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Chapter 1 The Brave Forecast of Gold Price (Gold)

Gold

As in “Texas Hold ‘Em”, investors appear ready
fo double up their bet, calling America’s bluff.
America is the world’s biggest economy but also
its biggest borrower. Despite Mr. Bush's rhetoric, the
federal government is awash in a sea of red ink with
US government debt at $4.6 ftrillion, or almost half
of GDP. America’s twin deficits, a negative savings
rate, and record indebfedness have caused its
creditors to look for alternatives and to reduce their
stake in the American economy.

The Asians have accumulated large reserves of
foreign exchange. The growth in reserves has been
fueled partly by China's growing bilateral frade
surplus with the US which is likely to top $200 billion
in 2005. China has almost $820 billion of reserves, up
50 percent from a year ago. The Middle Kingdom's
reserves this year will reach $1 ftrillion making it the
world’s largest single holder of official reserves.
Next year, it will be larger sfill. The Asians already
have too many dollars so they are under pressure
to diversify their reserves. About three quarters are
believed to be dollar-denominated assets. China
is now spending its money, becoming the fastest
growing investor in Africa. To lessen its currency risk,
China is expected to make changes in its reserves.
Gold is a good thing for cenfral bankers laden with
excess dollars and falling values.

China: Banker to the world?

China’s desire o increase its gold reserves would
reduce currency risks and change its asset
allocation — a potential shift with major implications
for the global financial and commodity markets.
The Chinese State Agency has recently stated
its intention, “to optimize the currency and asset
structure and to actually boost investment returns
of the country's foreign exchange reserves”. That
set off alarm bells and a doubling of the bet.

Cenftral banks limited their gold sales due to the
extension of the Washington Agreement limiting
goldsales to only 500 fonnes annually. The European
central banks reluctance to sell more gold was due
partly fo the misguided Bank of England’s sale of 300
tonnes near the bottom of the market at $275 per
ounce. On the other hand, Argentina, South Africa
and Russia are looking to boost their reserves of
gold. Awash with petrodollars, Russia has expressed
an interest to double their reserves to 10 percent.
China has about 650 tonnes of gold, less than 2
percent of their reserves and thus would need to
increase its reserves by eight times just to get to the
European level. The Year of the Dog is a good year

for weddings according to Chinese tradition. Gold
will be a good thing to give during this year.

Metal trading giant, China Minmetals Corp. bid
for Canada's biggest mining company, Noranda
Inc., reflects less China’s voracious appetite for
commodities and more China Inc.’s arrival on the
world’s stage as the world’s financier. Nationalist
and xenophobic fears are being raised because
China Minmetals is a state-owned enterprise. What
can people be thinking?2 All of China, until recently
was owned by the state, but that is changing as
reforms, privatization and liberalization policies
take hold. Those wrapping themselves in the flag,
don’'t complain when state-supported Bombardier
takes over an Irish plane company or when once
nationalized PetroCanada acquires resources in
Egypt. China is simply flexing its financial muscles.

China has become one of the world's locomotives,
becoming the world’s third biggest exporter. China's
boom has sparked an unprecedented expansion in
world commodity markets. China produces two-
thirds of all DVD players, microwaves, and over half
of all digital cameras. It has become the world’s
largest consumer of aluminum, copper and cement
and the world's second largest import of oil.

China is the Saudi Arabia of the Capital
Markets

Unlike the Japanese, who bought Van Goghs and
golf courses with their surpluses, the Chinese appear
to be more sophisticated in spending their foreign
exchange reserves. In the past, China seemed
content to replace Arab investors as purchasers of
U.S. treasury bills. Asian central banks were active
in the foreign exchange markets by buying up U.S.
dollars to deter their currencies from appreciatfing
further. China is to the US financial markets what
Saudi Arabia is to the world oil markets — the primary
provider of capital. Chinese companies to date
have invested about $33 bilion throughout more
than a 160 countries.

Prompted by this prudent desire to diversify and the
recognition that the U.S. dollar is vulnerable, China
has also bought euros, Canadian dollars, and even
gold. But now, instead of settling for more low-
yielding dollars, China has bought dollar assets
or proxies with their surplus dollars lessening their
dependence on the dollar. The Chinese central
bank likely lost $10 billion due to the drop in the US
dollar, and no cenfralbank can do that for very long.
Increased protectionist measures by Americans and
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Chapter 1 The Brave Forecast of Gold Price (Gold)

the nationalist outcry against Chinese companies
exposes America’s vulnerability. Americans must
realize that the rules of the game have changed.
He who owns the gold, makes the rules. Investors
should adjust accordingly. The Chinese subsidization
of the American economy is over.

Chinahasone of the highest savingsrate in the world,
and in recognition has liberalized the ownership of
gold. China’s cenfral bank governor estimated
that Chinese citizens currently have 1.2 trillion yuan
or $145 bilion of savings, which contrasts sharply
with the negative savings ratfio of the Americans.
Historically, the Chinese have an affinity to gold
and the government’s move fo allow individual
ownership has prompted the World Gold Council to
predict “the rise in demand for gold in China from
the current 200 fonnes to an annual 600 tonnes over
the nextfew years.” We believe Chinese demand will
surprise even the World Gold Council. Already five
banks jumped the gun and queues were formed,
similar to the long lineups outside the Bank of Nova
Scotia in the late 1970s. The Chinese have one of
the lowest grams per capita usage, at 0.1 grams
per capita in confrast fo 0.73 in India and 1.41 in
the United States. China's official gold reserves are
less than 2 percent at only 600 tonnes. The central
bank is expected to boost its holdings in line with
the more industrialized nations. To achieve a level
of the Europeans at 15 percent of reserves, China
would need to consume all of the gold produced
in the next two years.

We believe the Asians have winning cards this time
and are no longer waiting for the “turn” card. If they
decide to buy less paper, the US current account
deficit could not be financed at current exchange
and inferest rates, since the American savings
rate is near-zero. America's problem is a “made in
America” and not in Asia. And with a burst housing
bubble, it has been estimated that over $2.5 trillion
in mortgages will come due this year and next at
carrying values twice what they were when they
were originally written.

The dollar is the world’s currency. The massive
US current account deficit is now more than 6.4
percent of GDP and is unsustainable. In the 80s,
when current account deficits were less than 4
percent of GDP, the greenback fell 40 percent. The
budgetary deficit is expected to top $400 billion up
from $318 bilion a year ago, for the third year in a
row. Debt service payments represents 15 percent
of the deficit. America’s reluctance to curb ifs
insatiable appetite for cheap energy is causing it
fo import more and more expensive oil, raising its
indebtedness further. Concerns over the ability of
the US to finance their deficits has led to a loss of
confidence in dollar assets and the beginning of a
spiraling down in the value of its currency and its
assets. The US must import more than $2 billion of

capital from abroad every day or 80 percent of the
world's savings — truly unsustainable.

Because the US owes abroad much more than it
owns, consumes more than it produces, there are
too many dollars. Foreigners are converting those
dollars to Euros and to gold. We believe that gold
will tfrade beyond its last peak of $850 as these
global imbalances are poised to come home to
roost. Gold will continue to outperform dollar assets.
Gold’s bull market has only just begun.

Gold to top $700 an ounce

History shows that gold's biggest move occurs
when it not only outperforms currencies but other
asset classes. And that is what is happening today.
The impact of higher oil prices and the after-effects
of two devastating hurricanes have caused a
sharp increase in the CPI which ironically excludes
life necessities, energy and food. And, the recent
strength in base metal prices suggests higher
economic growth and a resurgence in inflation.

Goldis a beneficiary of the move to “hard assets” as
investors shun financial assets which are vulnerable
to higher interest rates. Oil, real estate, platinum are
near historic highs. Gold is next. Meanwhile, gold’s
supply and demand fundamentals remain tight.
Demand is strong and supplies are weak. Jewellery
demand rose a whopping 15.4 percent in the first
half of the year due mostly to the demand from
the Middle East and China. The supply of gold will
be constrained due to lower gold production and
central banks sales which are capped at 500 tonnes
per year. South African gold output will fall to an
80 year low to 300 tonnes, down from 346 tonnes
produced last year. South African output has fallen
by over a third in the past decade. The European
central banks have extended their agreement to
2009. Russia wants to recycle its petro-dollars and
double its reserves to 10 percent by 500 tonnes. If
the Russians increase theirreserves, can the Chinese
be far behind?

While many think gold has risen against currencies,
the stock and bond markets, these asset classes
are falling in terms of gold. Gold is a storehouse of
value. Gold is inexpensive in an overvalued world.
Itis an asset, unaffected by what ails the dollar and
unlike fiat currencies cannot be printed. It is also
a classic hedge against inflation and the recent
spike to $500 an ounce, is due to concern about
higher energy and commodity prices, which will
add to inflationary pressures. It is the Chicken Little
of the global financial market. Gold's recent rise is
a warning signal.

As such, we believe that gold will at long last reach
$600 an ounce this year and top $700 an ounce
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Chapter 1 The Brave Forecast of Gold Price (Gold)

next year. However, we believe the ultimate target
will exceed $850 per ounce. In our view, gold's bull
market has only just begun.

Recommendation: Peak Gold

For twenty years, the gold industry was in a bear
market and the lack of new discoveries meant less
gold was produced. And tosurvive the bear market,
gold miners high-graded, shortening many of their
mine lives. Now with strong physical demand there
are insufficient supplies. Gold production is falling
as mines mature and costs escalate. Peak gold. For
example, South Africa the world'’s largest producer
is expected to produce 300 tonnes in 2005, an
eighty year low. On the demand side, gold is being
bought as a physical alternative to currencies which
are falling in value. The US dollar has resumed ifs
downtrend and the dollar/gold inverse relationship
has been reestablished. Gold mining shares have
finally begun to perform due to the fundamental
reason that these companies need a $500+ gold
price in order fo make money.

While Barrick gobbles Placer Dome, consolidation
continues with Goldcorp spending half a billion
dollars to acquire Virginia Gold mines for its
promising Eleonore exploration property in James
Bay Quebec. IAMGold announced a $274 million
deal to buy Australian-based Gary Gold Ltd and
Yamana Gold announced a $500 million bid to buy
Desert Sun which has a mine in Brazil.

Surprisingly gold stocks did twice as better as bullion
last year. The improvement was due to the fact
that a higher bullion price will help improve the
profitability of an industry which has been squeezed
with falling grades, maturing mines, higher energy
costs and volatile currencies. Last year was a fough
year for the gold producers but this year will be
much better.

Average Price Forecast Revised to $600

We also believe the recognition of a new floor price
($500) will stiffen the resolve of many of the producers
and we expect new players to join the poker game.
A survey of our institutional clients shows that many
clients are underweighted towards gold stocks due
in part due to fears of a pullback, worries over its
volatility and the widespread view that gold stocks
are overvalued.

Bull markets climb walls of worry, so we believe that
the gold price and gold stocks will go higher before
they correct — there are still too many skeptics
and not enough buyers. We also have revised
our average price forecast this year to $600 per
ounce from $550 per ounce. The combined market
capitalization of he gold miners remains less than

the value of Apple Computer and a fraction of
global wealth today. A shift of just a fraction would
cause gold and gold stocks to skyrocket.

In our opinion, the key drivers for gold stocks will be
higher gold prices, a year-over-year improvement
in earnings, an upward reevaluation of reserves
allowing the gold companies fto bring former
uneconomic resources info reserves and yes,
exploration news.

Gold reserves have been dwindling due in part to
the lack of exploration spending and the resultant
lack of discoveries. Many of the projects coming
on stream were discoveries found in the eighties.
It is only in recent months that companies have
boosted their exploration spending. We believe
that portfolio managers and analysts should value
gold companies on the life of their reserves in the
ground (similar to oil companies) rather than cash
flow or P/Es. The high cost of bringing on reserves
foday (let alone finding them) dictates that existing
reserves will frade at a premium. Indeed we believe
that is the reason Barrick Gold acquired Placer
Dome, boosting Barrick’s production by 53 percent
creating the world’s largest gold producer, ahead
of Newmont Mining. Goldcorp solidified its role
by acquiring Placer’'s Red Lake mine and other
Canadian assets, reinforcing the old adage that it
is cheaper to buy ounces on Bay Street than to look
for gold in the ground. We believe that this trend
will continue, particularly in the mid-tier category
where we expect companies like Agnico-Eagle
Mines, Kinross Gold, Meridian Gold, and Goldcorp
fo be among the active players this year.

With the lack of exploration and few dollars going
info grassroots exploration, we believe that the
market will focus on the more junior companies
which have yet to be developed projects or those in
development mode. Consequently we believe that
the shares of Eldorado Gold, Bema Gold, Northgate
and Crystallex could be accumulated. Among the
junior exploration plays, we like US Gold (McEwen's
new enfity), and St. Andrew Goldfields.
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