instruments go, gold has a 
very small share of the pie . It’s easy to see how even a slight supply squeeze or demand 
spike can really light a match under it and make the price of gold soar . 

There are several reasons not to be bullish on the U .S . dollar right now: a weakening 
economy, decades of current account deficit, flagging investment prospects, and stagnant 
productivity . Add to the mix the extremely high level of money supply growth in the last 
several years and, logically speaking, one comes to a scenario where more and more dollars 
are chasing a shrinking amount of goods, services, and assets . Does this sound like inflation? 
Perhaps, but the weakening economy should, in our opinion, put a lid on inflation, at least for 
the time being . Contrary to popular opinion, gold will not need inflation in order to rise 
in value . Other world currencies won’t necessarily fair any better than the U .S . dollar . 
In our opinion, the only currency that is expected to rise relative to all others is gold . 

There is also a conspiracy theory being bandied about which, if true, would be yet 
another reason to own gold . There’s an organization called GATA (Gold Anti-Trust Action 
Committee) which is of the belief (not unfounded) that the U .S . Treasury department 
and the Federal Reserve have lent out most of the gold in Fort Knox in the form of SDR 
certificates or ‘paper gold’ . This was done in a clandestine effort to suppress the gold 
price since 1996, helping to boost the U .S . currency while keeping inflation expectations 
low . By law, these gold certificates are supposed to be backed by real gold, but GATA 
suspects that this has not been the case . To make a long story short, there is a suspicion 
that, if push comes to shove, the U .S . Gold Reserve will not be able to back this paper 
gold with real gold should it be redeemed, essentially defaulting on its gold loans (just 

ALL THAT GLITTERS IS GOLD | OCTOBER 2001
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like it did in 1933 and 1971 . Is history repeating itself once again?) GATA will have its 
day in court on October 9 . It is suing Alan Greenspan, the Federal Reserve, and the 
Exchange Stabilization Fund in order to get to the bottom of the situation that, thus far, 
the government has veiled in a shroud of secrecy, further fuelling the conspiracy theory . 
We will be watching these developments as they unfold . 

Conspiracy theories aside, it is easy to see how rampant gold lending can potentially 
put a squeeze on the gold market . Gold that is lent is ultimately consumed in the form of 
jewellery and whatnot . What will happen when the lenders as a group want their gold 
back? The currently low spread between gold lease rates and T-bill rates is making gold 
lending increasingly less profitable . Should gold lending subside, gold borrowers will 
somehow have to go out into the market and try to purchase gold that does not exist . 
What will happen to gold prices in this scenario is obvious .

Regardless of how you slice it, we like gold . It’s real, it’s valuable, it’s universally 
desirable, it fits easily in a safe (or under a mattress), and it even looks good . With the 
world in an economic and political state of flux, what other investment vehicle out there 
glitters like gold?

aellis
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Printing Money. Discuss.
November 2002

In a recent speech, Federal Reserve Board governor Ben Bernanke made the following 
statement: “The U .S . government has a technology, called a printing press… that allows it 
to produce as many U .S . dollars as it wishes at essentially no cost .” To anyone familiar with 
the workings of a fiat monetary system (the one that exists throughout most of the Western 
World), this statement may appear to be a tautology – an obvious truth . More interesting, 
however, is the intention that is being conveyed . In this speech, Bernanke is sending the 
message that the Fed will do anything and everything in its power to ensure that deflation 
does not happen, even if that involves going into uncharted territory as far as monetary 
policy is concerned . Uncharted territory, in this case, being a scenario where interest 
rates are zero and the economy is still in need of stimulation . In which case, the Fed is 
promising (or threatening) to print money ad nauseam to ensure that it inflates its way 
out of the problem .

His blunt statement raised few eyebrows . Those who are bulls took this to be great news 
for the stock market . The bond market barely flinched at the prospect of government-
induced inflation-at-all-cost . To a holder of a long bond, who is currently yielding only 
4-5% for ten years and out, this should be worrisome news indeed . But in general, the 
sentiment seems to be that anything is better than the dreaded ‘D’ word . But there 
are many implications to such a policy, and not all are good – in fact, very few are . 
Though the printing of money is, no doubt, costless to the government; to the rest of 
us (especially those with savings) it is anything but costless! Investors should be wary, 
especially those holding fixed income instruments denominated in U .S . dollars . It is not 
clear whether such a policy would be good for stocks or the general economy either . 
In short, it is very risky .
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First, some preamble: Why has deflation become a concern? Because, as we’ve been 
saying throughout this bear market, the Fed’s ability to stimulate the economy would 
prove impotent in the backdrop of a bursting bubble and subsequent credit contraction . 
Here we are today, with the Fed funds rate at a record low, the economy still weak 
(notwithstanding media spin), and many claiming (including us) that the Fed will soon run 
out of ammunition in stimulating the economy through monetary policy . This ammunition 
(the further lowering of interest rates) will cease to exist once rates hit zero, as nobody 
would willingly lend money at a negative interest rate .

But the Fed claims that it has other tricks up its sleeve should this occur . All of these 
alternatives involve using the Fed’s absolute right to print money in any quantity it 
chooses . If the Fed were to adopt a policy of printing money with reckless abandon, 
what would the implications be to us as investors? When one treads in uncharted 
economic waters, we do not claim to have all the answers . Economics is not a science, 
nor is Finance for that matter – there are no definitive answers . But some logic and 
commonsense could help us gain some insights .

For one thing, it is important to note that only twice this century (three times if you count 
the present) has the traditional tool of lowering interest rates failed to stimulate the 
economy . One was the Great Depression of the 1930’s that followed the spectacular 
crash of the U .S . stock market in 1929 . The other was (and still is) the Japanese fall from 
grace following its equally spectacular crash of 1990 . Clearly, there is a lack of abundant 
practical examples . But if both these examples can be used as a guide to what we can 
expect today, then clearly the outcome does not look good .

So what are these new tricks that the Fed can use when desperation mode sets in? 
We are not going to explain all of the workings of the Central Bank here . (For the official 
view of U .S . Central Bank operations, readers can visit www .federalreserve .gov . For a 
not-so-official view, we encourage you to read the book “The Case Against the Fed” 
by Murry Rothbard .) In a nutshell, since the abolishment of the gold standard 30 years 
ago, the Fed can create money to any extent it wishes with the only discipline being its 
own good judgement . Traditionally, it uses short-term interest rates as the desired tool . 
As the bank of banks, by manipulating the rate at which banks can borrow, the Fed hopes 
to control the desired money supply to just the extent necessary to keep inflation under 
control and the economy humming along .

But when interest rates are no longer enough, it will need to engage in other types of 
open market operations to achieve the desired result . Rather than just printing money to 

http://www.federalreserve.gov
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buy T-bills, the Fed can print money to buy just about any type of asset, good, or service; 
either directly through its own account, or indirectly through another government agency 
or private financial institution . For example, if the government were to engage in fiscal 
spending to stimulate the economy (building bridges, roads, what have you), the Fed 
could print money to buy the government debt that would be issued to finance these 
projects (thus bridges and roads get built with printed money) . Similarly, if the government 
wanted to do a tax cut to stimulate the economy, the Fed could print the money 
to finance this tax cut . Long bonds can be bought with printed money in an attempt 
to control the yield curve . Stocks can be bought with printed money to re-inflate the 
stock market bubble . Real estate, mortgages… it’s all fair game . Printed money can 
be given to the banks, interest-free, to do what they will . Civil servants can be paid 
with printed money . The possibilities are endless and the Fed’s ability to create 
money is absolute . Under such a scenario, deflation becomes inconceivable . So goes 
Bernanke’s argument .

At least at an intellectual level, it is obvious that the government can create inflation if it 
is bent on doing so . If the quantity of money outstanding were to be doubled overnight, 
it is clear that the real value of each dollar would halve, and the prices of goods and 
services would double in nominal terms . Nothing “real” has happened . More money in 
and of itself does not lead to higher aggregate demand and greater economic activity . 
Ceteris paribus, there has been no change except that the real value of the dollar has 
dropped to 50 cents . No one is going to be fooled into thinking they are twice as rich as 
they were yesterday . The reckless printing of money has been tried in many a country, 
and the results for the most part are not admirable: rampant inflation, exorbitant interest 
rates, and a plummeting real economy . Surely, this is not what Bernanke has in mind . 
There has to be some limit to the money spigot .

But there is one “real” change that the above example (the doubling of the money supply 
overnight) would create . There would be a shift in wealth (some would even say an 
expropriation) from the savers of society to the debtors . Anyone who had debt at the time 
would suddenly find their obligations, in real terms, cut in half . Likewise, those who have 
been prudent enough to save would find that the purchasing power of their savings has 
likewise been cut in half . In a debtor society such as the U .S ., where everyone and their 
grandmother is drowning in debt, it may very well be politically acceptable to defraud 
the savers . But what would happen to the value of the dollar? What would happen to 
foreign investment in the U .S .? What would happen to domestic investment and capital 
spending when Americans themselves start to look abroad for a more prudent and stable 
home for their savings? In short, world capital would go elsewhere and the dollar would 

PRINTING. MONEY. DISCUSS. | NOVEMBER 2002
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no longer be the currency of choice . Perhaps this is an extreme example, but it shows the 
pitfalls that can be created by the irresponsible printing of money .

Of course, the Fed would make the claim that it would not act irresponsibly, and 
would only print money just enough to have the desired 1-3% inflation rate and a 
humming economy . But this is easier said than done . Bernanke concedes that printing 
your way out of deflation is “necessarily speculative, as the modern Federal Reserve 
has never faced this situation” . He goes on to say that “calibrating the economic 
effects of non-standard means of injecting money may be difficult, given our relative 
lack of experience with such policies .” Therein lies the danger . There are very few, if 
any, historical examples where such a policy has led to a favourable outcome . It may 
well be that the Fed, in its zest for printing money to avoid deflation, goes too far and 
creates undesirable inflation . It may then find itself between a rock and a hard place: 
either let the inflation persist or put on the brakes by raising rates, halting the economy 
in its tracks . They may even create stagflation: inflation and a stagnant economy . 
Conversely, it may be like Japan where deflation persists and things skirt along the 
bottom for a decade or more, in spite of the best efforts of the government and the 
central bank to create liquidity . The possible outcomes are numerous . We live in a 
complex world .

Some might argue that the lack of global alternatives will ensure that the U .S . dollar 
remains desirable, regardless of how much gets printed . We disagree . The market for 
world capital is a very competitive one, and a careless Central Bank can easily change 
the dynamics to its detriment . The European Central Bank is frequently criticized these 
days for not being as aggressive as the Fed . To this, the president of the ECB recently 
made this comment: “Even if not so nice, if I compare the euro-area economy with the 
major economies in the world, which have followed, let me call it, more-aggressive 
interest rate policies, if one looks at the result that these policies are having, then I… 
am still convinced that our policy stance… is a policy stance that is worthwhile to 
highly value .” Reading between the diplomatic lines, he seems to be suggesting that the 
Fed may be in the process of committing a blunder . If the Fed is not careful, then the Euro 
may well replace the dollar as the world currency . Time will tell .

In conclusion, printing money is not a panacea . The outcomes are uncertain, and uncertainty 
is bad for business . What is certain is that the U .S . is facing gale-force winds that are 
preventing its use of monetary policy from having the desired effect . What happens from 
here is anybody’s guess, but the Fed has made it clear that it does not want to be the next 
Japan . But in its attempts to re-inflate, will it become something even worse?
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gold… investment of the decade

On December 19th, 2002, before the Economic Club of New York, U .S . Fed Chairman Alan 
Greenspan began his remarks by stating the following: 

“Although the gold standard could hardly be portrayed as having produced a period 
of price tranquility, it was the case that the price level in 1929 was not much 
different, on net, from what it had been in 1800 . But, in the two decades following 
the abandonment of the gold standard in 1933, the consumer price index in the 
United States nearly doubled . And, in the four decades after that, prices quintupled . 
Monetary policy, unleashed from the constraint of domestic gold convertibility, had 
allowed a persistent overissuance of money . As recently as a decade ago, central 
bankers, having witnessed more than a half-century of chronic inflation, appeared to 
confirm that a fiat currency was inherently subject to excess . 

“But the adverse consequences of excessive money growth for financial stability and 
economic performance provoked a backlash . Central banks were finally pressed to 
rein in overissuance of money even at the cost of considerable temporary economic 
disruption . By 1979, the need for drastic measures had become painfully evident in 
the United States . The Federal Reserve, under the leadership of Paul Volcker and 
with the support of both the Carter and the Reagan Administrations, dramatically 
slowed the growth of money . Initially, the economy fell into recession and inflation 
receded . However, most important, when activity staged a vigorous recovery, the 
progress made in reducing inflation was largely preserved . By the end of the 1980s, 
the inflation climate was being altered dramatically” . 

Having read this statement coming from the US Fed Chairman himself, we must say that 
we were both confused and impressed by his ability to point out the obvious consequences 
of abandoning the gold standard . By stating the flaws of a fiat monetary system and 

Fed Policy? Think Gold.
January 2003
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a central banking system that has been in place in the US for decades, the Chairman 
essentially admitted that serious problems could be created in a loosely controlled fiat 
monetary system . 

What Chairman Greenspan goes on to suggest is that in the eighties and nineties, inflation 
was under control and that the Fed had developed a model to control inflation in a fiat 
system . Perhaps we might want to reflect on the different monetary policies of the Volcker 
and Greenspan era . On the following page we have provided a chart of M3 growth since 
1963 . It is noteworthy however that in the eighties and very early nineties, as a result 
of Volcker policy initiatives, M3 growth declined from a peak of 13% in 1981 to zero 
growth in 1994, but has subsequently risen in the last nine years back up to 13% . One can 
undoubtedly argue that the restrictive era from 1981 to roughly 1996 did mitigate inflation 
and/or the debasement of money . However, the record of the last six years with almost 
average double digit M3 growth has not yet played out .

M3 Money Supply (Year to Year Changes)

Source: Ned Davis Research

We, together with many others, believe major problems exist with a fiat currency system . 
In a more recent issue of Markets at a Glance titled “Printing Money . Discuss .” November 
29, 2002 . We discussed the problems of the fiat system in response to the bold statement 
made by US Fed Governor Ben Bernanke regarding the Feds ability to “produce as many 
US dollars as it wishes at essentially no cost” . 

Strong advocates of a free monetary system include Murry Rothbard in his book titled 
“The Case Against The Fed”, which we have previously referenced . And more recently, 
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an interesting editorial on the topic was authored by Mr . Nelson Hultberg titled “Bringing 
Down The Paper Aristocracy” . A copy of this can be found at: http://www .gold-eagle .com/
editorials_03/hultberg010703pv .html . 

In his paper, Hultberg argues for a free economy where government could not intervene to 
inflate the money supply and monopolize the banking system . His primary line of reasoning 
revolves around Austrian economic theory and the idea that a monetary system left alone 
to free forces would have less severe and shorter recessionary periods as the “forces of 
the marketplace, through the free flow of capital and interest rates, right themselves and 
begin anew the growth cycle” . He then goes on to say that:

“If money was gold rather than paper, and if it was held by the people rather than 
the government, it would be deposited in thousands of independent banks around 
the country . No one bank would have the power to expand the nation’s money supply, 
such as we have at present under the Federal Reserve system, because no one bank 
would own all the gold as the federal government and its central bank presently do . 
Moreover, no one bank would have the power to extend excessive credit because they 
would be obligated to redeem all paper notes with gold . Therefore, credit expansion 
and contraction would be localized affairs determined by the different judgments of 
thousands of bankers around the country rather than one powerful monetary czar at 
the Fed in Washington . Such a free, decentralized banking system would diffuse the 
financial power of the economy out among the people where it belongs and remove 
it from powerful federal bureaucrats where it invariably is corrupted to the ultimate 
detriment of us all in the long run” .

 
We all know that the financial mania of the late nineties was due in part to excessive 
credit . Lenders were lending paper money that they did not have and were taking larger 
risks based on expected (and usually inflated) future earnings . No one really expected 
those earnings to not materialize!! In a Kondratieff winter (a result of excessive debt), 
credit expansion and debt must be worked off . A Federal Reserve that is proposing 
injections of easy credit and paper money will not correct the problem . Following the end 
of the financial mania as we have already seen, excessive credit is highly damaging to 
both borrowers and lenders when profitless corporations drowning in debt are unable to 
pay their bills! 

We have stated before that by increasing the amount of money outstanding, this would 
in effect deteriorate the real value of each dollar causing prices of goods and services 
to become more expensive . Printing money does not increase aggregate demand, 

FED POLICY? THINK GOLD | JANUARY 2003
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nor does it generate greater economic activity . It actually deteriorates its value and 
more probably leads to rampant inflation, exorbitant interest rates and a plummeting 
real economy . Coming from the Fed, the idea of potentially rescuing the US economy 
from deflation by printing money without limit confirms to us just how clearly desperate 
and manipulative the US government can be . Furthermore, the consequences this would 
have on foreign investment in the US and the value of the US dollar could be significant! 
Desperate times must call for desperate measures .

Perhaps Chairman Greenspan will experience a déjà vu as we unleash inflation and as the 
US dollar experiences a very rapid decline . Both are now occurring at an alarming rate . It 
might be premature to accept Greenspan’s assumptions that the Fed has everything under 
control . It sure doesn’t look like it!

While we regret that we are still far from seeing some light at the end of this deep dark 
tunnel…one thing still seems to shine brightly among the turmoil of the past two years . 
You guessed it, GOLD! It brings us back to the thought of what possible subliminal 
message the Fed Chairman was sending out in his most recent speech . Is the Fed actually 
tinkering with the idea of going back to a gold-backed system as a stabilizing force? 
We don’t think so . However, is the real world going back to a gold standard? The recent 
competition about which country can have the weakest currency is amusing . We predict 
the net result is that gold will become the reservoir of value as the fiat system’s weakness 
becomes more obvious . 

Gold is well on its way……………….but it’s only a start!
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The China Syndrome is an old movie (1979), starring Jack Lemmon and Jane Fonda, in 
which a meltdown at a nuclear facility occurs . As is typical of most American movies, a 
conspiracy ensues that tries to cover up the catastrophe . Although not as catastrophic 
(though perhaps equally catastrophic in financial terms), a similar meltdown is occurring 
in the financial markets today: the meltdown of the US dollar . Although we won’t be 
delving into the conspiracy side of things here, we will try to visualize what this means for 
investors and businesspeople abroad, especially for those in China . Doing so leads us to 
only one logical conclusion: the US dollar may continue to fall precipitously, and this bodes 
ill for the financial markets going forward .

Imagine if you will, that you are an exporter or bureaucrat in China . Unlike the rest of the 
world, the Chinese economy has continued to boom in 2002 with GDP growth of 8%; a 
very respectable achievement in these weak global economic times . Furthermore, their 
trade surplus continues to grow, to the point where they have a surplus with the United 
States alone of $5 billion per month . Yet for all their hard work, the Chinese are receiving 
in exchange a currency that continues to go down on an almost daily basis . Just put 
yourself in their shoes . What would you do? We call this the Chinese Dilemma: what to 
do with an ongoing accumulation of bundles of paper, the value of which is in continual 
decline .

This wouldn’t be so much of a problem for them if a turn could be seen in the dollar’s fate . 
But the Chinese are playing this game intelligently . They see what we see and they know 
as well as we do that there are powerful financial forces at work, almost all of which point 
to an ever-weakening dollar . 

The China Syndrome
February 2003
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To wit:
•	 The US current account deficit continues to grow, running at an egregious rate of 

$40 billion per month . In order to support such an extravagant consumption lifestyle, 
Americans have to borrow a similar amount from foreign capital markets each 
month… assuming, of course, that foreigners continue to want to lend it to them . 
A tenuous assumption!

•	 The US federal budget deficit continues to soar at an alarming rate . In the first 
quarter of this fiscal year, the US government already ran up a deficit of $109 billion . 
Even the CBO has recently raised their deficit estimate from the ridiculous ($145 
billion) to the over-optimistic ($199 billion) . Bush himself, two days later, predicted a 
$314 billion deficit for this year if his stimulus package gets adopted . We are more 
inclined to expect something in the range of $400-500 billion . Any way you slice it, 
the deficit keeps mounting .

•	 US monetary policy remains very loose, with the fed fund rate precipitously close to 
zero and the Federal Reserve threatening to print money in reams if interest rates hit 
zero and the US economy remains unstimulated .

•	 Indeed, the US dollar spigot has already been turned on . According to the Federal 
Reserve, M3 money supply was up almost 7% last year after having risen almost 
12% the year before .

•	 Last, and least, is the threat of war . Although significant and ultimately very costly, 
it doesn’t have the same persistent and secular impact as the above factors . Those 
who attribute dollar weakness solely to the threat of war are chasing a red herring .

 
Given that the Chinese see all this, why on earth would they want to be caught holding US 
dollars? Why would they even use their surplus of US dollars to purchase other US dollar 
denominated paper assets? Especially considering that:

•	 US stock markets remain overvalued both historically and relative to other stock 
markets in the world . Even though US stock indices continue to fall, according to 
Bloomberg data the S&P 500 still trades at 30 times trailing earnings, the Dow at 28 
times earnings, and the NASDAQ at an infinite multiple of earnings (i .e . NASDAQ 
companies, cumulatively, had no earnings in 2002) .

•	 US T-bills are returning a whopping 1 .25% . As the dollar continues to decline, the 
odds of making money here are next to nil .

•	 Even the US long bond, the traditional so-called “safe haven”, offers little hope for 
meaningful gains going forward . The prospects for inflation around the corner are 
very real, as is being signalled by ever-rising energy prices and commodities indices 
(The CRB index is up 35% just this past year and has been, and continues to be, on 
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an upward slope for almost that entire time) . With the 10-year bond yielding only 
4% currently, there isn’t much wiggle room for eking out any further capital gains, 
let alone real yield . 

•	 Last, and certainly not least, the continuing decline of the US dollar will make the 
above investments even less appealing for foreign investors . In the past year, the US 
dollar has fallen 20% as measured by the dollar index, almost 30% to the Euro, and 
40% to gold (our currency of choice) . The US long bond, mentioned above, returned 
low double-digit gains to an American investor . Not bad . But to a European, the 
same bond returned double-digit losses, even if you include the coupon . So much 
for safe haven!

 
Indeed, it is becoming increasingly difficult to imagine a realistic scenario where a 
foreigner can make money, even in dollar terms let alone local currency terms, investing 
in America . US financial markets have been a loser’s game for foreign investors and are 
likely to continue to be so . All these factors form the basis of the Chinese Dilemma . It is 
clear to them that holding US dollars, or any other paper asset denominated in US dollars, 
is more of a losing proposition today that it was even last year . There is only one logical 
conclusion: get out of US dollars as soon as you get them! This logically implies that the 
Chinese do the following:

•	 Buy commodities, even well ahead of time, before they become even more expensive 
in dollar terms . The Chinese will need these anyway to produce the things that 
Americans want to buy . Such a strategy is profitable and is a great way to get rid of 
vast quantities of US dollars quickly .

•	 Buy other currencies, such as the Euro . It’s telling that the Euro is appreciating 
so much against the dollar, even though Europe has supposedly had the weaker 
economy . But investors like conservative monetary policy and hate inflation . This 
the Chinese see and are doing by trading their US dollars for more promising Euros .

•	 Last, and again not least, buy gold! There has been no better hedge against 
the dollar this past year . Once again, this is what the Chinese are doing, having 
reportedly accumulated 100 tons of gold in December of last year . This may not 
sound like much, but it is half of one month’s global production .

 
In short, buy things that are real and physical and get out of things that are illusory and 
paper . Of course, it is not only the Chinese that can apply this logic . The behaviour of 
shunning dollars can occur on a grand, global scale . If and when it does, then the financial 
problems the US is facing become even more apparent . Meltdown!

THE CHINA SYNDROME | FEBRUARY 2003
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Before you start thinking of us as a bunch of old cranks, we are not the only ones that 
hold these rather dark views . Don Coxe, the US Portfolio Strategist for BMO Nesbitt 
Burns, thinks the decline of the US dollar “… signalled [sic .] a disturbing new trend that 
could pull stock markets towards a new abyss .” (BMO Nesbitt Burns, “Week in Review”, 
January 31, 2003; p . 4) Bill Gross, the renowned bond manager of Pimco, in an article 
aptly titled “Hegemonic Decay” (February 2003), wrote of America: “I’m not so sure that 
we are, or perhaps will be the economic powerhouse we once were .” Also: “The US of A 
it seems is becoming less wealthy by the minute as foreign investment is withheld and 
in some cases redirected to China and other more attractive ports of call .” On the fate of 
the dollar he writes: “Our foreign lenders are beginning to make some increasingly urgent 
phone calls to pay up or else and they are enforcing their demands by selling the dollar 
and buying almost any other currency…” Indeed, we are not alone! The truth is becoming 
increasingly obvious to more and more people . This is the kind of stuff that the fall of 
empires is made of! 

A plummeting US dollar has serious implications for world financial markets . As it stands 
now, the US consumes two thirds of all global savings . Americans are far and away the 
most prodigal consumers of this planet . What will happen when this sponge loses its 
absorption qualities? A dynamic could be instigated that leads to a falling spiral as dollar 
weakness begets more dollar weakness . All of this will eventually put the US into a very 
unenviable Catch-22 . Either raise interest rates to support the dollar, and watch their 
fragile economy and financial system hit the skids; or let the dollar plummet and choke 
off America as a place to invest, driving world capital and wealth elsewhere . These will 
be hard choices .

But in the end, policy may be irrelevant anyway . The world markets will ultimately reach 
their own verdict on the state of America . The confluence of forces conspiring against the 
dollar are too pernicious to deny . 
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gold… investment of the decade

There were a couple of interesting headlines this week singing the praises of our 
favourite metal . On the front page of Wednesday’s Investor’s Business Daily was the 
headline: “As Gold Nears an 18-Year High, Some See Signal of Inflation Rise” . Similarly 
in Tuesday’s Wall Street Journal was the headline: “Stocks Fall Amid Auto-Sector 
Woes… Gold Price Shines” . Indeed during times of financial anxiety and strain, signs of 
which are becoming increasingly apparent to everyone, gold remains the one and only 
go-to investment that can protect people’s otherwise heavily-weighted paper portfolios . 
With the price of gold up $40 per ounce since the end of August, it would appear that 
gold is once again starting to gain traction not only in the media, but in the hearts and 
minds (and safety deposit boxes) of investors . 

All this, of course, makes perfect sense to us . In our view, gold is the ultimate flight-
to-safety investment vehicle . We won’t be going into all the reasons to own gold in 
this article . Seventeen such reasons can be found in our “Fundamental Reasons To Own 
Gold” written by John Embry, which can be found on our website at www .sprott .com . 
Rather, we would like to dream a little and speculate on what the price of gold could be 
if a financial crisis/panic were to ensue . Although our analysis is not rocket science, it 
does show that the upside for gold is quite tremendous given the troubles in the financial 
world we see developing . 

The first question that needs to be asked is: Is a financial crisis likely? To this we would 
answer: Most definitively yes . Furthermore, it’s not necessarily a crisis per se that is 
needed to send gold soaring; but rather, just the fear of one is sufficient . We see many 
reasons to be fearful in this environment . Many stock indices are now down almost 
10% from their highs of a few weeks ago . Interest rates have been on the rise, with 

Gold Remains the Standard
October 2005

http://www.sprott.com
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10-year Treasury yields up almost 50 basis points in the past six weeks . Corporate yield 
spreads are widening due to the well-publicized bankruptcies in the auto and airline 
sectors . Energy prices are high and likely to go higher . Retail sales have been coming in 
weak . The real estate market is starting to crack . The consumer is spent and sentiment 
numbers have been horrid . Plus, to add insult to injury, everywhere there are signs of 
inflation . Let’s face it, the current macroeconomic environment is not conducive to rising 
asset prices – quite the contrary . Except for gold, one of the only asset classes to have a 
negative beta to the broader markets .

For those witnessing how their portfolios are performing in September and (so far in) 
October, suffice it to say things haven’t been pretty in the paper world lately . So what’s 
an investor to do? Many advisors and influential letter writers are now recommending a 
gold weighting of 5-10% in portfolios . This is something unheard of in the past 20 years, 
a time when financial (paper) assets held sway and gold was trashed as a “barbarous 
relic” of medieval times that serves no useful purpose in a modern technologically 
advanced society . But the times they are a-changing! Slowly but surely, and in spite of 
efforts to suppress it, gold is starting to acquire mainstream appeal . A testament to this 
is gold’s recent run up in price against all currencies, not just the US dollar . It is no longer 
the case, as it has been in the past couple decades, that gold’s desirability was only in 
the eyes of the gold bugs . But we ask: Is it even possible for everyone to have a 5-10% 
weighting in gold? Is there enough gold to go around to meet such a demand? Not by a 
long shot, but with one caveat: only if the price of gold goes up by multiples from here . 
We’ll run some calculations by you later to show what we mean . 

But first, let’s turn back the clock to 1980 . For those of us old enough to recall, this was 
the last time there was widespread financial panic that lead to a frenzied flight to gold . 
Back then inflation was on the rise . Interest rates were heading skyward . Geopolitical 
risks were aplenty, once again centered in the Middle East with Iran . The prospects for 
the economy were dim . There was stagflation (weak economy and rising prices) . Sound 
familiar? Stock markets were mired in a prolonged bear cycle . Last but not least, the gold 
price spiked above $800 per ounce . Greed and fear were in the air . 

Some may think we’re cheating by using 1980 as our reference point, given that it was 
the all-time high for gold . True, we’ve had financial crises since then, namely the crash 
of 1987, the savings and loan crisis, LTCM, the Asian Flu, and the tech/telecom bust . But 
none of them really lead to a flight to gold, thanks to the copious amounts of liquidity 
generated by central banks the world over . With all the inflationary pressures that exist 
today, such a nefarious liquidity injection can no longer be attempted without severe 
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consequences to global currency values . Not to mention the fact that nothing kills the 
real value of financial assets quicker than inflation . It is our opinion that both scenarios 
(central banks print to save the day, or they don’t and let the financial bubbles unwind) 
play into gold’s hands, and are highly bullish for gold going forward . 

So could history repeat itself à la 1980? If it does, the gold price is unlikely to stop at just 
$800 . $800 goes nowhere near as far today as it did back then . Let’s dream a little and 
compare some financial metrics of today versus then . Needless to say, the paper world 
has gotten a lot bigger since 1980 . According to the Federal Reserve website, money 
supply as measured by M3 has risen from about $2 trillion in 1980 to $10 trillion today . 
That’s a fivefold increase . For gold to hold its stature relative to money, it is similarly 
likely to increase by fivefold from what it was in the 1980 financial panic . That implies a 
price of $4000 per ounce . Not bad!

Housing prices are another indicator of the mound of paper built over the years . According 
to the OFHEO housing price index, US housing prices have tripled since 1980 (with some 
markets such as New York, California, and Massachusetts going up by a factor of five) . 
This index understates the true appreciation in housing prices because it is based on 
mortgages issued by Fannie Mae and Freddie Mac, which have upper limits . Be that as it 
may, for gold to keep pace with housing prices as measured by this index, it needs to go 
to $2400 per ounce . We’ll take that too . 

Now here’s where things really start to get interesting . The size of global equity markets 
in 1980 was $1 .4 trillion . Today it is in excess of $30 trillion! Global equity markets have 
grown over 2000% in the past 25 years . What would the price of gold need to be to have 
kept pace? $16,000 per ounce .

Finally, let’s see what happens if everyone tried to have a 5% portfolio weighting in gold . 
As we already mentioned, global equity markets are about $30 trillion . The bond and 
fixed income markets are twice that at $60 trillion . Then we have bank assets of $40 
trillion . (These numbers are from the IMF’s 2004 “Global Financial Stability Report” .) This 
equates to a total investable pool of some $130 trillion, 5% of which is $6 .5 trillion . The 
gold equity market is currently a paltry $50 billion, so right off the bat we note that it’s 
nigh impossible to have gold stocks comprise 5% of even the global equities portion . 
To do so gold equities would need to increase in value by a factor of 30 . Even we aren’t 
that bullish!

GOLD REMAINS THE STANDARD | OCTOBER 2005
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What about gold bullion itself? Here’s where is gets tricky . The value of all above-ground 
gold is roughly $1 trillion . However, not all of it is for sale . Much of it is tied up in the 
vaults of central banks, or lent out and thus owed to central banks . There is also much 
gold (the vast majority even) that has been “consumed” in the form of jewelry and thus 
also not readily for sale . But let’s assume, for the sake of argument, that all gold ever 
produced is made available for sale (i .e . Fort Knox gets gutted and everybody melts their 
wedding rings) . Even under this conservative scenario (let’s call it the low case), the price 
of gold will need to increase by 6 .5 times to $3000 per ounce in order to comprise 5% 
of all financial assets . In the high case where only the 80 million ounces that is mined in 
a year gets put up for sale (not realistic but let’s just go there), then the implied price of 
gold needs to be $80,000 per ounce . 

It only gets better if people decide to have a 10% weighting in gold… but let’s stop 
there! Doubtless the gold bugs are already excited as is .

This may all seem a little cheeky – we’ve already admitted to not being rocket scientists . 
But taken for what it is, the analysis does seem to show that gold could have explosive 
potential from here . We’re not saying that gold will go to these levels and stay there 
(though in a hyperinflation/money printing scenario, that is certainly a possibility) . What 
we are saying is that in a financial panic that morphs into a rush to gold, the price of the 
glittery metal can easily attain heretofore unseen levels .

In conclusion, gold has more upside than just about any other investment we can think 
of in this market at this time . Investors will turn to gold for safety in a period of financial 
weakness . What alternatives are there? When paper valuations are shown to be based 
on a flimsy house of cards, people will turn to what is sturdy, weighty, and real . We’d like 
to finish off with a quote from our friend James Turk: 

“The gold standard may be dead… but gold remains the standard.”
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gold… investment of the decade

The action in gold for the past two months has revealed that the emperor has no clothes . 
It has long been our contention that, in the paper world, much of the “gold” that is 
bought and sold is merely a figment of the imagination – an attempt by Big Brother to 
quell the negative financial implications that a rising gold price signals . But this game 
appears to be coming to an end; or at least, attempts by the anti-gold cartel to suppress 
the gold price are becoming increasingly futile . We are not reticent about revealing our 
conspiratorial beliefs, seeing as how on this point we already came out of the closet last 
year . By now most of our readers are aware that we here at Sprott Asset Management 
believe the gold price is being manipulated through the use of derivatives and short 
selling by central banks and their cohorts at the big investment banks . However, we 
won’t go into that discussion in this Markets At A Glance, as those interested can refer 
to our special report, “Not Free, Not Fair: The Long Term Manipulation of the Gold Price”, 
that we published last year . Rather, in this article we would like to tackle the case for 
gold from a physical perspective . As the demand for physical gold increases, investors 
and central banks alike (that is, the central banks that want their leased gold back) are 
finding that there is no gold available to be delivered . After all, in a market that is already 
in shortage, where is the gold to meet incremental demand supposed to come from when 
there is no gold?! 

It should come as no surprise that the shortage of gold is becoming more pronounced . 
It has long been our contention that the real (physical) will always ultimately break the 
back of that which is illusory (paper) . Unlike a game of rock/paper/scissors, in this case 
paper (financial) does not cover rock (bullion) . This is why attempts to suppress the gold 
price will eventually fail if the fundamentals are pointing in the other direction . On this 
fact investors can take heart: manipulation always fails in the long run . The markets, i .e . 
the collective will of investors, consumers, and producers, will have the last say .

There Is No Gold
December 2005
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In our opinion, the supply/demand fundamentals for gold are stellar and only getting 
better . The gap between gold demand and mine production is getting larger and larger 
with each passing year . Although the price of gold has almost doubled in the last five 
years, the amount of gold being mined has been falling ever since, from 2600 tonnes in 
2001 to 2460 tonnes last year . In the first three quarters of this year, mine production 
has been essentially flat . So that’s 140 tonnes, or 4 .5 million ounces, of annual gold 
production that has been lost in this rising price environment . Going forward it is likely to 
get even worse . South Africa, the world’s largest gold producer, is forecasting a 14% drop 
in gold output this year . Australia, also a significant gold producer, is forecasting a 15% 
drop in gold output next year after having already revised down their earlier forecasts .

How can this be? Aren’t higher prices supposed to stimulate supply? There are four 
reasons for this anomaly: (1) the weakness in the US dollar over the last four years has 
led to a gold price that (until recently) has seen little improvement in most currencies, (2) 
exploration has waned in the era of low gold prices prior, (3) there has been considerable 
high-grading of mines in the past, which is now coming to an end, and (4) the skyrocketing 
prices of energy and other commodities has made the mining of gold considerably more 
costly . And they say there is no inflation? Gold miners don’t think so . They need to buy 
steel, copper, diesel, rubber… not plasma televisions . 

Meanwhile, the demand for gold has been heading in the opposite direction of mine 
production . Last year, according to the World Gold Council (using data from Gold Field 
Mineral Services), the demand for gold increased by just over 300 tonnes compared to 
2003 . Demand growth has been even better this year, being up another 15% in the first 
nine months, and on pace for 4000 tonnes of gold demand for the year . That equates to 
500 tonnes more gold demand this year over last, for a total of 800 tonnes, or 26 million 
ounces, of higher gold demand this year over two years ago . The imbalance between 
mine production and physical demand has become a shocking discrepancy . 

To date this difference has been made up by secondary supplies, namely central bank 
selling, the melting of jewelry, and the sale of scrap . But even these factors can no longer 
explain the difference between supply and demand . Recent supply/demand statistics 
that we see have a line item called “Implied net disinvestment” or “Balance” to account 
for the difference – basically a plug number for when supply and demand don’t match . 
This plug is now 200 tonnes – not an insignificant amount . The use of “unexplained 
difference” as an explanation seems like faulty analysis to us . Be that as it may, it begs 
the question: What if this so-called net disinvestment disappears? Or, heaven forbid, 
what if net investment were to occur? Where will the gold come from? Our answer: 
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Nowhere… there is no gold . As more buyers come into the gold market, there are no 
natural sellers to be found . The only marginal sellers that exist are the central banks, but 
even they can become marginal buyers as we’ll explain below .

Actually, there is a solution to this dilemma, and it is the only solution: a substantially 
higher gold price . This is the only market-driven way to create needed sellers . This is 
why gold has had a wind under its sails lately, soaring from $460 per ounce five weeks 
ago to $540 per ounce earlier this week . It has corrected since, but we believe the 
upward trend is now firmly in place . Has the cartel lost control? We believe so – the 
physical demand has become too strong . There is a rumour that the Russian central bank 
had lent out 200 tonnes of gold and now wants it back . But that quantity of gold is simply 
not available for delivery . Central banks often lease gold in order to earn a return on an 
investment that otherwise sits idle . We believe they do this to a greater extent than they 
admit, and have far less gold than they admit, but that’s beside the point . The problem 
with leasing is that when gold is lent it doesn’t end up in a vault somewhere waiting to 
be returned . The borrower either sells it, or uses it to cover a hedge, or fabricates it into 
jewelry . In any case, the gold gets consumed . It becomes part of the secondary supply 
that makes up for the huge discrepancy between supply and demand . For all intents and 
purposes it is gone . It’s analogous to what they say about lending money to a friend… 
don’t expect it back! 

There are other fundamentals working in favour of gold right now, not least of which is 
reckless fiscal and monetary behaviour on the part of governments the world over . After 
showing an improvement in its budget deficit from record levels, the US government is 
back on a spending binge with a $130 billion budget deficit in the first two months of 
this fiscal year, $15 billion worse than this time last year . Furthermore, Bush has recently 
asked Congress for another $100 billion to spend in Iraq next year, on top of the $50 
billion already being requested . The budget deficit’s twin brother, the trade deficit, just 
hit yet another record of $69 billion in November, blowing away even the most negative 
expectations . What’s more, this egregious deficit occurred in spite of softening oil 
prices . Make no mistake; global financial imbalances are only getting worse and worse 
as we speak . Hot off the presses is the “2005 Financial Report of the United States 
Government” . It shows that on an accrual basis (using Generally Accepted Accounting 
Principles), the US government ran a deficit of $760 billion last fiscal year, $144 billion 
higher than the year before . Furthermore, the net present value of the US government’s 
future Social Security and Medicare obligations increased by $2.4 trillion last year! 
Fiscally, the US government is bankrupt .

THERE IS NO GOLD | DECEMBER 2005
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Then there is the Bernanke Fed to contend with early in the New Year . The consummate 
“deflation” fighter, there is cause for concern as to what would happen to US monetary 
policy if there is a recession or financial crisis next year . Remember that Bernanke is 
the guy who advocates “unconventional” monetary policy in times of trouble, helicopter 
money drops not excluded . We find it no coincidence that the Federal Reserve has stopped 
reporting M3 money supply statistics just on the eve of Bernanke’s helmsmanship . 

But the rest of the world won’t let the US depreciate its currency without their central 
banks joining the party as well . Nobody wants to lose their competitive position in this 
globalizing world economy . As the dollar goes, and by implication the pegged Chinese 
renminbi, just about every central bank in the world will want a weaker currency as 
well . How’s that for inspiring investor confidence in currencies? It is this prospect which 
has allowed gold to appreciate in all currencies this year . It’s not just a US dollar play 
anymore . In our opinion, global currency debasement will be one of the main driving 
forces behind investment demand for gold going forward .

So savers beware . There is nary a better place to park your money than in gold . Just ask 
the Japanese . They have been vociferous buyers of gold futures this month . Very logical 
behaviour . Their currency has been depreciating relative to the US dollar, causing the 
gold price to be up even higher in yen terms than in dollar terms . And because interest 
rates there are essentially zero, the Japanese give up nothing in terms of income by 
holding gold instead of yen . Quite the contrary in fact, they would have returned 30% 
by owning gold this year . Needless to say, this is much better than what could have 
been earned in a yen savings account . Japanese zeal for gold has resulted in the Tokyo 
Commodity Exchange raising margin requirements on gold futures . Once again, this is an 
example of how governments are loath to see such enthusiastic gold investing . 

As we mentioned earlier, central banks would be hard pressed to get any of their leased 
gold back in this environment, where investment demand only promises to get stronger . 
But in an even more optimistic scenario for gold, what if a central bank (it may only take 
one) becomes intelligent and decides that it wants to increase its gold holdings rather 
than hold other countries’ depreciating and increasingly worthless currencies? Needless 
to say, this would bode well for physical gold demand as well . Unfortunately, the gold 
isn’t there for this to happen .

Gold is the fourth currency – the only one that can’t be debauched . But as we said 
earlier, there is no gold . At least, not at today’s prices . Furthermore, the more momentum 



37

that gold is shown to have the more investors will demand it and hold onto it . Those 
who take physical delivery of gold are resolute gold investors, and equally importantly, 
very unlikely sellers . They certainly won’t sell on a piddling price increase . In fact, they 
may never sell . As we said, the only solution is a much higher price in order to induce 
disinvestment . But how high? In our article of two months ago, “Gold Remains the 
Standard”, we came up with a best estimate for the gold price of somewhere between 
$2400 and $80,000 per ounce . 

A wide range to be sure – but gold has taken on a life of its own and is now playing 
to a different drummer . It is no longer just a currency play . It’s morphed into a physical 
demand play with nary a seller in sight . It is for these reasons that we believe the gold 
bull market is still early .

THERE IS NO GOLD | DECEMBER 2005
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fiat: n . an authoritative or arbitrary decree (or, a notoriously unreliable Italian car)

fiat currency: a currency issued by government decree that is not backed with gold or 
any other commodity (or, money that can be produced in infinite quantities at no cost)

It may come as a surprise to our readers that we believe it is entirely possible that the 
stock market and housing market can go up substantially from here! No, we have not 
changed our fundamentally bearish macro view . Rather, we realize that we live in the age 
of fiat currencies . We also realize that this funny money, which is what fiat currencies 
essentially are, can be printed in massive quantities to raise the nominal value of all 
things . The key word, of course, is nominal . Just because an asset goes up in nominal 
value does not imply that anything real has been gained . The only real monetary asset in 
our view is gold . (There are other real assets, such as silver, oil, etc ., but from a monetary 
standpoint gold stands out above the rest .) However, this article isn’t so much a bullish 
commentary on gold as it is a bearish one on fiat currencies . In the end it amounts to the 
same thing: a comparison of the tangible versus the intangible . 
 
Many of us are old enough to remember the era of the gold standard, a time when 
currencies were backed by (or at least convertible into) gold . Furthermore, due to an 
extended period of relative calm in which financial calamities have been few and far 
between, we as a society are inclined for the most part not to miss those days . After all, 
the age of fiat currencies seems to be working; and the US dollar, in spite of numerous 
transgressions, continues to be the reserve currency of choice the world over . People 
are happy with their perceived “wealth” as their houses and stocks increase in nominal 
value . So why rock the boat? Don’t worry . Be happy .

Do You Have Faith in Your FIAT?
February 2006
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As investors, though, we need to worry about such things . After all, it is our responsibility 
to preserve people’s savings and make them grow in “real” (i .e . purchasing power) terms . 
If we are able to make a billion dollars for each of our clients, but that billion dollars can 
only buy one cup of Starbuck’s coffee, then suffice it to say we haven’t done our job . 
This may seem like an exaggerated example of fiat gone wrong – but history shows that 
when fiat currencies go wrong, they go catastrophically wrong . Fiat currencies work 
precisely up to the point that they stop working . Once a lack of confidence permeates a 
fiat currency system, then money itself isn’t even worth the paper it’s printed on .
 
Textbook examples of what happens when people lose confidence in fiat currencies are 
Germany in 1923 and, more recently, Yugoslavia in 1994 . What once cost 1 mark or dinar 
cost 1 billion marks or dinars in a matter of months . The thing about fiat currencies is that 
they can lose value startlingly fast . These two examples are hyperinflation taken to the 
extreme, but it is worth noting that there has never been a fiat currency in history that 
has withstood the test of time . All eventually collapse to worthlessness . The reasons are 
twofold: (1) there are no physical constraints on how fast a fiat currency can be produced, 
and (2) the rate of production is controlled by politicians, whose goals frequently differ 
from that of the general populace . These two factors ultimately lead to a fiat currency’s 
demise . The only question has been when .

Most of us have been lucky enough not to witness a complete currency collapse, at least 
not in the Western World… so far . Many believe that this can’t happen in this day and 
age . The US dollar, it is believed, can’t suffer the same fate that other fiat currencies 
have in the past . However, the US dollar in its present form (i .e . not backed by even an 
iota of gold) has only existed since 1974 with the implementation of what is known as 
“Bretton Woods 2” . Before then, the dollar was convertible into 1/35th of an ounce of 
gold (as per Bretton Woods 1) . Then came the Vietnam War and the US government 
no longer deemed it desirable to be monetarily restrained by the gold standard . (As an 
aside, gold standards tend to fall by the wayside during wartime, with the two World 
Wars and the Vietnam War being prime examples .) The US started printing funny money 
to pay its debts, knowing full well that it didn’t have the gold to back it up . France, being 
a large holder of these US debts, rightfully became suspicious and decided to give its 
dollars back to the US in exchange for gold . The jig was up, the US defaulted, there was 
a currency crisis, inflation ran rampant, and the rest is history . 
 
We now live in a world of pure fiat with nary a gold standard in sight . But this state of 
affairs has only existed for a mere three decades . Gold, on the other hand, has been a 
trusted store of value and medium of exchange for thousands of years . A “barbarous 
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relic” it may be, but gold has certainly withstood the test of time . Can we have the same 
confidence in today’s 100% fiat world? Past results are not particularly encouraging . 
Running a global financial system strictly on fiat may turn out to be a short-lived, and 
disastrous, financial experiment given the strains that are being put on the system today .

So what are the redeeming features of the gold standard that are utterly absent today? The 
problem with a fiat currency system is that it has no built-in restraints . (Governments, 
of course, would argue the exact opposite: the problem with the gold standard is that it 
has too many restraints!) Under the gold standard, a country can only print new money to 
the extent that it has gold reserves . It would attain these reserves either through foreign 
trade or through budget surpluses . Conversely, gold reserves would get depleted when 
a country runs trade and budget deficits . Since the quantity of gold is limited, and to 
attain more entails considerable cost, it was impossible for governments and people to 
spend beyond their means (i .e . accumulate debt) for an extended period of time without 
running out of gold . In this regard, the gold standard acted as a check and balance on 
the financial system . 
 
But the checks and balances that a gold standard enforces are now entirely gone, and 
politicians the world over have taken full advantage . There is nothing wrong with a 
fiat currency system per se as long as governments don’t abuse it . But that is a non 
sequitur! Governments are wont to abuse any powers they are given . Nowhere is this 
more apparent than in the United States – a situation we find particularly worrisome 
because the US dollar is still the predominant fiat currency in the world . It used to be 
that deficits were a phenomenon of wartime . But these days, deficit spending occurs 
anytime as the normal course of US government affairs . Thanks to massive twin deficits, 
foreigners are once again in a situation where they are holding staggering quantities of 
dollar-based debt . It is quite clear that if the US were under a gold standard it would 
already be completely and utterly bankrupt . China or Japan would merely give the dollars 
back to the US, gut Fort Knox of its gold, and it’s game over . What is saving the dollar 
for now is its “fiat” status and the lack of alternatives . But is this supposed to make us 
feel any better? 

We have no doubt that the supply of money is increasing faster than available tangible 
assets . Since Bretton Woods 2, just over 30 years ago, the quantity of US dollars as 
measured by M3 has increased by more than a factor of ten . Since 2000, the quantity 
of dollars in circulation has increased by over 50% . Has the quantity of tangible assets 
increased by this much? Don’t kid yourself into believing that your house is worth 50% 
more now than it was a few years ago . It’s an illusion that’s entirely the result of monetary 
debasement . It’s a confiscation of wealth wrongfully perceived as wealth creation .

DO YOU HAVE FAITH IN YOUR FIAT? | FEBRUARY 2006
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So where is the inflation? Isn’t that supposed to be the red flag that signals a central 
bank’s abuse of its fiat currency? One can’t just look to government reported inflation 
numbers for the answer . For one thing, it’s clear that financial assets and housing have 
inflated substantially . It is also the case that commodities of all types are witnessing 
substantial inflation . The cost of services such as healthcare, education, and insurance 
are also inflating far higher than reported inflation . The only thing that hasn’t inflated (in 
fact it has deflated) is the price of consumer goods . For now, the Chinese seem willing to 
exchange their capital and sweat for America’s fiat . We are not at all confident that this 
will continue to be the case for long . 
 
The biggest risk of fiat currency, however, is that it is highly susceptible to unconventional 
monetary policy measures . Although the growth in money supply has been exorbitant, 
it can get much worse in the event of a financial crisis or a widespread deflation in 
asset prices – scenarios that we consider to be highly likely in this environment . Central 
banks will then undoubtedly attempt to “monetize” financial assets, especially debt, 
thus leading to a potentially exponential increase in the money supply . Under the gold 
standard, this would be impossible . 
 
We believe that savers/investors need to be very wary of the fiat world we live in . The 
landscape is littered with landmines for investors to step on . Inflation caused by monetary 
debasement, more than anything else, kills real asset values and savings . It is the prime 
evil . As such, given all the risks on the horizon, one needs to question whether the dollar 
will last another 30 years as a fiat currency… or even 10 for that matter . These are the 
things that need to be seriously considered by those who buy 30-year bonds or 30-year 
mortgage-backed securities . Is the 4 .5% interest yield sufficient to protect an investor 
from a currency collapse, especially during bouts of inflation (maybe even hyperinflation) 
over such a long time frame? We think not . Furthermore, the fact that central banks are 
falling over themselves to reduce the purchasing power of their currencies relative to 
each other is another twisted circumstance that only a fiat world could produce .

So what are the investment alternatives? We mentioned in our previous articles how 
oil is vital to the functioning of society . We would like to add to that list gold . After all, 
without currency, commerce and trade would be impossible . And gold is the only true 
currency .
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As the holidays fast approach, this article will be a relatively short one but hopefully still 
long enough to be food for thought . We think it befitting to end the year with a discussion 
on one of the key financial events of 2006 (one could even say of the decade), and that 
is, the continuing weakness of the US dollar . In the past month alone the dollar index 
has fallen almost 3% . In the past year the decline has been almost 9% . Against the 
Euro and the British pound, the dollar has fallen 11% and 13% in the past 12 months, 
respectively . This is nothing short of a precipitous decline, especially when one considers 
the supposedly “low volatility” world we currently live in . 

To many foreign investors, including central banks who are sizeable holders of dollars 
(and T-Bills, Treasuries, and other types of dollar-denominated “yield” assets), their 
losses this year have been considerable . The interest earned on dollar-based assets, 
which ranges from 5 .25% at the short end (the Fed Fund rate) to currently 4 .5% at the 
long end (the 10-year Treasury rate), has done little to shield foreign dollar-holders from 
the currency losses they have incurred . And let’s not forget the paltry yield spreads that 
are being earned for “riskier” fixed-income dollar assets . Regardless of how you slice 
it, being long the dollar has been a loser’s game and is likely to continue to be so going 
forward . When Alan Greenspan, the former head of the Federal Reserve, recently warned 
investors to expect “a few [more] years of dollar weakness”, one has to wonder how 
much longer losses are to be willingly incurred before foreign investors rush for the exits . 

The dollar’s decline also puts into question the stock market rally the US is currently 
experiencing . Much has been made of the Dow being up 15% this year, but when 
measured in other currencies (especially the “real” currencies, gold and silver) the 

The Downfall of the Dollar
December 2006
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performance of the Dow has been far from stellar . In Euro terms, the Dow has gained an 
unimpressive 3% this year . Against gold, the Dow is actually down almost 6% . Against 
silver, the Dow has lost over 26% this year! Is there really a bull market in US equities? 
These facts often get lost in the over-exuberance that is mainstream financial media . 
The weakness in the dollar is making things look better than they really are from the 
perspective of Americans who, to date, have suffered little from the debasement of their 
currency . Whether this continues to be the case next year remains to be seen, but we 
believe time is running out . We consider this the critical issue for financial markets going 
into 2007 . 

Both the trade deficit and the budget deficit continue to be of concern to the financial 
markets, and for good reason . The dollar’s weakness is, of course, tied to the yawning 
twin deficits the US is incurring . It is clear that neither of these will be resolved anytime 
soon . The budget deficit for fiscal 2006 came in at $248 billion, and was touted as a 
considerable improvement over the $319 billion deficit incurred in fiscal 2005 . However, 
when one considers that tax receipts were up a whopping 12% (thanks to the booming 
economy and housing bubble), to still have such a large budget deficit during such 
exuberant times is rather disconcerting . It’s a far cry from the $237 billion surplus the US 
government had in fiscal 2000, the last time they enjoyed an economic and asset-price 
boom . Of even greater concern for the dollar is the trade deficit, which continues to soar 
to unprecedented levels relative to GDP . In spite of the trade deficit declining somewhat 
to $59 billion in October, it is still on pace to post a staggering $772 billion for the year, 
or almost 6 .5% of GDP . Of especial concern is the trade imbalance between the US and 
China, which is currently running at $800 million per day . 
 
This has prompted the US Treasury Secretary, Henry Paulson, and the Federal Reserve 
Chairman, Ben Bernanke, to pay a high level visit to China as we speak . On the table 
will surely be the US demand for the revaluation of the renminbi . No surprise there . 
But we believe the Chinese will also be putting demands on the table; namely, what 
the US should do about the falling dollar . One thing they may demand is higher interest 
rates to compensate them for the risk of a declining dollar, of which they currently hold 
approximately $1 trillion that is growing by $800 million per day . On this point, we believe 
the Chinese message will be clear: either you raise interest rates or we will raise interest 
rates for you! The Federal Reserve has the power to raise interest rates at the short 
end through the fed fund rate . The Chinese (and other central banks who are sizeable 
dollar holders) have the power to raise US interest rates at the long end by selling their 
mountain of dollar assets . It’s a big stick that they carry . 
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The issue of diversification away from the dollar has been very topical in the news of 
late . China, Russia, the UAE, Iran, even the IMF (all of whom have substantial dollar 
reserves) have all indicated the desire to diversify away from dollar assets . They hold 
the fate of the US dollar in their hands . The US has effectively lost control of its own 
currency . 

Given the threat of foreign central bank diversification away from the dollar, can the Fed 
really afford to cut rates in 2007, even in the event of continuing weakness in the all-
important housing sector? This is one of the unknown wildcards for 2007 . The market is 
clearly expecting rate cuts to begin sometime next year . This hope has been bolstering 
the stock markets, and even the bond markets have been signaling lower interest rates 
going forward . But we believe both the stock and bond markets may be disappointed . 
The Fed has to deal with both inflation (which was still clearly of concern at the Fed 
meeting this past week) and the weakening dollar . These factors may not only prevent 
rate cuts but may even lead to further rate increases . This is something the markets most 
definitely don’t expect . Our prognosis for the markets in the event this occurs is, needless 
to say, down across the board .

As we mentioned in the introductory paragraph, markets are convinced that we live in 
a new paradigm of low volatility . This has enabled the carry trade (shorting low yielding 
currencies to buy assets in high yielding currencies) to be adopted with impunity . 
This, in turn, has led to a glut of global financial liquidity . If the dollar were to decline 
precipitously from here then all bets are off . Implicit in the carry trade is that exchange 
rates won’t move all that much . If this proves not to be the case going forward, it will 
unwind the carry trade and send financial markets tumbling .

One of the ironies in today’s markets is that everybody agrees that the dollar will head 
lower, and a disorderly decline will be disastrous for financial markets . Even an orderly 
decline can have substantial repercussions for interest rates, the carry trade, and global 
liquidity . But the world has adopted a trader’s mentality, waiting for the opportune 
time to head for the exits, hoping to be at the front of the line . But this shouldn’t be an 
investor’s mentality . Investors take long term views and won’t risk long term pain for the 
sake of short term gain . We have chosen to behave as investors .

THE DOWNFALL OF THE DOLLAR | DECEMBER 2006
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On the heels of an exuberant and gainful 2006, commodity markets are off to a rather 
turbulent start in 2007 . In the first two weeks of the year the CRB Index (Commodity 
Research Bureau – a broad-based commodities index) is down 7% – a substantial 
correction for such a short period of time . The price of oil took it on the chin the hardest, 
down 15% from $61 per barrel to $52 in a matter of days [now approaching $50 as 
we go to press] . With few exceptions, almost all commodities began the year on a 
downdraft . As we write, copper and zinc are both down over 10% . (In the first week 
of the year copper took a 12% beating!) Gold is down 2%, though at one point was 
down 5% . Silver, cobalt, lead, and coal are all down in the 2-5% range . The notable 
exceptions to the rout so far have been nickel and natural gas, which began the year 
on up notes of 9% and 5%, respectively, to date . The price of uranium has also proved 
resilient . Although the spot price of uranium only gets reported on a weekly basis, at 
$72 per pound it is unchanged from the start of the year and thus far remains immune to 
what has befallen other commodities in the first weeks of 2007 . As a testimony to the 
turbulence commodity markets are experiencing, wheat, corn, soy, and other agricultural 
products began the year on down notes, only to rebound sharply in the past week due to 
plummeting inventories and the fear of shortages (in the case of corn, it is due to soaring 
ethanol production) . The price of corn is up over 12% in the past week . The markets can 
be fickle indeed! 

Be that as it may, the correction throughout much of the commodities complex has been 
so quick and so violent that it has led many to believe that the commodity bull market 
that began in 2001 is now coming to an end . Because much of our fortune, and that of 
our clients, is heavily invested in the commodities area, it should go without saying that 
we take such claims very seriously . Is the secular bull market for commodities over? Or 

Has the Matador Slain the Commodity Bull?
January 2007
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is this merely a short term blip in what will continue to be a long term bull market? We 
concede that technical prowess is not our forte, preferring to focus on the long term 
fundamentals in our investment decisions . As such, we would answer the latter question 
in the affirmative and the former in the negative . No, we don’t believe the commodity 
bull has been slain . There are financial, and perhaps even geopolitical, games afoot that 
are suppressing prices for the time being . However, the long term fundamentals, which 
remain tied to real world supply and demand (and not that artificially created by the 
financial world) remain well intact in our opinion . 

Nowhere is this financial phenomenon more evident than what happened to Amaranth 
in September of last year . If you recall, Amaranth was a commodities hedge fund (one 
of the largest in the US) that at one time managed $9 billion . They were caught offside 
in the natural gas futures market . Due to their use of leverage, margin calls forced 
Amaranth to unwind their positions as losses compounded – this in a market that was 
relatively illiquid in comparison to Amaranth’s substantial natural gas futures holdings . 
This caused initial losses to beget more losses, and the rest is history . Amaranth had to 
wind down and close shop as investors lost a mind boggling $6 billion in two weeks . 
Note that Amaranth’s call on natural gas may ultimately have proven to be correct, given 
that natural gas has been one of the few commodities to rise in price substantially since 
that time . However, especially in cases where leverage is employed, the old adage that 
“markets can remain irrational longer than you can remain solvent” held true in stark 
fashion . 

We believe similar dynamics have befallen commodities in the first weeks of this year – 
being subjected to financial games that caught certain funds and large traders offside, 
forcing them to sell . Due to the massive proliferation of hedge funds and derivatives, 
we live in an age where the financial (a .k .a . paper pushing) world has gotten so large 
that it dwarfs the real world demand for limited natural resources . Just compare the 
size of the global derivatives market, approaching $400 trillion in notional value (and 
growing at last count by 30% in six months), to the size of global GDP, which is a paltry 
$44 trillion by comparison (and much of that already finance driven, as evidenced by the 
massive bonuses paid by Wall Street firms to their employees last year) . Furthermore, 
thanks to the outperformance of commodities relative to paper-based assets in the past 
several years, there can be little doubt that commodity markets are being increasingly 
subjected to the financial machinations of hedge funds and traders that operate in the 
paper world . Thus, when Goldman Sachs cut the energy weighting of certain commodity 
indices by up to 50% earlier this year, it created forced sellers in the market . Many funds 
were doubtless caught offside, à la Amaranth, but with losses not large enough to make 
headlines . Nonetheless, it sent commodity markets scurrying . 
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Other factors that may be affecting commodity prices in the short term are: (1) the 
strengthening US dollar, (2) the warm winter thus far in North America and Europe, (3) 
recently released Federal Reserve minutes that hinted at further rate hikes if inflation 
persists, (4) the belief that the global economy will weaken in 2007, and (5) rising 
inventories of certain commodities . We believe (1) and (2) are temporary (global warming 
notwithstanding), (3) is unlikely to occur unless (4) does, and (5) is painting a distorted 
picture as temporary and/or local factors weigh in on inventory levels . 

Let’s first speak to the supposed weakening of the global economy . For one thing, we 
would like to point out that the economists who ascribe commodity price weakness 
to a pending US recession are speaking from both sides of their mouths . The general 
consensus among said economists is that the US economy will grow 2 .5% this year 
– hardly a recession . Be that as it may… even though the US economy is weakening, 
it is no longer the case that the rest of the world must follow the US lead . With the 
ongoing industrialization of China and India, the resurgence of Russia as an economic 
powerhouse, and the boom being experienced in many other parts of the world, the days 
when commodity demand was reliant on the health of the US economy are continually 
diminishing with each passing year . 

Given the latest data for the Chinese economy, we find it hard to believe that global 
demand for commodities can be expected to weaken anytime soon . Quite the contrary . 
GDP grew 10 .2% last year and is expected to “slow slightly” to 9 .5 - 10% growth this 
year . Industrial production increased 17 .2% in the first three quarters of 2006 . Chinese 
trade (imports plus exports) grew 24% last year . The Chinese economy continues to suck 
up natural resources at an alarming rate . Already they are the number one consumer 
of many commodities . They are the world’s number one consumer of coal, consuming 
twice as much as the US . They are the number one consumer of copper, consuming 
50% more than the US . They are the number one consumer of aluminum, zinc, iron ore, 
and steel . They recently became the number two consumer of oil, surpassing Japan 
but still significantly behind the US . The Chinese share of global oil consumption has 
doubled in the past decade, from 4% to 8%, resulting in 4 million barrels per day of 
incremental oil demand . Chinese demand for most other commodities has tripled in that 
time . Automobile consumption grew 25% last year and has tripled in the last five years . 
If China were ever to consume as much oil per capita as the US, it would mean the world 
needs to find 80 million barrels per day of new oil production, or almost double what is 
being produced globally today . That’s just for China . Although India is behind China in 
terms of industrialization, its economy is growing at a 9% rate according to the latest 
data . For these reasons, and these alone, we believe the importance of the US in global 
commodity markets is continually shrinking over time . 

HAS THE MATADOR SLAIN THE COMMODITY BULL? | JANUARY 2007
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So why the large price correction, especially in commodities that China will only consume 
more of, such as copper and oil? One point worth noting is that copper in China is currently 
trading at a premium to the LME (London Metal Exchange) price – a 25% premium in 
fact . This compares to only a 10% premium during most of last summer . Furthermore, 
copper inventories on the Shanghai Futures Exchange have been declining since June, 
with only a slight uptick in recent weeks . There is also evidence that Chinese consumers 
were destocking copper in 2006 to take advantage of high prices, by an amount that 
(according to some estimates) equates to almost 3% of world copper supply . Copper 
analysts are claiming that this destocking is now over and Chinese consumers (especially 
in power generation, which accounts for almost half of Chinese copper demand) now 
find themselves short of the metal . This should all bode well for copper demand going 
forward . Commodities are a global market, thus local distortions are unlikely to persist 
in the long run . 

We believe another temporary factor that has been suppressing copper prices is the 
abrupt weakness in the US housing market . It wouldn’t be an exaggeration to say that 
the US housing market has fallen off a cliff in the latter half of 2006 . New residential 
construction is a significant source of copper demand, with the average home taking 
approximately 400 pounds of copper to build . As the inventory of unsold homes in the US 
swelled, homebuilder demand for copper must have fallen precipitously – only to return 
when unsold inventories are whittled away and new construction can begin once again . 
This would cause the demand for copper to bottom before the demand for housing does . 
Put another way, if new home starts fall from 1 .25 million to, say, 1 million, then copper 
demand from housing should fall 20% in the long run . However, there will be a transition 
period when demand falls by much more than that (conceivably even a 100% drop) if 
the decline in housing demand was unanticipated by homebuilders (which it clearly 
was) . Thus, builders simply stopped ordering copper . We would anticipate that even in 
a weakening housing market in 2007, US homebuilder demand for copper will likely be 
stronger than it was in the second half of 2006 . Weak demand, and the subsequent 
build-up of copper inventories, was a temporary factor that may have suppressed copper 
prices .

We believe there are also temporary factors suppressing the oil price . The financial world 
was quick to profit during the bull times, and now they are similarly quick to bail (and 
short) during periods of weakness . There may also be geopolitical factors at play, such 
as the Saudis (doubtless with the backing of US) wanting to break the back of Iran by 
suppressing the oil price . We don’t generally pay heed to such hearsay (unless we know 
it to be true), preferring to concentrate on the fundamentals . The fundamentals for oil 
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continue to be highly favourable . In fact, the issues the oil markets face are staggering . 
As we’ve already mentioned, Chinese and Indian demand for oil threatens to grow 
exponentially as they continue to build the wealth to become consumerist societies like 
the West . Furthermore, the supply side of the equation continues to face daunting issues . 
North Sea production, at one time representing 8% of world oil supply, has peaked and 
is declining precipitously . Norway recently dropped its forecast for 2007 oil production 
by 15% . Britain’s crude oil production, which peaked before Norway’s, fell 15% last year . 
Mexico’s Cantarell oilfield, the second largest in the world, fell 10% or 200,000 barrels 
per day in a six month period . British Petroleum, one of the largest oil companies in 
the world, recently reported the sixth straight quarterly decline in oil production, losing 
400,000 barrels per day in the past year . A mechanical problem on the Hibernian platform 
resulted in 80,000 barrels per day being temporarily taken out of production . Venezuela 
is threatening to nationalize its oil industry and kick foreign companies out . The Middle 
East (Iran, Iraq) remains a powder keg of instability and threatens to become only more 
so in 2007 . A dispute between Russia and Belarus almost took 1 million barrels per day 
of oil off the market . These factors are rarely incorporated by analysts in supply models . 

Issues such as these don’t only relate to Peak Oil but are prevalent throughout the 
commodities space, as we explained in last year’s “Of Oilsands and Caviar and Malthus” . 
Delays, disruptions, and logistical issues continue to make headlines . The Bolivian 
Mining Ministry unexpectedly announced a proposal to increase mining taxes in the 
country by 600%, to be made official over the next few weeks . This at a time when 
capital and operating costs of mining are already going through the roof, making projects 
prohibitive in spite of the rise in commodity prices in recent years . Bolivia happens to be 
rich in silver and zinc . 

Also in the news: Flooding recently disrupts BHP’s nickel operations in Western 
Australia . As we Canadians all know, flooding at Cigar Lake last year threatens to throw 
future uranium supply into disarray . Chile’s Codelco, the world’s largest copper producer, 
warns that a potential rock slide at Chuquicamata, its largest mine, could disrupt copper 
production . A strike at Eramet’s New Caledonia plant threw out their nickel production 
for four months . We don’t believe such disruptions, and the potential for more, are being 
taken fully into account by the markets . 

We don’t believe there is anything in the fundamental picture for commodities that has 
changed in the first two weeks of 2007 . Our view is that we are in the midst of a short 
term correction . Those who adopt leverage should be worried . Those who don’t can 

HAS THE MATADOR SLAIN THE COMMODITY BULL? | JANUARY 2007
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afford to be patient . We believe patience will be aptly rewarded here . In the long run, 
it will be real end-use demand for commodities that will matter . On that front, the story 
for commodities that China, India, and other developing economies will need is far from 
over . 

Every now and then the astute investor is rewarded with a present – an investment 
thesis that can be bought and forgotten about for a decade . We believe this was the 
case for various commodities at one time or other during this decade . Gold in 2001 . Oil 
in 2004 . Base metals in 2005 . It has been a profitable run so far, but we believe it still 
has several years to go . Although we remain attuned to anything that may change our 
view, unless and until we see evidence to the contrary, the commodity bull will remain a 
cornerstone of our investment portfolio . 
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gold… investment of the decade

Keep It Simple
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For some time now we were miffed by recurring news headlines that the US Air Force 
wants to spend $40 billion on the procurement of 179 aerial refueling tankers . Why on 
Earth, we wondered, does the US government need so many refueling tankers? Well, 
given recent developments, we think we finally figured out the reason! These tankers 
will be needed to refuel the armada of helicopters that are now leaving their respective 
launching pads, courtesy of the Federal Reserve . 

We are, of course, in tongue-in-cheek fashion referring to the current Federal Reserve 
chairman Ben Bernanke’s famous speech in November of 2002 (one that history will 
show to be infamous) in which he alludes to the Fed’s ability to use its printing presses 
to produce a limitless quantity of US dollars, to be dropped on the general populace as 
needed through the use of helicopters .1 Although, in all likelihood, he was also being 
somewhat tongue-in-cheek, this speech earned him the moniker “Helicopter Ben” . The 
name has stuck ever since – and for good reason . It is now unambiguous that this Federal 
Reserve, under Bernanke’s leadership, will stop at nothing to prevent the credit bubble, 
started by his predecessor Greenspan, from imploding into one of the worst financial 
crises seen in decades . The Fed under Bernanke and the US government under Treasury 
Secretary Paulson have made it abundantly clear that they are ready and willing to “do 
what it takes” . Unfortunately, this gives us more a sense of foreboding than it does of 
optimism . 

As we wrote in our January article, “Welcome to the 2008 Meltdown”, the re-pricing 
of risk has resulted in a precipitous fall in the value of almost all financial assets (save 
for government bonds) resulting in a severe capital crisis in the banking system and the 
seizing up of normally functioning credit markets . The impotence of the Fed in dealing 

Here Come The Helicopters
March 2008
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with the crisis thus far is there for all to see . The new initiatives announced by the 
Fed last week are just the latest in a series of “unconventional measures”, involving 
steps not employed by the Fed since the Great Depression . With each iteration of the 
crisis the rules at the Fed change and become increasingly lax . They are now willing to 
lend directly to financial intermediaries that include unregulated nonbanks, accepting 
illiquid collateral of dubious value such as subprime mortgage-backed securities, and 
on extended terms of 90 days when, traditionally, the Fed usually lends on an overnight 
basis to a handful of regulated banks . They are essentially saying: give us your unsaleable 
trash and we’ll give you our government bonds . It’s a whole new level of credit creation, 
but one that clearly shows, in our minds, the desperation that is being felt by Bernanke 
& Co . 

The initial reaction of the stock markets was one of euphoria, believing that the Fed had 
come to the rescue and ‘solved’ the problem . The Dow advanced 3 .6% in one day but, 
as we expected, the euphoria was short lived . For rather than asking the question “What 
impact will these measures have on the market?”, we were asking the more salient 
question “Why did they do it?” Is the financial meltdown getting worse? Was somebody 
going bankrupt? (Answer: yes and yes .) Judging by the magnitude of the Fed’s reaction, 
we concluded that something must be seriously amiss . It was an unprecedented move 
because the financial system is in the midst of an unprecedented meltdown . 

The latest chapter, though by no means the epilogue, of the systemic financial meltdown 
can aptly be called the ‘systemic margin call meltdown’ . Not only do the banks not want 
to lend to each other, but they are also reeling in the loans they already had lent to 
each other . It’s not unlike a bank run or panic except that the banks, not the depositors 
(yet), are panicking that they won’t get their money back from other banks – it adds 
new meaning to the term ‘bank panic’ . This interbank fear was causing a severe 
liquidity crisis . Spreads were widening everywhere . Even the debt of GSE’s (Government 
Sponsored Enterprises), which normally trade at razor thin spreads over treasuries due 
to their implicit government guarantee, were seeing spreads widen to 350 basis points 
above treasuries . It was unprecedented, putting upward pressure on mortgage rates in a 
housing market that was already beaten up . There was a concurrent crisis in auction-rate 
bonds, which we alluded to in our last article, where issuers were paying double-digit 
interest rates because bidders at these auctions literally weren’t showing up . Indeed, 
there was nary a ray of confidence in the entire financial system . Thanks to the monoline 
debacle, the rating agencies had lost all credibility . There were rumours (emphatically 
denied!) that Bear Stearns was going under . The stock markets were flailing . The stage 
was set for the Fed to see what was left to pull from its bag of tricks . 
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It was clear that nothing else the Fed had done up to that point was working . 225 basis 
points of rapid rate cuts (300 basis points as we go to press) clearly didn’t work . Increasing 
the amounts and the frequency of Term Auction Facility (TAF) auctions didn’t work . $100 
billion of term repurchase transactions (repo operations) didn’t work . Moral suasion and 
dovish speeches by Fed governors didn’t work . Frequent consultation and coordination 
with foreign central banks didn’t work . Increasing the amount lent by the Federal Home 
Loan Bank (FHLB) System to the banking industry didn’t work . Increasing the loan limits 
on mortgages that GSE’s such as Fannie and Freddie can securitize didn’t work . Attempts 
by the Fed, beginning in August of last year, to provide liquidity through hundreds of 
billions of dollars of open market operations didn’t work . Nothing was working .

We are of the belief that the latest Fed measures, and all future measures for that matter, 
also won’t work . Although the markets may have bouts of euphoria whenever the Fed 
does something, they invariably turn out to be short lived . For underlying the euphoria is 
the false premise that the Fed can actually ‘solve’ anything . Especially when their solution 
(their one and only solution, regardless of what they call it or what form it takes) is to 
throw money at the problem . Which, ironically, is tantamount to solving a problem with the 
solution that created the problem in the first place! Zimbabwe, and many others countries 
throughout history, have already tried that solution . Guess what… it doesn’t work . Those 
who are in charge of money supply can always ensure that asset prices, and the prices 
of everything else for that matter, always go up . Even though asset prices in Zimbabwe 
are doubtless going through the roof thanks to hyperinflation, it can hardly be called a bull 
market . There is nothing to be euphoric about there . The nation is impoverished . 

We therefore believe the market’s eternal hope for a ‘Fed solution’ is an oxymoron . What 
was lost during the folly of the credit bubble will remain lost . Bad debts are still bad 
debts, whether they are on the books of the banks or the Federal Reserve . At best, all 
the Fed can do is trade one problem for another . Or in this case, delay one problem by 
incurring another, bigger problem . The bigger problem is this case is the fate of the US 
dollar, which is being globally shunned with every move by the Fed . Generosity on the 
part of the Fed cannot be disconnected from major financial implications elsewhere . The 
strict rules the Fed traditionally operates by, such as only lending to regulated banks, on 
an overnight basis, in exchange for high quality marketable securities as collateral, are 
there for a reason – three reasons actually . One is to maintain a sound currency . The 
second (tied to the first) is to control inflation . The third is to dissuade moral hazard . All 
three reasons are currently being flouted . Sadly, sound monetary policy has been thrown 
out the window throughout this entire decade . What’s now being touted as a market 
saving measure by the Fed is simply the furtherance of the same bad policy . 

HERE COME THE HELICOPTERS | MARCH 2008
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The desperation of the Bernanke Fed, and the lengths it will go to “do what it takes”, 
was made abundantly clear over the weekend . It would appear that the Fed has now 
expanded its scope to include being in the business of M&A and private equity financing! 
We would not be at all surprised if they were soon to set up offices on Wall Street . 
The imminent bankruptcy of Bear Stearns had the Fed putting all hands on deck over 
the weekend, pressuring Bear Stearns to accept a Fed-imposed bailout before, heaven 
forbid, the equity markets opened on Monday to the bad news of Bear’s demise . It was 
a scramble but they ultimately succeeded, the clincher being a $30 billion loan to JP 
Morgan as compensation for them taking on some of the questionable ‘assets’ on Bear 
Stearns’ books . It was moral hazard run amok . The Fed has made it clear that it is now in 
the business of ensuring that individual companies don’t go bankrupt . But what is even 
more appalling from our point of view is how the bankruptcy of a relatively small Wall 
Street firm such as Bear Stearns can invoke such a drastic reaction from the Fed . 

It plays into our argument, which we wrote about back in November, that the banking 
system is chalk full of Dead Men Walking – financial companies who are on death row, 
but who are praying for some kind of reprieve from the Fed . As we opined back then, 
the financial world under the various credit bubbles has become so incestuous that it’s 
become almost impossible to deal with the issue of counterparty risk . Furthermore, as 
is already evident, levered losses can sink a financial company in a heartbeat, because 
as asset prices fall the capital of the banking system falls even more . Which means, 
like dominoes, the downfall of even a small firm like Bear Stearns can take the whole 
financial system down with it . Now instead of terms like “too big to fail” to justify Fed 
bailouts, we’re hearing reasons like “too interconnected to fail” . The problem is: they are 
all interconnected!

Perhaps some further light can be shed on this issue by looking at what the banks’ own 
models are saying . Until they were recently changed, so-called correlation models that 
were being used to price CDO’s or collateralized debt obligations (insurance against 
default) were predicting that the odds of one default in the banking system spreading to 
others were greater than 100%!2 In other words, all the banks would go broke if even 
one of them went broke . Because this was deemed to be a mathematical impossibility, 
the banks changed the model! But perhaps the models, as evidenced by the desperation 
of the Fed to prevent the bankruptcy of Bear Stearns, weren’t so wrong after all . Everybody 
is at the mercy of their counterparties… and there is hardly a safe counterparty out 
there . Rest assured that Bear Stearns won’t be an isolated event . It can’t be . When all is 
said and done the Fed will have a lot of bailing out to do . But at what cost?
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Although we have little doubt that the Fed and the government through the Treasury 
are serious about doing whatever it takes, there is little reason for the markets to be 
euphoric . We believe the best they can do is delay the nailing of the coffins . Let’s not kid 
ourselves into believing they have a solution . Their solution is invariably inflation . In the 
meantime, the run on the dollar is turning into a rout . The Fed can guarantee whatever 
it likes, for they have the printing presses to do it . But woe to the depositor who takes 
comfort in being assured that he will get his money back . What will it be worth when the 
helicopters have finished buzzing overhead?

Notes

1 “Deflation: Making Sure ‘It’ Doesn’t Happen Here”, Remarks by Governor Ben Bernanke 
before the National Economics Club, Washington D .C ., November 21, 2002, www .
federalreserve .gov .

2 “Pricing Model for $2 Trillion CDO Market is Broken, UBS Says”, Bloomberg, February 
22, 2008 .
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Allow us to preface this article by saying that we’ll be making no mention of the 
‘manipulation’ of the price of gold . Let’s put that issue aside for now because, in the 
long run, it just won’t matter . We are in the midst of a financial crisis – not just any 
financial crisis mind you, but arguably the worst and most pervasive the world has 
seen in almost a century (second only to the Great Depression… thus far) . In the sea of 
financial assets and currencies that are being decimated the world over, the one true safe 
haven continues to be gold . 

During these times, it is understandable that the prevailing investor sentiment is fear . 
People are fearful of their savings, fearful of their jobs, and especially fearful of risk, 
having just witnessed how quickly a bear market can decimate portfolios . The other 
major factor currently affecting markets is deleveraging . As we all know by now, the 
2002-2007 credit bubble was all about leverage . Leverage in housing and real estate . 
Leverage in the banking system . Leveraged hedge funds . As long as all asset classes 
continued to go up, then leverage was the winning formula . Although such a myopic 
strategy paid handsomely in the short run, the premise of the preceding sentence is, 
of course, false over the longer term . Thus, the winning strategy of yesteryear is now 
a ruinous one, leading to a vicious circle of deleveraging that is gutting the value of 
almost all assets . In this respect, gold is proving to be no exception . On the flip side of 
deleveraging is the frenetic buying of what was on the short side of the leveraged trade, 
namely, US dollars and Japanese yen . As currencies with low interest rates, they were 
borrowed to effect the leverage and are now benefiting from what is essentially short 
covering as leverage is unwound . This is another reason that the price of gold, in US 
dollar terms, is down over the past month – albeit, not nearly as much as other assets 
that were on the long side of the leveraged trade . 

Cash or Gold
October 2008
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That said, we must confess to being perplexed (although far from discouraged) by the 
recent price action of gold . It is not behaving the way one would expect it to behave 
during times of financial crisis; namely, as the consummate safe haven asset of choice 
when all other assets are being shunned . Mind you, gold isn’t performing badly by any 
means . In Canadian and Australian dollar terms the price of gold is at or near all-time 
highs . Such is the case in most of the world’s currencies . Even in Euro terms, the price 
of gold is within 5% of the high it reached earlier this year . But gold has yet to catch a 
wind under its sails in all currencies . Is it really the ‘barbarous relic’, rendered obsolete 
by the stability and prosperity of the paper-based fiat-currency global financial system? 
Laughably, this argument was once used by anti-gold proponents as the main reason 
not to own gold . How quickly things have changed! Today’s financial system, with the 
institution of the central bank at its foundation, has proven to be anything but as stable 
and prosperous as once thought . For the first time in a long while, the very foundations 
of capitalism are being put into question . Once infallible central banks of developed 
nations have become almost irrelevant . The financial markets, even the stock markets, 
are completely ignoring them . Central banks have shown, to their chagrin, that they can 
only solve one problem by causing another . The system is in such a state of disarray that 
the leaders of many of the world’s developed countries, including the US, Britain, France 
and others, are now proposing some sort of massive overhaul in the way the world does 
finance . How it will all play out remains to be seen . Certainly it will involve greater 
government involvement and therefore greater waste and inefficiency . But be that as it 
may, we would not consider any paper-based asset as ‘safe’ right now . Especially not 
currencies, as we will explain shortly . When the markets realize this, the outcome should 
be highly bullish for gold . 

One of the key features of gold, and by gold we mean physical gold (not ETFs, not 
futures), is that it is one of the very few assets that has no one else’s liability attached 
to it . We believe this point is particularly relevant today . At its heart, this financial crisis 
is all about the systematic lack of trust in the liabilities of others . Everybody is worried 
about default/counterparty risk . One example, yet to fully play itself out, is derivatives . 
The fallout in this area could be disastrous, as we’ve written about several times in the 
past, adding fuel to the fire of the global financial rout . But the problem, clearly, is by 
no means only relegated to derivatives . It’s the problem with all financial assets, even 
the traditionally safest ones . Banks don’t want to lend to each other because they don’t 
want an asset that is another bank’s liability . The money markets seized up because 
nobody wanted to own another business’s liability, even over the very short term . Even 
bank deposits, traditionally one of the ‘safest’ assets around, is some bank’s liability and 
therefore a newfound cause for concern . Like it or not, in the financial world everything 
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is someone else’s liability and every financial asset has default risk . Even cash under the 
mattress is someone else’s liability… it’s the liability of the central bank . Which is why 
nobody should be breathing a sigh of relief that central banks are now guaranteeing 
everything . They guaranteed all bank deposits . They guaranteed money market funds . 
They guaranteed interbank lending . But at what cost? As they are wont to do, they only 
traded one problem for another . For what does a government guarantee really mean? It 
means they are the buyer of last resort for other people’s liabilities . It means they are 
ready, willing, and able to print money in any quantity to back the guarantee . It means 
they are trying to solve the problem of default risk by causing the equally nefarious 
problem of purchasing power/inflation risk . (Conversely they could tax their citizenry 
into oblivion, but this would be much less politically acceptable than printing money, 
especially in a debtor nation such as the US .) During times of financial crisis, it is best not 
to trust anybody, especially not the central banks . When even the safest counterparties 
can no longer be trusted, gold should be the asset of choice . It is the only asset that has 
absolutely no default risk whatsoever and, in our opinion, it is the only true safe haven 
asset . 

For now (though we believe it a temporary state of affairs) the markets seem to believe 
that cash is king . They are still content to own paper in times of trouble, particularly US 
dollars and US Treasuries . But such confidence is misplaced, for many reasons . In the 
current environment, deflation à la the Great Depression is highly unlikely . Ben Bernanke, 
the head of the Federal Reserve, is already on record as saying deflation cannot happen, 
using the helicopter drop analogy to prove his point . Under a fiat currency system this 
is true enough, and made abundantly clear with the central banks assuming the role 
of buyer and guarantor of last resort . But regardless of what the central bank does, 
we believe the fundamentals have never looked worse for the US dollar . On top of the 
money to be spent bailing out the financial system (at least $1 trillion… likely $2 trillion 
and more), there is also the recession to deal with . Even during the best of times the US 
government ran sizable deficits, in the worst of times these deficits will go through the 
roof . Going forward they could easily exceed $1 trillion per year . Then there are the social 
security and medicare payments the US government has promised to baby boomers, 
that will begin to escalate exponentially as they begin to retire starting this year . The 
present value of these obligations, according to the 2007 Financial Report of the United 
States Government, is $41 trillion using a 75-year horizon and $90 trillion using an infinite 
horizon .1 We stress that this is present value, which is like compounding backwards . It is 
the amount of money that needs to be set aside today in order to meet the obligation in 
the future . It’s not a long run problem anymore . It’s here and now . 

CASH OR GOLD | OCTOBER 2008
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For the above reasons, we believe the current flight to US dollars is a knee jerk reaction 
that won’t have staying power . When asset prices fall, people take comfort in the fact 
that one US dollar will always be worth one US dollar . But this stability is only illusory . 
The real question should be, what will one US dollar be able to buy in the future? Is a 
sub-4% yield sufficient to preserve wealth over the next 10 years? Much less, is a 2 .7% 
yield likely to preserve wealth over the next five? We find it highly unlikely, especially in 
this environment where the Federal Reserve is throwing everything it’s got at the crisis . 
We believe the next leg of the crisis will see people becoming fearful of cash and bonds . 
Although, to date, the US dollar has fared relatively well versus other currencies, in the 
long run we believe it’ll fare relatively poorly versus gold . 

In other countries, people would have done well, as this crisis was unfolding, to be 
fearful of cash . In Iceland for example, where the krona has been devalued by 80%, 
people are probably wishing they had owned gold . All over the world, countries are 
experiencing violent currency movements . The Brazilian real and the Mexican peso have 
lost a third of their value in the past three months . Even in relatively developed countries, 
like South Korea, the won has lost a third of its value . There is a currency crisis unfolding 
in Eastern Europe right now, with many currencies down 20% versus the Euro in a single 
month . This is causing considerable hardship in countries like Hungary, where people 
took out loans and mortgages in foreign currencies in order to avoid high interest rates .2 
The cost of repaying those loans is now significantly higher than what they anticipated . 
There are huge swaths of the world where cash has proven to be anything but safe . 
They are all wishing they bought gold . We believe that holders of US dollars will soon 
be wishing the same thing . 

With gold coins in a physical shortage and selling at a premium to spot, there is evidence 
that investors are starting to flock towards gold . It won’t take much buying to catalyze 
the price of gold . At today’s price, the total amount of gold ever produced is worth only 
$3 .5 trillion, a mere drop in the bucket compared to the world’s financial assets which, 
financial crisis notwithstanding, still total somewhere in the neighbourhood of $100-
$150 trillion . If some of these paper assets were to be redistributed to gold – nothing 
would be more prudent – then the recent drop in the price of gold presents a tremendous 
buying opportunity for the astute investor .

Notes

1 “Fiscal Year 2007 Financial Report of the United States Government”, US Government 
Accountability Office, www .goa .gov, p . 131-132

2  “Lean Times, Tough Steps in Hungary”, Wall Street Journal, October 23, 2008
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gold… investment of the decade

What are phrases that connote safety? Two that come to mind are: “Like money in the 
bank” or “As safe as houses” . Given events of the past year, these two phrases no longer 
seem to hit the mark, do they? These days, the one word that signifies safety is “gold”, 
being far safer than both cash and houses . It therefore stands to reason that a more 
accurate phraseology would be “Like gold in the safe!” or “As safe as gold!” Yes, the 
barbarous relic is back… and with a vengeance . 

As our readers may have already surmised, we like gold around here, and evidence 
suggests the world is beginning to like it more and more too . We therefore hope our 
readers can forgive us for harping on the same theme over and over . For the past seven 
articles including this one, the subject of gold has been a dominant theme, if not the 
prevailing theme in four of these articles; namely, “The Phony Express” (August 2008), 
“Cash or Gold” (October 2008), “Surviving the Depression” (December 2008), and now 
“As Safe as Gold” . Although we may seem obsessed, there is a method to our madness .
 
Not coincidentally, the past seven months have also coincided with the worst financial 
crisis the vast majority of us have ever seen in our lifetimes, as well as the worst global 
economic contraction the world has seen since the Great Depression . As we wrote in our 
previous article, “So You Think 2008 Was Bad? Welcome to 2009”, the world is currently 
in an environment where weakness only begets more weakness, and furthermore, the 
olden days of economic prosperity through endless credit creation are likely never 
coming back . That’s right; we believe there has been, and will continue to be, a paradigm 
shift in the way financial markets function going forward . We believe this last point is 
a very important distinction to make – one that fundamentally distinguishes the current 
environment from a run-of-the-mill recession . The implication is that current government 

As Safe As Gold
February 2009
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policies, which are all focusing on bringing the olden days back (this time through 
endless government credit/debt creation) are in fact ruinous strategies that will have 
dire implications for financial stability and investment portfolios going forward . 

If one believes the above (indeed, it seems increasingly difficult not to), then it should 
go without saying that, from an investment perspective, these are extremely challenging 
times . It has become very difficult to preserve wealth, let alone create it . Just like a 
rising tide lifts all ships, a receding tide tends to ground them one and all . You could 
have bought almost anything in 2003-2007 and made money (provided, of course, you 
got out by the beginning of 2008!) Likewise, right now you can buy almost anything 
and lose money . Those who have been “bargain hunting” on the way down have been 
taken to the cleaners . There was a time not that long ago when big bank stocks were 
considered conservative and ‘safe’ investments . Today this notion seems laughable . 
Bank stocks are now the biggest dogs on the planet – the common equity of which, in its 
current form, will be shown to be completely worthless in our opinion . Thus, buying bank 
stocks remains a sucker’s game – at any price . But there isn’t much solace to be found 
elsewhere . The direction for almost everything, in any industry, remains down . You show 
us an investment and we’ll tell you why it’ll lose money . 

There is one exception, a very rare one at that, and that is Gold . It’s the only investment 
that’s a no-brainer, and is therefore the only investment worth buying right now in this 
financial crisis cum global depression . Recently, the price of gold came within a hair’s 
breadth of matching the all-time highs it saw in March 2008 . This in US dollars no less, 
a relatively strong (or should we say, relatively least weak) currency… for now . Is there 
any other investment near its 52-week high? We think not . As I write this sentence, the 
Dow and the S&P 500 are both at fresh 12-year lows . Even all-mighty US Treasuries 
have been beating a hasty retreat over the past two months, with the yield on the 10-
year rising more than 120 basis points, likely signaling the end of the temporary (and 
misplaced) enthusiasm the world had for US government bonds . Meanwhile the price 
of gold, in the vast majority of the world’s currencies, keeps hitting new all-time highs . 
There aren’t many investments out there that can make that claim . We bet the people of 
Hungary, Poland, and Russia wish they owned gold instead of the forint, zloty, or ruble .
 
All financial assets and fiat currencies are somebody else’s liability . Increasingly, this 
‘somebody else’ is having a harder time of it, making all liabilities increasingly onerous to 
meet . This day and age, no investment is safe . Counterparty risk abounds . There is but one 
exception: physical gold . Physical gold has nobody else’s liability attached to it . Short of 
outright theft, there is absolutely nothing that can occur, neither default nor debasement, 
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that would render your physical gold worthless . There is absolutely no policy decision 
that governments or central banks can make, short of outright confiscation, that could 
make you worse off for owning gold . Quite the contrary, gold is the perfect insurance 
against the inevitable and immutable stupidity of governments and central banks . In our 
opinion, it’s the safest investment there is right now . Safer than money in the bank, safer 
than houses, and far safer than any government promises . 

Lest one is not yet convinced of the stupidity of government (and yes we do mean all 
governments, even those with popular and charismatic leaders), one need only take 
a gander at the latest Obama budget . On top of having the inane title, “A New Era 
of Responsibility: Renewing America’s Promise”, the document is chock full of grossly 
overoptimistic assumptions, that show a government in abject denial of reality . Firstly, 
they project GDP growth of –1 .2% for this fiscal year, i .e . a mild recession . Based on the 
huge negative revision to 4th quarter GDP just released (which, incidentally, is the first 
quarter of this fiscal year), for the budget’s projection to be even close implies that the 
US is already out of recession this quarter and will grow strongly for the remainder of 
the year! Absolute nonsense, but it gets even more ridiculous . The budget then projects 
strong economic growth next year of 3 .2%, to be followed over the next three years 
by real GDP growth of 4 .0%, 4 .6%, and 4 .2% up to fiscal 2013 . After this period of 
superlative growth under Obama’s watch, the economy will then return to a ‘normal long 
term growth rate’ of 2 .6% per year thereafter . All told, according to the budget, for the 
six years 2008-2013 inclusive (a period that includes a severe global financial crisis and 
a once in a lifetime global depression) the US economy is projected to grow a cumulative 
17 .1% which, moronically, is even greater than it would have grown if it grew by the 
‘long term growth rate’ of 2 .6% over this six year period (16 .6% cumulative) instead . In 
short, the depression, the financial crisis and the banking catastrophe are good for the 
economy!! The US is projected to grow by more with them than it would have grown if 
they had never happened in the first place . Truly mind boggling logic! 

The truth, for those who care to see it, is that depressions and banking crises are not 
good for the economy . Nor do historic declines such as those being experienced bounce 
back anytime soon . It took until World War 2, ten years later, for the US to get out of the 
depression that started in 1930 . Japan still hasn’t recovered, and won’t likely recover 
for a long time to come, from its depression that started soon after its stock market 
and credit bubble crashed in 1990 . Japan’s GDP today is essentially unchanged from 
what it was in 1992 . That’s 16 years of economic malaise, and counting . In our opinion, 
one of the strongest cases that can be made for gold is the fact that the government of 
the world’s reserve currency is living in La-La land, with policies and beliefs that are a 

AS SAFE AS GOLD | FEBRUARY 2009
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negligent denial of reality, and racking up debts that are well beyond their ability to ever 
repay . 

The US government is bankrupt, just like Citigroup, just like AIG, just like Fannie Mae . 
Citigroup, AIG, Fannie Mae, and countless others are being kept afloat only by the good 
auspices of the US government . Under whose good auspices will the US government be 
kept afloat? The US taxpayer? Don’t count on it . The government has no assets . All they 
have is borrowing and taxing power, the former being based on the latter . But the taxing 
powers of government are useless during a severe economic contraction . It’s like taking 
blood from a stone . When everybody’s income is down, what is the government supposed 
to tax? Furthermore, instead of reporting capital gains, people will be reporting capital 
losses, and asking for tax refunds . The government’s huge spending spree is coinciding 
with a precipitous fall in tax revenue . The projected $1 .75 trillion deficit for fiscal 2009, 
a deficit that is over 12% of GDP, is double the size of any deficit as a percentage of the 
economy post-World War 2 . Even this mind-boggling deficit is based on the assumption 
that we are in a mild recession, with strong growth to follow over the next several years . 
Not only is it a pipedream, it is ruinous . Rather than adopt austerity measures, as any 
government should during times of financial crisis resulting from over-indebtedness, the 
government is doing the exact opposite, spending beyond their means, and increasing 
the indebtedness of their citizenry even more . In and of itself, the massive bailouts and 
deficits incurred to ‘save’ the financial system will be a huge anchor on economic growth 
going forward . Even if the depression were to miraculously end tomorrow . 

When we say gold is the only investment, we need to qualify this opinion . We mean 
physical gold: gold bars in the vault or gold coins . This is a very important distinction 
to make . Anything else is just another derivative, and thus subject to counterparty risks 
just like any other financial asset . Recently, the gold exchange-traded fund (ETF), as 
represented by the ticker GLD, has become a very popular investment vehicle for those 
looking to invest in gold . This ETF is now purported to hold over 1000 tons of gold, having 
reportedly bought 220 tons in January alone . At this rate, GLD is effectively buying all the 
gold that is being produced at any given time . That’s just one ETF . Being gold investors 
ourselves, we know the difficulties involved in taking physical delivery of gold . To buy 
physical gold in that quantity in that short a timeframe would be a significant market-
moving event . Did they really buy that much physical gold? Furthermore, is all that gold 
tucked away in some vault? Maybe it is… or maybe it isn’t . GLD is a complex legal 
structure, with the Bank of New York as the trustee, and HSBC Holdings as the custodian, 
and a chain of subcustodians and sub-subcustodians, many of which are banks that are 
known to actively lease gold . In our opinion, owning physical gold is very different from 



69

owning a lease-receivable . If any of the numerous counterparties were to default, it 
could be very difficult for GLD to actually get the gold it is purported to own . We’re not 
saying that it’s a fraud . It’s a structure whose price is meant to legitimately track the price 
of gold . That said, in our opinion, an ETF is not a substitute for owning physical gold . It 
defeats one of the main reasons to own gold during these times; namely, the fact that 
gold is nobody else’s liability . This is not the case with GLD . It is essentially a creditor, 
whose assets are somebody else’s promise . 

Why take the risk? Especially when it will cost just as much, perhaps a little bit more, 
to own the real thing . Don’t settle for a paper asset – a second-rate knock-off . In this 
environment, counterparty risk lurks around every corner . Buy the real thing: GOLD, not 
GLD .

AS SAFE AS GOLD | FEBRUARY 2009
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gold… investment of the decade

As portfolio managers, we are continually faced with the challenge of finding good 
investment ideas for our clients . We are living in challenging times however, and good 
long-term investment opportunities are hard to come by . These days, investors and Wall 
Street analysts get excited when a company ‘beats estimates’ - despite the fact that 
these estimates incorporate large revenue and earnings declines from previous quarters . 
In many cases, the ‘earnings’ are actually losses brought on by falling consumer demand . 
This leads to a vicious cycle wherein lower revenues lead to layoffs, which in turn lead to 
less consumer spending and lower revenues . We have written at length about our views 
on the world economic situation: the fact that governments have been busy bailing out 
the financial system, have not placed enough attention on fixing the real economy and 
that economic indicators point to a depression . Please refer to the following Markets at 
a Glance articles: “So You Think 2008 Was Bad? Welcome to 2009”, January 2009 and 
“It’s the Real Economy, Stupid”, July 2009 .

The double impact of the mushrooming U .S . fiscal deficit and the Fed’s Quantitative 
Easing policy is seriously threatening the value of the U .S . dollar . Other countries are also 
experiencing severe economic slowdowns and government deficits, and are turning to 
the printing presses in order to cope with their burgeoning liabilities . Foreign investors, 
such as China, are becoming increasingly alarmed at the potential for their foreign 
currency reserves to drop in value and are looking to hard assets as an alternative to 
financial assets . While fiat currencies can be created in unlimited amounts (i .e . printed), 
gold preserves its value due to supply constraints . For a complete discussion on the 
reasons to own gold please read John Embry’s “Reasons to Own Gold” . 

Gold... The Ultimate Triple-A Asset
August 2009
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We first invested in gold in 2000 . At that time there was little interest in the sector: 
central banks were sellers of reserves and big mining companies hedged out their gold 
production . The situation is vastly different today . This year European central bank gold 
sales are setting a record low since 1999, with only 140 tonnes sold so far out of the 
500 tonne maximum .1 There is new demand from ETF’s, such as the SPDR Gold Trust, the 
iShares COMEX Gold Trust and the Central Fund of Canada . There is also high profile 
institutional demand . Greenlight Capital Inc .’s David Einhorn, for example, recently 
stated that the US$5 billion hedge-fund firm bought shares in the SPDR Gold Trust, 
making it its biggest holding (he subsequently switched out of the shares into physical 
bullion) .2 Northwestern Mutual Life Insurance Co ., one of the largest life insurers in the 
U .S ., bought US$400 million of gold for the first time in the company’s 152-year history . 
Northwestern’s CEO was quoted saying that “the downside risk is limited, but the upside 
is large” .3

Investing in gold has worked well over the last eight years – the price of gold has 
appreciated 17% per year on average, outperforming both silver and oil . It was one of 
the only investments that generated a positive return in last year’s meltdown . Because 
we believe the gold price is going higher, we have been increasing our exposure to 
junior mining stocks, which enjoy more leverage to the spot gold price than their large 
capitalization peers . Indeed, junior mining stocks have performed exceptionally well 
since the lows they experienced in the Fall of 2008 . The Sprott Gold & Precious Minerals 
Fund (Series A), managed by Charles Oliver and Jamie Horvat, appreciated 49 .02% in 
the seven months to July 31, 2009, driven by small and mid caps (1YR: -8 .72%; 3YR: 
-10 .67%; 5YR: 4 .79%; Since Inception on Nov . 15, 2001: 17 .98%) . The Fund significantly 
outperformed the S&P/TSX Global Gold Index, which was down 1 .45% over the same 
time frame .

Rob McEwen, the founder of Goldcorp and a well-known gold investor, created the 
McEwen Junior Gold Index to track the performance of the juniors vs . the senior 
producers and the price of gold . The graph below illustrates the relative outperformance 
of the small cap sub-sector in 2009 .
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 Source: www .mcewencapital .com

Despite the recent outperformance of the small caps, we still see many opportunities for 
outsized returns . We look for under-followed companies that we can foresee generating 
significant earnings in the future at current gold prices . Below we provide some names 
that we have recently added to our portfolio along with their potential earnings in 2011 
using US$950 gold:

Price at July 31, 2009 2011 Earnings Estimate4 2011 P/E Multiple
 CGA Mining Ltd. $1.46 $0.34 4.3 x
 Lake Shore Gold Corp. $3.24 $0.35 9.3 x
 La Mancha Resources $0.93 $0.22 4.2 x
 Medusa Mining Ltd. A$2.69 A$0.57 4.7 x
 Norseman Gold Plc A$0.70 A$0.23 3.0 x

As can be seen from the table above, these juniors are trading at low price-to-earnings 
multiples . Senior gold producers, on the other hand, are trading at over 20 times their 
2011 earnings . Let us now imagine that the price of gold breaks through the $1,000 level 
and shoots up to $1,200 . How profitable would our junior producers be then?

GOLD . . . THE ULTIMATE TRIPLE-A ASSET | AUGUST 2009

McEwen Gold Index at July 31, 2009
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For a 26% rise in the gold price, earnings could potentially increase by 40% to 70%, 
demonstrating the tremendous leverage available in the junior sector . We are excited 
about the prospects for these companies and provide a brief discussion of each below:

CGA Mining Limited (TSX: CGA, ASX: CGX): CGA is focused on their Masbate open-pit 
mine in the Philippines . The company has already defined over 7 million ounces with 
plenty of exploration potential remaining . After acquiring the project in March 2007, 
CGA moved quickly to put it into production with the first gold pour taking place in May 
2009 . The current plan is to produce around 200,000 ounces per year, but an increased 
production rate can be achieved through an expansion of the processing plant .

Lake Shore Gold Corp. (TSX: LSG): Lake Shore is an emerging producer based in the 
prolific Timmins mining camp of northern Ontario and Quebec . The company is run by an 
experienced management team and is ramping up production to 200,000 ounces per year 
by 2011 from two 100%-owned mines . Lake Shore also has great exploration potential 
at their Thunder Creek joint venture with West Timmins Mining, where the partners have 
reported multiple high grade intercepts, including 83 .4 meters of 12 .75 g/t . 

La Mancha Resources (TSX: LMA): La Mancha was created in 2006 from the fusion of 
the gold assets of AREVA with exploration properties of La Mancha Resources Inc . We 
are expecting La Mancha’s attributable production in Australia and Africa to increase 
to 150,000 ounces in 2011 . The greatest exploration potential for La Mancha lies at the 
Hassai property in Sudan, where drilling is beginning to outline what could become a 
major gold-copper VMS deposit .

Medusa Mining Limited (ASX: MML, AIM: MML): Like CGA, Medusa is based in the 
Philippines and is operating the high grade Co-O mine . The mine is on track to increase 
production to 100,000 ounces per annum with very low cash costs of US$200/ounce . 
Medusa is aggressively drilling on the property and has recently announced a doubling 
of reserves .

Price at July 31, 
2009

2011 Earnings 
Estimate4 2011 P/E Multiple Increase from $950

 CGA Mining Ltd. $1.46 $0.52 2.8 x 53%
 Lake Shore Gold Corp. $3.24 $0.61 5.3 x 74%
 La Mancha Resources $0.93 $0.36 2.6 x 64%
 Medusa Mining Ltd. A$2.69 A$0.79 3.4 x 39%
 Norseman Gold Plc A$0.70 A$0.40 1.8 x 74%
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Norseman Gold Plc (ASX: NGX, AIM: NGL): Norseman operates Australia’s longest 
continually operated gold mine called the Norseman Gold Project . After undergoing 
operational restructuring in late 2008, the company has been successful at reducing 
costs and increasing production . Norseman has been producing gold at a rate of around 
80,000 ounces per annum, but the company’s goal is to increase production to over 
100,000 ounces by filling capacity at their underutilized mill . 

These five names represent a small sample of the undervalued gold companies we 
currently see in the market . They are trading at a fraction of the multiples attributed to the 
large gold producers . In some cases it is partly due to their status as ‘one trick ponies’, or 
is a reflection of modest production levels or projects that are just starting production . But 
in most cases their cheap valuation is simply due to the fact that they are unknown to the 
generalist investor . We do not believe they will remain so for much longer . 

In addition to low fundamental valuations, we also have M&A activity in the junior gold 
sector heating up . There have been a number of instances recently where shareholders of 
one gold company benefitted from other companies bidding up the value of their shares .

Take Moto Goldmines Ltd . for example . Moto has a large deposit in the Democratic 
Republic of Congo . Due to the country’s political risk and the fact that the company has no 
production, an astute investor could have bought an ounce of gold in the ground for around 
C$20 of Moto’s market capitalization . In June 2009, however, Moto agreed to an all-stock 
business combination with Red Back Mining, and a month and a half later Randgold (in 
partnership with AngloGold Ashanti Limited) stepped into the ring by making a cash and 
stock offer for the company . As we write this article, it appears that Randgold will succeed 
in acquiring Moto and Moto’s shareholders may realize a 60% premium on their shares .

Another example of a ‘bun fight’ for a gold deposit is the story of Kinbauri Gold Corp ., 
whose primary asset is the El Valle gold-copper deposit in Spain . In May, Orvana 
Minerals Corp . announced a hostile all-cash C$0 .55 offer for Kinbauri, representing a 
39 .2% premium at the time (the offer was contingent on Kinbauri backing out of a partial 
sale of El Valle to Glen Eagle Resources Inc . announced in April) . Enter ATW Gold Corp ., 
announcing in July a letter of agreement to combine with Kinbauri . The proposal was a 
stock transaction, implying a value of C$0 .85 per share at the time of the announcement . 
Orvana promptly countered with a C$0 .75 all-cash offer, essentially forcing ATW out of 
the game . The bottom line? If you bought Kinbauri stock at the beginning of May, you 
could have realized a close to 90% return on your investment in three months .

GOLD . . . THE ULTIMATE TRIPLE-A ASSET | AUGUST 2009
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We could also discuss how competing offers for Dioro Exploration from Avoca Resources 
Ltd . in April and from Ramelius Resources at the end of July have doubled Dioro’s share 
price, but we trust that our readers understand our point: quality gold deposits are 
scarce . It is therefore easier and cheaper to buy growth rather than to find and develop it . 

In summary, we believe in gold . It has worked as a wealth creation strategy and we 
believe it will continue to do so . There is new investment demand from investors wanting 
to diversify away from paper assets . While some stocks remain cheap, the sector is 
being brought into the limelight by growing M&A activity . Our strategy is to buy bullion 
and undervalued producers and explorers with leverage to the gold price . 

Notes

1  Harvey, John (July 29, 2009) . Reuters: Cenbank sales under gold pact well below limit: 
WGC . Retrieved on July 31, 2009 from: http://af .reuters .com/article/investingNews/
idAFJOE56S0CJ20090729 

2  Kishan, Saijel (July 14, 2009) . Bloomberg: Greenlight holds Bullion, Buys reinsurance 
stocks (Update1) . Retrieved on July 31, 2009 from: http://www .bloomberg .com/apps/
news?pid=20601213&sid=arz6MqVbTVBs# 

3 Frye, Andrew (June 1, 2009) . Bloomberg: Northwestern Mutual makes first gold buy 
in 152 years (Update2) . Retrieved on July 31, 2009 from: http://www .bloomberg .com/
apps/news?sid=ajf0L9wTPq6Y&pid=20601087

4  Earnings estimates based on reports from the following securities firms: BMO Capital 
Markets, Euroz Securities Limited, Northern Securities, Ocean Equities Ltd and 
Wellington West Capital Markets Inc .
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gold… investment of the decade

The US dollar (USD) is the world’s “reserve currency” . This status is arguably the greatest 
privilege enjoyed by the US as an economic entity . Most people don’t appreciate its 
significance . As the world’s reserve currency, the USD is used by other countries across 
the globe to back up their own respective paper currencies . In some cases, it’s as basic as 
a country stockpiling US dollars in their central bank vaults . When asked what supports 
their Pesos, Rubles, or Yen, the powers that be simply point to their pile of US dollars 
as proof of value . Upon reflection, it’s quite obvious how tenuous it is to back up one’s 
currency with a pile of paper issued by another country, but this is exactly how the world 
of international currency has worked for decades . And it has worked quite well…until 
now .

Despite falling 36% since 2001 (as measured by the US Dollar Index (DXY)), it is 
only recently that the US dollar’s ‘world reserve currency’ status has been seriously 
questioned . The media pundits haven’t spent much time discussing this of course, but 
during the week of September 8th to 11th, the DXY actually fell to new 2009 lows every 
single day that week . Over the last six months there has also been a substantial increase 
in anti-US dollar rhetoric from China, Japan, Russia, France, Brazil, and even the United 
Nations . Reading between the lines, it appears the US dollar hegemony has finally 
broken, and what happens next will have major consequences for the global economy .

Chart A (on the next page) illustrates the USD’s value versus other major world currencies 
since 2000 . You will remember that one year ago, following the collapse of Lehman 
Brothers, the USD experienced a strong rally as the world flocked to it as a safe haven . 
Back then, nobody complained about owning US Treasuries – they were the ultimate 
safe asset for anyone looking to park large amounts of capital . Now that the panic 

Safe Harbour No More
September 2009



78

MARKETS AT A GLANCE 1999 | 2014

has subsided, however, the international investment community has begun to question 
that choice . They have watched the US Government abuse its ‘world reserve currency’ 
privilege by printing debt and currency by the boatload . 

To fully understand the debt predicament currently faced by the United States, it’s best 
to look at the numbers . US Government revenues for the 12 months ended August 31, 
2009 were US$2 .2 trillion from all sources ($2,157,940,000,000) .1 According to the US 
Department of the Treasury, the current outstanding debt as of August 31, 2009 is US$11 .8 
trillion ($11,812,870,150,873 .53) .2 To this we must add the unfunded promises that the 
US Government has made to its citizens . While there are no bonds, bills or notes issued 
to support these promises, they represent real commitments that will require US dollars 
to honour them in the future . The National Center for Policy Analysis (NCPA) estimates 
that the unfunded portion of the US Social Security program totaled $17 .5 trillion as of 
June 2009 ($17,500,000,000,000) . The NCPA also estimates that the aggregate unfunded 
promises for Medicare total a whopping $89 .3 trillion ($89,300,000,000,000) .3 Table A 
summarizes this data .

According to the US Treasury department, the current weighted annual interest cost of all 
outstanding US debt (marketable and non-marketable) is 3 .36% .5 Applying 3 .36% against 
$11 .8 trillion equals approximately $400 billion . Paying $400 billion in annual interest from 
revenues of $2 .2 trillion seems reasonable, but if we are to then factor in the cost of the 
US’s unfunded obligations, you can begin to understand the problem they now face . 

Chart A

US Dollar Index Spot Price (DXY)
1999 to 2009 Weekly

Flight to 
Safety

Continued
Decline?
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Because there is little hope of paying for their unfunded liabilities through current tax 
revenues, the Social Security and Medicare promises will undoubtedly require new bond 
issues . You probably don’t need a calculator to realize that the US can never cover the 
debt costs on $118 trillion . Even if the US Government were to spend 100% of their tax 
revenues on debt payments, the absolute maximum they could rationally borrow today 
couldn’t exceed $64 .2 trillion ($2 .157 trillion ÷ 3 .36%) . What is glaringly obvious is that 
the United States’ penchant for increasing its ‘promises to spend’ is directly threatening 
the future viability of the USD . While US politicians brazenly approve future spending 
promises they forget the real costs those promises imply – and there is no feasible way 
we can see those promises being paid for under foreseeable economic conditions . 

Knowing what we’ve discussed above, you may wonder why the world continues to buy 
US debt at all . Normally when countries have attempted to brazenly overspend, their 
currency (or their government debt) has met the wrath of the ‘bond vigilantes’ – rogue 
traders in international bond and currency markets who impose market discipline on 
sitting governments . The most famous example of this was George Soros, who ‘broke 
the Bank of England’ in 1992 when it refused to allow the British Pound to devalue . The 
fact remains that every other country that has attempted to spend as much as the United 
States has been severely punished for doing so . Take Poland for example . Last week, the 
Polish government suffered a devastating blow as a bond offering failed and ended their 
attempts to double their budget deficit . Analysts were recommending that investors sell 
Polish bonds “across the curve”, meaning virtually all of them . Doubling a government 
deficit seems relatively tame in this current orgy of G20 government spending, and yet 
Poland was punished for attempting to do so . Citing Poland’s recent experience, it is 
worth questioning then how the United States is still able to issue bonds under such 

US Government Financial 
Summary

Table A

US Revenue for 12 months ended August 31, 2009 $2,157,940,000,000

Obligations4

Total Outstanding US Debt (August 31, 2009) $11,812,870,150,873

Unfunded Social Security Trust Fund $17,500,000,000,000

Unfunded Medicare Trust Funds $89,300,000,000,000

TOTAL Obligations $118,612,870,150,873

Amount

SAFE HARBOUR NO MORE | SEPTEMBER 2009
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a crushing debt load with no plans to rein in spending . In our opinion, the answer is 
obvious: they have done so through the Federal Reserve’s program of Quantitative 
Easing, which is just a fancy term for money printing .

The Chinese Government, which is by far the largest foreign investor in US Government 
debt, is fully aware of the current situation . As early as February 2009, Luo Ping, a 
Director-General at the China Banking Regulatory Commission, was quoted as saying, 
“We hate you guys . Once you start issuing $1 trillion-$2 trillion…we know the dollar 
is going to depreciate, so we hate you guys but there is nothing much we can do .”6 

This month, Cheng Siwei, a Chinese official said, “If they keep printing money to buy 
bonds it will lead to inflation, and after a year or two the dollar will fall hard . Most 
of our foreign reserves are in US bonds and this is very difficult to change, so we will 
diversify incremental reserves into euros, yen, and other currencies .”7 Recently, China 
has even gone so far as to promote the purchase of gold and silver to its citizens .8 Silver 
bullion is now being advertised on Chinese television as a prudent investment for the 
general public .9 Chinese banks have even planned to sell gold and silver bullion bars in 
four different sizes . This represents a fundamental change in Chinese policy where the 
distribution of gold and silver was once strictly controlled .

So how will this US debt crisis ultimately resolve itself? Let’s consider the options . 
It would appear from our analysis that the spending ‘promises’ are the crux of the 
problem now facing the US Government . If there isn’t enough new capital in the current 
environment to fund new Treasury bill issues (as we argued in “The Solution . . . is the 
Problem”), then there certainly isn’t enough capital to pay for the US’s unfunded future 
obligations . The choices, therefore, are bleak:

1 .  Default on Medicare promises . (Unlikely given the current debate in Washington to  
expand medical coverage .) 

2 .  Default on Social Security promises . (Unlikely given the increasing average age of 
the voting public .)

3 .  Put forward a credible plan to balance the budget . (Unlikely given the most recent 
budget projections .)

4 .  Default on outstanding debt . (Unthinkable)

None of these options are feasible for the US Government . So they realistically only have 
one option left – to print their way out of their debt crisis .
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We keep coming back to the numbers for the US debt, and they don’t add up . Even 
Alan Greenspan, former Chairman of the Federal Reserve, believes that the rising budget 
deficits in the United States are “unsustainable” .10 Because the US Government is 
printing dollars to fund their liabilities, it is highly unlikely that we will ever see a failed 
bond auction similar to that of Poland . The far more likely outcome, therefore, will be a 
US dollar crisis . It is for this reason that we have positioned our hedge funds and mutual 
funds so heavily in precious metals . At the end of the day, when the world finally realizes 
what the US has done to the world reserve currency, international investors will shift into 
an asset that no government can print . In our opinion the US dollar’s status as a ‘port’ in 
the financial storm has officially come to an end . 

SAFE HARBOUR NO MORE | SEPTEMBER 2009
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gold… investment of the decade

World governments just can’t get enough conflict these days . They’ve now resorted to 
battling each other with money printing .1 The devaluation race is in full gear, and it’s 
tough to keep track of who’s winning . It’s been just wonderful for investors, of course . 
In addition to contending with 0% interest rates, they now have to navigate through 
increased currency volatility and uncertainties associated with potential inflation . Gold 
and silver are benefitting greatly from this ‘currency war’ as investors seek safe harbor 
in hard money . We can’t say we’re surprised to see gold and silver where they are, but 
it has been surprising to witness just how willing and open governments are to blasting 
their own currencies down in value . Although we have complete confidence that the 
economists at the world’s various central banks know exactly what they are doing, we’re 
content to own precious metals investments in the meantime until such a day arises 
when the currency war winner is finally announced .

Just to make sure you’re up to date in currency war news, the most recent devaluation 
shot was fired by the Federal Reserve on August 17, 2010, when it initiated its 
permanent open market operations (POMO) to stimulate economic activity . The central 
bank announced its intention to reinvest the proceeds of its maturing mortgage-backed 
security holdings back into Treasury bonds . Combined with recent comments by the 
Federal Open Market Committee (FOMC) on increasing the US inflation rate (through 
money printing), world governments have been coerced into action . They’ll be damned if 
they let the US devalue against their own respective currencies and slam their exports, 
so everyone’s devaluing in tandem . It’s literally a “race to the bottom”, with all major 
currencies on the potential fiat currency chopping block . 

Bonfire of the Currencies
October 2010
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By our count, no less than 23 separate countries have now intervened in the foreign 
exchange market in some way since September 21, 2010 . The goal for all is to increase 
the supply of their respective paper currencies in order to drive them down in value . 
In the cases where countries can’t print outright, they have intervened through capital 
controls or “open mouth” operations (ie . talking down your currency in policy meetings, 
etc .) . Both approaches have significantly increased the currency market’s volatility . 
Japan’s October 5th announcement of a “new fund” to purchase assets ranging from 
government to corporate bonds has forced other countries to pursue the same policy, and 
the world now awaits similar announcements from the United States and UK in the form 
of new Quantitative Easing programs .2

Investors aren’t clueless, however, and many are shifting capital to protect themselves . 
A large number of commodities are now benefitting from the uncertainty created by the 
devaluation race . Gold, silver, oil, copper, wheat, sugar and platinum are all on the run, 
and yet we have no reported inflation! Kudos go to the Central Banks for orchestrating 
that economic miracle . Nonetheless, regardless of what the CPI says, it’s clear that 
investors are proactively preparing themselves for more printing, and gold and silver 
seem to be the most popular choices for investors seeking safe harbor .

If you haven’t participated in gold’s recent rise, don’t fret, because the fun has only just 
begun . While gold and silver bullion have increased by 20% and 32% since January 1, 
2010, respectively, gold stocks as represented by the Market Vectors Gold Miners ETF 
(GDX), the Philadelphia Gold and Silver Index (XAU), the NYSE Arca Gold Bugs Index (HUI) 
and the S&P/TSX Global Gold Index have all trailed gold’s performance for the entire 
year . You wouldn’t expect the senior gold producers to be trailing behind gold in this 
environment . After all, at $1,300 gold, these companies literally have a license to print 
money . What better business is there to be in right now? These are companies that can 
process an ounce of gold for $800 and sell it for $1,300, with virtually no sales risk . What 
other investment sector can boast that kind of margin in this environment?
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Chart A

We believe the gold producers present an excellent investment opportunity right now . 
To explain why, consider the NYSE Arca Gold Bugs Index (HUI) . The HUI is a modified 
equal-dollar weighted index of companies involved in major gold mining . The HUI 
was designed to give investors exposure to near-term movements in the gold price by 
focusing on companies that do not hedge their gold production beyond 1 .5 years . The HUI 
was launched with a base value of 200 in March 1996 and includes some of the largest 
gold mining companies in the world . Despite a 35% increase in the price of gold since 
March 2008, the HUI has barely moved at all . As Chart A illustrates, this gold equity index 
is currently trading at the same approximate level it was when gold was barely over 
$1,000 . The current HUI valuation doesn’t reflect the operating leverage that the $350 
increase in the spot gold price could potentially have on earnings – which brings us to an 
important point that investors often overlook in gold stocks . 

Because of the nature of gold mining’s fixed costs, any increase above the total cost 
per ounce significantly increases a gold producer’s net income on a percentage basis . 
Consider a hypothetical gold producer with cash costs of ~$500 per ounce, which is 
around the industry average . At $1,000 gold, this company generates an EBITDA of $500 

BONFIRE OF THE CURRENCIES | OCTOBER 2010
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per oz per ounce mined . Simple enough . But most mining companies have extra costs on 
top of their operating expenses . For a new gold project these extra expenses will typically 
add another $300 or so per oz . So for every ounce mined, our gold mining company is 
now only generating $200 of margin based on 2009 input costs and $1,000 gold . With 
$1,350 gold, however, and the same cost structure of $500 in operating costs and $300 
in additional costs, our hypothetical gold company has now increased its margin from 
$200 to $550 an ounce, representing an increase of 175%! We don’t believe current 
gold equity valuations reflect this potential margin increase at all, but they soon will .  
A re-rating is just around the corner .

Chart B

The bullish case for gold stocks is even more compelling if you consider the historical 
trend going back to 2000 . Chart B plots the HUI index in gold terms . When this ratio is 
rising, it means that gold companies as measured by the HUI are outperforming gold . 
Conversely, when this ratio falls it means gold is outperforming the HUI . As you can see, 
the recent relative underperformance to gold is not in line with the historical trend . Chart 
B illustrates that gold stocks are currently trading at the same relative valuation they did 
when gold was priced at $313/oz! We were investing in gold stocks in 2003 and did not 
find them to be rich in valuation . We believe this discrepancy indicates that gold stocks 
have a ways to appreciate in order to match the underlying metal’s recent performance .

Source: Sprott Asset Management
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For those readers who are more technically inclined, the HUI Index chart is signaling 
a very bullish uptrend . For a more astute confirmation, we asked our prime technical 
analyst Ross Clark from CIBC Wood Gundy to review the HUI’s technical patterns . Ross 
has always had a very accurate perspective on the gold market in our opinion . As he 
explained to us, “Capitulation in the dollar (October 1st) is generally followed by a low 
in mining stocks within six weeks . When the HUI is pushing through to new highs (as 
seen this month) it is normal for it to pause, making a three to four week correction . If it 
holds in the mid 400’s we can look forward to a three to four month run with an 80% to 
90% rise (emphasis ours) . This targets the upper 800’s in the HUI by the end of the first 
quarter .” It is very rare to have fundamental and technical analysis align to predict such 
a strong move in an equity sector .

Now is the time to own gold stocks . Most gold companies will report their Q3 earnings 
at the end of October . Due to a higher year-over-year average spot gold price (which has 
increased 27 .8% to $1,228/oz in Q3 2010 vs . $961/oz in Q3 2009), virtually every precious 
metal company is forecast to exhibit substantial net income growth . These fantastic net 
income results will be augmented by higher by-product prices (average silver, copper, 
and zinc prices were up 28 .7%, 24 .2%, and 14 .8% year-over-year), which should set the 
stage for banner year-over-year earnings increases . 

One of the best axioms for investing is painfully obvious, but so often forgotten by 
seasoned investors: it’s all about earnings . Earnings are what drive stock prices over 
the long term . Investors seek out earnings growth wherever they can find it, and we 
can’t think of a single equity sector that exhibits better year-over-year earnings growth 
potential than the gold producers . Despite the buzz you’ve heard about gold and silver 
over the last two months, the stocks haven’t caught up . We expect that to change over 
the next two quarters as investors realize how much stronger gold producers’ earnings 
will be at $1,350 gold . As countries decide to burn their currencies in the devaluation 
race, gold has responded, and now it’s the producers turn to perform . We’ll gladly take 
the earnings .

BONFIRE OF THE CURRENCIES | OCTOBER 2010
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2  Ishiguro, Rie (October 5, 2010) “FACTBOX-BOJ to set up fund to buy JGBs, corporate 
debt” Reuters . Retrieved on October 22, 2010 from: http://www .reuters .com/article/
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gold… investment of the decade

Regular Markets at a Glance readers may have wondered why we remained so silent on 
the subject of silver over the last several months . Considering the significant exposure 
we have to silver as a firm, we can assure you that it wasn’t for lack of desire to share our 
views, but rather due to strict solicitation restrictions imposed on us by the cross-border 
listing of Sprott Physical Silver Trust (PSLV) this past October . It therefore gives us great 
pleasure to finally share our views on silver with you .

We have included two separate articles in this issue of Markets at a Glance: the first 
was written back in June 2010, and contains the information we used in the prospectus 
for the PSLV . The second is an update article written this past month that discusses new 
developments in the silver market and confirms our views on the metal . We urge you 
to read them both in order to understand our investment thesis for silver, and we hope 
they compel you to take a much closer look at silver as a long-term investment . Silver’s 
dramatic rise over the last two months is no fluke - it’s the result of a compelling supply/
demand dynamic within a unique market structure . We hope the following articles convey 
our enthusiasm for “the other shiny metal” as an exceptional investment opportunity .

The Double-Barreled Silver Issue
November 2010
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The Silver Lining

No matter how complex our financial system becomes, the economic axiom of supply 
and demand will still apply . If the demand for an asset outstrips supply, the price of 
that asset will appreciate . The challenge in finding supply and demand imbalances in 
today’s market often lies in judging the quality of market data available – it frequently 
isn’t even close to being accurate . If the numbers don’t show the imbalances, it’s tough 
for investors to determine if the market price accurately reflects the market dynamics . 
Nowhere is this more prevalent than in the market for silver .

While gold dominates the headlines, the silver market actually enjoys a superior 
fundamental supply/demand story than that for gold, although you’d never know it 
based on the silver demand statistics from the major reporting services . As students 
of the precious metals markets we monitor the numerous metals reporting services 
very closely . According to those services, the silver market has enjoyed a stable supply/
demand balance for almost ten years now . If that’s the case, why has the price of silver 
appreciated from $5 to $19/oz over that same time period? Is the reporting services’ data 
on the silver market truly reflective of silver’s underlying fundamentals? 

Although there are several reporting services for silver market information, GFMS 
Ltd . and The Silver Institute are the most often quoted sources for silver market data . 
While they provide statistics for both silver supply and demand, it is their neglect of the 
“investment” demand category that we find problematic . GFMS and The Silver Institute 
use a category called “implied net investment” to capture the demand for physical silver 
from institutional and retail investors . The definition for “net investment” as defined by 
GFMS is “the residual from combining all other GFMS data on silver supply/demand…
As such, it captures the net physical impact of all transactions not covered by the 
other supply/demand variables .”1 In other words, it is not an observed figure . GFMS’s 
“implied net investment” number doesn’t include any observable demand for silver 
by ETF’s and other reporting entities such as hedge funds - it is merely a plug used to 
balance the supply data for GFMS’s and the Silver Institute’s reporting purposes .2 As we 
delved deeper into the silver market, this realization prompted us to calculate our own 
investment demand statistic .

We present our findings in Table A . While GFMS and The Silver Institute use an implied 
number, we calculated a real investment demand number using a handful of ETF’s and 
two other large private investors, one of which is our own firm . Our demand metric is by 
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no means complete or exhaustive - we only used seven sources of reported investment 
demand, and yet from our informal and incomplete survey we found that GFMS and 
The Silver Institute had underreported silver investment demand by at least 225 million 
ounces! This shortfall doesn’t consider any other investors that may have bought silver 
over the past year, so real demand for silver could be multiple times higher .

Table A

Given its seemingly evident market imbalances, you might wonder why silver hasn’t 
performed better over the last year . The answer, we believe, lies in the way silver is 
priced . The silver spot price is dictated by paper contracts that trade on the COMEX 
exchange in New York . Paper contracts can be purchased “long” or sold “short” . If more 
participants sell “short” than purchase “long”, the paper market price for silver will 
decline . Often these contracts have little to no relationship with actual physical silver, 
and yet they are the most influential contract in determining silver’s physical spot price . 
Go figure .

In studying the silver market we owe a great debt to the work of silver analyst, Ted Butler . 
Mr . Butler has been writing about the silver market for fifteen years and has done much 
to inform investors about the reality of silver’s physical fundamentals . Butler provides 
some insight into the “short” positions that exist in silver today, highlighting the fact that 
the eight largest silver traders currently hold a net short position of over 66,000 contracts, 
representing more than 330 million ounces of silver .11 This means that the eight largest 
COMEX traders are net short the equivalent of 48 .5% of the world’s total annual silver 

THE DOUBLE-BARRELED SILVER ISSUE | NOVEMBER 2010

Holder Silver Holdings in Oz as of December 31, 2009
iShares Silver Trust 3 305,205,951

Central Fund of Canada 4 67,322,479

Zürcher Kantonalbank (ZKB) Silver ETF 5 59,370,000

Sprott Asset Management 6 41,838,539

ETFS - Silver UK 7 23,370,555

GoldMoney 8 20,000,000

Claymore Silver Bullion Trust 9 2,476,400

TOTAL Holdings 519,583,924

Aggregate Implied Investment Demand  
(2000 to 2009)10 293,800,000

Missing Investment Demand 225,783,924

Source: Sprott Asset Management

Real investment Demand for Silver
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mine production of 680 .9 million ounces . None of these traders are in the silver business 
by the way – they’re all financial institutions . In addition, the COMEX silver short position 
held by the eight largest traders on May 3, 2010, represented 33% of total world silver 
bullion inventory, estimated by Butler to be approximately one billion ounces . There is no 
real comparison with gold, as the 24 .5 million ounce concentrated net short position held 
by the eight largest traders represents a mere 1 .2% of the 2 billion+ ounces of world gold 
bullion inventory as reported by the World Gold Council .12 So in comparison to total world 
bullion inventories, the concentrated short position in silver is 27 times larger than that 
for gold . In every comparison possible, the short position in COMEX silver contracts is 
off the charts, and if you think the short positions sound potentially disruptive, you’re not 
alone . In September 2008 the CFTC confirmed that its Division of Enforcement has been 
investigating complaints of misconduct in the silver market . This investigation is ongoing 
and we look forward to its resolution .13

Because we believe the demand for precious metals will continue to increase in this 
environment, we’re always interested to know the total supply available in today’s 
physical bullion market . According to the best estimates from the USGS and current 
mining statistics, approximately 46 billion ounces of silver have been mined since the 
dawn of civilization .14 In comparison, approximately 5 billion ounces of gold have been 
mined throughout history .15 Reading this, a casual observer might conclude that gold is 
currently justified in being worth more than silver based on its relative scarcity . But the 
current price discrepancy ($1,250/oz gold vs $19/oz silver) is misleading .

As mentioned above, there are only 1 billion ounces of silver left above ground in bullion 
form today . That is a surprisingly small number in relation to the 46 billion ounces mined 
throughout history . The reason is due to silver’s consumption in manufacturing . Just like 
other industrial minerals, silver has been consumed in various processes over the course 
of history . Silver’s superiority in heat transfer, conductivity and light reflectivity make it 
unique, and it boasts anti-microbial properties that make it ideal for surgical instruments, 
clothing materials and certain medical applications . The key point to remember with 
all these applications is that once the silver is consumed it is typically never recycled . 
Many of its industrial applications require such small amounts in each surgical tool, 
electronic device or clothing item that it isn’t economic to recover from garbage dumps . 
For comparison, there are currently approximately two billion ounces of gold above 
ground in bullion form compared with the 5 billion ounces of gold mined throughout 
history .16 So despite being more heavily mined over time, silver bullion is now the more 
scarce “precious” metal than gold bullion is from an investment supply perspective .
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This is where the silver story gets interesting for us . At today’s prices you have $19 
billion dollars of silver ($19 x 1 billion ounces) and $2 .5 trillion dollars of gold ($1250 
x 2 billion ounces) above ground in bullion form . The size of the investment market for 
gold is therefore 131 times larger than that for silver . And yet, on a market relative dollar 
basis, investors are actually buying more silver than they are gold today . At today’s 
metals prices, in dollar terms, the US mint has sold approximately three times more 
value in gold than in silver thus far in 2010 coin sales . But there should be 131 times 
more gold sold than silver for the market to stay in balance . None of the largest gold 
and silver investment vehicles reflect the 131:1 ratio, suggesting that investors have a 
disproportionately large interest in owning physical silver .

For example, the largest gold ETF today, the SPDR Gold Trust (“GLD”), is currently ten 
times the dollar value of the largest silver ETF, the iShares Silver Trust (SLV) . Since the 
SLV began trading in April 2006, the GLD has increased by $8 for every $1 increase 
in SLV’s NAV . Again, given the choice, investors are voting with their dollars and 
putting disproportionately more dollars into silver than gold from a relative market 
size perspective . It appears that no investors are anywhere close to buying 131 times 
more gold than silver, which market metrics would suggest if the demand for gold and 
silver were relatively equal – all of which brings us to silver’s ‘supply conundrum’: If 
on the supply side, as Ted Butler calculates, there are only one billion ounces of silver 
left in bullion form available for investment; and if, on the demand side, we were able 
to identify the holders of 500 million ounces spread across a mere seven investors - it 
implies that there is only 500 million ounces of silver left for everyone else to invest in! 
As large holders of silver bullion ourselves, we can tell you that 500 million ounces is not 
that much from a global perspective, and certainly won’t be enough to satiate the world’s 
investment demand for silver going forward . Also let us not forget the large silver short 
position on the COMEX that will almost undoubtedly require the purchase of 330 million 
ounces of silver to eventually cover . Assuming that happens, most of the silver available 
for investment will essentially already have been spoken for .

It also serves to mention that there will be no government silver stocks capable of 
covering this impending supply shortfall . According to the latest audit, the US treasury 
currently has 7,075,171 oz of silver in storage, which is about enough to handle two 
months of silver eagle coin production . If the COMEX silver short sellers are ever forced 
to cover, they won’t be able to lean on the government for a physical bailout .17

Judging by the numbers above, if hedge funds or any other large investor ever decided 
to invest in the physical silver market with the same voracity as they did with gold, the 
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silver price could potentially explode . The existing silver inventory at COMEX is currently 
worth a little more than $2 billion at today’s silver price . We already know that high-
profile hedge fund managers like Soros, Paulson and Einhorn have gold holdings with a 
total value of over $5 billion .18 If that same purchasing power was ever applied to the 
silver market, we could potentially witness a dramatic rise in the silver price and an 
effective clearing of all the physical silver in the COMEX inventory . It deserves mention 
that the SPDR Gold Trust (“GLD”) added almost $5 billion dollars worth of gold in the last 
month alone, and it would take less than half of that GLD gold investment to wipe out 
the entire silver COMEX inventory .

The bottom line for us is that silver appears to be a fantastic investment today . Limited 
supply, strong demand and a potential buyer of almost half of one year’s global mining 
silver output make a great case for owning silver in physical form . Based on our 
calculations, it appears that the silver investment demand statistics published by GFMS 
and The Silver Institute are highly misleading at best . We believe the investment demand 
for silver is multiple times higher than that published, and given the outrageous short 
position in silver on the COMEX, coupled with the unsustainable buying ratios relative to 
gold, the case for physical silver is simply outstanding . As the expression goes, “every 
cloud has a silver lining” . Notice it isn’t a gold lining or a platinum lining . In the silver 
market, the cloud has been duly represented by poor estimations of investment demand 
coupled with large outstanding short positions . That cloud will soon lift, revealing a 
“silver lining” that is far more valuable than it is today .
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All that Glitters is Silver

In the four months since we filed the prospectus for the Sprott Physical Silver Trust on 
July 9, 2010, the silver price has rocketed up 54%, bringing its year-to-date return up to 
a stunning 68% (!!) . Silver has now outperformed all of the other eighteen commodity 
components that comprise the CRB Commodity Price Index on a year-to-date basis . Silver 
has been the indisputable star of 2010, and we have been very long the physical metal in 
many of our mutual funds and hedge funds .

Silver’s performance since June has been influenced by a number of factors . The first and 
arguably most significant development took place on October 26, 2010 when comments 
were released by Bart Chilton of the Commodity Futures and Trading Commission (CFTC) . 
The CFTC is the US government agency that supposedly regulates the US futures and 
options markets . While the CFTC has technically been “investigating” the silver market 
since 2008, it had revealed nothing about its findings for over two years . Everything 
suddenly changed when Mr . Chilton, a CFTC Commissioner no less, publicly stated 
that, “I believe that there have been repeated attempts to influence prices in the silver 
markets . There have been fraudulent efforts to persuade and deviously control that price . 
Based on what I have been told by members of the public, and reviewed in publicly 
available documents, I believe violations to the Commodity Exchange Act (CEA) have 
taken place in silver markets and that any such violation of the law in this regard should 
be prosecuted (emphasis ours) .”1 These comments quickly triggered a flurry of lawsuits 
against the purported manipulators and set the silver market on fire . There are now 
no less than four lawsuits seeking class action status . They all allege that JP Morgan 
Chase & Co . and HSBC Securities Inc . colluded to manipulate the silver futures market 
beginning in the first half of 2008 . The suits claim that the two banks amassed massive 
short positions in silver futures contracts that they had no intent to fill in order to force 
silver prices down for their furtive benefit .

The suits also describe two ‘crash’ events that were set in motion by JP Morgan 
and HSBC, one in March 2008, and the other in February 2010, after the defendants 
had amassed large short positions . The suits allege that COMEX silver futures prices 
subsequently collapsed to the benefit of both banks in the wake of these events .2 The 
fallout from these accusations has undoubtedly increased the investment demand 
for silver, and it serves to remember, as we highlighted in the previous article, that 
investment demand was already understated by at least half by the major silver reporting 
agencies . It will be hard for them to downplay the recent demand increase, as the volume 
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of silver contracts traded on the COMEX market on November 10th set a new record, 
surpassing the previous record set in December 1976 by 57%!3 This increase actually 
forced the CME Group to increase the margin requirements for COMEX silver futures 
twice in one week in order to maintain some semblance of market order .4

Silver coin sales as reported by the world’s major mints have also been exploding since 
Chilton’s comments were made . The US Mint, The Royal Canadian Mint, The Austrian 
Mint and The Perth Mint are all reporting record or near record sales of silver coins .5 
The silver Eagle produced by the US Mint set three new records at various points in 
November: best annual sales, best silver Eagle mintage, and best ever month .6 Money is 
pouring into silver in all forms, and due to silver’s relatively small market size, this capital 
inflow is having a huge impact on the silver spot price .

As we outlined in our Sprott Physical Silver Trust prospectus and our June MAAG article, 
the physical silver market is surprisingly small in US dollar terms . The CPM Group 
estimates that above ground stocks of physical silver total 1 .184 billion ounces in bar 
and coin form, implying a total silver market size of a mere US$33 .15 billion dollars .7 
At the end of 2009, approximately 500 million ounces of that 1 .184 billion were already 
accounted for by the silver ETF’s and other large holders . This left approximately 684 
million ounces of silver available for sale in 2010 . That is hardly enough, in our opinion, 
to satiate demand . 

The money flows into silver in November 2010 have been staggering . Consider the 
investment demand generated from only two sources: the iShares Silver Trust ETF (SLV) 
and US Mint coin sales . The SLV added approximately 18 million ounces of silver in 
November alone; the US Mint sold 4 .2 million ounces of silver coins . If you multiply these 
amounts against today’s silver price of $28, money is flowing into the silver market at an 
annualized rate of $7 .5 billion dollars! At that rate of demand, it won’t take long before 
all the remaining above ground silver is spoken for . 

Silver’s demand profile may also benefit from the outrageous short position that exists 
in the silver COMEX market . The current ‘open interest’ in silver COMEX contracts 
totals an approximate 871 million ounces (!!!) .8 This means there are paper contracts 
for over 871 million ounces of silver that have someone betting ‘long’ and someone 
else betting ‘short’ . In the event that the ‘longs’ choose to take physical delivery, there 
will not be enough silver to supply each buyer . It’s simple math - with only 684 million 
ounces of silver available above ground, there won’t be enough silver to go around . And 
considering the rate with which people have been purchasing coins and silver bars this 
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past month, there may not even be enough physical to satiate regular spot buyers, let 
alone futures market participants . 

Considering all the recent developments in the silver market, it seems unlikely that the 
silver price will stay under $30/oz for long . The large quantity of money flowing into silver 
from investors, combined with the potential demand from those who are ‘short’ silver 
that they do not own, will likely end up swamping the physical silver market entirely .

As our dear friend, Marc Faber, espouses in his book “Tomorrow’s Gold”, an investor 
can do very well by only making a few good investment decisions over his or her career . 
The trick is to make one good investment decision every decade or so, based on trends 
that will last a number of years .9 In our view, owning physical silver and the associated 
stocks represents that type of investment opportunity today . If that seems too simplistic, 
consider that in October 2001 we wrote an article that identified the investment of the 
last decade . It too was just a simple metal . The article was entitled “All that Glitters 
is Gold”, and it was written when gold was still considered a relic in financial circles . 
We believe silver will be this decade’s gold, and judging by the recent price action, it’s 
already off to a great start .

Notes

1  Chilton, Bart (October 26, 2010) Statement at the CFTC Public Meeting on Anti-
Manipulation and Disruptive Trading Practices . U.S. Commodity Futures Trading 
Commission, Speeches & Testimony . Retrieved on December 3, 2010 from: http://
www .cftc .gov/pressroom/speechestestimony/chiltonstatement102610 .html

2  Hagens Berman Sobol Shapiro LLP (November 3, 2010) JP Morgan and HSBC Face RICO 
Charges in Silver Futures Class Action Lawsuit . Retrieved on December 3, 2010 from: http://
www .prnewswire .com/news-releases/hagens-berman-sobol-shapiro-jp-morgan- 
and-hsbc-face-rico-charges-in-silver-futures-class-action-lawsuit-106624128 .html

3  Carlson, Debbie (November 10, 2010) Silver Contract Post Record Volume  
Tuesday – CME Group . Kitco News . Retrieved from: http://www .kitco .com/reports/
KitcoNews20101110KN .html

THE DOUBLE-BARRELED SILVER ISSUE | NOVEMBER 2010

http://www.cftc.gov/pressroom/speechestestimony/chiltonstatement102610.html
http://www.cftc.gov/pressroom/speechestestimony/chiltonstatement102610.html
http://www.prnewswire.com/news-releases/hagens-berman-sobol-shapiro-jp-morgan-and-hsbc-face-rico-charges-in-silver-futures-class-action-lawsuit-106624128.html
http://www.prnewswire.com/news-releases/hagens-berman-sobol-shapiro-jp-morgan-and-hsbc-face-rico-charges-in-silver-futures-class-action-lawsuit-106624128.html
http://www.prnewswire.com/news-releases/hagens-berman-sobol-shapiro-jp-morgan-and-hsbc-face-rico-charges-in-silver-futures-class-action-lawsuit-106624128.html
http://www.kitco.com/reports/KitcoNews20101110KN.html
http://www.kitco.com/reports/KitcoNews20101110KN.html


100

MARKETS AT A GLANCE 1999 | 2014

4  Whittaker, Matt . (November 9, 2010) DJ CME Group To Raise Silver Futures Margin To 
$6,500 From $5,000 . Trading Markets .com . Retrieved on December 3, 2010 from: http://
www .tradingmarkets .com/news/stock-alert/cme_dj-cme-group-to-raise-silver-
futures-margin-to-6-500-from-5-000-1295499 .html, CME Group . (Monday November 
15, 2010) Performance Bond Requirements . Retrieved from: http://www .cmegroup .com/ 
tools-information/lookups/advisories/clearing/files/Chadv10-465 .pdf

5  The Silver Institute . (November 24, 2010) Another Record Year for U .S . American 
Eagle Silver Bullion Coin Sales . The Silver Institute . Retrieved on December 3, 2010 
from: http://finance .yahoo .com/news/Another-Record-Year-for-US-bw-3849546583 .
html?x=0& .v=1

6  Coinnews .net . (November 22, 2010) 2010 Silver Eagle Scores Three Records . 
Coinnews.net . Retrieved on December 3, 2010 from: http://www .coinnews .net/ 
2010/11/22/2010-silver-eagle-scores-three-records/

7  CPM Group . The CPM Silver Yearbook 2009 . (April 2009) John Wiley & Sons . Pg 25

8  U .S . Commodity Futures Trading Commission . Commitment of Traders (COT) Report – 
November 30, 2010 . Retrieved on December 3, 2010 from: http://www .cftc .gov/dea/
options/other_lof .htm . The open interest as of November 30th is 174,328 contracts

9  Financial Sense Newshour with Jim Puplava . Marc Faber, Tomorrow’s Gold – 
Asia’s Age of Discovery . (2003) . Retrieved on December 3, 2010 from: http://www .
financialsensearchive .com/transcriptions/2003/Faber2003 .html

aellis
Table of Contents Button

http://www.tradingmarkets.com/news/stock-alert/cme_dj-cme-group-to-raise-silver-futures-margin-to-6-500-from-5-000-1295499.html
http://www.tradingmarkets.com/news/stock-alert/cme_dj-cme-group-to-raise-silver-futures-margin-to-6-500-from-5-000-1295499.html
http://www.tradingmarkets.com/news/stock-alert/cme_dj-cme-group-to-raise-silver-futures-margin-to-6-500-from-5-000-1295499.html
http://www.tradingmarkets.com/news/stock-alert/cme_dj-cme-group-to-raise-silver-futures-margin-to-6-500-from-5-000-1295499.html
http://www.cmegroup.com/tools-information/lookups/advisories/clearing/files/Chadv10-465.pdf
http://finance.yahoo.com/news/Another-Record-Year-for-US-bw-3849546583.html?x=0&.v=1
http://www.coinnews.net/2010/11/22/2010-silver-eagle-scores-three-records/
http://www.cftc.gov/dea/options/other_lof.htm
http://www.financialsensearchive.com/transcriptions/2003/Faber2003.html
http://www.cmegroup.com/tools-information/lookups/advisories/clearing/files/Chadv10-465.pdf
http://finance.yahoo.com/news/Another-Record-Year-for-US-bw-3849546583.html?x=0&.v=1
http://www.coinnews.net/2010/11/22/2010-silver-eagle-scores-three-records/
http://www.cftc.gov/dea/options/other_lof.htm
http://www.financialsensearchive.com/transcriptions/2003/Faber2003.html


101

gold… investment of the decade

Ignoring real estate, most people invest their hard earned money in paper things . Stocks, 
bonds, annuities, insurance - it’s all paper, and it sits nicely in our bank accounts and 
shows up on our computer screens . Halfway across the world, investors in China and 
India have never trusted paper investments as a store of value - and they’re converting 
their hard earned paper money into gold and silver bullion . Not that this is anything new . 
It isn’t . But the scale and speed with which they are accumulating precious metals IS 
new, and it’s driving the fundamentals that we believe will lead to higher prices in 2011 . 

Demand for the metals is literally exploding in Asia, and it’s creating shortages of 
physical bullion around the world . The statistics are extraordinary . China, the world’s 
largest gold producer, now requires so much of the precious metal (in addition to what 
it already mines) that it imported over 209 metric tons (6 .7 million oz) of gold during the 
first ten months of 2010 . This represents a fivefold increase from the estimated 45 metric 
tons it imported in all of 2009 .1

According to the World Gold Council, Chinese retail demand for gold increased by 70% 
from October 2009 to September 2010, representing a total of 153 .2 tonnes of gold 
imports . Yet, over the same period, the demand for gold jewelry rose by only 8% .2 There 
is a clear trend developing for Chinese investment in gold as a monetary asset, and 
China is buying so much gold for investment purposes that it now threatens to supercede 
India as the world’s largest gold consumer . Chinese demand in 2010 is expected to reach 
approximately 600 tonnes, just behind India’s 800 tonnes .3 To put that in perspective, 
2010 world mine production is forecasted to be 2,652 tonnes, which means China and 
India could collectively lock-up over half of global annual production .

Gold Tsunami
January 2011
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Even more surprising is the increase in Chinese demand for silver . Recent statistics show 
that silver imports have increased fourfold from 2009 to 2010 . In 2005, the Chinese 
exported just over 100 million oz . of silver .4 In 2010, they imported just over 120 million 
oz . This represents a swing of 200 million+ oz . in a market that supplied a total of 889 
million oz . in 2009 - a truly tectonic shift in demand!5

We are seeing widespread evidence of major shortages of physical gold and silver 
bullion across the globe . The Perth Mint recently stated that: “Demand for our coins and 
medallions is strong, but the biggest demand is coming from banks and traders looking 
for kilo bars .”6 Three weeks ahead of Chinese New Year, Asian dealers were reporting 
premiums in mainland Chinese gold exchanges of $23 per ounce .7 Even Jim Cramer 
has acknowledged the current shortage in minted US gold coins, stating on his CNBC 
television show in December that: “As someone who tried to buy U .S . coins in December, 
there was a real scarcity . My dealer reportedly just couldn’t get any coins - tried to sell 
me Australian bullion . Said there was a shortage . Very telling .”8

While Chinese New Year celebrations typically drive gold demand in the month of 
January, there are stronger forces at work here . The Chinese are fighting the resurgence 
of inflation . To protect their wealth, the populace is turning to gold and silver as a store 
of value . Precious metals ownership is a relatively new phenomenon in China, where 
Chinese citizens have only been able to purchase gold freely within the last ten years . 
Ownership restrictions were lifted in 2001 when the Chinese central bank abolished 
its long-term government monopoly over gold . The Shanghai Gold Exchange was then 
created in October 2002 to replace the People’s Bank of China’s gold purchase and 
allocation system, thus ushering in a new era of gold investment in China .9 Investor 
interest in precious metals has increased dramatically since then, and new investment 
products are making gold more convenient to purchase and easier to own . 

One such program recently caught our eye and speaks to the new era of gold investment 
within China . On April 1, 2010, the World Gold Council and Industrial and Commercial 
Bank of China (ICBC) issued a press release announcing a strategic partnership .10 Though 
seemingly innocuous, this press release introduced a completely new investment product 
for Chinese investors: The ICBC Gold Accumulation Plan (“ICBC GAP”) . ICBC GAP allows 
investors in mainland China to accumulate gold through a daily dollar averaging program . 
The minimum investment required is either 200 RMB per month or 1 gram of gold per day 
(equivalent to approximately US$42) .11 Customers may renew the contracts at maturity, 
convert them into cash or exchange them for physical gold . The accounts are perfect for 
investors who want to accumulate gold over the long-term . While gold accumulation 
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plans exist in Japan, Switzerland and other countries, this is a first for mainland China . 
Kudos to the World Gold Council for their efforts in setting up and promoting the program .

The most significant fact related to the ICBC GAP program is how fast it has captured 
the investing public in China . One million accounts have already been opened since the 
program launched on April 1st, resulting in the purchase of over 10 tonnes of gold thus 
far . According to press releases, the ICBC GAP plan was taken up by a mere 20% of total 
depositors at ICBC, and was only launched in select Chinese cities during the test phase . 
The ICBC bank just happens to be the largest consumer bank on earth with approximately 
212 million separate accounts . If we apply some realistic assumptions and arithmetic, it’s 
easy to imagine how large this program could potentially become . 

Suppose, for example, the ICBC GAP plan were expanded to cover all ICBC depositors, 
and also expanded to the next four largest Chinese banks . Let’s further assume that 
the gold purchases within the plan enjoyed the same rate of growth as the test phase 
mentioned above . If we add all these numbers together, it results in gold purchases of 
an extra 300 tonnes of gold per year, or over 10% of the estimated 2010 global gold 
production .

The implications of this burgeoning Chinese demand for the gold market are immense . 
If these predictions prove accurate, the ICBC GAP plan could become the single largest 
buyer of physical gold on the planet . Considering that the program has only been 
launched in one Chinese bank thus far, imagine if it were extended to other institutions 
or other large gold consuming countries such as India, Russia or Turkey? 

Speaking from Japan, the head of the World Gold Council recently commented on the 
early success of the ICBC GAP plan in China: “Here in Japan, it has taken over 10 years for 
the gold-savings account industry as a whole to reach 700,000 accounts . It is impressive 
that only one Chinese bank can exceed that level so easily, within one year, without 
PR or active marketing in-branch .” The World Gold Council does their own arithmetic 
on how much gold the Chinese can consume: “In 2009, per capita gold consumption in 
China was 0 .33 grams, up from 0 .17 grams in 2002 .” Based on this data total Chinese 
gold consumption could range from 1,000 tonnes per year or more .12 This implies that the 
Chinese could consume almost half of the gold produced globally on an annual basis .

The ICBC Gold Accumulation Plan and other alternate methods of investing in gold have 
the potential to overwhelm current supply in the gold market . If a similar program were 
launched for silver accumulation, in the same dollar terms at current prices, it would 
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consume over half of the silver produced each year! In Asia, only physical gold and silver 
will do… and unlike the supply of treasury bills, bonds or paper currencies, the supply of 
physical gold and silver is undoubtedly finite .

We believe Asian demand for physical gold and silver is akin to a tsunami . While 
precious metals prices have corrected on the paper exchanges, the inflation resurgence 
in Asia is quietly driving new, unforeseen levels of physical demand for the metals . While 
the world continues to float on a sea of paper, this massive wave of physical demand 
silently threatens to crash into the physical gold and silver market, potentially wiping out 
tangible supply .
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gold… investment of the decade

Gold’s continuous ten-year rise hasn’t sheltered it from controversy . Despite producing 
consistent returns in virtually all currencies year after year, some market pundits still 
question its validity as an asset class . It’s true that gold doesn’t pay any interest, and 
it’s also true that much of the gold produced throughout history still exists in some form 
today . But these characteristics shouldn’t inhibit it from performing as a monetary asset . 
Cash, after all, doesn’t pay real interest either, and there is more fiat money in existence 
today than ever before . So why does gold still receive such harsh criticism?

We believe much of it stems from a widely held misconception that gold is forming a 
financial bubble . It’s a fairly straightforward view – that gold buyers are merely foolhardy 
speculators buying on a whim with no rationale other than to sell to the ‘greater fool’ at 
higher prices in the future . It’s a view that assumes that gold has no intrinsic value and is 
simply a speculative asset that has captured investors’ imaginations .

We don’t take these views on gold lightly . We’ve seen bubbles before and fully know how 
they end . We have no interest whatsoever in participating in some sort of speculative 
frenzy – that’s a recipe for disaster in the investment business . Thankfully, however, our 
gold investments present no such risk . As our analysis has revealed, gold is actually a 
surprisingly under-owned asset class – and one that has generated far more attention 
in the media than it probably deserves . While its exemplary performance since 2000 
is certainly worthy of discussion, gold simply hasn’t commanded enough investment to 
warrant the bubble fears it seems to have aroused among market pundits and business 
commentators . The truth about gold is that most people simply don’t own it…yet .

Debunking the Gold Bubble Myth
February 2011
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To be clear, a speculative bubble forms when prices for an asset class rise above a level 
justified by its fundamentals . For this to happen, increasing amounts of capital must flow 
into the asset class, bidding it up to irrational levels . Gold may be trading at all-time 
nominal highs, but a look at investment flows proves that it isn’t anywhere close to being 
overbought . 

In their Gold Yearbook 2010, CPM Group noted that in 1968, gold held by individuals for 
investment purposes represented approximately 5% of global financial assets . By 1980 
that amount had fallen to roughly 3% . By 1990 it had dropped significantly to 0 .6%, and 
by the year 2000 represented a mere 0 .2% of global assets . By the end of 2009, nine 
years into the gold bull market that began in 2000, they estimate that gold had increased 
to represent a mere 0 .6% of global financial assets – hardly much of an increase . Gold 
ownership didn’t change much last year either, as we estimate that this percentage 
increased to 0 .7% of global financial assets in 2010 .1 So despite gold reaching record 
nominal highs, the world holds about the same portion of its wealth in gold as it did 
over two decades ago . While this probably says more about the proliferation of financial 
assets over the past decade than it does about gold investment, it is surprising to note 
how trivial gold ownership is when compared to the size of global financial assets . 

The increase in gold ownership from 0 .2% in 2000 to 0 .7% in 2010 is also misleading . If 
you consider the approximate $227 billion that was invested in gold bullion in 2000, that 
level of investment would have grown to $1 .18 trillion, or 0 .6% of financial assets, by the 
end of 2010 - based purely on gold appreciation alone.2 In other words, the actual 
amount of new investment into gold since 2000 represents only 0 .1% of current global 
financial assets, or about $250 billion . Although this number may seem large, consider 
that roughly $98 trillion of new capital flowed into global financial assets over the same 
period, so gold’s approximate 0 .3% share of global investment flows is essentially trivial .3

The 0 .7% ownership data point also has interesting implications for global gold ownership 
going forward . Consider that to return to a meaningful level of gold investment, say to 
the 5% level of 1968, it would require over $9 trillion of gold investment today, or about 
6 .5 billion ounces of gold at the current gold price . This would represent well over 1 .3 
times the amount of gold ever produced throughout history and four times the amount of 
known gold reserves .4,5 So not only is the public relatively underinvested in gold, but at 
current prices it isn’t even possible to increase our gold holdings back to a meaningful 
level .
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Gold’s apparent underinvestment also applies to gold equity financings since 2000 . 
According to our sources, gold companies raised approximately $78 billion of equity 
capital in new financings over the past 11 years .6 To put this amount in perspective, this 
is equivalent to the total amount of equity raised by technology companies in the first 
three months of 2000 .7

To further illustrate the lack of activity in the gold equity capital markets, we compare 
last year’s gold company financings with the technology company financings in the year 
2000 (Chart 1) . Once again, looking at the relative amount of capital market activity in the 
gold equity markets, we find no indication of a bubble whatsoever .

Chart 1

Furthermore, we compiled information on mutual fund flows to get a sense for the 
average retail investor’s appetite for gold equity investments (Chart 2) . We found very 
familiar results in this area as well: compared to the $2 .5 trillion dollars that was 
invested in US mutual funds since 2000, precious metal equity funds have seen a mere  

Source: RBC Capital Markets, Deal Logic, Sprott Asset Management LP
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$12 billion in inflows . If there is a bubble in gold investments, the average retail investor 
hasn’t participated in it .

Chart 2

To truly gauge the level of exuberance (or lack thereof) in today’s gold market, it’s 
beneficial to review equity valuations, since they provide an excellent lens into investor 
sentiment for an asset class . Certainly if a bubble was forming in gold, it would likely rear 
its head in the stock market, where speculative manias have been fleecing ‘greater fools’ 
for centuries . The best gold index to review for valuation is the Amex Gold Bugs Index 
(HUI), which has returned a stunning 674% since 2000 . It is certainly an index that could 
be mistaken for a bubble based on its incredible performance… until one considers its 
relative valuation . In Chart 3 we present a time series chart comparing the price-to-
EBITDA of the HUI vs . that of the Nasdaq Composite since 1998 . Price-to-EBITDA is a 
valuation metric that compares a company’s stock price to its profits before accounting 
for taxes, interest payments, and non-cash charges like depreciation and amortization . It 
is similar to the ubiquitous price-to-earnings (P/E) multiple but allows for a comparison 
across periods where net earnings are negative and P/E ratio’s incalculable .
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Chart 3

Looking at the price-to-EBITDA multiple for the HUI Index we see absolutely no evidence 
of a frothy market for gold stocks . At the current level of 13 times EBITDA, the HUI is 
actually trading below its 15-year average of 14 times . Moreover, valuations for gold 
stocks are currently one-third of the levels reached by the Nasdaq in late 1999 . There 
simply isn’t any evidence of excessive valuations in gold stocks, which is most certainly 
where we would expect the excesses to be most apparent .

Based on our findings, this notion of a gold bubble is patently false . The current 
investment interest in gold relative to other financial assets remains surprisingly low - 
about where it was two decades ago . Moreover, the modest valuations of gold equities 
highlight the absence of unbridled investor enthusiasm for gold investments . The fact 
is, despite all this talk about the gold bubble, the capital flows into gold vis-à-vis other 
financial assets have simply not been large enough to indicate any speculative mania . 
Investors can rest assured that they are not participating in any speculative bubble by 
owning gold . They are merely protecting their wealth .

DEBUNKING THE GOLD BUBBLE MYTH | FEBRUARY 2011
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gold… investment of the decade

You know silver’s doing well when the commentators start giving it the ‘gold’ treatment . 
Silver’s recent rise has been so spectacular that it’s caught many investors off guard . 
It’s natural to be sceptical when you don’t know the fundamentals driving strong 
performance, and many pundits and commentators have been quick to downplay it as a 
result - much like they do towards gold when it enjoys a run . Silver is also an awkward 
metal for them to categorize . Is it a commodity, a monetary metal, or both? And which 
side is driving demand? If it’s industrial demand, that’s ok, because that’s bullish . But if 
it’s investment demand for silver as ‘money’, well then that’s sort of bearish, isn’t it? The 
fact remains that most commentators have failed to grasp the monetary shifts that silver 
is signaling today, and in doing so they’ve failed to appreciate just how high it could 
actually go .

The financial media’s failure to grasp the benefits of precious metals ownership continues 
to perplex us, and it’s not just the commentators who are prone to perpetual disbelief . 
The sell side analysts are equally as irresolute . According to Bloomberg, the ‘expert’ 
consensus silver price forecast for 2011 is $29 .50, representing a 31% discount from the 
current spot price . This same group of analysts also predicts prices will decline another 
25% in 2012 and a further 9% in 2013 to $20 an ounce . When you consider that the 
silver price has appreciated by over 21% annually over the past 10 years, these forecasts 
suggest a very dramatic change in the long-term trend . Will this reversal come true? 
Probably not . These were the same analysts who predicted that spot silver prices would 
average $18 .65 this year - so they’ve missed the mark by over 100% thus far .

Follow the Money
March 2011
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We don’t mean to bash the silver analyst community, and there are several whom we 
highly respect, but it is important for silver investors to appreciate that these price 
forecasts are being plugged into financial models that dictate equity valuations . These 
models are used by traders, bankers, analysts, and portfolio managers to derive valuations 
for silver stocks and create asset allocations for portfolios . To anyone questioning current 
silver equity valuations, we would ask: what price assumptions are you using? Of course 
we as allocators of capital are thankful for this phenomenon, as it allows us to buy our 
favourite silver stocks on the cheap, knowing full well that the herd will be following 
behind in due course as those backward-looking forecasts get ratcheted higher .

How can we be so confident that the price of silver will continue on its upward trajectory? 
Our thesis is premised on the most rudimentary of economic principles – supply and 
demand .

One of the key indicators that we’ve been monitoring is the gold/silver ratio . Much has 
been written about the ratio of late, and we won’t go into great detail on the subject, 
other than to note that the last time money was synonymous with defined amounts of 
gold and silver, the ratio was set at 16-to-one . In fact, for most of the past millennium, 
one ounce of gold would have been convertible to somewhere between 10 and 16 ounces 
of silver - an amount roughly in line with the relative occurrence of each mineral within 
the earth’s crust .1 For the better part of the past century, due to the world’s abandonment 
of bimetallism and then the gold standard, the gold/silver ratio has fluctuated widely, 
twice reaching lows near the 15-to-one mark and a high of 100-to-one back in the early 
1990’s . The most recent high reached in the latter part of 2009 was nearly 80-to-one . 
Since then the ratio has been tumbling to where it stands now at 35-to-one – which 
reflects the incredible outperformance of silver over that time period . In our opinion, 
this ratio will continue to move lower, driven by nothing more than basic supply/demand 
fundamentals .

The US Mint, which is the world’s largest silver and gold coin manufacturer, recently 
reported that it had sold 13 million ounces of silver coins and 370 thousand ounces of 
gold coins on a year-to-date basis .2 This means that the US Mint is now selling roughly 
equal amounts of silver and gold in dollars so far this year . Furthermore, bullion dealers 
like Sprott Money and GoldMoney have confirmed with us that they are now selling 
more silver than gold in dollar terms . For additional confirmation of this investment trend, 
just look at the flows for the two largest gold and silver ETFs . Investors have withdrawn  
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approximately $3 billion from the GLD so far this year while the SLV has seen net inflows 
of $370 million over the same period . Dollar for dollar, investors are allocating as much if 
not more money to silver than to gold . And why shouldn’t they? Silver is much more of a 
“precious” metal than the current ratio of 35-to-one would suggest .

To explain, we must first address mine supply . In 2010, the world mined approximately 
736 million ounces of silver and 85 million ounces of gold .3 The world also produced an 
additional 215 million ounces of silver and 53 million ounces of gold from recycled scrap .4 
Adding both together brings us 951 million ounces of silver and 139 million ounces of 
gold supply, for a ratio of seven ounces of silver to one ounce of gold .

Interestingly, this ratio is very similar to the ratio of available in-situ silver and gold 
reserves . The U .S . Geological Survey estimates that there are current in-situ reserves of 
approximately 16 .4 billion ounces of silver versus 1 .6 billion ounces for gold, or about a 
10-to-one ratio .5

The case for silver is even more compelling when one considers the ramifications of its 
dual role as both an investment and industrial metal . Last year, non-investment demand 
for silver (which includes industrial, photographic, and silverware demand) totaled 
approximately 610 million ounces .6 This represents approximately 64% of primary 
supply, leaving approximately 341 million ounces to satisfy investment demand .7 On the 
gold side, industrial usage totaled 13 million ounces, or about 10% of primary supply, 
leaving approximately 125 million ounces left over for investment demand .8 So, after 
netting out the industrial usage the primary supply left over for investment demand is 
about 2 .7 times that for gold . However, if we convert those ounces to dollars at current 
prices, we’re left with $15 billion worth of silver available for investment versus $186 
billion worth of gold, or a one-to-13 ratio of silver to gold! This means that in terms of 
primary supply, silver only has 8% of the capacity for investment that gold does despite 
having equal if not more dollars flowing into it .

Now, it’s true that another potential source of supply is the very silver that investors 
already own - and at the right silver price these inventories of silver and gold bullion may 
be sold into the market to supplement any supply shortfalls . As we’ve noted previously, 
however, due to decades of underinvestment, the amount of silver bullion inventories 
are actually extremely small, even compared to those of gold .9 Recent estimates 
suggest that reported silver bullion inventories stand at roughly 1 .2 billion ounces versus  

FOLLOW THE MONEY | MARCH 2011
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2 .2 billion ounces of gold bullion, or roughly a 0 .5-to-one ratio .10 To put that amount in 
perspective, consider that at present there is only $52 billion worth of silver bullion/coins 
and over $3 .3 trillion worth of gold in inventory which could potentially be recirculated 
into the market . Converting this to a ratio, you get a one-to-63 ratio of silver to gold 
inventories . So how is silver still priced at 35-to-one?!

All indications lead us to believe that there is now roughly an equal amount of investment 
flowing into silver and gold on a dollar-for-dollar basis . And although the price ratio of 
silver to gold has fallen substantially since the highs of 2009, our analysis strongly 
suggests that this ratio must move lower to restore a fundamental balance between 
supply and demand . Only time will tell how much lower it will go, but we would not be 
surprised to see it hit single digits before settling into a more sustainable equilibrium . 

What the so-called silver ‘experts’ neglect to account for in their models and projections 
is that the fiat money experiment has failed . And in this context, we believe the Market 
has assigned world reserve currency status to gold - not USD, not EUR, and not JPY . In 
our opinion, gold’s continued appreciation vis-à-vis every currency is assured because 
the great flight from fiat has only just begun . Like gold, silver also has a long monetary 
history, and as such, investors are now also buying silver as protection from the ravages 
of fiat currency debasement . Yet, when compared to gold, it is silver that offers the 
most attractive value proposition by virtue of the gross mispricing of its scarcity, which, 
we might add, has existed for many years . Thus, in our opinion, as this new bimetallic 
standard takes root, silver investors will continue to be justly rewarded with marked 
outperformance . We truly believe that this is the investment opportunity of a lifetime, and 
increasingly so, others are taking heed . What is clear to us is that with equal investment 
dollars now flowing into silver and gold, the current 35-to-one ratio is unsustainable and 
has only one direction to go: lower .
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1  Farchy, Jack and Meyer, Gregory . “Americans feather nests with silver Eagles .” 
(March 29, 2011) . Retrieved on April 12, 2011 from: http://www .ft .com/cms/s/0/
fe701e4e-5a1f-11e0-86d3-00144feab49a .html#

2  Unser, Mike . “US Mint Sales: American Eagle Bullion Coins Take Lead .” (April 6, 
2011) . Retrieved on April 12, 2011 from http://www .coinnews .net/2011/03/30/us-
mint-sales-american-eagle-bullion-coins-take-lead/
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Council (February 2011) . Retrieved on April 12, 2011 from: http://www .gold .org/
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6  “Silver Investment the Dominant Driver of a Remarkable 2010 .” The Silver Institute 
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pr07apr2011 .php

7  In our view jewellery demand is considered a component of investment demand

8  “Gold Demand Trends, Full Year 2010 .” World Gold Council (February 2011) . Retrieved 
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gold… investment of the decade

Last week, the HUI Gold Index marked a new all-time high as it surpassed 600 . Recent 
gold equity investors were undoubtedly happy with this move, but for longer-term 
holders, the recent strength is actually somewhat disappointing . If you review the chart 
below, you’ll notice that while the gold price has almost doubled since early 2008, the 
HUI Index has appreciated by a mere 22% over the same period (see Chart A) . If the HUI 
was justified at 500 in early ’08, it should surely be justified at 1,000 today, given the 
appreciation of the gold price over that time . So why have the equities lagged?

Chart A

Gold Stocks: Ready, Set,…
September 2011
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First and foremost: the sell-side’s abysmal gold price estimates . Table 1 shows the 
average gold price that analysts are using to value gold equities today . While the futures 
market is comfortably forecasting a continuation of today’s levels, the majority of sell-
side analysts refuse to update their gold price estimates to reflect its recent strength . 
A rising gold price is normally a bad sign for the broader equity markets, and generally 
indicates a bearish trend . As bears ourselves, we’re completely fine with this, and invest 
accordingly . But the sell-side has difficulty pairing bearishness with new underwriting 
opportunities . It doesn’t mean you have to believe their price forecasts however .

Table 1

Sell-Side Analyst Gold Price Forecasts 

2012 2013 2014

Median 1550 1392 1340

Mean 1602 1476 1340

High 2080 2200 1600

Low 1100 1000 1000

Current Forward Price 1866 1883 1909

Differentials (Median - Current) -316 -491 -569

Source: Bloomberg

The second reason is gold’s volatility . The amount of paper gold and silver contracts that 
trade on the futures and equities exchanges still dwarf the amount of actual physical 
trading that takes place . Paper markets continue to set price discovery – thereby allowing 
for dramatic volatility with little or no influence from actual physical fundamentals . In the 
LBMA market, for example, market participants traded an average 19 .6 million ounces 
of gold PER DAY in July 2011 .1,2 Keep in mind that the total gold mine production in 
2010, globally, was approximately 86 .5 million ounces . Global gold mine production is 
not expected to increase significantly year-over-year, so the LBMA is essentially trading 
a year’s worth of production in less than a week . And this is just ONE market . When you 
add the COMEX futures and gold ETFs, the paper trading volume becomes absurdly high . 
When price discovery is dictated by levered paper contracts with no physical backing, it’s 
extremely easy and relatively inexpensive to jostle the spot price around . The result for 
gold has been many days of extreme downside volatility, despite a strong and consistent 
overall upward trend . Investors don’t like volatility – and the constant whipsawing has 
probably kept many of them away from the gold equity sector as a result . 
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Thirdly – investors still remember how badly gold equities got crushed in 2008 . There was 
a reason they sold off so aggressively however – they were the most profitable positions 
investors owned going into the ‘08 crisis . Gold equities had enjoyed a strong bull trend 
going back to 2001, with the HUI Index appreciating by 980% from its November 2000 
low through to August 2008 . Investor behaviour is fairly consistent – when panic hits, 
you sell your winning positions first . 

Something has changed recently, however . A new divergence has arisen in the precious 
metals equity market – a subtle, but plainly evident shift in recent daily performance . On 
Wednesday, August 10th, for example, the Dow dropped 4% while gold stocks rallied 
3%, for a delta of 7% on the day . That is significant outperformance, and not what we 
have come to expect on an equity market down day . Gold stocks, as represented by the 
HUI Index, also seem to be breaking away from their traditional correlation with the 
spot gold price . On August 29th, spot gold dropped 2 .16%, while the stocks fell by only 
0 .81% . On September 7th, gold fell by 3 .09%, while gold stocks rose by 0 .33% . These 
small differences indicate a new trend forming . While gold’s daily volatility is expected 
to continue, we may be entering a new phase where the stocks react less harshly on gold 
down days, and outperform gold on days of strength .

The gold equities’ recent divergence has played itself out even more prominently against 
the financials, with the HUI Index outperforming financials by a stunning 49% since the 
beginning of July (see Chart B) . As we wrote in “The Real Banking Crisis” two months 
ago, there appears to be a run on European banks, and financial stocks are reflecting that . 
IMF Managing Director, Christine Lagarde, recently confirmed as much in her Jackson 
Hole speech, where she warned about the banks’ need for urgent recapitalization: “They 
must be strong enough to withstand the risks of sovereigns and weak growth . This is 
key to cutting the chains of contagion . If it is not addressed, we could easily see the 
further spread of economic weakness to core countries, or even a debilitating liquidity 
crisis .”3 Investors aren’t waiting around to see if they’ll pull it off, and as the chart below 
suggests, at least some of them have reinvested their former bank equity capital into the 
precious metals sector .

GOLD STOCKS: READY, SET,… | SEPTEMBER 2011
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Chart B

As a side note, Chart C symbolizes the great wealth redistribution that has taken place 
since 2000 . Those investors who have owned precious metals equities have prospered, 
while those who have invested exclusively in the broader equity market or financials 
have little to show for it . We clearly see this trend continuing, and even accelerating, in 
the coming years .

In many of the funds we manage at Sprott, we’ve transitioned out of gold bullion and 
into gold equities to better participate in the continuation of the trend indicated above . 
As long-time investors in this space, we can assure you that the production growth rates 
will be significantly higher in the junior stocks . They continue to trade at discounted 
valuations, and we believe they offer the best opportunity to build exposure . Margin 
expansion is the key metric for this industry, and the market is now acknowledging the 
miners’ improvement in margin capture – which has occurred despite the increase in 
capital and operating costs (see Chart D) . We meet with a large number of gold mining 
management teams on a weekly basis, and based on those meetings, it appears that the 
average cost of producing an ounce of gold today, all in, is now around $800 . At $1,200 
gold, these companies can capture roughly $400 in EBITDA . At $1800 gold, however, 
they’re now capturing $1,000 per ounce in EBITDA - representing an increase of 150% in 
profit margin . That is significantly far above what any other equity sector has been able 
to generate over the past year . 

-40%

-30%

-20%

-10%

0%

10%

20%

30%

HUI Gold Index
KBW Bank Index

1-J
ul 

8-J
ul 

15
-Jul 

22
-Jul 

29
-Jul 

5-A
ug 

12
-A

ug 

19
-A

ug 

26
-A

ug 

2-S
ep 

9-S
ep 

-40
-30
-20
-10

0
10
20
30

-40
-30
-20
-10

0
10
20
30

-40
-30
-20
-10

0
10
20
30

-40%

-30%

-20%

-10%

0%

10%

20%

30%

1-J
ul 

8-J
ul 

15
-Jul 

22
-Jul 

29
-Jul 

5-A
ug 

12
-A

ug 

19
-A

ug 

26
-A

ug 

2-S
ep 

9-S
ep 

Delta: 49%

HUI Gold Index
KBW Bank Index

Source: Bloomberg



123

Amazingly – despite this new reality for gold producers, we are still finding opportunities 
in select gold and silver mining companies that can be purchased today at 2-3 times 
their 2-year-out forecasted cash flow . These multiples are based on the current gold and 
silver spot price, and if these companies hit their production targets, and gold and silver 
continue their appreciation – we may discover that these stocks were trading at less 
than 1 times 2-year-out cash flow today . Having been in the business for many years, we 
can tell you that investing in a stock at 1 times 2-year-out cash flow tends to be a winning 
proposition – let alone in an industry that literally mines the world’s reserve currency out 
of the ground .

Chart C

GOLD STOCKS: READY, SET,… | SEPTEMBER 2011
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Chart D

In our view, gold stocks represent a bona fide growth sector in an otherwise dreadful 
equity market . All other equity sectors are weakening due to sovereign uncertainty and 
the reemergence of soundly weak economic data . The recent disconnect between gold 
equities and bullion isn’t new either . We’ve seen it before over the past decade, and the 
returns generated after previous divergences have averaged around 26% (see Table 2) . 
Given the recent performance correlations, the HUI’s breakout above 600 and spot gold 
now firmly above $1600, we expect this rebound in gold equities to be prolonged and 
much more significant in percentage terms .
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S&P/TSX Gold Index performance (in USD)  
from previous peak divergences

Table 2

Peak Date 1 mo. 3 mo. 6 mo. 12 mo.

1 00-03-29 5 .7% 15 .1% 2 .0% -4 .2%

2 00-11-15 20 .9% 7 .0% 44 .2% 39 .1%

3 02-11-28 18 .2% 11 .2% 16 .4% 70 .2%

4 03-03-12 4 .5% 20 .1% 44 .0% 52 .9%

5 04-06-03 3 .8% 5 .5% 23 .3% 3 .5%

6 05-05-16 17 .4% 30 .8% 37 .0% 103 .6%

7 07-03-13 8 .8% 0 .4% 19 .6% 72 .3%

8 08-04-29 10 .7% 8 .4% -53 .7% -27 .1%

9 08-11-20 55 .7% 79 .7% 96 .4% 140 .0%

10 09-03-02 22 .9% 35 .1% 28 .9% 44 .3%

11 10-03-25 12 .4% 20 .3% 28 .5% 39 .0%

Average 16 .4% 21 .2% 26 .1% 48 .5%

Median 12 .4% 15 .1% 28 .5% 44 .3%

Source: Macquarie Research

Equity investors shouldn’t let $1800 gold dissuade them from participating in precious 
metals equities . The world is still dramatically underexposed to gold, and we firmly 
believe it should represent a higher percentage of investors’ total portfolios today . 
The fact remains that both gold and silver continue to trade well below their inflation-
adjusted highs in nominal terms, and the market is now beginning to acknowledge the 
profit potential that precious metals equities offer at today’s bullion prices . We believe 
the equities will offer more upside than the bullion over time . Many of the smaller names 
are well priced and have momentum behind them . The prospects for gold stocks look 
extremely bright .

GOLD STOCKS: READY, SET,… | SEPTEMBER 2011
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Notes

1  http://www .lbma .org .uk/pages/index .cfm?page_id=50&title=clearing_-_statistical_
table

2  h t tp : / /uk  . f inance  .yahoo  .com/news/Gold- t ransfers - r i se -Ju ly -LBMA-
targetukfocus-2412619597 .html?x=0

3  http://www .imf .org/external/np/speeches/2011/082711 .htm
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gold… investment of the decade

As we approach the end of 2011, the silver spot price has admittedly endured a tougher 
road than we would have expected . And let’s be honest – what investment firm on earth 
has pounded the table on silver harder than we have? After the orchestrated silver sell-
off in May 2011 (please see June 2011 MAAG article entitled, “Caveat Venditor”), silver 
promptly rose back to US$40/oz where it consolidated nicely, only to drop back below 
US$30 within a two week span in late September .1 The September sell-off was partly 
due to the market’s disappointment over Bernanke’s Operation Twist, which sounded 
interesting but didn’t involve any real money printing . Like the May sell-off before it, 
however, it was also exacerbated by a seemingly needless 21% margin rate hike by the 
CME on September 23rd, followed by a 20% margin hike by the Shanghai Gold Exchange 
– the CME’s counterpart in China, three days later .

Figure 1

Silver Producers: A Call to Action
November 2011

Source: Bloomberg
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The paper markets still dictate the spot market for physical gold and silver . When we 
talk about the “paper market”, we’re referring to any paper contract that claims to have 
an underlying link to the price of gold or silver, and we’re referring to contracts that 
are almost always levered . It’s highly questionable today whether the paper market has 
any true link to the physical market for gold and silver, and the futures market is the 
most obvious and influential “paper market” offender . When the futures exchanges like 
the CME hike margin rates unexpectedly, it’s usually under the pretense of protecting 
the “integrity of the exchange” by increasing the collateral (money) required to hold 
a position, both for the long (future buyer) and the short (future seller) . When they 
unexpectedly raise margin requirements two days after silver has already declined by 
22%, however, who do you think that margin increase hurts the most? The long buyer, or 
the short seller? By raising the margin requirement at the very moment the long contracts 
have already received an initial margin call (because the price of silver has dropped), they 
end up doubling the longs’ pain – essentially forcing them to sell their contracts . This 
in turn creates even more downward price pressure, and ends up exacerbating the very 
risks the margin hikes were allegedly designed to address . 

When reviewing the performance of silver this year, it’s important to acknowledge that 
nothing fundamentally changed in the physical silver market during the sell-offs in May 
or mid-September . In both instances, the sell-offs were intensified by unexpected margin 
rate hikes on the heels of an initial price decline . It should also come as no surprise 
to readers that the “shorts” took advantage of the September sell-off by significantly 
reducing their silver short positions .2 Should physical silver be priced off these futures 
contracts? Absolutely not . That they have any relationship at all is somewhat laughable 
at this point . But futures contracts continue to heavily influence spot prices all the same, 
and as long as the “longs” settle futures contracts in cash, which they almost always 
do, the futures market-induced whipsawing will likely continue . It also serves to note 
that the class action lawsuits launched against two major banks for silver manipulation 
remain unresolved today, as does the ongoing CFTC investigation into silver manipulation 
which has yet to bear any discernible results .3 

Meanwhile, despite the needless volatility triggered by the paper market, the physical 
market for silver has never been stronger . If the September sell-off proved anything, it’s 
the simple fact that PHYSICAL buyers of silver are not frightened by volatility . They view 
dips as buying opportunities, and they buy in size . During the month of September, the 
US Mint reported the second highest sales of physical silver coins in its history, with 
the majority of sales made in the last two weeks of the month .4 Reports from India in 
early October indicated that physical silver demand had created short-term supply issues 
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for physical delivery due to problems with airline capacity .5 In China, which reportedly 
imported 264 .69 tons (7 .7 million oz) of silver in September alone, the volume of silver 
forward contracts on the Shanghai Gold Exchange was more than six times higher 
than the same period in 2010 .6,7 It was clear to anyone following the silver market that 
the physical demand for the metal actually increased during the paper price decline . 
And why shouldn’t it? Have you been following Europe lately? Do the politicians and 
bureaucrats there give you confidence? Gold and silver are the most rational financial 
assets to own in this type of environment because they are no one’s liability . They are 
perfectly designed to protect us during these periods of extreme financial turmoil . And 
wouldn’t you know it, despite the volatility, gold and silver have continued to do their job 
in 2011 . As we write this, in Canadian dollars, gold is up 23 .4% on the year and silver’s 
up 6 .8% . Meanwhile, the S&P/TSX is down -12 .3%, the S&P 500 is down -5 .1% and the 
DJIA is up a mere +0 .26% .8

So here’s the question: we think we understand the value and great potential in silver 
today, and we know that the buyers who bought in late September most definitely 
understand it,… but do silver mining companies appreciate how exciting the prospects 
for silver are? Do the companies that actually mine the metal out of the ground 
understand the demand fundamentals driving the price of their underlying product? 
Perhaps even more importantly, do the miners understand the significant influence 
they could potentially have on that demand equation if they embraced their product as  
a currency? 

According to the CPM Group, the total silver supply in 2011, including mine supply and 
secondary supply (scrap, recycling, etc .), will total 1 .03 billion ounces .9 Of that, mine 
supply is expected to represent approximately 767 million ounces .10 Multiplied against 
the current spot price of US$31/oz, we’re talking about a total silver supply of roughly 
US$32 billion in value today . To put this number in perspective, it’s less than the cost of 
JP Morgan’s WaMu mortgage write downs in 2008 .11  

According to the Silver Institute, 777 .4 million ounces of silver were used up in industrial 
applications, photography, jewelry and silverware in 2010 .12 If we assume, given  
a weaker global economy, that this number drops to a flat 700 million ounces in 2011,  
it implies a surplus of roughly 300 million ounces of silver available for investment 
demand this year . At today’s silver spot price – we’re talking about roughly US$9 billion 
in value . This is where the miners can make an impact . If the largest pure play silver 
producers simply adopted the practice of holding 25% of their 2011 cash reserves in 
physical silver, they would account for almost 10% of that US$9 billion . If this practice 

SILVER PRODUCERS: A CALL TO ACTION | NOVEMBER 2011
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we’re applied to the expected 2012 free cash flow of the same companies, the proportion 
of investable silver taken out of circulation could potentially be enormous .

Figure 2

COMPANY TICKER CASH  
HOLDINGS

ESTIMATED  
2012 FCF

(US$ millions) (US$ millions)

Fresnillo FRES .LSE $718 $1,171

Silver Wheaton SLW .NYSE $255 $1,350

Pan American Silver PAAS .NASDQ $299 $342

Hochschild Mining HOC .LSE $691 $287

Coeur D’Alene Mining CDE .NYSE $208 $459

Hecla Mining HL .NYSE $414 $190

Silvercorp SVM .TSX $124 $16

Silver Standard SSRI .NASDQ $356 $65

First Majestic FR .TSX $106 $109

Endeavour Silver EDR .TSX $93 $109

Fortuna Silver FVI-TSX $61 $68

Alexco AXR .TSX $54 $41 

Polymetal POLY .LN $33 $299 

Scorpio SPM .TSX $30 $50 

US Silver USA .TSX $27 $20 

Mandalay MND .TSX $9 $49 

Aurcana AUN .TSX $8 $22 

Totals: $3,487 $4,645

Source: BMO Capital Markets, Ambrian Partners, BofA Merrill Lynch Global Research,  
Stonecap Securities Inc ., Global Hunter Securities LLC, Canaccord Genuity
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Expressed another way, consider that the majority of silver miners today can mine silver 
for less than US$15 per ounce in operating costs . At US$30 silver, most companies will 
earn a pre-tax profit of at least US$15 per ounce this year . If we broadly assume an 
average tax rate of 33%, we’re looking at roughly US$10 of after-tax profit per ounce 
across the industry . If GFMS’s mining supply forecast proves accurate, it will mean that 
silver mine production will account for roughly 74% of the total silver supply this year . 
If silver miners were therefore to reinvest 25% of their 2011 earnings back into physical 
silver, they could potentially account for 21% of the approximate 300 million ounces 
(~$9 billion) available for investment in 2011 . If they were to reinvest all their earnings 
back into silver, it would shrink available 2011 investment supply by 82% . This is a purely 
hypothetical exercise of course, but can you imagine the impact this practice would have 
on silver prices? 

Silver miners need to acknowledge that investors buy their shares because they believe 
the price of silver is going higher . We certainly do, and we are extremely active in the 
silver equity space . We would never buy these stocks if we didn’t . Nothing would please 
us more than to see these companies begin to hold a portion of their cash reserves in 
the very metal they produce . Silver is just another form of currency today, after all, and 
a superior one at that . 

To take this idea further, instead of selling all their silver for cash and depositing that 
cash in a levered bank, silver miners should seriously consider storing a portion of their 
reserves in physical silver OUTSIDE OF THE BANKING SYSTEM . Why take on all the risks 
of the bank when you can hold hard cash through the very metal that you mine? Given 
the current environment, we see much greater risk holding cash in a bank than we do 
in holding precious metals . And it serves to remember that thanks to 0% interest rates, 
banks don’t pay their customers to take on those risks today .

None of this should seem far-fetched . One of the key reasons investors have purchased 
physical gold and silver is to store some of their wealth outside of a financial system 
that looks increasingly broken . The European banking system is a living model of that 
breakdown . Recent reports have revealed that more than €80-billion was pulled out of 
Italian banks in August and September alone . In Greece, depositors have taken almost 
€50-billion out their banks since the beginning of 2010 .13 Greek banks are now completely 
reliant on ECB funding to stay afloat . The situation has deteriorated to the point where 
over two thirds of the roughly 500 billion euros that banks have borrowed from the ECB 
are now being deposited back at the central bank .14 Why? Because they don’t trust other 
banks to stay afloat long enough to get their money back .

SILVER PRODUCERS: A CALL TO ACTION | NOVEMBER 2011
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Silver miners shouldn’t feel any safer banking in the United States . Fitch Ratings recently 
warned that the US banks may face severe losses from their exposures to European debt 
if the contagion escalates .15 There’s very little at this point to suggest that it won’t . The 
roots of the 2008 meltdown live on in today’s crisis . We are still facing the same problems 
imposed by over-leverage in the financial system, and by postponing the proper solutions 
we’ve only increased those risks . We don’t expect the silver miners to corner the physical 
silver market, and we know the paper games will probably continue, but the silver miners 
must make a better effort to understand the inherent value of their product . Gold and 
silver are not traditional commodities, they are money . Their value lies in their ability to 
retain wealth in environments marked by negative real interest rates (), government 
intervention (), severe economic uncertainty () and vulnerable banking institutions 
() . Silver’s demand profile is heightened by its use in industrial applications, but it is 
the metal’s investment demand that will drive its future performance . The risk of keeping 
all of one’s excess cash in a bank is, in our opinion, considerably more than holding it in 
the more enduring form of money that silver represents . It’s time for silver producers to 
embrace their product in the same manner their shareholders already have .
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gold… investment of the decade

2012 is proving to be the ‘Year of the Central Bank’ . It is an exciting celebration of all 
the wonderful maneuvers central banks can employ to keep the system from falling 
apart . Western central banks have gone into complete overdrive since last November, 
convening, colluding and printing their way out of the mess that is the Eurozone . The 
scale and frequency of their maneuvering seems to increase with every passing week, 
and speaks to the desperate fragility that continues to define much of the financial 
system today .

The first major maneuver took place on November 30, 2011, when the world’s G6 central 
banks (the Federal Reserve, the Bank of England, the Bank of Japan, the European 
Central Bank [ECB], the Swiss National Bank, and the Bank of Canada) announced 
“coordinated actions to enhance their capacity to provide liquidity support to the global 
financial system” .1 Long story short, in an effort to avert a total collapse in the European 
banking system, the US Fed agreed to offer unlimited US dollar swap agreements with 
the other central banks . These US dollar swaps allow the other central banks, most 
notably the ECB, to borrow US dollars from the Federal Reserve and lend them to their 
respective national banks to meet withdrawals and make debt payments . The best part 
about these swaps is that they are limitless in scope – meaning that until February 1, 
2013, the Federal Reserve is, and will be, prepared to lend as many US dollars as it 
takes to keep the financial system from imploding . It sounds absolutely great, and the 
Europeans should be nothing but thankful, except for the tiny little fact that to supply 
these unlimited US dollars, the Federal Reserve will have to print them out of thin air .

Unintended Consequences
February 2012
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Don’t worry, it gets better . Since unlimited US swap lines weren’t enough to solve the 
problem, roughly three weeks later, on December 21, 2011, the European Central Bank 
launched the first tranche of its lauded Long Term Refinancing Operation (LTRO) . This is 
the program where the ECB flooded 523 separate European banks with 489 billion euros 
worth of 3-year loans to keep them going through Christmas . A second tranche of LTRO 
loans is planned to launch at the end of February, with expectations for size ranging 
from 300 billion to more than 1 trillion euros of uptake .2 The good news is that Italian, 
Portuguese and Spanish bond yields have dropped since the first LTRO went through, 
which suggests that at least some of the initial LTRO funds have been reinvested back 
into sovereign debt auctions . The bad news is that the Eurozone banks may now be 
hooked on what is clearly a back-door quantitative easing (QE) program, and as the 
warning goes for addictive drugs – once you start, it can be very hard to stop .

Britain is definitely hooked . On February 9, 2012, the Bank of England announced another 
QE extension for 50 billion pounds, raising their total QE print to £325 billion since March 
2009 .3 Japan’s hooked as well . On February 14, 2012, the Bank of Japan announced a 
¥10 trillion ($129 billion) expansion to its own QE program, raising its total QE program 
to ¥65 trillion ($825 billion) .4 Not to be outdone, in the most recent Fed news conference, 
US Fed Chairman Bernanke signaled that the Fed will keep interest rates near zero until 
late 2014, which is 18 months later than he had promised in Fed meetings last year . If 
Bernanke keeps his word, by the end of 2014 the US government will have enjoyed near 
zero interest rates for six years in a row . Granted, extended zero percent interest rates 
is not nearly as satisfying as a proper QE program, but who needs traditional QE when 
the Fed already buys 91 percent of all 20-30 year maturity US Treasury bonds?5 Perhaps 
they’re saving traditional QE for the upcoming election .

All of this pervasive intervention most likely explains more than 90 percent of the market’s 
positive performance this past January . Had the G6 NOT convened on swaps, had the 
ECB NOT launched the LTRO programs, and had Bernanke NOT expressed a continuation 
of zero interest rates, one wonders where the equity indices would trade today . One also 
wonders if the European banking system would have made it through December . Thank 
goodness for “coordinated action” . It does work in the short-term .

But what about the long-term? What are the unintended consequences of repeatedly 
juicing the system? What are the repercussions of all this money printing? We can think 
of a few .
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First and foremost, without continued central bank support, interbank liquidity may 
cease to function entirely in the coming year . Consider the implications of the ECB’s LTRO 
program: when you create a loan program to save the EU banks and make its participation 
voluntary, every one of those 523 banks that participates is essentially admitting that 
they have a problem . How will they ever lend money to each other again? If you’re a bank 
that participated in the LTRO program because you were on the verge of bankruptcy, how 
can you possibly trust other banks that took advantage of the same program? The ECB’s 
LTRO program has the potential to be very dangerous, because if the EU banks start to 
rely on the loans too heavily, the ECB may find itself inadvertently attached to the broken 
EU banking system forever .

The second unintended consequence is the impact that interventions have had on the 
non-G6 countries’ perception of western solvency . If you’re a foreign lender to the United 
States, Britain, Europe or Japan today, how comfortable can you possibly be in lending 
them money? How do you lend to countries whose sole basis as a going concern rests in 
their ability to wrangle cash injections printed by their respective central banks? Going 
further, what happens when the rest of the world, the non-G6 world, starts to question 
the G6 Central Banks themselves? What entity exists to bailout the financial system if 
the market moves against the Fed or the ECB?

The fact remains that there are few rungs left in the financial confidence chain in 2012, 
and central banks may end up pushing their printing schemes too far . In 2008-2009, it 
was the banks that lost credibility and required massive bailouts by their respective 
sovereign states . In 2010-2011, it was the sovereigns, most notably those in Europe, that 
lost credibility and required massive bailouts by their respective central banks . But there 
is no lender of last resort for the central banks themselves . That the IMF is now trying to 
raise another $600 billion as a security buffer doesn’t go unnoticed, but do they honestly 
think that’s going to make any difference?6

When reviewing today’s macro environment, we keep coming back to the same 
conclusion . The non-G6 world isn’t blind to the efforts of the Fed and the ECB . When the 
Fed openly targets a 2 percent inflation rate, foreign lenders know that means they will 
lose, at a minimum, at least 2 percent of purchasing power on their US loans in 2012 . 
It therefore shouldn’t surprise anyone to see those lenders piling into alternative assets 
that have a better chance at protecting their wealth, long-term .

UNINTENDED CONSEQUENCES | FEBRUARY 2012
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This is likely why China reduced its US Treasury exposure by $32 billion in the month of 
December (See Figure 1) .7 This is also why China, which produced 360 tonnes of gold 
internally last year, also imported an additional 428 tonnes in 2011, up from 119 tonnes 
in 2010 .8 This may also be why China’s copper imports hit a record high of 508,942 tonnes 
in December 2011, up 47 .7 percent from the previous year, despite the fact that their GDP 
declined at year-end .9 Same goes for their crude oil imports, which hit a record high of 
23 .41 million metric tons this past January, up 7 .4 percent year-over-year .10 The so-called 
experts have a habit of downplaying these numbers, but it seems pretty clear to us: China 
isn’t waiting around for next QE program . They are accelerating their move away from 
paper currencies and into hard assets .

Figure 1:  
China Hong Kong Gold Imports vs. US Treasury Holdings

Source: US Treasury, UBS

China is not alone in this trend either . Russia has reportedly cut its US Treasury exposure 
by half since October 2010 (See Figure 2) . Not surprisingly, Russia was also a big buyer of 
gold in 2011, adding approximately 95 tonnes to its gold reserves, with 33 tonnes added 
in the fourth quarter alone .11 It’s not hard to envision higher gold prices if the rest of the 
non-G6 countries follow-suit .
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Figure 2: Russia vs. Treasury Holdings ($bn)

Source: Zerohedge .com

The problem with central bank intervention is that it never works out as planned . The 
unintended consequences end up cancelling out the short-term benefits . Back in 2008, 
when the Fed introduced zero percent interest rates, everyone thought it was a great 
policy . Four years later, however, and we’re finally beginning to appreciate the complete 
destruction it has wreaked on savers . Just look at the horror show that is the pension 
industry today: According to Credit Suisse, of the 341 companies in the S&P 500 index 
with defined benefit pension plans, 97 percent are underfunded today .12 According 
to a recent pension study by Seattle-based Milliman Inc ., the combined deficit of the 
100 largest defined-benefit plans in the US increased by $236 .4 billion in 2011 alone .13 
The main culprit for the increase? Depressed interest rates on government bonds .14

Let’s also not forget the public sector pension shortfalls, which are outright frightening . In 
Europe, unfunded state pension obligations are estimated to total $39 trillion dollars, 
which is approximately five times higher than Europe’s combined gross debt .15 In the 
United States, unfunded pension obligations increased by $2 .9 trillion in 2011 . If the US 
actually acknowledged these costs in their deficit calculations, their official 2011 fiscal 
deficit would have risen from the reported $1 .3 trillion to $4 .2 trillion .16 Written the long 
way, that’s a deficit of $4,200,000,000,000,… in one year .

UNINTENDED CONSEQUENCES | FEBRUARY 2012
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There is unfortunately no economic textbook to guide us through these strange times, but 
common sense suggests we should be extremely wary of the continued maneuvering by 
central banks . The more central banks print to save the system, the more the system will 
rely on their printing to stay solvent – and you cannot solve a debt problem with more 
debt, and you cannot print money without serious repercussions . The central banks are 
fueling a growing distrust among the creditor nations that is forcing them to take pre-
emptive actions with their currency reserves . Individual investors should take note and 
follow-suit, because it will be a lot easier to enjoy the “Year of the Central Bank” if you 
own things that can actually benefit from all their printing, as opposed to things that can 
only be destroyed by it .
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“I  believe that there have been repeated attempts to influence prices 
in the silver markets. There have been fraudulent efforts to persuade 
and deviously control that price. Based on what I have been told by 
members of the public, and reviewed in publicly available documents, 
I believe violations to the Commodity Exchange Act (CEA) have taken 
place in silver markets and that any such violation of the law in this 
regard should be prosecuted.”

 – Bart Chilton, Commissioner, U.S. Commodity Futures Trading Commission (CFTC), October 26th, 20101

What a difference a month makes . Now that Greece has been papered over, the bulls 
are back in full force, pumping up the equity markets and celebrating every passing data 
point with positive exuberance . Let’s not get ahead of ourselves just yet, however . Very 
little has actually changed for the better, and it’s certainly too early to start cheerleading 
a new bull market . 

Take the latest US unemployment numbers, for example . There was much excitement 
about the latest Bureau of Labor Statistics (BLS) report which announced that US 
unemployment remained unchanged at 8 .3% during the month of February .2 The market 
was particularly enamored by the BLS’s insistence that non-farm payrolls increased by 
227,000 during the month, as well as its upward revision of the December 2011 and 
January 2012 jobs numbers . Lost in all the excitement was the Gallup unemployment 
report released the day before, which had February unemployment increasing to 9 .1% in 
February from 8 .6% in January and 8 .5% in December .3 Granted, the Gallup methodology 

The [Recovery] Has No Clothes
March 2012
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is slightly different than that used by the BLS, but even if Gallup had applied the BLS’s 
seasonal adjustment, they would have still come out with an unemployment rate of 8 .6%, 
which is considerably higher than that produced by the BLS .4 We all know which number 
the pundits chose to champion, but the Gallup data may have been closer to the truth .

For every semi-positive data point the bulls have emphasized since the market rally began, 
there’s a counter-point that makes us question what all the fuss is about . The bulls will 
cite expanding US GDP in late 2011, while the bears can cite US food stamp participation 
reaching an all-time record of 46,514,238 in December 2011, up 227,922 participants 
from the month before, and up 6% year-over-year .5 The bulls can praise February’s 15 .7% 
year-over-year increase in US auto sales, while the bears can cite Europe’s 9 .7% year-
over-year decrease in auto sales, led by a 20 .2% slump in France .6, 7 The bulls can exclaim 
somewhat firmer housing starts in February8 (as if the US needs more new houses), while 
the bears can cite the unexpected 100bp drop in the March consumer confidence index9, 
five consecutive months of manufacturing contraction in China10, and more recently, a 
0 .9% drop in US February existing home sales .11 Give us a half-baked bullish indicator and 
we can provide at least two bearish indicators of equal or greater significance .

It has become fairly evident over the past several months that most new jobs created 
in the US tend to be low-paying, while the jobs lost are generally higher-paying . This 
seems to be confirmed by the monthly US Treasury Tax Receipts, which are lower so far 
this year despite the seeming improvement in unemployment . Take February 2012, for 
example, where the Treasury reported $103 .4 billion in tax receipts, versus $110 .6 billion 
in February 2011 . BLS had unemployment running at 9% in February 2011, versus 8 .3% in 
February 2012 .12 Barring some major tax break we’ve missed, the only way these numbers 
balance out is if the new jobs created produce less income to tax, because they’re lower 
paying, OR, if the unemployment numbers are wrong . The bulls won’t dwell on these 
details, but they cannot be ignored .

Then there are the banks, our favourite sector . Needless to say, the latest Federal 
Reserve’s bank stress test was a great success from a PR standpoint, convincing the 
market that the highly overleveraged banking system is perfectly capable of weathering 
another 2008 scenario . The test used an almost apocalyptic hypothetical 2013 scenario 
defined by 13% unemployment, a 50% decline in stock prices and a further 21% decline 
in US home prices . The stress tests tested where major US banks’ Tier 1 capital would 
be if such a scenario came to pass . Anyone who still had 5% Tier 1 capital and above 
was safe, anyone below would fail . So essentially, in a scenario where the stock market 
is cut in half, any bank who had 5 cents supporting their “dollar” worth of assets (which 
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are not marked-to-market and therefore likely not worth anywhere close to $1), would 
somehow survive an otherwise miserable financial environment . The market clearly 
doesn’t see the ridiculousness of such a test, and the meaninglessness of having  
5 cents of capital support $1 of assets in an environment where that $1 is likely to be 
almost completely illiquid .

That anyone still takes these tests seriously is somewhat of a mystery to us, and we all 
remember how Dexia fared a mere three months after it passed the European “stress 
tests” last October . There has since been some good analysis on the weaknesses of 
the US stress tests, including an excellent article by Bloomberg’s Jonathan Weil that 
explains the hypocrisy of the testing process .13 Weil points out that stress-test passing 
Regions Financial Corp . (RF), which has yet to pay back its TARP bailout money, has a 
tangible common equity of $7 .6 billion, and admitted in disclosures that its balance sheet 
was worth $8 .1 billion less than stated on its official balance sheet . An $8 .1 billion write-
down plus $7 .6 billion in equity equals bankruptcy . But the Federal Reserve’s analysts 
didn’t seem to mind . It came as no surprise to see that Regions Financial took advantage 
of its passing “stress test” grade to raise $900 million in common equity on Wednesday, 
March 14, which it plans to put toward paying off the $3 .5 billion it received in TARP 
money . Well played Regions Financial . Well played .

Our skepticism would be supported if not for one thing – the recent weakness in gold 
and silver prices . Given our view of the market, the recent sell-offs have not made sense 
given the considerable central bank intervention we highlighted in February . Although 
both metals have had a dismal March, we must point out that they were both performing 
extremely well going into February month-end . Gold had posted a return of 14 .1% YTD as 
of February 28th, while silver had appreciated by 32 .5% over the same period . And then 
what happened? Leap Day happened .

In addition to being Leap Day, February 29th also happened to be the day that the European 
Central Bank (ECB) completed its second tranche of the Long-Term Refinancing Operation 
(LTRO), which amounted to another €529 .5 billion of printed money lent to roughly 
800 European banks . February 29th also happened to be the day that Federal Reserve 
Chairman Ben Bernanke delivered his semi-annual Monetary Policy Report to Congress . 
Needless to say, during that day gold mysteriously plunged by over $100 at one point and 
closed the day down 5% . Silver was dragged down along with gold, dropping 6% . Any 
reasonably informed gold investor must have questioned how gold could drop by 5% on 
the same day that the European Central Bank unleashed another €530 billion of printed 
money into the EU banking system . But all eyes were on Bernanke, who managed to 

THE [RECOVERY] HAS NO CLOTHES | MARCH 2012
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convince the market that QE3 was off the table for the indefinite future by simply not 
mentioning it explicitly in his Congress speech . Given that Treasury yields have recently 
started rising again and that US federal debt is now officially over $15 trillion, do you 
think QE3 is officially off the table? We don’t either . Just because Bernanke signals that 
the Fed is taking a month off doesn’t mean they’re done printing . It doesn’t mean they 
have suddenly become responsible . It’s simply a matter of timing .

Looking back at the trading data on February 29th, the sell-off in gold and silver appears 
to have been an exclusively paper-market affair . We were surprised, for example, to 
note that between the hours of 10:30 am and 11:30 am, the volume of the COMEX front 
month silver futures contracts equaled the paper equivalent of 173 million ounces of 
physical silver . Keep in mind that the world only produces 730 million ounces of physical 
silver PER YEAR . The problem from a pricing standpoint is the simple fact that the parties 
who were on the selling side of those 173 million paper ounces couldn’t possibly have 
had the physical silver to back-up their sell orders . And the way the futures markets are 
designed, they don’t have to . But if that’s the case, how can the silver price be smashed 
by sell orders that don’t involve any real physical?

Looking at this issue from a broader perspective, we’ve discovered that silver is indeed 
in a unique situation from a paper-market standpoint . We compared the daily paper-
market futures volume of various commodities against their estimated daily physical 
production . We discovered that silver is disproportionately traded 143 times higher in the 
paper markets versus what is produced by mine supply . The next highest paper market 
commodity is copper, which is traded at roughly half that of silver on a paper market 
volume basis .

 
COMMODITY

DAILY PAPER  
VOLUME TRADED

 
UNITS

 
EXCHANGES

DAILY PHYSICAL 
PRODUCTION*

TRADING VOLUME/
PRODUCTION VOLUME

OIL 1,122,369,441 Barrels ICE, NYMEX,  
ICE Brent

78,000,000 14 .3 X

ALUMINUM 7,234,954,585 Pounds Shanghai, LME 154,440,000 46 .8 X

GOLD 16,051,790 Ounces Comex 230,000 69 .7 X

COPPER 7,242,499,591 Pounds Shanghai, Comex,  
LME, MCI

96,400,000 75 .1 X

SILVER 286,120,771 Ounces Comex, MCI, Tocom 2,000,000 143 .0 X

Source: Barclays, Sprott Research 
* Based on data and prices as of March 16, 2012
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Figure 1: Multiples of Daily Physical Production Traded In Futures Markets

Source: Barclays, Sprott Research

We don’t know why the paper market for silver is so huge, but we have our suspicions . 
Silver is obviously a much, much smaller market than that for copper, gold or oil . It 
could very well be that paper market participants like silver because they don’t need as 
much capital to push it around . The prevalence of paper trading in the silver market is 
what makes the drastic price declines possible by allowing non-physical holders to sell 
massive size into a relatively small market . It’s not as if real owners of 173 million ounces 
of physical silver dumped it on the market on February 29th, and yet the futures market 
allows the silver spot price to respond as if they had .

Same goes for gold . Although gold paper-trading isn’t as lopsided as silver’s, it too suffers 
from the same paper-selling issue . Indeed, as we discovered for February 29th, it appears 
to be one large seller of gold that single handedly down-ticked the spot price by $40/oz 
in roughly ten minutes .14 The transaction represented approximately 1 .8 million ounces, 
representing roughly $3 billion dollars’ worth of the metal . Who in their right mind would 
even contemplate dumping $3 billion of physical gold in so short a time span? Dennis 
Gartman’s Letter on March 2, 2012, also mentioned an unnamed source who described 
an order to sell 3 million ounces of gold that same day, with the explicit order to sell it 
“in just a few minutes” . As the Gartman Letter source states, “No investor or speculator 
would 1) handle it this way and 2) do it at the fixing only… This [has] happened this way 
three times in the last year, yesterday being the fourth time . Ben Bernanke had done 
nothing yesterday to trigger this the way it happened . I [have done] this now for 30 years 
and this was no free market yesterday .”15

THE [RECOVERY] HAS NO CLOTHES | MARCH 2012
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The following three charts show the price action and volume for the February, March and April 
Comex Gold contracts . You’ll notice that the February contract stopped trading on February 27th to 
allow time for settlement between the buyers and sellers who intended on closing the contracts in 
physical . The March contract had hardly any volume at all, leaving the majority of gold futures that 
traded on February 29th taking place in the April contract . This speaks to our frustration with futures 
contracts . The majority of trading that produced the February 29th gold price decline took place in a 
contract month that won’t settle until April 26th at the earliest, giving plenty of time for the shorts to 
cover and exit without having to back their sales with physical delivery .

Figure 2: February Comex Gold Contract

Source: Bloomberg

Trading in the February contract ceased on February 27th
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Figure 3: March Comex Gold Contract

Source: Bloomberg

Figure 4: March Comex Gold Contract

Source: Bloomberg

THE [RECOVERY] HAS NO CLOTHES | MARCH 2012

Very little trading in the March contract

February 29th sell-off generated by trading in the  
April contract, which doesn’t settle until April 26th
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All of this nonsense brings us to the crux of our point . If we are right about gold and silver as 
currencies, and if we are right about the continuation of central bank printing, both gold and silver 
will continue to appreciate in various fiat currencies over time . If there is indeed some sort of 
manipulation in the futures market that is designed to suppress the prices for both metals so as to 
detract from the mainstream investor’s interest in them as alternative currencies, then both metals 
are likely trading at suppressed prices today . This means that there is an opportunity for investors to 
continue accumulating both metals at much cheaper nominal prices than they would do otherwise . 
While the volatility of the price fluctuations may be unsettling, they ultimately won’t change the 
underlying fundamental direction of both metals, which is upwards .

The equity market rally that began in late December appears to be generated more by excess 
government-induced liquidity than it does by any raw fundamentals . We continue to scour the data 
for signs of a true recovery and we are simply not seeing it . Until those signs come through, we 
would be very wary of participating in the equity markets without a strong defensive stance . We 
would also expect the precious metals complex to enjoy renewed strength as the year continues . 
One bad month does not change a long-term trend that has been building over 10 years . Gold and 
silver will both have an important role to play as the central bank-induced printing continues, and 
we expect more on that front in short order .

PS – if there is any group that can effectively address silver’s continued paper market imbalance, 
it is the silver miners themselves. Despite the best efforts of a select few at the CFTC, it is unlikely 
that there will be any resolution to the CFTC’s investigation announced back in September 2008.16 
Silver miners have the most to lose from the continued “fraudulent efforts” that Commissioner Bart 
Chilton refers to in the opening quote above. They also have the most to gain by confronting the 
continued paper charade head-on.
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This may not come as a surprise, but we’re still not seeing it . We’re not seeing a  
US recovery .

Here we are, well into 2012, and the fact remains that the US housing situation is still 
a bust . There is simply no housing recovery happening in the United States . US New 
Home Sales fell for the fourth time in a row month-over-month in March, representing 
a seasonally-adjusted annual rate of 328,000, down from 353,000 in February .1 Do you 
know what the annual rate of New Home Sales was back in 2006? About 1 .21 million .2 

No recovery there . 

Same goes for US Existing Home Sales, which fell unexpectedly by 2 .6% in March to 
an annual rate of 4 .48 million units .3 Again – would you care to know where they were 
in the same month back in 2006, before the financial system fell apart? Approximately  
6 .92 million units .4 No recovery there either . 

Then there’s unemployment . Judging by all the recent earnings-release cheerleading, 
March’s jobs numbers seem to have been forgotten, but they were plainly weak . The 
US Labor Department showed US hiring slowing to a mere 120,000 new jobs in March, 
below expectations of 200,000+ .5 That’s not a recovery . That’s simply weak data .

Same goes for the most recent jobless claims numbers, which have been running above 
380,000 for the last two weeks, above the 375,000 threshold that supposedly signals 
future unemployment increases .6 Again – this is not positive data, this is weak data . How 
high will it have to go before the economists admit that it’s weak? 400,000? 425,000? 
We’re asking – we’d like to know .

When Fundamentals No Longer Apply,  
Review the Fundamentals
April 2012
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Then there are US tax receipts, which continue to point in the same direction . If the US is 
recovering so strongly, then why are employment tax receipts only up 2%? ($484 billion 
fiscal year-to-date as of March 2012 vs . $475 billion over the same period to March 
2011) .7 A 2% increase is explainable by inflation alone, which was last reported running 
at 2 .7% according to the Bureau of Labour Stastics .8 Shouldn’t the tax receipts be much 
higher than that? Wasn’t unemployment down so far this year? As the Associated Press 
plainly states, “The unemployment rate has fallen to 8 .2% in March [2012] from 9 .1% 
in August [2011] . Part of the drop was because people gave up looking for work. 
People who are out of work but not looking for jobs aren’t counted among the 
unemployed.”9 Oh! Sorry,… now the numbers make more sense . There hasn’t been any 
net new employment at all . Question: if everyone “gives up” looking for work next week, 
will the US unemployment rate go to zero? We’re asking – we’d like to know .

Other economic indicators exhibit the same downward momentum that the pundits 
are loath to acknowledge . For example, the Economic Cycle Research Institute’s (ECRI) 
Weekly Leading Indicator index, which had been rising from its 2011 lows earlier this 
year, has resumed its downtrend in April .10 More recently, US Durable Goods Orders 
were revealed to have dropped 4 .2% in March, representing the largest decline since 
January 2009 .11 To top it all off, China’s most recent Purchasing Managers Index (PMI) 
indicated that China’s manufacturing activity has now been in contraction for six months 
in a row .12
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Meanwhile, the situation in Europe continues to worsen . There’s no point in mincing 
words: Spain is a complete disaster . This past week, the Spanish government managed 
to pull off two separate bond auctions, only to have the yield on their 10-year government 
bond shoot right back up the moment the second auction closed . Everyone’s nervous 
because the Spanish banking system is up to its eyeballs in approximately €143 .8 billion 
worth of delinquent loans, and the private sector is unwilling to lend Spanish banks 
the money to weather the potential write-downs .13 As we’ve seen before, the real 
culprit plaguing the Spanish banks is customer deposit withdrawals . It is estimated that  
€65 billion of deposits left Spanish banks this past March alone .14 People are taking 
their money out of the Spanish banking system, and without the help of the generous 
European Central Bank (ECB), the Spanish banks would likely be in a full collapse 
today (see Figure 1) .15 As it stands, the Spanish banks have now borrowed a massive  
€316 .3 billion from the ECB in order to meet the withdrawals and maintain the illusion 
of solvency .

WHEN FUNDAMENTALS NO LONGER APPLY, REVIEW THE FUNDAMENTALS | APRIL 2012
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Perhaps it’s Euro-crisis fatigue, or maybe just plain denial, but the equity markets appear 
unwilling to acknowledge how close we are now to yet another round of Eurozone 
upheaval . Spain’s economy is almost five times that of Greece . Spain also has over four 
times the amount of externally-held nominal debt outstanding .16 If the bond vigilantes 
choose to punish the Spanish 10-year bond (currently trading precariously close to a 6% 
yield), we could soon be back where we were this past September, only with a problem 
four times as large . 

The rest of Europe isn’t looking so hot either . Italy’s bond market is in a similar situation 
to that of Spain, with the Italian 10-year bond trading perilously close to the 6%-yield 
threshold . Recent data showed the European Purchasing Managers Index (PMI) falling 
to 47 .4 in March, well below the 50 mark which signals growth in industrial activity .17 

German PMI recently confirmed this move with its April release of 46 .3, down from 48 .4 
in March, representing the fastest rate of contraction since July 2009 .18 These declines 
in economic activity, combined with the austerity measures most Euro countries are 
currently attempting to impose, almost guarantee more printed money will be pumped 
into the European bond markets before the year is over . It’s simply a matter of time .

As expected, the powers that be are busy parading around in preparation for the next 
round of Eurozone panic, with the IMF using the renewed concerns as an opportunity to re-
establish its relevance as a firewall provider . The IMF most recently secured $430 billion 
worth of new “pledges” from various G20 member countries to increase its potential 
lending capacity to $700 billion in the event of further problems in the Eurozone .19 Not 
unsurprisingly, the BRICS countries have expressed irritation at the disproportionate 
voting power held by Western powers within the IMF at the expense of themselves and 
the other developing nations . In prepared remarks at an IMF press conference, Brazil’s 
finance minister criticized the skewed quotas that dictate voting power, stating that, 
“The calculated quota share of Luxembourg is larger than the one of Argentina or South 
Africa… The quota share of Belgium is larger than that of Indonesia and roughly three 
times that of Nigeria . And the quota of Spain, amazing as it may seem, is larger than the 
sum total of the quotas of all 44 sub-Saharan African countries .”20 This unbalance used 
to make sense when the IMF was designed to help fund ailing third world and developing 
countries through economic crisis . But that is clearly no longer the IMF’s main purpose .

It must be difficult for the BRICS countries today . On one hand, they continue to jockey 
for respect among the Western powers, insisting on participating in quasi-European 
bailout funds like the IMF . On the other hand, they are also clearly aware of the Western 
nations’ continuing efforts to surreptitiously devalue their domestic currencies, and the 
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pernicious effect that has had on them as exporters and as lenders of capital . In that 
vein, it was interesting to note that during the latest BRICS Summit held this past March 
in New Delhi, the main topic of discussion centered on the creation of the group’s first 
official institution, a so-called “BRICS Bank” that would fund development projects and 
infrastructure in developing nations . Although not openly discussed, reports suggest 
what they were really talking about was creating a type of BRICS central bank – an 
institution that could facilitate their ability to “do more business with each other in their 
local currencies, to help insulate from U .S . dollar fluctuations…”21 Given the incredible 
scale of western central bank intervention over the past six months, the BRICS’ increasing 
frustration with their printing efforts should be a given by now . The real question is what 
they’re doing about it, and what assets they’re accumulating to protect themselves from 
the inevitable, which brings us to gold . 

Although the paper gold price has been range-bound over the past month, the physical 
gold market has been undergoing staggering change . Earlier this month it was revealed 
that Hong Kong gold imports into China totaled nearly 40 tonnes in the month of February, 
representing a 13-fold increase over the same month last year (see Figure 2) .22 40 tonnes 
annualized equates to 480 tonnes per year – a massive number in a market that only 
produced 2,810 tonnes of mine supply in 2011 .23

Figure 2: China’s Gold Imports From Hong Kong

Source: Hong Kong Census and Statistic Dept, Reuters
Reuters graphic/Catherine Trevethan, Rujun Shen 11/04/12
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If there’s one thing we now know for certain, it’s the fact that the market has completely 
missed the importance of the demand-side changes currently taking place in the physical 
gold market . China has now imported 436 tonnes of gold through Hong Kong over the 
past eight months .24 This compares to imports of a mere 57 tonnes over the same eight 
month-period a year earlier (July 2010 – February 2011) . The net new demand implied 
by this increase is 379 tonnes, which when annualized equates to 568 tonnes of new 
demand in a market that supplies 2,810 tonnes per year in mine production . These are 
astounding numbers . Recent IMF data also shows that at least 12 countries increased 
their physical gold reserves by 58 tonnes in the month of March, with Mexico, Turkey, 
Russia and Kazakhstan making sizeable purchases .25 58 tonnes annualized equates to 
696 tonnes of demand per year . We know that central banks bought 439 .7 tonnes of gold 
in 2011, and if the pace of recent central bank purchases continues, it will equate to 
another 256 tonnes of net new change in the physical gold market .

The significance of this demand shift is striking . If we combine China’s implied net change 
of 568 tonnes with the central banks’ net change of 256 tonnes, we’re left with a demand 
shift of over 824 tonnes vs . an annual mine supply of 2,810 tonnes . That represents close 
to a 30% net change in the physical gold market in 2012 . If we remove the portion of 
global gold production produced by China and the other non-G6 central bank gold buyers 
(like Russia and Mexico – because we know they’re not sellers), we’re now dealing 
with over 824 tonnes of demand change hitting an annual global mine supply of a mere 
2,170 tonnes – representing a 38% shift .26 Although we have been continually reminded 
that ‘fundamentals don’t matter’ in today’s marketplace, there isn’t a physical market on 
earth that can withstand that type of demand increase without higher prices over the 
long-run, and the gold market is no different . There are no sellers of physical gold that 
we know of who can satiate that scale of new demand, and global gold mine supply 
has been virtually flat for over the last ten years . Even if we incorporate the estimated  
1,600 tonnes of “recycled gold” that the World Gold Council insists on including in its 
annual gold supply estimates, the numbers above still suggest a net change of 19% .27 
Who is going to give up their gold purchases to make room for this scale of new demand? 
Where is the gold going to come from? We ask because we don’t actually know .

We have written at length about the disconnect between the paper gold price and the 
physical gold market . If the demand changes stated above applied to any other market, 
the investing public would lose their minds . Could you imagine, for example, if the 
demand shifts described above were applied to the global oil market? What would 
happen if a single country came in from nowhere and increased its oil purchases by 
a factor equivalent to 30% of the world’s annual oil supply? We are students first and 



159

WHEN FUNDAMENTALS NO LONGER APPLY, REVIEW THE FUNDAMENTALS | APRIL 2012

foremost of the physical market, and the numbers stated above speak for themselves . 
We remain confident about gold for the simple reason that the demand we are now 
seeing for physical is completely unsustainable without higher prices, and we do not see 
that demand abating in the coming months . The US recovery is not happening . Europe is 
poised for yet another full-fledged economic crisis, and the BRICS countries continue to 
aggressively convert to hard assets like gold in order to protect themselves from currency 
debasement . The paper market for gold can continue its charade, but demand in the 
physical market will soon overpower it through sheer momentum – there’s only so much 
physical to go around, and it appears that there are some very large buyers that are 
eager to take it .
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gold… investment of the decade

Somewhere deep in the bowels of the world’s Western central banks lie vaults holding 
gargantuan piles of physical gold bars… or at least that’s what they all claim . The gold 
bars are part of their respective foreign currency reserves, which include all the usual fiat 
currencies like the dollar, the pound, the yen and the euro . 

Collectively, the governments/central banks of the United States, United Kingdom, 
Japan, Switzerland, Eurozone and the International Monetary Fund (IMF) are believed to 
hold an impressive 23,349 tonnes of gold in their respective reserves, representing more 
than $1 .3 trillion at today’s gold price . Beyond the suggested tonnage, however, very little 
is actually known about the gold that makes up this massive stockpile . Western central 
banks disclose next to nothing about where it’s stored, in what form, or how much of the 
gold reserves are utilized for other purposes . We are assured that it’s all there, of course, 
but little effort has ever been made by the central banks to provide any details beyond 
the arbitrary references in their various financial reserve reports . 

Twelve years ago, few would have cared what central banks did with their gold . Gold 
had suffered a twenty year bear cycle and didn’t engender much excitement at $255 
per ounce . It made perfect sense for Western governments to lend out (or in the case 
of Canada – outright sell) their gold reserves in order to generate some interest income 
from their holdings . And that’s exactly what many central banks did from the late 1980’s 
through to the late 2000’s . The times have changed however, and today it absolutely does 
matter what they’re doing with their reserves, and where the reserves are actually held . 
Why? Because the countries in question are now all grossly over-indebted and printing 
their respective currencies with reckless abandon . It would be reassuring to know that 
they still have some of the ‘barbarous relic’ kicking around, collecting dust, just in case 
their experiment with collusive monetary accommodation doesn’t work out as planned . 

Do Western Central Banks Have Any Gold Left???
September 2012
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You may be interested to know that central bank gold sales were actually the crux of the 
original investment thesis that first got us interested in the gold space back in 2000 . We 
were introduced to it through the work of Frank Veneroso, who published an outstanding 
report on the gold market in 1998 aptly titled, “The 1998 Gold Book Annual” . In it,  
Mr . Veneroso inferred that central bank gold sales had artificially suppressed the 
full extent of gold demand to the tune of approximately 1,600 tonnes per year (in an 
approximately 4,000 tonne market of annual supply) . Of the 35,000  tonnes that the 
central banks were officially stated to own at the time, Mr . Veneroso estimated that they 
were already down to 18,000 tonnes of actual physical . Once the central banks ran out of 
gold to sell, he surmised, the gold market would be poised for a powerful bull market… 
and he turned out to be completely right – although central banks did continue to be net 
sellers of gold for many years to come .

As the gold bull market developed throughout the 2000’s, central banks didn’t become 
net buyers of physical gold until 2009, which coincided with gold’s final break-out above 
US$1,000 per ounce . The entirety of this buying was performed by central banks in the 
non-Western world, however, by countries like Russia, Turkey, Kazakhstan, Ukraine and 
the Philippines… and they have continued buying gold ever since . According to Thomson 
Reuters GFMS, a precious metals research agency, non-Western central banks purchased 
457 tonnes of gold in 2011, and are expected to purchase another 493 tonnes of gold 
this year as they expand their reserves .1 Our estimates suggest they will likely purchase 
even more than that .2 The Western central banks, meanwhile, have essentially remained 
silent on the topic of gold, and have not publicly disclosed any sales or purchases of 
gold at all over the past three years . Although there is a “Central Bank Gold Agreement” 
currently in place that covers the gold sales of the Eurosystem central banks, Sweden 
and Switzerland, there has been no mention of gold sales by the very entities that are 
purported to own the largest stockpiles of the precious metal .3 The silence is telling .

Over the past several years, we’ve collected data on physical demand for gold as it 
has developed over time . The consistent annual growth in demand for physical gold 
bullion has increasingly puzzled us with regard to supply . Global annual gold mine supply 
ex Russia and China (who do not export domestic production) is actually lower than 
it was in year 2000, and ever since the IMF announced the completion of its sale of  
403 tonnes of gold in December 2010, there hasn’t been any large, publicly-disclosed 
seller of physical gold in the market for almost two years .4 Given the significant increase 
in physical demand that we’ve seen over the past decade, particularly from buyers in 
Asia, it suffices to say that we cannot identify where all the gold is coming from to supply 
it… but it has to be coming from somewhere .
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To give you a sense of how much the demand for physical gold has increased over the 
past decade, we’ve listed a select number of physical gold buyers and calculated their 
net change in annual demand in tonnes from 2000 to 2012 (see Chart A) .

Chart A

 2000 2012E
NET CHANGE IN  

ANNUAL DEMAND

Reported Central Bank Supply/Demand for Gold Bullion† -400T 600T 1,000T

US & Canadian Mint Sales of Gold Coins†† 9T 45T 36T

Cumulative ETF Holdings .  
(First Major ETF Launched in Nov . 2004)†††

0T 2,600T 325T^^^

Chinese Consumption of Gold^ 208T 950T 742T

Indian Consumption Measured Through Gold Imports^^ 535T 700T 165T

Total Net Change: 2,268T

Numbers quoted in metric tonnes .
† Source: CBGA1, CBGA2, CBGA3, International Monetary Fund Statistics, Sprott Estimates .
†† Source: Royal Canadian Mint and United States Mint .
††† Includes closed-end funds such as Sprott Physical Gold Trust and Central Fund of Canada .
^ Source: World Gold Council, Sprott Estimates .
^^ Source: World Gold Council, Sprott Estimates .
^^^ Refers to annualized increase over the past eight years .

As can be seen, the mere combination of only five separate sources of demand results 
in a 2,268 tonne net change in physical demand for gold over the past twelve years – 
meaning that there is roughly 2,268 tonnes of new annual demand today that didn’t exist 
12 years ago . According to the CPM Group, one of the main purveyors of gold statistics, 
the total annual gold supply is estimated to be roughly 3,700 tonnes of gold this year . Of 
that, the World Gold Council estimates that only 2,687 tonnes are expected to come from 
actual mine production, while the rest is attributed to recycled scrap gold, mainly from 
old jewelry .5 (See footnote 5) . The reporting agencies have a tendency to insist that total 
physical demand perfectly matches physical supply every year, and use the “Net Private 
Investment” as a plug to shore up the difference between the demand they attribute to 
industry, jewelry and ‘official transactions’ by central banks versus their annual supply 
estimate (which is relatively verifiable) . Their “Net Private Investment” figures are 
implied, however, and do not measure the actual investment demand purchases that 
take place every year . If more accurate data was ever incorporated into their market 

DO WESTERN CENTRAL BANKS HAVE ANY GOLD LEFT??? | SEPTEMBER 2012
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summary for demand, it would reveal a huge discrepancy, with the demand side vastly 
exceeding their estimation of annual supply . In fact, we know it would exceed it based 
purely on China’s Hong Kong gold imports, which are now up to 458 tonnes year-to-date 
as of July, representing a 367% increase over its purchases during the same period 
last year . If the imports continue at their current rate, China will reach 785 tonnes of 
gold imports by year-end . That’s 785 tonnes in a market that’s only expected to produce 
roughly 2,700 tonnes of mine supply, and that’s just one buyer .

Then there are all the private buyers whose purchases go unreported and 
unacknowledged, like that of Greenlight Capital, the hedge fund managed by David 
Einhorn, that is reported to have purchased $500 million worth of physical gold 
starting in 2009 . Or the $1 billion of physical gold purchased by the University of Texas 
Investment Management Co . in April 2011… or the myriad of other private investors 
(like Saudi Sheiks, Russian billionaires, this writer, probably many of our readers, etc .) 
who have purchased physical gold for their accounts over the past decade . None of 
these private purchases are ever considered in the research agencies’ summaries for 
investment demand, and yet these are real purchases of physical gold, not ETF’s or gold 
‘certificates’ . They require real, physical gold bars to be delivered to the buyer . So once 
we acknowledge how big the discrepancy is between the actual true level of physical 
gold demand versus the annual “supply”, the obvious questions present themselves: 
who are the sellers delivering the gold to match the enormous increase in physical 
demand? What entities are releasing physical gold onto the market without reporting it? 
Where is all the gold coming from?

There is only one possible candidate: the Western central banks . It may very well be that 
a large portion of physical gold currently flowing to new buyers is actually coming from 
the Western central banks themselves . They are the only holders of physical gold who 
are capable of supplying gold in a quantity and manner that cannot be readily tracked . 
They are also the very entities whose actions have driven investors back into gold in the 
first place . Gold is, after all, a hedge against their collective irresponsibility – and they 
have showcased their capacity in that regard quite enthusiastically over the past decade, 
especially since 2008 .
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If the Western central banks are indeed leasing out their physical reserves, they would 
not actually have to disclose the specific amounts of gold that leave their respective 
vaults . According to a document on the European Central Bank’s (ECB) website 
regarding the statistical treatment of the Eurosystem’s International Reserves, current 
reporting guidelines do not require central banks to differentiate between gold owned 
outright versus gold lent out or swapped with another party . The document states that, 
“reversible transactions in gold do not have any effect on the level of monetary 
gold regardless of the type of transaction (i .e . gold swaps, repos, deposits or loans), 
in line with the recommendations contained in the IMF guidelines .”6 (Emphasis theirs) . 
Under current reporting guidelines, therefore, central banks are permitted to continue 
carrying the entry of physical gold on their balance sheet even if they’ve swapped it or 
lent it out entirely . You can see this in the way Western central banks refer to their gold 
reserves . The UK Government, for example, refers to its gold allocation as, “Gold (incl . 
gold swapped or on loan)” . That’s the verbatim phrase they use in their official statement . 
Same goes for the US Treasury and the ECB, which report their gold holdings as “Gold 
(including gold deposits and, if appropriate, gold swapped)” and “Gold (including gold 
deposits and gold swapped)”, respectively (see Chart B) . Unfortunately, that’s as far as 
their description goes, as each institution does not break down what percentage of their 
stated gold reserves are held in physical, versus what percentage has been loaned out or 
swapped for something else . The fact that they do not differentiate between the two is 
astounding, (Ed . As is the “including gold deposits” verbiage that they use – what else is 
“gold” supposed to refer to?) but at the same time not at all surprising . It would not lend 
much credence to central bank credibility if they admitted they were leasing their gold 
reserves to ‘bullion bank’ intermediaries who were then turning around and selling their 
gold to China, for example . But the numbers strongly suggest that that is exactly what 
has happened . The central banks’ gold is likely gone, and the bullion banks that sold it 
have no realistic chance of getting it back .

DO WESTERN CENTRAL BANKS HAVE ANY GOLD LEFT??? | SEPTEMBER 2012
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Chart B

ENTITY STATED RESERVES TONNES HELD LISTED AS

1) UK Government 9,975,239 ounces 310 .3 Gold (including gold  
swapped or on loan)

2) US Treasury 261,499,000 ounces 8,133 .5 Gold (including gold deposits and,  
if appropriate, gold swapped)

3) European  
Central Bank*

€457,954,000,000 10,285 .4 Gold (including gold deposits  
and gold swapped)

4) Bank of Japan** ¥441,253,409,037 765 .2 Gold

5) IMF 2,814 .1 tonnes 2,814 .1 Gold

6) Switzerland 1,040 .1 tonnes 1,040 .1 Gold Holdings and claims  
from gold transactions

Total Tonnes: 23,348.6

In USD at $1,750 gold: $1.313 trillion 

Sources:
1) http://www .bankofengland .co .uk/statistics/Documents/reserves/2012/Aug/tempoutput .pdf
2) http://www .treasury .gov/resource-center/data-chart-center/IR-Position/Pages/08312012 .aspx
3) http://www .ecb .int/stats/external/reserves/html/assets_8 .812 .E .en .html
4) http://www .boj .or .jp/en/about/account/zai1205a .pdf
5) http://www .imf .org/external/np/exr/facts/gold .htm
6) http://www .snb .ch/en/mmr/reference/annrep_2011_komplett/source

Notes:
ECB Data as of July 2012 . Bank of Japan data as of March 31, 2012 .
*  European Central Bank reserves is composed of reserves held by the ECB, Belgium, Germany, 

Estonia, Ireland, Greece, Spain, France, Italy, Cyprus, Luxembourg, Malta,  
The Netherlands, Austria, Portugal, Slovenia, Slovakia and Finland .

** Bank of Japan only lists its gold reserves in Yen at book value .

Our analysis of the physical gold market shows that central banks have most likely 
been a massive unreported supplier of physical gold, and strongly implies that their 
gold reserves are negligible today . If Frank Veneroso’s conclusions were even close to 
accurate back in 1998 (and we believe they were), when coupled with the 2,300 tonne 
net change in annual demand we can easily identify above, it can only lead to the 
conclusion that a large portion of the Western central banks’ stated 23,000 tonnes of 
gold reserves are merely a paper entry on their balance sheets – completely un-backed 

http://www.bankofengland.co.uk/statistics/Documents/reserves/2012/Aug/tempoutput.pdf
http://www.treasury.gov/resource-center/data-chart-center/IR-Position/Pages/08312012.aspx
http://www.ecb.int/stats/external/reserves/html/assets_8.812.E.en.html
http://www.boj.or.jp/en/about/account/zai1205a.pdf
http://www.imf.org/external/np/exr/facts/gold.htm
http://www.snb.ch/en/mmr/reference/annrep_2011_komplett/source
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by anything tangible other than an IOU from whatever counterparty leased it from 
them in years past . At this stage of the game, we don’t believe these central banks 
will be able to get their gold back without extreme difficulty, especially if it turns out 
the gold has left their countries entirely . We can also only wonder how much gold 
within the central bank system has been ‘rehypothecated’ in the process, since the 
central banks in question seem so reluctant to divulge any meaningful details on their 
reserves in a way that would shed light on the various “swaps” and “loans” they imply 
to be participating in . We might also suggest that if a proper audit of Western central 
bank gold reserves was ever launched, as per Ron Paul’s recent proposal to audit the 
US Federal Reserve, the proverbial cat would be let out of the bag – with explosive 
implications for the gold price .

Notwithstanding the recent conversions of PIMCO’s Bill Gross, Bridegwater’s 
Ray Dalio and Ned Davis Research to gold, we realize that many mainstream 
institutional investors still continue to struggle with the topic . We also realize that 
some readers may scoff at any analysis of the gold market that hints at “conspiracy” . 
We’re not talking about conspiracy here however, we’re talking about stupidity . After 
all, Western central banks are probably under the impression that the gold they’ve 
swapped and/or lent out is still legally theirs, which technically it may be . But if what 
we are proposing turns out to be true, and those reserves are not physically theirs; 
not physically in their possession… then all bets are off regarding the future of our 
monetary system . As a general rule of common sense, when one embarks on an 
unlimited quantitative easing program targeted at the employment rate (see QE3), one 
had better make sure to have something in the vault as backup in case the ‘unlimited’ 
part actually ends up really meaning unlimited . We hope that it does not, for the sake of 
our monetary system, but given our analysis of the physical gold market, we’ll stick 
with our gold bars and take comfort as they collect more dust in our vaults, untouched

Notes

1  http://www .bloomberg .com/news/2012-09-04/central-bank-gold-buying-seen-
reaching-493-tons-in-2012-by-gfms .html

2 See notes in Chart A .

3  http://www .gold .org/government_affairs/reserve_asset_management/central_
bank_gold_agreements/
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4  http://www .imf .org/external/np/exr/faq/goldfaqs .htm

5  Mine supply estimate supplied by World Gold Council; YTD gold mine production data 
suggests that total 2012 gold mine supply will come in lower around 2,300 tonnes,  
ex Russia and China production . In addition, Frank Veneroso has recently published a 
new report that warns that the supply of recycled scrap gold could drop significantly 
going forward due to the depletion of the inventories of industrial scrap and long 
held jewelry over the past decade .

6 http://www .ecb .int/pub/pdf/other/statintreservesen .pdf
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gold… investment of the decade

The Basel Committee on Banking Supervision is an exclusive and somewhat mysterious 
entity that issues banking guidelines for the world’s largest financial institutions . It 
is part of the Bank of International Settlements (BIS) and is often referred to as the 
Central Banks’ central bank . Ever since the financial meltdown four years ago, the Basel 
Committee has been hard at work devising new international regulatory rules designed 
to minimize the potential for another large-scale financial meltdown . The Committee’s 
latest ‘framework’, as they call it, is referred to as “Basel III”, and involves tougher 
capital rules that will force all banks to more than triple the amount of core capital they 
hold from 2% to 7% in order to avoid future taxpayer bailouts . It doesn’t sound like much 
of an increase, and according to the Basel group’s own survey, the 100 largest global 
banks will only require approximately €370 billion in additional reserves to comply with 
the new regulations by 2019 .1 Given that the Spanish banks alone are believed to need 
well over €100 billion today simply to keep their capital ratios in check, it is hard to 
believe €370 billion will be enough to protect the world’s “too-big-to-fail” banks from 
future crises, but it is indeed a step in the right direction .2

Initial implementation of Basel III’s capital rules was expected to come into effect 
on January 1, 2013, but US banking regulators issued a press release on November 
9th stating that they wouldn’t meet the deadline, citing a large volume of letters (ie . 
complaints) received from bank participants and a “wide range of views expressed 
during the comment period” .3 It has also been revealed that smaller US regional banks 
are loath to adopt the new rules, which they view as overly complicated and potentially 
devastating to their bottom lines . The Independent Community Bankers of America 
has even requested a Basel III exemption for all banks with less than $50 billion in 
assets,“in order to avoid large-scale industry concentration that would curtail credit for 
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consumers and business borrowers, especially in small communities .”4 The long-term 
implementation period for all Basel III measures actually extends to 2019, so the delays 
are not necessarily meaningful news, but they do illustrate the growing rift between the 
US banking cartel and its European counterpart regarding the Basel III framework . JP 
Morgan’s CEO Jamie Dimon is on record having referred to Basel III regulations as “un-
American” for their favourable treatment of European covered bonds over US mortgage-
backed securities .5 Readers may also remember when Dimon was caught yelling at Mark 
Carney, Canada’s (soon to be former) Central Bank Governor and head of the Financial 
Stability Board, during a meeting in Washington to discuss the same topic .6 More 
recently, Deutsche Bank’s co-chief executive Juergen Fitschen suggested that the US 
regulators’ delay was “hurting trans-Atlantic relations” and creating distrust . . . stating, 
“when the whole thing is called un-American, I can only say in disbelief, who can still 
believe in this day and age that there can be purely European or American rules .”7 Suffice 
it to say that Basel III implementation has not gone as smoothly as planned .

One of the more relevant aspects of Basel III for our portfolios is its treatment of gold 
as an asset class . Documents posted by the Bank of International Settlements (which 
houses the Basel Committee) and the United States FDIC have both referenced gold as 
a “zero percent risk-weighted item” in their proposed frameworks, which has launched 
spirited rumours within the gold community that Basel III may define gold as a “Tier 1” 
asset, along with cash and AAA-government securities .8, 9 We have discovered in delving 
further that gold’s treatment in Basel III is far more complicated than the rumours suggest, 
and is still, for all intents and purposes, very much undecided . Without burdening our 
readers with the turgid details, it turns out that the reference to gold as a “zero-percent 
risk-weighted item” only relates to its treatment in specific Basel III regulation related to 
the liquidity of bank assets vs . its liabilities . (For a more comprehensive explanation of 
Basel III’s treatment of gold, please see the Appendix) . But what the Basel III proposals 
do confirm is the regulators’ desire for banks to improve their liquidity position by holding 
a larger amount of “high-quality”, liquid assets in order to improve their overall solvency 
in the event of another crisis .

Herein lies the problem, however: the Basel III regulators have stubbornly held to the 
view that AAA-government securities constitute the bulk of those high quality assets, 
even as the rest of the financial world increasingly realizes they are anything but that . As 
banks move forward in their Basel III compliance efforts, they will be forced to buy ever-
increasing amounts of AAA-rated government bonds to meet post Basel III-compliant 
liquidity and capital ratios . As we discussed in our August newsletter entitled, “NIRP: 
The Financial System’s Death Knell”, the problem with all this regulation-induced buying 
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is that it ultimately pushes government bond yields into negative territory - as banks buy 
more and more of them not because they want to but because they have to in order to 
meet the new regulations . Although we have no doubt in the ability of governments’ to 
issue more and more debt to satiate that demand, the captive purchases by the world’s 
largest banks may turn out to be surprisingly high . Add to this the additional demand for 
bonds from governments themselves through various Quantitative Easing programs… 
AND the new Dodd Frank rules, which will require more government bonds to be held 
on top of what’s required under Basel III, and we may soon have a situation where 
government bond yields are so low that they simply make no sense to hold at all .10, 11 This 
is where gold comes into play .

If the Basel Committee decides to grant gold a favourable liquidity profile under its 
proposed Basel III framework, it will open the door for gold to compete with cash and 
government bonds on bank balance sheets – and provide banks with an asset that 
actually has the chance to appreciate . Given that US Treasury bonds pay little to no yield 
today, if offered the choice between the “liquidity trifecta” of cash, government bonds or 
gold to meet Basel III liquidity requirements, why wouldn’t a bank choose gold? From a 
purely ‘opportunity cost’ perspective, it makes much more sense for a bank to improve its 
balance sheet liquidity profile through the addition of gold than it does by holding more 
cash or government bonds – if the banks are given the freedom to choose . 

The world’s non-Western central banks have already embraced this concept with their 
foreign exchange reserves, which are vulnerable to erosion from ‘Central Planning’ 
printing programs . This is why non-Western central banks are on track to buy at least 
500 tonnes of net new physical gold this year, adding to the 440 tonnes they collectively 
purchased in 2011 .12 In the un-regulated world of central banking, gold has already been 
accepted as the de-facto forex diversifier of choice, so why shouldn’t the regulated 
commercial banks be taking note and following suit with their balance sheets? Gold is, 
after all, one of the only assets they can all own simultaneously that will actually benefit 
from their respective participation through pure price appreciation . If banks all bought 
gold as the non-Western central banks have, it is likely that they would all profit while 
simultaneously improving their liquidity ratios . If they all acted in concert, gold could 
become the salvation of the banking system . (Highly unlikely… but just a thought) .

So far there have only been two banking jurisdictions that have openly incorporated 
gold into their capital structures . The first, which may surprise you, is Turkey . In an 
unconventional effort to increase the country’s savings rate and propel loan growth, 
Turkish Central Bank Governor Erdem Basci has enacted new policies to promote gold 
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within the Turkish banking system . He recently raised the proportion of reserves Turkish 
banks can keep in gold from 25 percent to 30 percent in an effort to attract more bullion 
into Turkish bank accounts . Turkiye Garanti Bankasi AS, Turkey’s largest lender, now 
offers gold-backed loans, where “customers can bring jewelry or coins to the bank and 
take out loans against their value .” The same bank will also soon “enable customers 
to withdraw their savings in gold, instead of Turkish lira or foreign exchange .”13 Basci’s 
policies have produced dramatic results for the Turkish banks, which have attracted 
US$8 .3 billion in new deposits through gold programs over the past 12 months – which 
they can now extend for credit .14 Governor Basci has even stated he may make adjusting 
the banks’ gold ratio his main monetary policy tool .15

The other banking jurisdiction is of course that of China, which has long encouraged its 
citizens to own physical gold . Recent reports indicate that the Shanghai Gold Exchange 
is planning to launch an interbank gold market in early December that will “pilot with 
Chinese banks and eventually be open to all .”16 Xie Duo, general director of the financial 
market department of the People’s Bank of China has stated that, “[China] should actively 
create conditions for the gold market to become integrated with the international gold 
market,” which suggests that the Chinese authorities have plans to capitalize on their 
growing gold stockpile .17 It is also interesting to note that China, of all countries, has 
been adamant that its 16 largest banks will meet the Basel III deadline on January 1, 
2013 .18 We can’t help but wonder if there is any connection between that effort and 
China’s recent increase in physical gold imports . Could China be positioning itself for 
the day Western banks finally realize they’d prefer gold over Treasuries? Possibly – and 
by the time banks figure it out, China may have already cornered most of the world’s 
physical gold supply .

If global banks’ are realistically going to improve their balance sheet diversification 
and liquidity profiles, gold will have to be part of that process . It is ludicrous to expect 
the global banking system to regain a sure footing through the increased ownership of 
government securities . If anything, we are now at a time when banks should do their 
utmost to diversify away from them, before the biggest “crowded trade” of all time begins 
to unravel itself . Basel III liquidity rules may be the start of gold’s re-emergence into 
mainstream commercial banking, although it is still not guaranteed that the US banking 
cartel will adopt all of the Basel III measures, and they still have years to hammer out 
the details . If regulators hold firm in applying stricter liquidity rules, however, gold is the 
only financial asset that can satisfy those liquidity requirements while freeing banks 
from the constraints of negative-yielding government bonds . And while it strikes us as 
somewhat ironic that the banking system may be forced to turn to gold out of sheer 



175

regulatory necessity, that’s where we see the potential in Basel III . After all – if the banks 
are ultimately interested in restoring stability and confidence, they could do worse than 
holding an asset that has gone up by an average of 17% per year for the last 12 years 
and represented ‘sound money’ throughout history .

Appendix: Gold’s treatment in Basel III

Basel III is a much more complex “framework” than Basel I or II, although we do not claim 
to be experts on either . It should also be mentioned that Basel II only came into effect 
in early 2008, and wasn’t even adopted by the US banks on its launch . Post-meltdown, 
Basel III is the Basel Committee’s attempt to get it right once and for all, and is designed 
to provide an all-encompassing, international set of banking regulations designed to 
avoid future bailouts of the “too-big to fail” banks in the event of another financial crisis .

Without going into cumbersome details, under the older Basel framework (Basel I), the 
lower the “risk weighting” regulators applied to an asset class, the less capital the banks 
had to set aside in order to hold it . CNBC’s John Carney writes, “The earlier round of 
capital regulations… government-rated bonds rated BBB were given 50 percent risk 
weightings . A-rated bonds were given 20 percent risk weightings . Double A and Triple A 
were given zero risk weightings – meaning banks did not have to set aside any capital at 
all for the government bonds they held .”19 Critics of Basel I argued that the risk-weighting 
system compelled banks to overweight their exposure to assets that had the lowest risk-
weightings, which created a herd-like move into same assets . This was most evident in 
their gradual overexposure to European sovereign debt and mortgage-backed securities, 
which the regulators had erroneously defined as “low-risk” before the meltdown proved 
them to be otherwise . The banks and governments learned that lesson the hard way .

Basel III (and Basel II) takes the same idea and complicates it further by dividing 
bank assets into two risk categories (credit and market risk) and risk-weighting them 
depending on their attributes . Just like Basel I, the higher the “risk-weight” applied to an 
asset class, the more capital the bank is required to hold to offset them .

 = Tier 1 Capital Ratio
Capital 

Risk-weight Adjusted Total Assets

Assets Liabilities

Credit Risk-weighted Assets

Market Risk-weighted Assets

Deposits

Debt

Capital  (common equity, preferred shares, hybrid capital)
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It is our understanding that gold’s reference as a “zero percent risk-weighted asset” in 
the FDIC and BIS literature only applies to gold’s “credit risk” – which makes perfect 
sense given that gold isn’t anyone’s counterparty and cannot default in any way . Gold 
still has “market-risk” however, which stems from its price fluctuations, and this results 
in the bank having to set aside capital in order to hold it . So for banks who hold physical 
gold on their balance sheet (and we don’t know of any who do, other than the bullion 
dealers), the gold would not be treated the same as cash or AAA-bonds for the purposes 
of calculating their Tier 1 ratio . This is where the gold community’s conjecture on gold as 
a “Tier 1” asset has been misleading . There really isn’t such a thing as a “Tier 1” asset 
under Basel III . Instead, “Tier 1” is merely the ratio that reflects the capital supporting a 
bank’s risk-weighted assets .

HOWEVER, Basel III will also be adding an entirely new layer of regulation concerning 
the relative liquidity of the bank’s assets and liabilities . This will be reflected in two new 
ratios banks must calculate starting in 2015: the Liquidity Coverage Ratio (LCR) and Net 
Stable Funding Ratio (NSFR) .

High Quality Liquid Assets
=

Net Cash Out�ows for 30 Day Period

Liquidity 
Coverage 

Ratio
> 100%

> 100%
Amount of Stable Funding

=
Required Amount of Stable Funding

Net Stable 
Funding Ratio

Just as Basel III requires risk-weights for the asset side of a bank’s balance sheet (based 
on credit risk and market risk), Basel III will also soon require the application of risk-
weights to be applied to the LIQUIDITY profile of both the assets and liabilities held by 
the bank . The idea here is to address the liquidity constraints that arose during the 2008 
meltdown, when banks suffered widespread deposit withdrawals just as their access to 
wholesale funding dried up . 

This is where gold’s Basel III treatment becomes more interesting . Under the proposed 
LIQUIDITY component of Basel III, gold is currently labeled with a 50% liquidity “haircut”, 
which is the same haircut that is applied to equities and bonds . This implicitly assumes 
that gold cannot be easily converted into cash in a stressed period, which is exactly the 
opposite of what we observed during the crisis . It also requires the bank to maintain 
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a much more stable source of funding in order to hold gold as an asset on its balance 
sheet . Fortunately, there is a strong chance that this liquidity definition for gold may be 
changed . The World Gold Council has in fact been lobbying the Basel Committee, the 
Federal Reserve and the FDIC on this issue as far back as 2009, and published a paper 
arguing that gold should enjoy the same liquidity profile as cash or AAA-government 
securities when calculating Basel III’s LCR and NSFR ratios .20 And as it turns out, the 
liquidity definitions that will guide banks’ LCR and NSFR calculations have not yet been 
finalized by the Basel Committee . The Basel III comment period that ended on October 
22nd resulted in the deadline being pushed back to January 1, 2013, and given the recent 
delays with the US bank regulators, will likely be postponed even further next year . Of 
specific interest to us is how the Basel Committee will treat gold from a liquidity-risk 
perspective, and whether they decide to lower gold’s liquidity “haircut” from 50% to 
something more reasonable, given gold’s obvious liquidity superiority over that of 
equities and bonds . 

The only hint we’ve heard thus far has come from the World Gold Council itself, which 
suggested in an April 2012 research paper, and re-iterated on a recent conference call, 
that gold will be given a 15% liquidity “haircut”, but we have not been able to confirm 
this with either the Basel Committee or the FDIC .21 In fact, all inquiries regarding gold’s 
treatment made to those groups by ourselves, and by other parties that we have spoken 
with, have been met with silence . We get the sense that the regulators have no interest 
in stirring the pot by mentioning anything related to gold out of turn . Given our discussion 
above, we can understand why they may be hesitant to address the issue, and only time 
will tell if gold gets the proper liquidity treatment it deserves .
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gold… investment of the decade

The past few months have been difficult for the gold investor as selling pressure in the 
gold futures market has set a decidedly negative direction for the price of the yellow 
metal . As fundamental investors, we always pay special attention to the supply and 
demand dynamics of gold and, recently, we have found it very difficult to reconcile lower 
prices with continued strong demand for physical gold . 

While the supply of gold has remained largely static, we have seen a steady increase in 
demand for the yellow metal . India and China have emerged as strong buyers, consuming 
over half of the mine supply in recent years . Central banks have switched from being 
sellers of gold to being net buyers, with their gold purchases in 2012 increasing by 17% 
to almost 535 tonnes . Exchange traded products (ETPs) around the world have continued 
to add to their gold hoards, as have institutions and private investors . Furthermore, 
central banks, such as South Korea and Russia, have added to their bullion reserves 
early in 2013, which points to sustained strength in demand . These facts are important 
because, over the past decade, the annual supply of gold has stayed flat at approximately 
4,000 tonnes .

Much ado has been made about the recent sell-off in the yellow metal forcing certain 
ETPs to liquidate, adding a supply of gold into the market in the process . Our work 
reveals that the previous ETP sell-offs, (which occurred in January 2011, December 2011, 
May 2012 and July 2012) have all coincided with gold finding strong price support and 
rallying higher . 

Do Western Central Banks Have Any Gold Left??? 
Part II
February 2013
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In our September 2012 MAAG, titled, “Do Western Central Banks Have Any Gold 
Left???”, we reconciled the annual change in demand for gold between 2000 and 2012 
to be almost 2,300 tonnes . We went on to hypothesize that given the massive change in 
demand, the only suppliers large enough to fill the gap between supply and demand were 
the Central Banks . Now, our long search for the “smoking gun” to prove our hypothesis 
appears to have finally materialized .

Every month, the US Census Bureau releases the FT900 document, which outlines US 
International Trade Data . Going through this document, we were intrigued to see that 
in December 2012 the US exported over $4B worth of gold and imported around $1 .5B 
worth of gold, representing a net export of $2 .5B or almost 50 tonnes1 . This surprising 
number led us to look at the previous releases of US International Trade Data which 
go as far back as 1991 – what we found was truly shocking . Not only has the US been 
consistently exporting large quantities of gold on a net basis, the amount of gold the US 
has been exporting is above and beyond what the US should be capable of exporting . 

The gold market is fairly simple to understand from a supply and demand perspective . 
Since you cannot fabricate gold out of thin air, supply comes from new mine production, 
scrap gold recycling and investor disposition of bullion . Demand comes from many 
sources including investment demand, electronics, dental and industrial uses to name a 
few . There can be short-term aberrations between supply and demand where the market 
can be oversupplied, or demand can outstrip supply, however, over a longer period, supply 
should equal demand with the price acting as the equalizer . Under this assumption, the 
amount of gold that the US is exporting should equate to the amount of gold that the US 
is not consuming over a long enough time frame . 

Table 1 lays out our framework for analyzing the US gold supply and demand . 

Table 1

SOURCES OF SUPPLY SOURCES OF DEMAND

•	Mine	production •	Jewelry
•	Scrap	gold	recycling •	Electronics
•	Gold	imports •	Industrial
•	Private	investor	bullion	disposition •	Exchange	traded	products

•	Coin	sales
•	Private	investor	bullion	demand
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For our analysis of supply and demand, we have very robust statistics as far as mine 
production, import-export data, coin sales and ETP demand from GFMS2, the US Census 
Bureau3, the US Mint4 and Bloomberg5, respectively . We have good data on gold 
recycling, jewelry sales and gold use in electronics and industrial applications from the 
CPM Group6 .

Table 2 lays out our analysis for 2012 using the supply and demand framework . 

Table 2

SOURCES OF US GOLD SUPPLY AND DEMAND

Supply (tonnes) FY 2012

Imports 333

US gold production 230

Recycling 44

Private sales  unknown 

Total Supply 607

Demand (tonnes)  

Exports 677

GLD ETF demand5 96

Jewelry 41

Coins sales 23

Electronics 21

Dental 18

Industrial 9

Private purchases  unknown 

Total Demand 885 

US supply - deficit (278)

We used this framework to analyze supply and demand in the US going all the way back 
to 1991, which is as far back as the FT900 documents go . Over the span of 22 years, the 
total amount of gold that the US has exported – above and beyond its supply capability – 
is almost 4,500 tonnes! A truly stunning figure . (See Table 3) .

DO WESTERN CENTRAL BANKS HAVE ANY GOLD LEFT??? PART II | FEBRUARY 2013
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Table 3: US Gold Market, Cumulative supply demand 1991-2012 (In tonnes)

US SUPPLY US DEMAND SURPLUS AVAILABLE FOR EXPORT

Production 6,416 - All Uses 6,517 = Total 1,014Recycling 1,116

Total 7,532 Total 6,517

ACTUAL US  
GOLD EXPORTS

ACTUAL US  
GOLD IMPORTS US NET EXPORTS

11, 223 - 5,719 = 5,504

SURPLUS AVAILABLE 
FOR EXPORT ACTUAL EXPORTS UNEXPLAINED 

EXPORT GAP

1,014 - 5,504 = (4,490)

Admittedly there is an unknown in our analysis, that being gold bullion acquisition and 
disposition by private investors . However, strong demand in ETPs such as GLD and PHYS 
and demand for gold coins provide strong evidence that the private investor has been 
a net buyer over the years . The inclusion of the private investor on the demand side 
would in fact skew the ‘gap’ of 4,500 tonnes higher to a figure that would lie somewhere 
between 4,500 tonnes and 11,200 tonnes, which represents the gross exports out of the 
US . The only US seller that would be capable of supplying such an astonishing amount 
of gold is the US Government, with a reported gold holding of 8,300 tonnes . The US 
Government gold holdings have not been audited or verified in more than four decades . 
The US trade data defines the export of non-monetary gold as a sale of gold from a 
private seller within the US to an official agency . In September 2012, we espoused that 
the Western Central Banks have been surreptitiously selling/leasing their gold through 
private channels in an effort to increase the available supply and in turn suppress prices . 
This new analysis using official US agency numbers seems to provide the strongest 
validation of our hypothesis to date . It is worth noting that our data only covers two 
decades and that the export ‘gap’ could in fact be significantly larger if earlier numbers 
were included or the real private investor demand for gold was known . 
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We are currently in an environment where policy makers are intent on devaluing their 
currencies in an effort to create growth . Real rates continue to stay negative in most of 
the developed world . Every marginal dollar of debt that is created is producing lower and 
lower amounts of growth . In a world overwhelmed by mountains of debt and economic 
growth which is sub-par at best, precious metals and real assets can act as insurance 
against the stupidity of policy makers . The evidence pointing towards the suppression of 
the gold price is becoming increasingly apparent . Don’t be the last person to figure this 
out! The current sell-off in gold should be viewed not with extreme trepidation but as an 
unbelievable opportunity to buy the metal at an artificially low value .

Notes

1  Import Export Stats – US Census Foreign trade: http://www .census .gov/foreign-
trade/index .html

2  GFMS – http://www .gfms .co .uk/

3  Import Export Stats – US Census Foreign trade: http://www .census .gov/foreign-
trade/index .html

4  Coin sales from US Mint: http://www .usmint .gov/

5  Bloomberg

6  Jewelry, recycling, dental, electronics and industrial from CPM Gold Yearbook
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gold… investment of the decade

Recent outflows from physical gold exchange traded products (we use the SPDR Gold 
Shares, GLD) have been interpreted by the financial press as a sign of weakness in the 
demand for gold as an investment vehicle .1 

However, a closer look at the evidence suggests otherwise: the largest outflows in the 
history of the GLD (see Figure 1) started well before the large drop in the price of gold we 
observed on April 15th, 2013 (-9%, which represents a 1 in 11 years event)2 . In fact, the 
net redemption of shares of GLD started as early as the second week of January 2013 (on 
a 3-month cumulative rolling basis) . In this note, we will explore the theory that it was 
the shortage of physical gold and the ensuing arbitrage opportunity that drove market 
participants to redeem shares of GLD .

Figure 1: Flows in the GLD (Tonnes) - 3 Month Rolling Basis

Source: SPDRgoldshares .com and Sprott Calculations .
Last Observation: May 28, 2013 (Week 22) .

Redemptions in the GLD are, oddly enough, 
Bullish for Gold
May 2013

-300

-200

-100

0

100

200

300

400

201320122011201020092008200720062005



188

MARKETS AT A GLANCE 1999 | 2014

So why are the bullion banks3 that act as Authorized Participants for GLD, a group that 
includes JP Morgan and HSBC and others (who by-the-way were mostly bearish on gold 
leading to the April Crash), redeeming so many shares of GLD? 

One explanation could be that they are trying to match supply and demand so that the net 
asset value (NAV) of the ETF is in line with its price . Historically, we have observed that 
large movements in and out of the GLD are associated with large discounts/premiums to 
NAV (Figure 2) . This is due to the constant creation/redemption of the shares to minimize 
the discrepancies between the ETF share price and the NAV . However, the recent wave of 
redemptions has occurred even while the premium to NAV has been very stable, hovering 
around 0% for most of the year .

Figure 2: GLD Premium to NAV and Gold Flows

Source: SPDR Gold Trust, Sprott Calculations .
Note: Large flows are defined as weeks where the average % change in tonnes lies in the top or 
bottom 10% of its distribution (i .e . tail events) .

We believe that the answer lies in the discrepancy between the paper and physical 
markets for gold . Over the past few months, there have been rumours of bullion bank 
customers unable to redeem their gold .4, 5 While, at the same time, physical demand in 
Asia has been extremely strong this year .6, 7 According to the World Gold Council (WGC), 
Indian imports should reach 230-400 tonnes in Q2 2013 (an increase of more than 200% 
year-over-year) and imports from China keep breaking records (the WGC now forecasts 
total Chinese imports of 880 tonnes for 2013) .8 This is reflected in the large premium 
customers in these markets pay over the “London Fix”, the price one should be able to get 
for physical gold . One way to measure the extent of the demand imbalance for physical 
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gold in Asia is to look at what has been termed the “Shanghai Premium”, which is the 
difference between the quoted physical gold price on the Shanghai Gold Exchange and 
the London Fix gold price . Figure 3 shows a weekly time series of the Shanghai premium 
in USD/oz . of gold . Since the beginning of the year, the Shanghai premium has been 
consistently above zero and historically large, reaching more than $50 per oz .

Figure 3: Shanghai Premium (Gold, $/oz)

Source: Bloomberg . Last Observation: May 28, 2013 (Week 22) .
Definition: Shanghai Gold Exchange Au9999 Gold (USD) minus London Gold Market Fixing Ltd - 
LBMA AM Fixing Price/USD .
“ The Shanghai Premium is calculated on a weekly basis . Formula: (SHGF9999 Index * CNYUSD 
Curncy * 31 .1g/oz) - GOLDLNAM Index” .

Putting the pieces together

It is clear that demand for physical gold in Asia is strong and that the price of gold in 
these markets is well above the “Western” price . This creates arbitrage opportunities 
for market participants that have access to large and cheap quantities of physical gold 
in the West . The bullion banks happen to be the only ones able to redeem GLD shares 
for gold, and the GLD, with its 1,000 tonnes of inventory, acts like a large physical gold 
bank . According to the GLD prospectus, the bullion banks can create or redeem units for 
as little as 10bps (0 .10%) . Even with transport and insurance costs (which are arguably 
lower for large transactions and large international banks), there is a clear arbitrage 
opportunity for the bullion banks when the Shanghai premium (or any other physical gold 
price premium in emerging markets) is as large as it has been recently . 
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Moreover, because of the intense demand for physical gold we have seen so far this year, 
it is very probable that the bullion banks themselves are in a shortage of physical gold, 
hence the need to use the GLD reserves .

Figure 4: Shanghai Premium ($/oz) and GLD Flows

Source: Bloomberg, SPDR Gold Trust, Sprott Calculations .
Note: Shanghai Premium shown as a 3-month Moving Average GLD flows are rolling cumulative 
flows over 3 months .

Indeed, since 2005, there has been a strong negative correlation between GLD flows 
and the Shanghai Premium (-53%) (Figure 4 above) . This means that large outflows 
(redemptions) from the GLD are typically associated with high premiums in the Shanghai 
gold market . This association has been particularly marked since the beginning of 
the year, with historically large outflows corresponding to an all-time high in the 
Shanghai premium . 

To conclude, the evidence presented here suggests that, contrary to what has been stated 
in the financial press, the flows out of the SPDR Gold Trust may have been generated by 
the bullion banks to take advantage of an arbitrage opportunity in the physical market . 
This arbitrage opportunity occurred because of the intense demand for gold stemming 
from Asia and the inability of traditional suppliers to provide this gold (hence the large 
Shanghai premium) . We believe that this activity further supports our hypothesis that 
there is a lack of availability of physical gold and an obvious dislocation between the 
physical and paper gold markets .
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In these conditions, it is not hard to imagine that prior to April 15, the bullion dealers, 
with their large resources, were tempted to sell large amounts of gold futures in order 
to lower the spot price and make the arbitrage even more profitable by increasing the 
spread and sparking a tsunami of buying in Asia . 

To us, this is clearly a bullish signal for gold .

Notes

1  http://www .bloomberg .com/news/2013-05-22/gold-etp-outflows-in-2013-top-
additions-over-past-two-years-1- .html

2  We say approximately 1 in 11 years because a -9% move is about a 7 standard 
deviations change and, given that gold price returns follow a Student distribution 
with about 5 degrees of freedom, this should happen every 10 years (or 2800 trading 
days) . Some have proclaimed that it is a much rarer event, but this would assume 
that gold prices follow a normal distribution, which is simply false .

3  The bullion banks are: the Bank of Nova Scotia – ScotiaMocatta, Barclays Bank PLC, 
Credit Suisse, Deutsche Bank AG, Goldman Sachs International, HSBC Bank USA, 
N .A ., JPMorgan Chase Bank, N .A ., Mitsui & Co Precious Metals Inc ., Merrill Lynch 
International Bank Limited, Société Générale and UBS AG .

4  http://poorrichards-blog .blogspot .com .au/2013/05/clients-denied-gold-at-major-
banks-as .html

5  http://truthingold .blogspot .co .uk/2013/04/the-global-fractional-paper-bullion_6103 .
html

6  http://sprottgroup .com/thoughts/articles/where-is-the-gold-coming-from/

7  http://sprottgroup .com/thoughts/articles/the-golden-answer-to-chinese-import-data/

8  h t t p : / / w w w . r e u t e r s  . c o m / a r t i c l e / 2 0 1 3 / 0 5 / 2 9 / g o l d - d e m a n d - w g c -
idUSL5N0E93U920130529
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gold… investment of the decade

Recent dramatic declines in gold prices and strong redemptions from physical ETFs (such as the 
GLD) have been interpreted by the financial press as indicating the end of the gold bull market . 
Conversely, our analysis of the supply and demand dynamics underlying the gold market does 
not support this interpretation . Many major buyers of gold are adding to their stocks, while at the 
same time supply is flat or even decreasing, compounding an already vast imbalance .

For example, central banks from the rest of the world (i .e . Non-Western Central Banks) have 
been increasing their holdings of gold at a very rapid pace, going from 6,300 tonnes in Q1 2009 to 
more than 8,200 tonnes at the end of Q1 2013 (Figure 1a) . At the same time, physical inventories 
have declined rapidly since the beginning of 2013 (Figure 1b) (or have been raided, as we argued 
in the May 2013 Markets at a Glance)1 and physical demand from large (Figure 1c) and small 
(Figure 1d) scale buyers remains solid .

Do Western Central Banks Have Any Gold Left??? 
Part IIl
July 2013

Figure 1a: (Non-Western) Central Banks are Accumulating Gold at a 
Rapid Pace. Central Banks Reported Gold Holdings (tonnes)
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Figure 1b: Physical Gold Inventories are Declining (tonnes)
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Figure 1c: Chinese Gold Demand is Strong
12-Month Cumulative Net Gold Exports to China (tonnes)
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Figure 1d: Small Scale Physical Demand Remains Strong
Average Gold Coin Premium over spot
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Average premium calculated as the average premium for the following 1 oz . coins, as reported 
by the Certified Coin Exchange (CCEX): American Eagle, Maple Leaf, Krugerrand, Philharmonic, 
Panda, Isle of Man and Kangaroo .
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As we have shown in previous articles, the past decade has seen a large discrepancy between 
the available gold supply and sales .2 The conclusion we have reached is that this gold has been 
supplied by Central Banks, who have replaced their holdings of physical gold with claims on gold 
(paper gold) . 

Many recent events suggest that the Central Banks are getting close to the end of their supplies 
and that the physical market for gold is becoming increasingly tight .

Supply & Demand Factors

First, in January, the German Bundesbank (the second largest gold reserve in the world according 
to the International Monetary Fund (IMF) data), announced that they would repatriate their gold 
from the New York Fed’s vaults .3 In total, 300 tonnes out of the 6,200 tonnes the New York Fed 
claims to hold should be relatively easy to transfer .4 But the Bundesbank also announced that it 
would take about seven years to do so . If the gold is really there, it should not take much time to 
transfer a paltry 4 .8% of the New York Fed’s vault .

Next, in March, there was the leaked letter from ABN Amro (a large Dutch bank) telling its 
bullion customers that redemption of physical gold from their allocated accounts would now 
be impossible .5 Then, in April, we heard reports that UBS and Scotiabank were experiencing a 
“bullion depositor run”, where customers were lining up to withdraw their gold .6 Finally, a few 
days later, we heard from Jim Sinclair that allocated gold deposits held in Swiss banks could not 
be withdrawn on the basis of directives from the central bank .7

Why would a bank do that if it indeed had their customer’s gold in the vaults? 

Lastly, on July 1st we learned that delivery times at the London Metals Exchange were as high as 
100 days .8 All these events strongly support the thesis that the strong physical demand we have 
seen over the past few years is putting ever increasing strains on the Central and bullion banks .

Reaction from central planners

Against all odds, the price of gold has experienced a large decline over the past few months, 
only slightly recovering over the past two weeks or so . Given the strong physical demand and 
the lack of available supply, we think that this decline was engineered by central and 
bullion banks to increase available supply and decrease demand . They flooded the 
COMEX (paper market), only to then free-up physical gold from the various available sources at 
depressed prices (see our discussion of this topic in the May 2013 Markets at a Glance) . 

DO WESTERN CENTRAL BANKS HAVE ANY GOLD LEFT??? PART III | JULY 2013
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This has been manifested in the GLD trust and the COMEX inventories (see Figure 1b) . Since the 
beginning of the year, and well before the April crash, one of the largest repositories of physical 
gold, the GLD trust, has seen redemptions of more than 300 tonnes of gold (Figure 2), while world 
mine production (excluding Russia and China) is approximately 2,300 tonnes a year .9 

If our thesis is correct, the Central Banks are running out of gold . What would happen if the world 
found out? This can’t be allowed, so the only option left for central planners is to try to tame the 
demand for gold .

These events have been met with some concerted reactions from the authorities . 

First, in early April, the large commercial banks, who are also active participants in the various 
gold markets, started recommending that their clients sell gold, saying the metal was overpriced, 

Figure 2: The GLD is one of the last reserves of bullion
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Figure 3: Commercial Traders Cover Their Shorts, while Speculators 
Increase Theirs
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while at the same time covering their own shorts in record amounts (Figure 3) . Simultaneously, 
we have also seen a record amount of short interest from speculators (non-commercial 
participants) (Figure 3) . More recently there was the talk of tapering by Fed officials that further 
precipitated the remaining long speculators to sell their positions . Finally, the Indian Central 
Bank decided, supposedly to reduce their trade deficit, to increase the gold import duty to 8% to 
try to tame demand (the third increase in 18 months) .10,11 Then, they imposed further restrictions, 
such as a tightening of bank credit for bullion importers and limitations on credit card purchases 
of gold .12,13 Those restrictions were interpreted as negative for gold, even though Indians will 
certainly exploit non-official channels to get their hands on the precious metal (see our Sprott’s 
Thoughts article on the subject: “Silver is winning India’s “War on Gold””) .

Figure 4: COMEX Volume on Large Down Days

Price Price 
Change

Total 
Volume Total oz. Tonnes % of Avg. Annual 

Mine Supply
Multiples of average 
Daily Volumes (2012)

4/15/2013 1347.95 -9.11% 751,058 75,105,800 2,129 82% 4.33 

4/12/2013 1483.00 -5.02% 391,973 39,197,300 1,111 43% 2.26 

6/20/2013 1285.05 -4.90% 390,843 39,084,300 1,108 43% 2.25 

6/26/2013 1226.65 -3.99% 352,203 35,220,300 998 39% 2.03 

Source: Sprott Calculations, CME Group .

DO WESTERN CENTRAL BANKS HAVE ANY GOLD LEFT??? PART III | JULY 2013

Suddenly, in a very short period of time, all the stars got aligned by the central planners to 
depress the price of gold . All that was needed was a few big moves in the paper market to finish 
the job . As Figure 4 shows, the enormous volume experienced on the largest down days have 
been highly suspect and unusual . For example, when gold declined more than 9% in April, the 
total amount of paper gold traded that day was 82% of average annual mine supply and more 
than 4 .3 times the average volume of a normal day . A closer analysis of the tape for those days 
shows that what drove the price down was a few, very large sell orders on the COMEX . This 
further hints at price manipulation since a normal trader wanting to close a position would never 
send the whole order all at once, for fear of moving the market . 

To further support our price manipulation hypothesis, we overlay the 1-month GOFO rate (Gold 
Forward Offered Rate, the interest rate on a loan collateralized by gold) with days where the 
gold price suffered significant declines (more than 3%) in Figure 5 . Unless it is the actual price 
drop that sparks all this increased demand, it seems counterintuitive that the gold price would 
decline precipitously before large declines in the GOFO rate, which implies increased demand for 
physical gold from bullion dealers .
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Figure 5: Bullion Banks Demand More Physical Gold as Price 
Drops (1-Month GOFO rate and Days of Large (>3%) Spot Price Decline)
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It now seems that bullion banks are in desperate need of bullion, as evidenced by the 
increasingly negative GOFO rates we are seeing (Figure 5) and the backwardation in the futures 
market (future gold is sold to a discount to current gold) . Remember that a negative GOFO rate 
signifies that the bullion banks are ready to pay holders of physical to lease their gold, in this 
case for a month . Historically, negative GOFO rates have happened in very few occurrences . 
The last one was in November 2008, at the height of the financial crisis and after which gold 
rose 156% from through-to-peak . Before that, we saw negative GOFO rates in March of 2001 
(about the start of the bull market) and September of 1999 (for a thorough discussion of these 
issues, see the Sprott’s Thoughts article: “Central Banks, Bullion Banks and the Physical Gold 
Market Conundrum”) .  

Summary

To recap, we believe that the central planners have engineered the recent gold drawdown in 
the following way:

✓ Brokers recommend their clients to sell gold, 
✓  The same brokers cover their short positions on the COMEX,
✓	  While the GLD and the COMEX inventories suffer large redemptions/deliveries,
✓  Taper talk crashes the gold price,
✓  And India cooperates with other central planners to decrease physical demand .
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of-gold-to-germany-by-2020 .html

4  h t t p : / / w w w . f e d e r a l r e s e r v e  . g o v / e c o n r e s d a t a / r e l e a s e s / i n t l s u m m /
forassets20130630 .htm

5  http://www .silverdoctors .com/dutch-bank-abn-amro-halts-physical-gold-delivery/

6  http://kingworldnews .com/kingworldnews/KWN_DailyWeb/Entries/2013/4/17_
Massive_Run_On_Physical_Gold_%26_Silver_At_UBS_%26_Scotiabank .html
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Result: 

✓  Record speculator (i .e . hedge funds) short positions,
✓  The GOFO rate goes negative, 
✓  Futures markets go into backwardation,
✓  Physical inventories stand at record lows,
✓  And a recant on taper .

Conclusion: this was all orchestrated to increase supply and tame demand . We believe that 
central planners are now running out of options to suppress the gold price . After taking a pause, 
the secular gold bull market is set to continue .  
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7  http://kingworldnews .com/kingworldnews/KWN_DailyWeb/Entries/2013/4/23_
Sinclair_-_Swiss_Bank_Just_Refused_To_Give_My_Friend_His_Gold .html

8  http://www .bloomberg .com/news/2013-07-01/lme-seeks-to-reduce-lines-at-
warehouses-where-wait-is-100-days .html

9  Mine supply estimate supplied by World Gold Council; YTD gold mine production 
data suggests that total 2012 gold mine supply will come in lower around 2,300 
tonnes, ex Russia and China production . In addition, Frank Veneroso has recently 
published a new report that warns that the supply of recycled scrap gold could drop 
significantly going forward due to the depletion ofthe inventories of industrial scrap 
and long held jewelry over the past decade . See June 2013 Markets at a Glance: 
http://www .sprott .com/markets-at-a-glance/do-western-central-banks-have-any-
gold-left/

10  http://www .forbes .com/sites/kitconews/2013/07/08/indian-gold-imports-slump-
in-june-analysts-expected-recovery/

11  http://online .wsj .com/article/SB10001424127887323844804578528502624542788 .html

12  http://stream .wsj .com/story/markets/SS-2-5/SS-2-275498/
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gold… investment of the decade

Dear World Gold Council Executives;

As you very well know, the business environment for gold producers has been extremely 
challenging over the past few years . While demand for physical gold remains extremely strong, 
prices on the COMEX have fallen precipitously . This contradictory situation is the single most 
important obstacle to a healthy gold mining industry .

In my opinion, the massive imbalance between supply and demand is not reflected in prices 
because available statistics are misleading . It is not the first time that GFMS (and World Gold 
Council) statistics have come under pressure from the investment community . In his now 
celebrated “The 1998 Gold Book Annual”, Frank Veneroso demonstrated the inconsistencies in 
GFMS gold demand data and proceeded to show how they grossly underestimated demand . The 
tremendous increase in the price of gold over the following years vindicated his conclusions .

For very different reasons, we are now at a similar pivotal point for gold . Over the past few 
years, we have seen incredible incremental demand from emerging markets . Indeed, so much 
so that the People’s Bank of China has announced that it is planning to increase the number of 
firms allowed to import and export gold and ease restrictions on individual buyers .1 In India, the 
government has been fighting a losing battle against gold imports by imposing import taxes and 
restrictions .2 Moreover, Non-Western Central Banks from around the world are replacing their 
U .S . dollar reserves by increasing their holdings of gold .3

But, demand statistics reported by the World Gold Council (WGC) consistently misrepresent 
reality, mostly with regard to demand from Asia .

Open Letter to the World Gold Council
October 22, 2013
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To illustrate my point, Table 1 below contrasts mine production with demand from some of 
the world’s largest gold consumers . According to WGC/GFMS data, the world will mine, on an 
annualized basis, about 2,800 tonnes of gold for 2013 .

But, I adjusted these figures to reflect mine production from China and Russia, which never 
leaves the country and is used solely to satisfy domestic demand . After adjustments, we have 
a total world mine supply of about 2,140 tonnes . On the demand side, I make some in-house 
adjustments to better represent demand from emerging markets . To proxy for gold consumption 
in China, Hong Kong, India, Thailand and Turkey, I use net imports of gold, as reported by their 
various governmental agencies . While imports might in general be an imperfect proxy for 
demand, those countries see very little re-export of what they import and keep most of it for 
themselves, so it is not unreasonable to assume that what they import they “consume”, on top 
of their domestic production . To this I add the demand, as estimated by the GFMS, from other 
countries and that of central banks . I annualized the year-to-date figures and found that for this 
year, annualized total demand is approximately 5,200 tonnes . On that basis, “core” annualized 
demand is approximately 3,000 tonnes more than mine supply .

Table 1: World Gold Supply and Demand 2013, in Tonnes

Supply Partial Year Annualized Source
Mine production 1,383 2,765 GFMS
  less Chinese domestic production 270 440 China Gold Association
  less Russian domestic production 122 183 WBMS
Total mine production  
excluding China & Russia 991 2,142

Demand
Hong Kong net exports to China 716 1,074 Hong Kong Census
Net imports to Hong Kong 471 707 Hong Kong Census
Thailand – net imports 157 313 UN Comtrade statistics
Turkey – net imports 124 248 UN Comtrade statistics
India – net imports 551 1,102 UN Comtrade statistics
Central Banks – change in reserves 216 431 IMF
Other countries – jewellery,  
coin and bar demand4 655 1,309 GFMS

Total Demand 2,890 5,184

Other sources of supply
Gold recycling 672 1,344 GFMS
ETF outflows 724 917 Bloomberg

Sources: GFMS data comes from the WGC’s “Gold Demand Trends” publications for 2013 Q1 & 
Q2 . Chinese mine supply comes from the China Gold Association and is up to August 2013, the 
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annualized number is a Sprott estimate .5 Russian mine supply comes from the WBMS (Bloomberg 
ticker WBMGOPRU Index) and is for 2012, 2013 statistics are still unavailable . Chinese data is 
taken from the Hong Kong Census and Statistics Department and covers the period Jan .-Aug . 
2013 and is annualized to account for the 4 missing months to the year . Changes in Central Bank 
gold reserves are taken from the IMF’s International Financial Statistics, as published on the 
World Gold Council’s website for 2013 Q1 & Q2 and include all international organizations as 
well as all central banks . Net imports for Thailand, Turkey and India come from the UN Comtrade 
database and include gold coins, scrap, powder, jewellery and other items made of gold . The data 
is for 2013 Q1 & Q2 . ETFs data comes from Bloomberg’s ETFGTOTL Index .

However, these figures also exclude what the GFMS dubs “OTC investment and stock 
flows”, which is a name for a simple plug because no one really knows what is traded in the 
OTC market . Also, to remain conservative and avoid possible double counting, I exclude the 
category “technology” from my demand estimate, which the WGC/GFMS estimates to be about 
400 tonnes a year .6 Certainly, some of this demand is captured by the demand numbers for China, 
Turkey, India or Thailand, but it is near impossible to disentangle them . Nonetheless, it should 
be kept in mind that my demand estimate is conservative and probably understated by a few 
hundred tonnes .

Of course, another important source of supply is gold recycling, which the GFMS estimates at 
about 1,300 tonnes for the year . However, this number is questionable at best as gold recycling 
is hard to estimate . But, most importantly, a large share of it is probably done in India and China, 
which as mentioned before do not re-export their gold . In the context of my analysis, recycling 
from those countries should therefore be excluded from the total supply number .

The real incremental source of supply this year has been the flows out of ETFs . According to 
data compiled by Bloomberg, and as shown at the bottom of Table 1, ETFs have seen outflows 
of approximately 724 tonnes year-to-date . On an annualized basis, this represents an additional 
supply of 917 tonnes . But, this incremental supply is only temporary . As shown in Figure 1, ETF 
holdings of gold seem to have stabilized at around 1,900 tonnes after a rapid decline in the first 
few months of 2013 .

The evidence presented here is clear, demand for physical gold is extremely strong and, in reality, 
without the massive outflows from ETFs (half of world mine supply), it is hard to imagine how 
this demand would have been met . Since ETFs have a finite size (about 1,900 tonnes left), these 
outflows cannot continue for much longer (see our article on the topic) .7 All these observations 
point to a considerable imbalance between supply and demand (unless Western Central Banks 
decide to fill this void with what is left of their reserves) . If recycling was reduced by one half 

OPEN LETTER TO THE WORLD GOLD COUNCIL | OCTOBER 2013
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(China, India and Russia) and the temporary sales from ETFs were excluded, demand could be 
as high as 5,185 tonnes versus supply of 2,140 tonnes . The supply-demand imbalance is obvious 
to all .

Figure 1: Tonnes of gold in ETFs

1500

1700

1900

2100

2300

2500

2700

Oct 2013Sept 2013Aug 2013Jul 2013Jun 2013May 2013Apr 2013Mar 2013Feb 2013Jan 2013

Source: Bloomberg

As was the case when Frank Veneroso first published his book in 1998, the GFMS methodology 
understates demand and the World Gold Council, by using data from the GFMS, misleads the 
market place .

To conclude, I urge the leaders of the World Gold Council, for the benefit of their own members, 
to improve the quality of their data and find alternative sources than the GFMS, which paints 
a misleading picture of the real demand for gold . This lack of quality information has certainly 
been one of the driving factors behind the lack of investors’ confidence towards gold as an 
investment . Gold has been one of the best performing asset classes since 2000, and the World 
Gold Council should be promoting it accordingly .

Regards,

Eric Sprott
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Notes

1  http://www .reuters .com/article/2013/09/30/china-gold-idUSL4N0HQ15N20130930

2  http://www .bloomberg .com/news/2013-10-09/gold-imports-by-india-slump-as-
curbs-reduce-demand-for-jewelry .html

3  http://business .financialpost .com/2013/10/07/central-banks-to-add-15b-in-gold-
this-year/

4  This is calculated by taking the total consumer demand for jewellery, coins and bars 
for 2013 Q1 & Q2 from table 10 of the WGC’s “Gold Demand Trends” and subtracting 
from it demand from the individual countries we have listed in the table (China/
Hong Kong, India, Turkey, Russia and Thailand) .

5  http://www .cngold .org .cn/newsinfo .aspx?ID=942

6  Technology refers to gold used in the fabrication of electronics, dental, medical, 
other industrial purposes, etc .

7  http://www .sprott .com/markets-at-a-glance/redemptions-in-the-gld-are,-oddly-
enough,-bullish-for-gold/

OPEN LETTER TO THE WORLD GOLD COUNCIL | OCTOBER 2013
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gold… investment of the decade

Introduction

As we very well know, 2013 was a difficult but also puzzling year for precious metals investors . 
The price of gold, silver and their related equities declined by a significant amount while demand 
for physical bullion from emerging markets and their Central Banks was exceptionally strong . 

A common argument that has been made to explain the precipitous decline of the price of 
precious metals in 2013 is of investors’ disenchantment with precious metals, which had been 
piling up in exchange traded products as a way for investors to gain exposure to the metals . 
Proponents of this theory point to the large declines in the total holdings of those ETFs as 
evidence of investors fleeing the precious metal trade . As shown in Figure 1, the price of both 
gold and silver suffered very significant declines throughout 2013 . Therefore, if this explanation 
is correct, one would expect the total ETF holdings of both metals to be lower as well .

However, this is not the case . As shown in Figure 2, gold ETFs suffered large redemptions 
whereas silver ETFs saw their holdings remain more or less constant throughout the year, 
and this without any observable change in trading patterns in the two largest ETFs; GLD and 
SLV (Figure 3 shows the ratio of the trading values in the ETFs over time) . If redemptions are a 
symptom of investors’ disenchantment with precious metals as an investment, shouldn’t silver 
have suffered the same fate as gold? Indeed it should have, but we think the reason silver ETFs 
were not raided like gold was that Central Banks do not have a silver supply problem, they 
have a gold problem . As we have argued before, the raiding of gold ETFs is bullish for gold 
because it reflects an imbalance in the physical market .1 

One More Sign of Manipulation  
in the Gold Market
January 2014
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Figure 1: Gold and Silver prices declined significantly in 2013
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Figure 2: ETF Holdings - Troy oz (millions)
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In this article, we further argue that the April raid on gold and gold ETFs almost backfired by 
creating a tsunami of buying in India and increased demand to unsustainable levels . In May 2013 
alone, Indians imported 162 tonnes2 of gold in a market where monthly global mine production is 
about 182 tonnes . A continuation of this trend, coupled with strong buying from other Emerging 
Markets and their Central Banks, would have been overwhelming . But, the response was swift . 
We suspect that, at the behest of Western Central Banks, the Reserve Bank of India reacted by 
enacting, in incremental steps, restrictive measures to prevent gold imports (See Figure 4 for a 
timeline of the major changes made by the Indian Government) .3
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Figure 3: Traded Value - Ratio of SLV to GLD
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and multiplying it by the average price over that quarter . A ratio of 1 indicates that SLV traded 
as much, in $ terms, as GLD .

Figure 4: Efforts to Curb Indian Gold Imports
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May 3

Central bank restricts 
the import of gold on a 

consignment basis by banks.

June 24
India’s biggest jewellers’ 

association asks members to stop 
selling gold bars and coins, about 

35% of their business.

August 13
Government raises gold import duty for a third time 
in 2013 to 10%. Duties for silver and platinum also 
increased to 10%. Customs duty on gold dore bars, 

ore or concentrate increased to 8% from 6%.

Jan 21
Government raises gold 

import duty by 2% to 6%.

Jan 22
Government more than 

doubles duty on raw gold to 5%.

June 5
Government 
raises gold 

import duty by 
a third to 8%.

July 22
Reserve Bank of India 

introduces the 80:20 rule, 
forcing importers to re-export 
20% of the gold they import.

August 14
Ban on imports of coins and medallions 

and forcing domestic buyers to pay cash.

Source: Bloomberg, Economic Times, http://www .commoditytrademantra .com/gold-trading-
news/a-timeline-of-indias-efforts-to-curb-gold-imports/

ONE MORE SIGN OF MANIPULATION IN THE GOLD MARKET | JANUARY 2014
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Supply and Demand Imbalances: The Indian Effect

We have already discussed at length the supply and demand imbalance in an Open Letter to the 
World Gold Council, asking them to revise their methodology because it grossly understates the 
amount of demand coming from emerging markets .4 Our gold supply and demand table reflects 
the latest available data (2013 Q3 in most cases) . World mine production, excluding Chinese and 
Russian production still stands at about 2,100 tonnes a year . Chinese net imports most likely 
exceeded 1,700 tonnes for 2013 (81% of world mine production) and demand from the rest of the 
world is rather stable .5 

The overall picture has not changed much since our last article, with the exception of Indian 
imports . As of the second quarter of 2013, India had cumulative net gold imports of 551 tonnes, 
which annualizes to 1,102 tonnes .6 However, Q3 data shows net imports of only 31 tonnes (for a 
total of 582 tonnes YTD), which annualizes to 776 tonnes . 

Table 1: World Gold Supply and Demand 2013, in Tonnes

 
Supply

 
YTD

Monthly 
Average

 
Annualized

 
Source

Mine production 2,149 238 .8 2,866 China Gold Association
  less Chinese domestic production 323 35 .9 431 China Gold Association
  less Russian domestic production 185 20 .6 247 Union of Gold Producers
Total mine production  
(excluding China & Russia) 1,641 182.4 2,188

Demand
Hong Kong net exports to China 1,016 92 .4 1,108 Hong Kong Census
Net imports to Hong Kong 573 52 .1 625 Hong Kong Census
Thailand – net imports 172 19 .1 229 UN COMTRADE statistics
Turkey – net imports 157 17 .4 209 UN COMTRADE statistics
India – net imports 582 64 .6 776 UN COMTRADE statistics
Central Banks – net purchases 297 33 .0 396 GFMS
Other countries – jewellery,  
coin and bar demand7 884 98 .2 1,179 GFMS

Total Demand 3,681 376.8 4,522

Other sources of supply
Gold recycling 1046 .9 116 .3 1,396 GFMS
ETF outflows 697 .4 77 .5 930 GFMS

Sources: GFMS data comes from the WGC’s “Gold Demand Trends” publications for 2013 
Q1, Q2 & Q3 . Chinese mine supply comes from the China Gold Association and is up to 
October 2013, the annualized number is a Sprott estimate .8 Russian mine supply comes from 
the Union of Gold Producers and is up to 2013 Q3 . Chinese data is taken from the Hong Kong 
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Census and Statistics Department and covers the period Jan .-Nov . 2013 and is annualized 
to account for the missing month . Changes in Central Bank gold reserves are taken from the 
IMF’s International Financial Statistics, as published on the World Gold Council’s website 
for 2013 Q1, Q2 & Q3 and include all international organizations as well as all central banks . 
Net imports for Thailand, Turkey and India come from the UN Comtrade database and include 
gold coins, scrap, powder, jewellery and other items made of gold . The data is for 2013 Q1,  
Q2 & Q3 . ETFs data comes from GFMS as well .

This incredible loss of momentum for “official” gold imports was the result of concerted actions 
by the Reserve Bank of India and the Indian Government . While the “official” justification for 
those restrictions is the large Indian current account deficit, this argument makes little sense . 
According to government officials, Indian’s taste for gold and the corresponding imports worsens 
the country’s trade balance, worsens its current account deficit and puts downward pressure on 
their currency, the Rupee . 

But, without going into too many details, the classification of gold as a “good” in the trade balance 
is at best misleading . Since gold is more of an investment vehicle and is not “consumable” per se, 
it should instead be accounted for in the capital account of the balance of payments instead of 
the current account . Indeed, Switzerland, which is a large net importer of gold, reports its trade 
balance “without precious metals, precious stones and gems as well as art and antiques” to 
reflect the fact that those are “investments” rather than consumption goods .9 In this case, why 
should India be any different and report their trade data excluding gold? To us, all the fuss about 
gold imports by the Indian Government is a red herring .

So, without the intervention in the Indian gold market, the shortage of gold would have wreaked 
havoc in the market, a situation that Western Central Banks could not tolerate .

Conclusion and Outlook for 2014

As demonstrated in our Open Letter to the World Gold Council, there was a large supply-demand 
imbalance in 2013 . The evidence presented here suggests that the decline in the price of gold 
in mid-2013 and the subsequent raid of gold ETFs (but not silver ETFs) were engineered by 
Western Central Banks to help solve their physical gold supply problem . However, the resulting 
increase in Indian gold demand exacerbated the problem . The solution was to restrict Indians 
from importing gold by all means possible in order to help the Western Central Banks regain 
control of the gold market .

ONE MORE SIGN OF MANIPULATION IN THE GOLD MARKET | JANUARY 2014
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However, the rate of drain in gold ETFs cannot continue forever; at the current pace of 
930  tonnes/year, there are less than two years of gold left in ETFs . Moreover, Indians have 
proved highly creative at finding ways around import restrictions .10 Smuggling is on the rise 
and will most likely increase as smugglers become more sophisticated . Overall, we believe that 
interest in physical gold from emerging markets will remain a driving force .

Besides, mine production is unlikely to grow, as reflected by the significant decrease in capital 
expenditures expected for the major gold producers (Figure 5) .

Accordingly, we believe that the manipulation of gold prices by central banks, as demonstrated 
by the above analysis, cannot continue in 2014 . Therefore, we expect substantial increases in 
the price of precious metals as the true shortages become obvious .

Figure 5: Capital Expenditures ($mm) - XAU Index Members
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Source: Bloomberg . Consensus analyst estimates are used for years 2013-2015 .

P.S. Due to recent developments, we would also like to 
highlight some related media stories on the next page.
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Related stories of interests

Jan. 17, 2014: Germany’s top financial regulator said possible manipulation  
of currency rates and prices for precious metals is worse than the  
Libor-rigging scandal  
http://www .bloomberg .com/news/2014-01-16/metals-currency-rigging-worse-than-libor-
bafin-s-koenig-says .html

Jan. 17, 2014: Deutsche quits gold price-setting as regulators investigate fix  
(Did the regulators ask them to?)  
http://www .reuters .com/article/2014/01/17/deutsche-gold-fix-idUSL5N0KR19G20140117

Dec. 13, 2013: Bafin Said to Interview Deutsche Bank Staff in Gold Probe 
http://www .bloomberg .com/news/2013-12-13/bafin-said-to-interview-deutsche-bank-staff-
in-gold-probe .html

Nov. 26, 2013: U.K., German Regulators Scrutinize Gold, Silver Pricing 
http://online .wsj .com/news/articles/SB10001424052702304465604579222244076293108

Sept. 9, 2013: Sprott Thoughts: A Leaky Fix 
http://sprottgroup .com/thoughts/articles/a-leaky-fix/

Notes

1  See, for example, “Redemptions in the GLD are, oddly enough, Bullish for Gold” .

2  h t t p : / / i n  . r e u t e r s  . c o m / a r t i c l e / 2 0 1 3 / 0 6 / 0 3 / g o l d - i n d i a - i m p o r t s -
idINDEE95207H20130603

3  See “Do the Western Central Banks have any gold left?” . Sprott Asset 
Management LP, Markets at a Glance May 2013 .

4  See the full article at: http://www .sprott .com/markets-at-a-glance/open-letter-to-
the-world-gold-council/

ONE MORE SIGN OF MANIPULATION IN THE GOLD MARKET | JANUARY 2014

http://www.bloomberg.com/news/2014-01-16/metals-currency-rigging-worse-than-libor-bafin-s-koenig-says.html
http://www.bloomberg.com/news/2014-01-16/metals-currency-rigging-worse-than-libor-bafin-s-koenig-says.html
http://www.reuters.com/article/2014/01/17/deutsche-gold-fix-idUSL5N0KR19G20140117
http://www.bloomberg.com/news/2013-12-13/bafin-said-to-interview-deutsche-bank-staff-in-gold-probe.html
http://www.bloomberg.com/news/2013-12-13/bafin-said-to-interview-deutsche-bank-staff-in-gold-probe.html
http://online.wsj.com/news/articles/SB10001424052702304465604579222244076293108
http://sprottgroup.com/thoughts/articles/a-leaky-fix/
http://in.reuters.com/article/2013/06/03/gold-india-imports-idINDEE95207H20130603
http://in.reuters.com/article/2013/06/03/gold-india-imports-idINDEE95207H20130603
http://www.sprott.com/markets-at-a-glance/open-letter-to-the-world-gold-council/
http://www.sprott.com/markets-at-a-glance/open-letter-to-the-world-gold-council/
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5  As a reminder, because of our methodology which uses net imports as a proxy for 
total demand in countries that do not re-export gold, we exclude the “total industrial 
demand” estimate from the GFMS to avoid double counting . Thus, we underestimate 
total gold demand because we do not include industrial demand from the countries 
other than China, India, Turkey and Thailand .

6  As reported by the UN Comtrade Statistics . We use the total dollar amount reported 
and average quarterly prices to infer the total amount of gold imported and exported .

7  This is calculated by taking the total consumer demand for jewellery, coins and bars 
for 2013 Q1 & Q2 from table 10 of the WGC’s “Gold Demand Trends” and subtracting 
from it demand from the individual countries we have listed in the table (China/
Hong Kong, India, Turkey, Russia and Thailand) .

8 http://www .cngold .org .cn/newsinfo .aspx?ID=942

9  See the Swiss Customs Administration website: http://www .ezv .admin .ch/themen/ 
04096/04101/index .html?lang=en

10  See, for example: http://www .thestar .com/business/economy/2013/12/27/
insatiable_appetite_for_gold_fuels_indias_smuggling_industry .html

  h t t p : / / i n  . r e u t e r s  . c o m / a r t i c l e / 2 0 1 3 / 1 2 / 0 3 / i n d i a - g o l d - s m u g g l i n g -
idINDEE9B20HY20131203

  http://articles .timesofindia .indiatimes .com/2013-12-29/chennai/45674552_1_
airline-staff-gold-smuggling-flight-attendant
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gold… investment of the decade

Gold declined from $1,900 in September 2011 to $1,188 on December, 19, 2013 . Silver declined 
from $48 .50 to $18 .50 over approximately the same time frame . Precious metal equities declined 
by approximately 70% over this period .1 This move down played out exactly as was scripted . 
However, let us review the causes of this decline . We start out with the most important words 
ever written by a regulator: BaFin, the German equivalent of the SEC, said that precious metals 
prices were manipulated worse than LIBOR .2 What are we to read into this, particularly the 
word “worse”? Obviously, worse than LIBOR could not mean that more money was fraudulently 
earned since the LIBOR markets are many orders of magnitude larger than the precious metals 
markets . Then it must mean that the egregiousness of the pricing dysfunction was materially 
larger in precious metals . 

The chronology goes as follows:

•	 	November	27,	2013,	BaFin	announces	an	inquiry	into	precious	metals	manipulation	by	the	
London Bullion Market Association (LBMA) .3 

•	 	Mid-December	 2013,	 BaFin	 is	 reported	 to	 have	 seized	 documents	 from	 Deutsche	
Bank (DB) .4 

•	 	January	17,	2014,	BaFin	announces	that	the	manipulation	is	“worse”	than	LIBOR.1	On	the	
same day, DB also announces its withdrawal from the LBMA gold and silver price fixings .5 

Let’s imagine how this played out . Our guess is that BaFin, having reviewed DB’s trading 
practices, reported their findings to DB’s senior management . They are horrified at the findings 
(cough, cough) and decide a retreat from LBMA is required . This seems logical to us . 

Don’t Miss this Golden Opportunity!
February 2014
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Let’s now discuss why bank traders get involved in price manipulation . In the most simple of 
all analyses, they don’t do it for the bank, but they do it to fraudulently receive higher bonuses . 
Otherwise, why take such personal risk? If we assume that manipulation of precious metal prices 
was the reality, as a bonus seeking trader, when do you want the price to be the most favorable? 
The answer is simple: by year-end and mid-year periods, when bonuses are calculated .

Figure 1: Gold Price bottoms at mid-year and year-end
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Source: Bloomberg, Sprott Asset Management LP

If we look at what happened in 2013, the two lowest gold prices were on June 27th and December 
19th (Figure 1) .

Perfect! And perfectly obvious…

Now let’s deal with some reality in the real physical gold market in 2013 . As we discussed in 
2013, the supply/demand data suggests to us that physical demand was overwhelmingly greater 
than mine supply (Figure 2 . See Markets at a Glance January 2014, October 2013, July 2013, May 
2013 and February 2013 for more information on the shortage of physical gold) .

It is obvious to us that precious metals markets were manipulated in 2013 . It is also obvious that 
demand far exceeded annual mine supply . Now let’s analyze what should happen, going forward, 
with these revelations . If gold prices are back on their long-term trend, ex-manipulation, a linear 
progression of the gold chart from 2000 to 2014 would suggest a price of $2,100 now (62% 
higher than the current $1,300 level) and $2,400 by year-end (Figure 3) .
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Figure 2: World Gold Supply and Demand 2013, in Tonnes6

Supply Full Year Monthly Average Source
Mine production 2,969 247 .4 GFMS
  less Chinese domestic production 428 35 .7 China Gold Association
  less Russian domestic production 234 19 .5 Union of Gold Producers
Total mine production  
(Excluding China & Russia) 2,307  192.2 

Demand
Hong Kong Net Exports to China 1,108 92 .3 Hong Kong Census 
Net imports to Hong Kong 608 50 .7 Hong Kong Census

Thailand – Net imports 213 17 .7 UN COMTRADE 
Statistics

Turkey – Net imports 209 17 .4 UN COMTRADE 
Statistics

India – Net imports 588 49 .0 UN COMTRADE 
Statistics

Central Banks – Net Purchases 369 30 .7 GFMS
Other countries – jewellery,  
coin and bar demand 1,453 121 .1 GFMS

Total Demand 4,548 379.0

Other Sources of Supply
Gold recycling 1371 .4 114 .3 GFMS
ETF outflows 880 .8 73 .4 GFMS

Figure 3: Gold Price is far from its long-term linear trend
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Figure 4 shows estimates of cash flow per share (CFPS) for different sized gold miners under gold 
prices at both $1,300 and a $2,000 per ounce . As you will note, the potential returns vary from 
180% for the lumbering seniors to 420% for some of the smaller producers .

DON’T MISS THIS GOLDEN OPPORTUNITY! | FEBRUARY 2014
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Figure 4: Upside Scenarios for different types of gold miners

% Change
Gold Price $1,300 $2,000 54%

Barrick Gold
CFPS $2 .73 $5 .56 104%
Share Price $19 .77 $55 .60 181%

Detour Gold
CFPS $0 .81 $2 .94 263%
Share Price $8 .57 $29 .40 243%

Perseus Mining Limited
CFPS $0 .05 $0 .22 340%
Share Price $0 .38 $2 .20 421%

Assumed Cash Flow multiple: 10 . All Figures in US dollars . Estimates are for FY2014 .  
Source: Sprott Estimates and RBC Capital Markets . llustrative purposes only, Eric Sprott  
and/or Sprott Asset Management Funds beneficially (directly or indirectly) may own in excess 
of 1% of one or more classes of the issued and outstanding securities of the above issuer) .

Are these gains likely to materialize? So far in 2014, the senior miners are up 27%1, while the 
junior miners are up 42%7 . Not a bad year . But, we are only seven weeks into the year . 

Gold and silver have broken their downtrends and have surpassed their 200 day moving averages . 
The golden cross (i .e . the fifty day rising through the 200 day) still awaits, but it is most likely to 
happen within weeks .

When was the last time that an obvious reversal of an anomalous, yet explicable market 
dysfunction allowed you to imagine that you could expect multi-hundred per cent returns over a 
short time period? Again, don’t miss this Golden Opportunity!

Notes

1  NYSE Arca Gold Miners Index .

2  http://www .bloomberg .com/news/2014-01-16/metals-currency-rigging-worse-
than-libor-bafin-s-koenig-says .html

3  http://www .bloomberg .com/news/2013-11-27/bafin-reviews-gold-silver-pricing-
as-part-of-libor-review .html

4  http://www .ft .com/intl/cms/s/0/b386aa16-6358-11e3-886f-00144feabdc0 .
html#axzz2thaFxIiG

http://www.bloomberg.com/news/2014-01-16/metals-currency-rigging-worse-than-libor-bafin-s-koenig-says.html
http://www.bloomberg.com/news/2014-01-16/metals-currency-rigging-worse-than-libor-bafin-s-koenig-says.html
http://www.bloomberg.com/news/2014-01-16/metals-currency-rigging-worse-than-libor-bafin-s-koenig-says.html
http://www.bloomberg.com/news/2013-11-27/bafin-reviews-gold-silver-pricing-as-part-of-libor-review.html
http://www.bloomberg.com/news/2013-11-27/bafin-reviews-gold-silver-pricing-as-part-of-libor-review.html
http://www.bloomberg.com/news/2013-11-27/bafin-reviews-gold-silver-pricing-as-part-of-libor-review.html
http://www.ft.com/intl/cms/s/0/b386aa16-6358-11e3-886f-00144feabdc0.html#axzz2thaFxIiG
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5  http://online .wsj .com/news/articles/SB10001424052702304603704579326202725
433242

6  GFMS data comes from the WGC’s “Gold Demand Trends” publications for 2013 Q1, 
Q2, Q3 & Q4 . Chinese mine supply comes from the China Gold Association for 2013 . 
Russian mine supply comes from the Union of Gold Producers and is up to 2013 
Q4 . Chinese data is taken from the Hong Kong Census and Statistics Department 
and covers the period Jan .-Dec . 2013 . Changes in Central Bank gold reserves are 
taken from the IMF’s International Financial Statistics, as published on the World 
Gold Council’s website for 2013 Q1, Q2, Q3 & Q4 and include all international 
organizations as well as all central banks . Net imports for Thailand, Turkey and 
India come from the UN Comtrade database and include gold coins, scrap, powder, 
jewellery and other items made of gold . The data is for 2013 . ETFs data comes from 
GFMS as well .

7 MV Junior Gold Miners Index .

DON’T MISS THIS GOLDEN OPPORTUNITY! | FEBRUARY 2014

aellis
Table of Contents Button

http://online.wsj.com/news/articles/SB10001424052702304603704579326202725433242
http://online.wsj.com/news/articles/SB10001424052702304603704579326202725433242


220

MARKETS AT A GLANCE 1999 | 2014

Contributing editors: 
James Fox, 1999–2000 
Ida Nowak, 2000–2001 
Sasha Solunac, 2001–2009 
Maria Smirnova, 2009–present 
David Franklin, 2009–2011 
Andrew Morris, 2011–2012  
David Baker, 2011–2013 
Shree Kargutkar, 2013–present 
Etienne Bordeleau-Labrecque, 2013–present

The opinions, estimates and projections (“information”) contained within this report are solely those of Sprott 
Asset Management LP (“SAM LP”) and are subject to change without notice . SAM LP makes every effort to 
ensure that the information has been derived from sources believed to be reliable and accurate . However, SAM LP 
assumes no responsibility for any losses or damages, whether direct or indirect, which arise out of the use of this 
information . SAM LP is not under any obligation to update or keep current the information contained herein . The 
information should not be regarded by recipients as a substitute for the exercise of their own judgment . Please 
contact your own personal advisor on your particular circumstances . 

Views expressed regarding a particular company, security, industry or market sector should not be considered an 
indication of trading intent of any investment funds managed by Sprott Asset Management LP . Any reference to 
a particular company is for illustrative purposes only and should not to be considered as investment advice or a 
recommendation to buy or sell nor should it be considered as an indication of how the portfolio of any investment 
fund managed by Sprott Asset Management LP is or will be invested . 

Sprott Asset Management LP is the investment manager to the Sprott Funds (collectively, the “Funds”) . Important 
information about these Funds, including their investment objectives and strategies, purchase options, and 
applicable management fees, performance fees (if any), and expenses, is contained in their prospectus or offering 
memorandum . Please read these documents carefully before investing . Commissions, trailing commissions, 
management fees, performance fees, other charges and expenses all may be associated with investing in the 
Funds . Investment funds are not guaranteed, their values change frequently and past performance may not 
be repeated . This communication does not constitute an offer to sell or solicitation to purchase securities of 
the Funds . 

SAM LP and/or its affiliates may collectively beneficially own/control 1% or more of any class of the equity 
securities of the issuers mentioned in this report .

SAM LP and/or its affiliates may hold short position in any class of the equity securities of the issuers mentioned 
in this report .

During the preceding 12 months, SAM LP and/or its affiliates may have received remuneration other than normal 
course investment advisory or trade execution services from the issuers mentioned in this report .

The information contained herein does not constitute an offer or solicitation by anyone in the United 
States or in any other jurisdiction in which such an offer or solicitation is not authorized or to any 
person to whom it is unlawful to make such an offer or solicitation. Prospective investors who are not 
resident in Canada should contact their financial.



GO
LD…

 in
vestm

en
t of the  decade

Markets at a Glance    |    1999–2014

M
arkets at a Glance    |    1999–2014

GOLD… 
investment of the decade

03
14

10
7 

03
/1

4_
SA

M
 G

OL
D 

BO
OK

Sprott Asset Management LP
Royal Bank Plaza, South Tower
200 Bay Street, Suite 2700
Toronto, Ontario M5J 2J1
Toll Free: 1.866.299.9906
Facsimile: 416.943.6497

www.sprott.com
invest@sprott.com

http://www.sprott.com
mailto:invest@sprott.com



