Batten Down the Hatches

December 28, 2007 By Nick Barisheff

As we begin 2008, the markets are on edge. Exotic “collateral-ized” and “securitized” credit instruments
float through the global economy like financial time bombs. Respected financial experts from all over the
world are unable to predict the ultimate impact of the protracted unwinding of the credit bubble. But one
fact is undeniable: for nearly three years, gold prices have been rising steadily, they have been rising in all
currencies, and that rise is now accelerating.

Advice for Investors

Precious metals bullion prices have always been the proverbial canary in the coalmine: a leading indicator
of inflation and an early warning signal of volatile times ahead.

According to most metals experts, we are in the early stages of a long-term uptrend for precious metals.
Now is not the time to take profits. In fact, it is time to begin overweighting portfolios in precious metals in
order to protect investors’ wealth from the threat of systemic risk.

In our opinion, a number of destructive forces are converging on unwary investors, and there is little the
US Federal Reserve or the Bank of Canada can do. Early warning signs are everywhere: a global economy
weighed down by a declining US dollar, and accompanied by explosive growth in global money supply;
slowing US GDP growth that may in fact have stalled; consumer debt that is at all-time highs; savings that
are at all-time lows; consumer confidence that has plunged to its lowest level in fifteen years.

For these reasons and more, the upswing in precious metals prices has a long way to go.

Caught Between a Rock and a Hard Place

The question for 2008 is whether the US will experience a slowdown, a recession or stagflation. The
presence of inverted yield curves last year suggests an answer. History shows that inverted yield curves —
when long-term yields fall below short-term yields — are harbingers of recessions. Bond investors seeking
refuge from an impending financial storm look to the safety of long-term Treasuries.
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Unfortunately, Fed Chairman Ben Bernanke is caught between a rock and a hard place. The credit bubble
finally popped and, worst of all, the damage spread and deepened into 2008 — an election year. The Fed’s
dilemma is this: if they reduce interest rates and boost the economy, they will fuel inflation and send the
dollar down. If they increase interest rates, they may keep inflation in check and boost the dollar but they
will seriously damage the economy, and with it the political aspirations of the future president. In a
stagflationary environment (where growth is stagnant and inflation is rising) there is no good solution.

Greenspan himself warned there is a 50/50 chance of stagflation. Yet increases in the money supply will
continue as Ben Bernanke tests his Ph.D. thesis in real life: that a depression or severe recession can be
avoided by flooding the system with liquidity. The Fed discontinued reporting M3 in March 2006, but
several sources have reconstructed the data and determined that US money supply is now growing at an
unprecedented annualized rate of 16%.

Increases in money supply will likely accelerate, since central banks have announced they are prepared to
provide liquidity in unlimited amounts in order to maintain bank solvency and prevent a systemic financial
crisis. The inflationary implications of this policy are clear.

Credit Card Defaults Are Next

The domino effect of the credit crisis will continue. After mortgage defaults, we can expect car loans and
lease defaults to follow. But the biggest issue may well be defaults on credit cards. Americans have
accumulated nearly $1 trillion in credit card debt. On a per capita basis, Canadians are no better. Credit
card delinquencies will rise because consumers can no longer use their home-equity lines of credit to pay
off their cards. The bursting of the credit card bubble in 2008 will be another blow to the fragile credit
market. A UK study revealed that, incredibly, 6% of British homeowners have been using their credit cards
to pay their mortgages. New card marketing with teaser rates of 0% ensures that many un-creditworthy
borrowers will face rates from 19% to 36%. The resulting fallout could make the subprime issue look
trivial.

Corporate and Municipal Bond Defaults Will Follow

Corporate and municipal bonds could be next in line for trouble. In the corporate bond market, the big
monoline insurers (guarantors in the event bond issuers default) may go bankrupt or at the least lose their
coveted triple-A credit rating. If a credit change were to happen, all their insured obligations, also triple-A
rated, would lose that rating. Because institutional investors are mandated to hold only triple-A loans, this
would result in the forced sale of billions of debt instruments into a declining market.

On the municipal bond side, things look equally dire. The subprime credit crisis is forcing many consumers
out of their homes. The more homes abandoned, the greater the erosion of municipalities’ realty tax base,
leaving them unable to pay the billions needed for infrastructure maintenance and development.

Oil Production May Have Peaked

In 2008 an issue called Peak QOil is likely to take centre stage. The term refers not to the amount of oil
reserves in the ground, but to production capacity — which has been a concern for many years. |n addition,
although oil wells are pumping at peak capacity, the number of barrels of oil per year is close to declining
for the first time ever, while global demand is growing by double-digit amounts. Also, existing refineries are
at peak capacity and no new refineries are being built. It is now clear that many of the major producers
such as the North Sea, Mexico, Kuwait and others have peaked in terms of oil available for extraction, and
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are now in decline. Commodities investor Jim Rogers says that “everyone will be surprised by how high oil
eventually goes.”

Counterparty risk: the great unknown

Counterparty risk will be the main focus in 2008, because a large percentage of subprime mortgages are
due to reset, resulting in further foreclosures and more downward pressure on the real estate market. An
estimated $250 billion in further losses may be incurred in 2008. As we have recently seen, the
counterparties to Collateralized Debt Obligations (CDOs) and mortgages may default. And the counterparty
risk in many derivatives is a complete unknown.

Fannie Mae has $2.6 trillion in insured mortgages, $950 billion of which are subprime, with only $50
billion of actual capital backing it. Bond manager Bill Gross has great concerns about the financial
strength of the counterparties to these subprime loans, questioning their ability to post additional collateral
when their positions move against them: “This is undoubtedly going to be a growing concern as mortgage
and other credit losses swell in 2008.”

The Early Stages of a Long-term Uptrend in Precious Metals

In the late 1970s people lined up for blocks to buy precious metals. On one occasion this year, as gold
topped $900 an ounce, only one of the six tellers dealing in gold at Scotiabank in Toronto was serving a
customer, and no one was in line. Clearly, few individual (let alone institutional) investors are aware that
precious metals are enjoying a long-term bull market with strong fundamentals, signalling that the uptrend
has much longer to run.

Allocate at least 20% to precious metals

Investors cannot ignore the warning signs if they want to protect their wealth. It is time to rebalance
portfolios for safety rather than growth. Physical bullion provides the greatest degree of negative correlation
to traditional financial assets, and will help protect portfolios from a market decline. For more substantial
protection, investors need to allocate more to bullion. Given the precarious state of the economy and the
markets, we recommend a minimum allocation of 20%, but Wainwright Economics suggests an even
higher percentage — 40% or more.

Price forecasts

Price forecasts for gold in 2008 cover a wide range, but the current price does not really matter. Why?
Because over the long term, prices of precious metals — gold, silver and platinum — will rise to much higher
levels, in all currencies. The underlying factors causing the current increases will not only continue but
likely accelerate. Many analysts predict that in 2008 gold will surpass $1,000 per ounce, silver $20 per
ounce and platinum $2,000 per ounce, and in years to come prices will go much higher. This year,
precious metals gains measured in Canadian (versus US) dollars will be similar, as the Canadian dollar
either declines against the US dollar or remains near parity.

N o
s U:C ) BULLION
%k ,ji‘} MANAGEMENT
fé S GROUP INC.
BMG



Batten Down the Hatches BMG ARTICLES 4

PERCENTAGE CHANGE GOLD PRICES IN VARIOUS CURRENCIES SINCE 2005

120% -
113%
1005 G55
80%
| I
0% I
Euros Pounds Australian Pesos Brazilian SWiss

Dallars Reals Francs

The Time To Act Is Now

In an interview with Fortune magazine, Jim Rogers said that times are going to get much worse:

“Bernanke is printing huge amounts of money. He’s out of control and the Fed is out of control. We are
probably going to have one of the worst recessions we've had since the Second World War.”

Will Fed action produce the mega-bubble of all bubbles? No one knows for sure, but the odds are rising
every day. “The kind of upheaval observed in the international money markets over the past few months
has never been witnessed in history,” says Thomas Jordan, a Swiss central bank governor. “The subprime
mortgage crisis hit a vital nerve of the international financial system.” Segregated, unallocated precious
metals bullion cannot be leveraged, printed or borrowed. That is why it provides unsurpassed, low-risk
protection against both systemic events and inflation.

We are in the midst of the worst financial crisis the credit markets have ever seen. While the US dollar may
be the world’s reserve currency, precious metals are the world’s reserve of real wealth. Precious metals are
real assets with enduring value, which is why — in any market environment — their prices will continue to
rise.

The time to act is now.

*All amounts expressed in US dollars, unless otherwise noted.
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Nick Barisheffis the founder, president and CEO of BMG Group Inc., a company dedicated to
providing investors with a secure, cost-effective, transparent way to purchase and hold physical
bullion. BMG is an Associate Member of the London Bullion Market Association (LBMA) and an
Associate Member of the Responsible Investment Association (RIA) as well signatory to the Six
Principles of Responsible Investments (United Nations endorsed Principles for Responsible
Investment — PRI).

Widely recognized as international bullion expert, Nick has written numerous articles on bullion and current market
trends that have been published on various news and business websites. Nick has appeared on BNN, CBC, CNBC
and Sun Media, and has been interviewed for countless articles by leading business publications across North
America, Europe and Asia. His first book, $10,000 Gold: Why Gold's Inevitable Rise Is the Investor’s Safe Haven, was
published in the spring of 2013. Every investor who seeks the safety of sound money will benefit from Nick’s insights
into the portfolio-preserving power of gold. www.bmgbullion.com
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