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“New Gold” for the Next Phase
Dear BIG GOLD Investor,
Gold stocks are back.
Your gold equity portfolio probably had you grinning
these past couple months. It’s exactly why we invest in
them.
So, is this a fleeting summer fling – or the start of the next
phase in our sector?
I think this is just the beginning for gold and silver and
their stocks. We may see some consolidation or even a
pullback due to potential seasonal weakness, or some “price
fatigue” after such a big advance, but my bullishness has
little to do with seasonality or short-term price surges.
Here’s what supports my outlook:

Source: Hoisington Investment Management Company
This data has rendered us numb to incomprehensibly large
numbers – yet US debt and liabilities continue to grow
unabated. In Q2 2012 alone, for every $1 added to GDP, we
added more than $2 in debt. This is a fundamental reason
we remain convinced the US can’t grow its way out of its
financial hole.
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Historical precedent also supports our conviction. Since
Updated portfolio performance and recom1800, a study of 26 countries with debt overhangs that
mendations
lasted five or more years showed that the subsequent drag
on the economy – below average or negative growth –
lasted 23 years on average. A “debt overhang” is defined
as a period where public debt-to-GDP exceeds 90% – the US is way beyond that. There simply won’t be
sufficient revenue generated for the debt and promises to be paid in anything near the purchasing power of
today’s US dollar.
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Uncle Sam’s Magic Elixir
The upshot is an unsustainable, and rising, federal debt level made worse by the Federal Reserve, which
continues to expand its balance sheet and blow more air into the bond bubble. Last month’s announcement
of open-ended QE3 – QEternity – is the government’s response to this obscene blunder. As Doug Casey is
fond of saying, they’re doing the exact opposite of what they should.
And it’s not just the US; the Fed’s announcement followed European Central Bank (ECB) President Mario
Draghi’s disclosure that he would buy unlimited quantities of European sovereign debt. Not to be outdone,
Japan’s central bank then declared it will expand its current purchase program by around 10 trillion yen
($126 billion) to 80 trillion yen.
This runaway debt and money printing shows no sign of slowing, let alone ending. I therefore remain very
bullish on our sector. The consensus opinion at Casey Research is that there will be major consequences for
currencies, the precious metals market, and us personally.
Here’s what I believe awaits us in the next phase…
Higher inflation is virtually ensured. There is no magical way to escape it now, nor any politically
acceptable way to avoid it. Amidst the competing forces of inflation and deflation, inflation is encouraged
until it wins, as any deflation episode inspires further money printing. As the fallout gathers steam, paper
money will lose purchasing power faster and faster.
Gold and silver prices are headed much higher. Expect corrections along the way, of course, but politicians
are pursuing fiscal and monetary actions that remain highly supportive of the precious metals market. In my
view, the odds of this ending in a mania have ratcheted up.
Physical metal is about protection more than profit. Buying bullion is less about making money and
more about preserving your standard of living. Like Louis James says, gold is for prudence, stocks are for
speculation. Gold and silver won’t solve every future problem, but you’re going to need them.
Holding a meaningful cache of bullion is imperative. If you’re not yet there, I encourage you to continue
accumulating.
This has implications for our stocks as well.
Gold stocks will follow gold. Rising precious metals prices increase the likelihood that gold stocks will
deliver the leverage we’re looking for. This expectation would be mitigated if we got another market
meltdown circa 2008. Absent that, gold and gold stocks should hold hands far more reliably going forward.
We’ve been patient for a year now; we’ll see that patience rewarded over the next year and beyond.
Gold stocks’ volatility will continue. No trend progresses uninterrupted, so stay prepared for regular
corrections.
In the event we see some downside volatility this month (more below), we provide updates and revised entry
points on many of our stocks. Our goal is to use market swings to our advantage.
Stock gains will be discriminate. As we’ve stated in the past, remain selective with the companies you own.
Not all gold stocks are created equal; management prowess, production growth, cash costs, political risk, and
other factors will determine which stocks struggle and which excel.
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This discrimination partly accounts for our two Sell recommendations below, a BIG GOLD rarity. The
bottom line is that we think stronger companies have greater profit potential.
We also have a new pick this month, a company that has overcome most hurdles that kept us from
recommending it, reducing risk in the play.
I’m convinced that by following these guidelines, we’ll not only survive the next few years intact, but profit
handsomely as well.
It’s an action-packed issue, so let’s get started…

New Stock Pick

Buy First Tranche at $11.50. I’ve been watching New Gold for years, passing on them for several reasons
that included high production costs and inherited hedges from the 2009 Western Goldfields merger.
But management has done a remarkable job of lowering costs, and today, hedges represent only 15% of
production and expire in 2014 (unless they’re paid off early). Best of all, New Gold fits our profile of buying
the next big producer before it becomes one, as production will more than double by 2017. Let’s begin
building a position in this mid tier that will eventually be a major. By the Ps…

People
The team at New Gold has deep experience (viewed here), but I’ve met two members that stand out…
Randall Oliphant, chairman, has substantial mining industry experience. He was president and CEO of
Barrick from 2006 to 2009, and chairman of Western Goldfields, which New Gold eventually bought. He
also sits on the board of Franco-Nevada (FNV).
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Robert Gallagher, president and CEO, has worked in the mining industry for over 32 years, 15 of which
were with Placer Dome (bought by Barrick in 2006) and seven with Newmont (NEM). He was president
and CEO of Peak Gold, which then combined with Metallica and New Gold in 2008.
Notable board members include James Estey, retired chairman of UBS/Canada; and Pierre Lassonde,
chairman of Franco-Nevada.
When I met both Randall and Robert several years back, they flatly stated one of their primary goals was to
reduce the company’s high cash costs (more below). Along with the rest of the team, they did exactly that
and have earned a strong reputation in the industry, bringing Cerro San Pedro, Mesquite, and New Afton
into production on or ahead of schedule.

Property
New Gold has 7.9 million ounces of gold Reserves. That’s smaller than almost all of our recommendations,
but they have a boatload of Resources: 20.5 million ounces in measured and indicated, plus 6.9 million in
inferred. And all projects but one have further exploration upside.
Production in 2011 totaled 387,000 ounces of gold, 2 million ounces of silver, and 13 million pounds of
copper. For 2012, the company expects gold production between 405,000 and 445,000 ounces, and 450,000
to 500,000 next year. But this is just the beginning, as output will more than double by 2017, pushing them
across the million ounce/year threshold and into the “major” category.
Cash costs dropped from $566/ounce in 2008 to a projected $430 (or less) this year, and this during a
period when costs for the industry rose significantly. And the cash cost decline is slated to continue in 2013,
reaching an enviable $200/ounce due to the full effect of New Afton’s large copper offset. This will push
margins dramatically higher.
With big growth on tap, dramatically falling costs, and a proven management team, this is a stock we want
to own.
The company describes its assets as world class, and we don’t disagree.

Operating Assets
New Gold currently has four producing mines:
•

Mesquite. Located in Imperial County, California, about an hour from Yuma, Arizona. An
operating gold mine in CA? Yes, probably because the mine is in a remote location that skirts the
NIMBY (Not In My Back Yard) effect. Reserves total 2.8 million ounces, with another 2.7 million
in Resources. Life of mine (LOM) is 13 years. Costs are high here; diesel fuel comprises 20% of the
mine’s total costs, and Brent is up 13% since 2011.

•

Cerro San Pedro. A gold/silver open pit mine in Mexico in a historic mining district. One million
ounces of gold Reserves, plus 30 million ounces of silver. About five years of production remain at
this older operation, but costs are only $199/ounce.
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•

Peak Mines. An underground gold/copper mine near New South Wales, Australia. While the
current LOM is officially eight years, Peak has replaced its Reserves every year since it started
mining in 1992, when it had an eight-year mine life as well. They’re moving into higher-grade
material this year and are experiencing improved recoveries.

•

New Afton. This new mine is a massive underground copper/gold operation in Kamloops, BC.
The company declared commercial production ahead of schedule and expects to produce 85,000
ounces of gold and 75 million pounds of copper annually for 12 years. New Afton is so big that it
will double company cash flow when the mill reaches full capacity. Further, projected cash costs are
a negative $1,759/ounce due to the revenue offset from copper ($525/ounce without it, still below
average).

Once New Afton reaches full capacity, gold and silver will represent 75% of revenue, and copper 25%.
There’s substantial risk that copper prices will retreat, raising cash costs at New Afton. Nonetheless, the
mine would still make money without the copper, so we’re not worried.

Development Projects
New Gold has two big development projects:
•

El Morro. A high-grade gold/copper project in Chile that is 30% owned by NGD (Goldcorp owns
70%). Another reason we waited to recommend NGD was the recent court decision that confirmed
ownership of the mine. Barrick sued NGD and Goldcorp, claiming they should have been New
Gold’s partner on the project instead of Goldcorp. Management was certain they had done nothing
wrong – and they were right. This uncertainty has been removed.
Reserves total 2.5 million gold ounces, along with 1.9 billion pounds of copper. Resources are higher:
3 million ounces of gold and 2.1 billion pounds of copper. With a 17-year LOM and cash costs of
$550, this should be a highly profitable mine when it enters production in 2017.
One unresolved issue is a suspended environmental permit. The permit was granted in March 2011,
but a Chilean court ruled that the agency shouldn’t have approved it. Operator Goldcorp was told to
open another round of public discussions on developing the mine, something they’ve already done.
The process will likely take another 9 to 12 months. Affirmation of the permit is likely, considering
that mining is a strong component of the Chilean economy, and that permanently suspending a
previously approved permit would set a historical precedent the agency would almost certainly want
to avoid. Goldcorp knows what it’s doing and should be able to get the job done.

•

Blackwater. An exciting British Columbia project with measured and indicated Resources of 7.1
million ounces of gold and 34 million ounces of silver, along with 2.5 million and 24.4 million,
respectively, in gold and silver inferred. The project remains open in three directions. A recent
Preliminary Economic Assessment shows that Blackwater could produce 507,000 ounces of gold
and 2 million ounces of silver annually for 15 years at $536 per ounce. Very attractive. Production is
slated for 2017.

Between El Morro and Blackwater, company-wide production could easily more than double by 2017.
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Exploration Projects

Drilling to expand Resources is underway at all sites except Mesquite. The company also owns an earlystage copper/gold project in northern Chile called Rio Figueroa.

Politics
Canada, Chile, Australia, and Mexico all consistently rate among the world’s safest jurisdictions for gold
mining, a crucial criterion in today’s environment. We don’t anticipate any trouble at the California location.

Paper/Phinancing
The weakest area for the company. As mentioned, one hesitation with recommending NGD were the
company’s gold hedges. They’re “legacy” hedges inherited from Western Goldfields, who used them to
finance the development of Mesquite (rather than issuing shares). The contracts commit the sale of 5,500
ounces of gold per month at a fixed $801/ounce and run through year-end 2014. At $1,700 gold, that
represents lost revenue of $4.9 million per month.
Hedges represented about 15% of Q2 production, so while not ideal, they’re not a profit killer. Here’s the
hedge position’s projected impact on the stock, based on estimated earnings per share.

The hedged ounces will have a limited impact on the projected share price. If the gold price rises, so will the
amount of lost revenue, but even at $2,400 gold, they still represent less than 18% of earnings.

Big Gold October 2012

6

Why not pay them off early? Although the company generates sufficient cash, it probably won’t consider
this while the gold price is high. At $1,700 gold, the cost to pay off the hedges hits $133.5 million; at
$1,500 gold, it’s $103.8 million. Absent a large gold price correction, management looks certain to use cash
flow for development and acquisitions that can fetch a higher return. They also confirmed with me that they
have a “no hedge policy” in place, so we shouldn’t see any new hedges in the future.
The balance sheet shows net debt of $155 million; no surprise after spending nearly $800 million to build
New Afton. Earnings rose last quarter to $76 million ($46 million adjusted), and they should continue
rising, both from increased production and higher metals prices. The company is fully funded for all
development and exploration work.
New Gold does not pay a dividend. Initiating one has been discussed, but funds have been focused on
converting New Afton from a cash drain to a cash generator (which it now is). Further, the opportunity
for acquisitions has never been better, and the company would rather use its cash for attractive growth
opportunities. This is a good thing.

Promotion
The company is well known in North America and is covered by 13 analysts. The stock trades on the NYSE
and TSX, and has ample liquidity. No concerns here.

Push
A quarter-million meters will be drilled at Blackwater this year – only half of those results have been
released, so expect a significant stream of drill reports. And as New Afton hits its stride, so, too, should good
news; look for the mill to crank out as much as 13,000-14,000 tonnes per day. We’ll see ongoing production
growth, followed by rises in earnings. Catalysts at El Morro are probably six to twelve months away. None
of these are price-catapulting catalysts, so we have time to build a position.
Management told me their goal is to double the stock in two to three years. While nothing is guaranteed,
there are plenty of reasons to think this goal can be met.

Price
NGD has been a top performer, and this when risk was higher. Compared to both gold and other gold
stocks, it’s excelled.
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There’s no reason to expect this strong trend to cease. Given the big growth on tap, we want to start building
a position now. As the projected share price chart above shows, this could be a $20 stock next year, and
certainly by 2014.
That said, our biggest risk is buying high after the big run-up. To repeat, there’s no rush, so we recommend
using aggressive entry points. Place bids at $11.50 and wait to get filled. [Our official entry point will be
the first close at $11.50 or below.]
We envision NGD as a till-the-bull-market-ends holding, so get the best price you can.

Gold Stocks

[All prices and symbols US. Prices as of September 28.]
The prolonged downturn in gold and silver stocks reversed with a vengeance. GDX (the ETF proxy for the
Gold Miners Index) is up 27.1% since August 1. If you followed our lead and bought or averaged down this
summer, you’ve profited handsomely. It’s been a fun ride, and I’m convinced we’ll see many more surges like
this before it’s all over.
More importantly, gold stocks have shown the leverage to gold that is our basis for investing in them. Let’s
compare GDX to GLD since August 1.
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This chart shows the advantage of building your position on dips. It lowers your cost basis and takes leverage
to a higher gear.
So, what now?
Stocks have run far and fast, no doubt, and nothing goes up in a straight line, even in a bull market.
We also should consider seasonality. Here’s the updated monthly performance of gold stocks since the bull
market started in 2001, along with their year-to-date performance.
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You’ll see that October is typically the weakest month of the year for gold stocks.
However, notice they’ve more often bucked than followed seasonal trends this year. And with the Fed, ECB,
and BOJ pulling stimulus rabbits out of the printing hat, October might not be the bear it’s been in the past.
Further, the seasonal pattern in stocks does not apply to gold.

On balance, October is a strong month for our favorite metal, and November is the strongest. And per the
Intro, we think gold stocks are more likely to track gold’s direction than anything else.
For now…
1. Maintain full exposure. Enjoy the ride, but don’t be surprised to see a pullback, or at least some
consolidation. As the chart above shows, this is a strong time of year for gold, so we want to be fully
invested. In the big picture, we’ve got a long way to go.
2. Have your shopping list ready for whenever the next correction strikes. There’s no crystal ball
perched on our desk, but we know further pullbacks will arrive at some point, so be prepared to
pounce.
3. Consider taking a Casey Free Ride if you’re sitting on a large gain. Use our formula to calculate
the number of shares to sell to take your initial investment off the table. Then your remaining shares
are a “free ride,” meaning risk free. If you go this route, do NOT sell your entire position. We don’t
suggest this strategy unless a position is up at least 50%.
We revised the entry points on many of our stocks below. But first, we have two sell recommendations…
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Time to Say Goodbye
AuRico Gold (AUQ): Exit on days of strength. As we outlined on the portfolio page on September 5,
management dramatically cut production forecasts for both this year and next, due to ongoing challenges
at Ocampo. Output from this flagship mine will be half what was expected this year, and at least 26% lower
next year. The reason cited is to “catch up” on underground development work that is desperately needed.
This strategy will also raise cash costs dramatically – they’ll double this year and rise 30% next year over
prior estimates. Also recall from our comments of July 17 that there were serious skill shortages at the mine,
so this is the second significant problem to develop there.
We examined the impact of this drop in production and rise in cash costs. The following chart documents
three scenarios for the Net Asset Value (NAV) and Earnings per Share (EPS) of the company, along with
the stock price. It’s not an attractive picture.

Best Case: Production shortfall contributes to a 10% decline in NAV; share price based on 0.9x multiple.
Medium Case: Production shortfall contributes to a 17% decline in NAV; share price based on
0.85x multiple. Worst Case: Production shortfall contributes to a 32% decline in NAV; share price based
on 0.80x multiple.

You can see that even under the best-case scenario, AUQ is currently selling for more than it’s worth.
The biggest variable in this calculation, of course, is the gold price. As it moves up, the NAV will naturally
rise and make the shares more valuable (the opposite is also true). So in spite of the difficulties, the stock
will exhibit strength on days gold is rising, as we’ve seen. However, that’s not the point. It appears Ocampo
will now take two years to reach optimal production levels, and cash flow and profit will thus be much lower
than previously expected. With that, the stock will sell for less than it should, regardless of what the gold
price does.
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This is not what we signed up for. If the problems at Ocampo had been addressed more proactively, the
shares would be trading, by our calculations, roughly 20% higher. Young-Davidson has declared commercial
production (albeit late and with lower-than-expected production this year), but in our opinion, this asset
is not a sufficient reason to keep the stock. We can make more money elsewhere between now and 2014
and therefore recommend exiting your position on days the stock is climbing. As the chart above shows,
autumn is typically the strongest time of year for gold stocks, so there should be plenty of opportunities
ahead to sell on strength.
Note that it is certainly possible that management will deliver on their promises by the end of next year,
and good news along these lines would certainly be a catalyst for the stock. They could also encounter
further problems. But if the company’s efforts pay off, it’s possible we may reenter at some future point. We
may not even necessarily sell all our shares, but if you consider holding on to yours, be sure to factor in the
“opportunity” cost in your decision. Bottom line: We’re closing our position in the stock and will no longer
cover the company. [Our official exit point will be the first close at $7.50 or above.]
Kinross (KGC): Exit on days of strength. We’ve stated before that we didn’t want to sell at the bottom
and were holding to see if management could turn things around (or the company got bought out).
Nothing material has developed, and, frankly, now that the stock has risen substantially off its August low,
we’re not convinced we’ll get much more out of it. Operational difficulties, legal challenges, and political
risk still plague the company, and each will take significant time to resolve. Tasiast is a prized asset, but it’s
the same argument as with AuRico; one strong mine does not justify holding the stock.
While good news will lift the stock at times, it will take substantial amounts of good news for it to return
to prior levels. As we outlined on August 19, the company has $1.7 billion available between a new loan
and an increase in its credit facility, so an acquisition is possible. However, also like AuRico, we feel our
investment dollars have a better chance of growing elsewhere. We recommend selling on days the stock
is climbing. We’ll no longer cover the company. [Our official exit price will be the first close at $10.50 or
above.]

Select Company Updates

Our updated entry points for first and second tranches appear below. The message this month is this: do
not chase these stocks. They’re all up tremendously, so let them cool down and be prepared to buy the dips.
Royalty Stocks. The price targets on our royalty and stream companies highlighted last month were not
met. As we discussed, we recommend exposure to this group of stocks for both lower risk and higher profit
potential.
All three are up 30% or more from their July lows, so don’t chase them.
•

Franco-Nevada (FNV): Best Buy. Buy 1st tranche at $56. Buy 2nd tranches at $52. If you plan to
hold FNV for the duration of the bull market, which is what we recommend, back up the truck if it
falls to $50.
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•

Royal Gold (RGLD): Buy 1st tranche at $90 only. Best Buy under $85. RGLD is headed to three
figures, but it’s not cheap at current levels.

•

Silver Wheaton (SLW): Take Profits. Buy 1st tranches at $36. Buy 2nd tranche at $33. SLW is
up 125.3% since we first recommended it and is a contender for a Casey Free Ride if you’re sitting
on a similar gain. It’s more volatile than our other royalty picks, so be prepared for a buyers’ dip. As
we said last month, hold enough cash for a second tranche due to the tax issue.

Other Best Buys. As expected, our Best Buys have been among our best performers. Add a tranche only
on pullbacks, looking for the levels below…
•

Eldorado (EGO): Best Buy. Buy 1 tranche at $14. Buy 2nd tranches at $13. Eldorado rose an
incredible 62.8% from its July 23 low to September 19. Wait for the next breather.

•

First Majestic (AG): Best Buy. Buy 1st tranche at $21. Buy 2nd tranches at $19. Up 64.6% from
its July 10 low to September 20 (and a double off its May low). Since it’s a silver stock, this is the
kind of volatility we’ll see. Definitely calls for buying patience.
By the way, Van Eck Global, the company that sponsors GDX, increased the number of shares in
AG by a whopping 27% over the last quarter, the greatest percent increase of all stocks in the index.

•

Yamana (AUY): Best Buy. Buy 1st tranche at $18. Buy 2nd tranches at $16.50. AUY is up 38.5%
from its July 24 low to September 19. Look for a dip.

Other Company Updates
Silvercorp (SVM): Buy 1 tranche at $5. The judge dismissed the company’s claims against the short sellers,
but management has filed an appeal – this saga isn’t over. We expect occasional news on this topic, both
good and bad, to trickle out for some time. As many readers know, both Louis and I have visited the site
since the allegations first surfaced and find most journalistic-type press coverage inaccurate, incomplete, or
biased. We’ll continue to monitor the media hoopla, of course, but this is one reason we haven’t made SVM
a Best Buy.
As we outlined on August 3, grades are lower and the Resource smaller at Ying. Part of this is a result of
the new mining plan; with some of the veins trending deeper, an adjustment was necessary. But it appears
the lower grade – which is still high relative to other silver mines and very profitable – will be permanent.
In the eyes of some, this seemed to justify the short sellers’ accusations, but many of these accounts show
the authors either misunderstand mining issues or are actively shorting the stock.
In the meantime, SVM continues to pay dividends, generate strong cash flow, and grow the company at
record-low costs. I’d buy more at $5 if given the chance.
Randgold (GOLD): Buy 1 tranche at $105 only. The mining minister of the Ivory Coast – where the
company operates the Tongon mine – announced his intent to impose a windfall profits tax of 19% on gold
miners. This was a surprise, as CEO Mark Bristow told me he’d met with this official just a week before the
announcement and was “assured” that no such action would be taken. A political appointee reneging on his
word; hard to believe, I know.
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The minister sees dollar signs, as the country is set to double its 2010 output to 14 tonnes of gold this
year, and 25 tonnes by 2015. He hails from the oil industry and is attempting to implement a similar tax
structure to the gold sector, but profits are dramatically different. If the proposal is successful, it would
make the Ivory Coast one of the highest-mining-tax regimes in the world.
Randgold already operates under very specific and legally binding agreements. Dr. Bristow informed the
president of the country, who disagrees with the minister’s proposals and is reportedly a “died in the wool”
free-market economist, that they would sue in international court if the proposal goes through.
It’s premature to speculate on the outcome, but we’d be surprised if it passed in its current form. Our view
of the company remains very positive, though this action is why we give GOLD a medium-risk rating. We
would not buy the stock at current prices.
Goldcorp (GG): Buy 1 tranche at $43. There was recent speculation that Goldcorp might partner with
Fresnillo (FRES.L), the world’s largest primary silver producer, on its Camino Rojo gold/silver deposit.
The project is just 31 miles from Goldcorp’s Peñasquito project, and geologists from both companies have
already worked together exploring the property. This could be a positive synergy, provided any arrangement
is accretive to GG, of course.
We’re still waiting to hear that Peñasquito is back on track, which we expect by year-end. It’s Mexico’s
second-largest gold mine (after Fresnillo’s Herradura property) and will be a big contributor to cash flow
for years to come. Stay tuned. As we’ve stated before, if you’re going to own a major for capital appreciation,
this is the one.
Newmont (NEM): Buy 1 tranche at $50 for 2.8% yield. Management didn’t issue a press release, but
they’ve been quoted as saying they’ll reduce the work force and cut costs at the Batu Hijau gold/copper
mine in Indonesia. Production will be lower both this year and next due to processing lower grade ore from
existing stockpiles and focusing on widening the vast open pit for a new phase of mining. 2012 production
will reportedly drop to 71,000 ounces of gold from the prior forecast of 114,000; and to 170.6 million
pounds of copper from 192 million. Production levels should return to expected levels by 2014.
This drop represents less than 1% of current production, so we’re not worried about our dividend being
impacted.
[For the entry points of other stocks, see the table below or the portfolio page.]
Be patient. We’ve got a long way to go in this bull market. If equity prices pull back, view it as an
opportunity to position yourself for the next big leg up.

Jeff Clark, Senior Editor
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