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Gold, silver and crude oil prices are closely related to the movement of the U.S. dollar. After a
healthy consolidation, gold began to move up in August 2012. At the same time, deteriorating
expectations for crop yields in the American Midwest moved corn and soybean prices to new
highs.  Higher food prices in late 2012 or early 2013 could have far reaching and geopolitically
destabilizing effects likely to weigh on stocks, putting the shine back on precious metals. While
billionaires George Soros and John Paulson are buying gold, silver has been in backwardation in
recent weeks and silver held in ETFs rose to $16.2 billion according to Bloomberg.

While increasing risk of geopolitical instability, including fear of a U.S. or Israeli war with Iran,
account for rising crude oil prices and renewed interest in precious metals, the proverbial elephant
in the room remains the U.S. dollar vis-à-vis a crumbling Euro. Precious metals mining stocks hit
a low in mid May when the U.S. Dollar Index (USDX) shot up +5.5% (4.33 points) from 78.71
on April 27 to 83.04 on May 31.  By July 24 the USDX had made a 2-year high of 84.10 as
Spanish bond yields soared against a backdrop of continued worries over the European debt
crisis.  The U.S. dollar then slid -2.25% (1.89 points) to 82.21 on August 2, bouncing back to
82.60 by August 17 with a flat 50-day moving average as precious metals prices and mining
stocks rose.

http://www.heraresearch.com/
http://www.bloomberg.com/news/2012-08-17/gold-bulls-expand-as-billionaire-paulson-buys-metal-commodities.html
http://www.bloomberg.com/news/2012-08-13/silver-hoard-near-record-as-hedge-fund-bulls-recoil-commodities.html
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Gold mining stocks, in particular, have suffered due to higher costs related to higher energy
prices and lower ore grades, which have compressed cash margins and pushed out returns on
capital investments.  Gold demand, however, has not abated and higher production costs
effectively put a floor under the price of gold.

The key international measure of the U.S. dollar’s value is the price of crude oil.  Recessions,
depressions and economic slowdowns in the U.S., U.K., Europe, China and Japan have softened
demand for crude oil, moderating crude oil prices and making the U.S. dollar stronger than it
would have been otherwise.
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Weaker fuel consumption in the U.S. has been offset by steady global demand and fears of war in
the Middle East which could disrupt oil shipments through the Strait of Hormuz in the Persian
Gulf.

Although crude oil prices could moderate in the near term if tensions in the Middle East are
resolved, it is more likely that the region will become more chaotic due to higher food prices in
late 2012 or early 2013.  Further, it is far more likely that conflict between the U.S. or Israel and
Iran will escalate.  In the long term, oil prices will rise due to growing global demand and higher
production costs, i.e., for heavy sour crude, shale oil, etc.

Weak U.S. Dollar Fundamentals
The U.S. dollar is fundamentally weaker than it appears to be based on the USDX. Economic
growth in the U.S. is extremely weak, despite massive government deficit spending. U.S. federal
government debt of roughly $16 trillion, chronic budget deficits of more than $1 trillion per year
and unfunded liabilities of more than $62.3 trillion are unsustainable compared to the U.S. Gross
Domestic Product (GDP) of $15.29 trillion (2011 est.), which includes government deficit
spending. On a Generally Accepted Accounting Principles (GAAP) basis, which accounts for
unfunded liabilities, the U.S. federal deficit would be approximately $5 trillion. The U.S. debt to
GDP ratio is approximately 100%, which is worse than that of Spain.  Further, the U.S. remains
embroiled in foreign wars and continues to prosecute a global “War on Terror” at a total
combined cost of several trillion dollars to date.

The Federal Reserve has purchased a large portion of U.S. Treasury bonds since 2008, making
the demand for U.S. debt appear stronger than it would have otherwise and artificially
suppressing treasury bond yields.  The Federal Reserve’s asset purchases (buying toxic mortgage
backed securities, quantitative easing I and II and “operation twist”, etc.) represent “money
printing”.  Money printing weakens the currency and causes prices to rise, which punishes savers,
workers and consumers in general. The U.S. Bureau of Labor Statistics’ Consumer Price Index
(CPI) has shown little change but pre-1980 measures of inflation are as high as 9%.

http://www.treasurydirect.gov/NP/BPDLogin?application=np
http://www.treasurydirect.gov/NP/BPDLogin?application=np
http://www.pgpf.org/press-release/2010/03/11/Summary-of-the-2009-Financial-Report-of-the-US.aspx
https://www.cia.gov/library/publications/the-world-factbook/geos/us.html
https://www.cia.gov/library/publications/the-world-factbook/geos/us.html
http://www.shadowstats.com/article/no-410-special-commentary-gaap-based-2011-us-financial-data
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U.S. domestic price inflation is evident to consumers in terms of food and energy prices, if not in
the CPI.  The rising cost of living in the U.S. must be contrasted with declining real income and
high unemployment.  Unemployment in the U.S. indicates a long-term, structural decline in the
U.S. job market.  Specifically, the civilian population employment ratio has declined for more
than a decade.

By all rights, the U.S. dollar should be far weaker, but, to quote Sir Winston Churchill, “the dollar
is the worst currency, except for all the alternatives.”  The USDX is a weighted geometric mean
of the U.S. dollar’s value compared with the euro (57.6% weight), the Japanese yen (13.6%
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weight), the British Pound sterling (11.9% weight), the Canadian dollar (9.1% weight), the
Swedish krona (4.2% weight) and the Swiss franc (3.6% weight).

 Euro (EUR) – The saga of European sovereign debt, the threat of default, austerity versus
economic growth, rating cuts, last minute rescues and civil unrest continues unabated.
The Euro is, in fact, extremely weak which makes the U.S. dollar appear unnaturally
strong.  The European Central Bank (ECB) has little choice but to create more Euros to
bail out the system.

 Yen (JPY) – Japan’s recession after a tragic series of economic shocks, i.e., the 2011
tsunami and Fukushima nuclear disaster resulted in an inflow of yen back into Japan,
increasing demand in the foreign exchange market.  The strengthening yen necessitated
massive interventions by central banks to weaken the currency in order to stabilize trade.

 Pound sterling (GBP) – The U.K. is mired in a deep recession and the Bank of England is
engaged in a series of monetary injections that have weakened the pound.  There is no
visible light at the end of the tunnel.

 Canadian dollar (CAD) – Because Canada’s economy is intertwined with that of the U.S.,
the Canadian dollar has remained more or less at parity with the U.S. dollar, although it
has historically been the weaker of the two.

 Krona (SEK) – Sweden’s economy depends on exports and her largest trading partners
are in the European Monetary Union, e.g., Germany, Finland, France, Netherlands and
Belgium.  If the krona appreciates, Swedish exports will fall.

 Swiss franc (CHF) – The Swiss National Bank has pegged the Swiss franc to the Euro
depriving investors of a traditional safe haven.

The Most Favored Nation
China is struggling to maintain its exports and GDP growth in the face of economic deceleration
while battling inflation and the fallout of regional real estate bubbles.  The Renminbi (RMB) is
closely linked to the U.S. dollar and is managed downward by the People’s Bank of China
(PBoC) in order to support Chinese exports.

Due to the relative weakness of other currencies (mainly the EUR, GBP and RMB), the U.S.
dollar’s recent strength is illusory.  While a weaker U.S. dollar would aid U.S. exports and reduce
the U.S trade deficit, high inflation would also punish savers, workers and consumers in general.
A solution to the European sovereign debt crisis, a larger and longer term refinancing plan by the
ECB, or signs of economic recovery in the Eurozone, would send the U.S. dollar down sharply.
Additionally, strong growth in the BRIC countries or an economic recovery in China would
greatly increase upward pressure on global commodity prices.  Conversely, a continued
slowdown in China, which is more likely, will reduce demand for base metals which is bullish for
silver because most silver is produced as a byproduct of base metals mining.
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Platinum group metals (PGM) could fall as a function of weaker automobile demand if the
Chinese economy continues to slow but Chinese automobile sales are up 22.6% year over year.
Weaker automotive demand could be offset by safe haven investment demand for platinum and,
in the short term, PGM prices are rising sharply due to ongoing mine labor problems in South
Africa.

China, together with the other BRIC countries (Brazil, Russia, India and China), South Africa and
Iran, is slowly but systematically preparing to move away from the U.S. dollar.  At some point,
the currently gradual movement of global trade away from the U.S. dollar will reach a critical
mass and accelerate.  The loss of its world reserve currency status is an existential threat to the
U.S. dollar.  For the time being, however, it is not in the interest of any of the major players, i.e.,

http://www.reuters.com/article/2012/06/09/us-china-autos-idUSBRE85803C20120609
http://articles.cnn.com/2012-08-17/africa/world_africa_south-africa-mine-violence_1_impala-platinum-platinum-mine-mineworkers-and-construction-union
http://articles.cnn.com/2012-08-17/africa/world_africa_south-africa-mine-violence_1_impala-platinum-platinum-mine-mineworkers-and-construction-union
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China, to dump the U.S. dollar.  Despite poor economic conditions in the U.S., U.S. consumers
are more addicted than ever to cheap imports from China.

China is a major producer and importer of gold and Chinese companies are aggressively buying
crude oil and natural resources around the world but, according to the PBoC, Chinese currency
reserves grew 1.9% to $3.24 trillion as of June.

The PBoC and other central banks purchased 400 tonnes of gold in the 12 months ended March
31, 2012 compared with 156 tonnes during the same period in 2011, according to the World Gold
Council.

http://articles.economictimes.indiatimes.com/2012-08-16/news/33233044_1_jewellery-and-investment-ajay-mitra-largest-importer
http://www.upi.com/Business_News/2012/07/26/China-to-step-up-overseas-investments/UPI-45251343357861/?rel=18771343738048
http://www.upi.com/Business_News/2012/07/26/China-to-step-up-overseas-investments/UPI-45251343357861/?rel=18771343738048
http://www.businessweek.com/news/2012-08-15/japan-buys-treasuries-at-pace-to-top-china-as-top-u-dot-s-dot-creditor
http://www.businessweek.com/news/2012-08-15/japan-buys-treasuries-at-pace-to-top-china-as-top-u-dot-s-dot-creditor
http://blogs.wsj.com/economics/2012/06/11/central-banks-back-to-buying-gold/
http://blogs.wsj.com/economics/2012/06/11/central-banks-back-to-buying-gold/
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Gold, Silver, Crude Oil
Given the weak fundamentals of the U.S. dollar and the fact that its weakness has been masked
by a variety of factors, prices could increase too quickly for policy makers, i.e., Federal Reserve
Chairman Ben Bernanke, to respond. The U.S. dollar is vulnerable in the face of potential
Eurozone stabilization, stronger than expected demand from BRIC countries, or geopolitical
disintegration linked to higher food prices.  Additionally, further intervention by the Federal
Reserve could send the U.S. dollar sharply downward and cause a disruptive spike in global
commodity prices. Pressure on the Federal Reserve to engage in further monetary easing, e.g.,
quantitative easing III (QE3), or an equivalent program, is growing.  Gold, silver and related
mining shares will rally heading into late 2012 and are likely to break out dramatically as current
trends develop.
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