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Last month we discussed the perils of selling precious metals positions on
record commercial short selling, in anticipation of a “predictable” pull
back. I mentioned the similarities to 2005, where many were caught flat
footed trying to play the COT game too cute. The weekly chart below is of
the Gold price (Top Section) coupled with a look at the Commercial Open
Interest (Bottom Section) and finally the Net Commercial Short Position
as a percentage of the COI (Middle Section). Since last month’s article we
can see the Gold price has exploded higher whilst the Net Commercial
Short position has now entered the extreme zone of 55-60% of the COI
(We were just shy of this zone last month). If we look back at the past
explosive moves in the Gold price (Red circled areas), we can see that
these moves have coincided with record levels of commercial short selling
(Speculative buying of Longs) after a lengthy consolidation in the Gold
price. Since the last COT report the Gold price has obviously surged higher
again to breach the US$800 an ounce mark and still appears to have legs.
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XAU

XAU GOLD RATIO
XAU
Performance

Gold
Performance

Net
Position

325.50

19.27%

59.96%

-37.13%

303.30

-6.82%

-30.31%

112.21

101.35%

406.60

34.06%

67.29%

0.19

78.99

-29.61%

420.70

3.47%

-33.07%

31/01/2006

0.27

154.19

95.20%

570.70

35.65%

59.55%

16/08/2007

0.19

125.99

-18.29%

662.25

16.04%

-34.33%

Current
(02/11/07)

0.23

187.63

48.92%

806.00

21.70%

27.21%

Key Dates

XAU/Gold

XAU

19/11/2001

0.18

49.46

28/05/2002

0.27

88.65

79.24%

26/07/2002

0.18

55.73

08/12/2003

0.28

13/05/2005
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A look at the chart of the XAU for the month of October 07 shows the XAU rallying strongly to 188, an increase of
over 13%. The XAU/Gold ratio has remained steady at 0.23 and is still considerably below the profit taking region
of 0.25 – 0.27, indicating this rally has potentially further to run. Since the low for the XAU/Gold ratio was put in on
the 16th August, the XAU has rallied nearly 49% and the Gold price 21.7%. As per usual the 16 month wait has
been well worth it as the precious metals markets have more than made up for the lost time.

OUTLOOK
The two short term scenarios as I see it over the coming weeks and months:
Scenario 1: The XAU and the gold price will continue to rally with the XAU breaking 200 and the Gold price continuing
its move higher up towards the US$820–US$830 mark. Volatility will continue to be the order of the day with some
violent moves in either direction. I am leaning towards this bullish scenario.
Scenario 2: The precious metals sector again gets caught up in a panic sell off in the equity markets, resulting in the
XAU falling all the way down to support at 165 – 170 (The previous high). The markets continue to look shaky despite
the recent rate cut which signals the risk of this scenario has increased. The gold price theoretically should perform
well in these circumstances but as we saw in August, quite often the baby gets thrown out with the bath water (at least
in the short term).
Intermediate Term Outlook:
My next target for the XAU is 200 – 205. I would expect some degree of consolidation if and when the 200 mark is
breached (This will have meant a rally of over 60% since August!). I have an intermediate term target for the XAU of
255 with the timing dependent on what sort of consolidation we see once the 200 mark is definitively breached.
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WHAT’S HAPPENED TO SILVER?

Many people have been disappointed with the performance of Silver (Bottom section of chart) in this recent bull
market run. With Gold having smashed the previous high that was made in 2006, Silver hasn’t been able to
replicate this performance. If we have a look at the Silver/Gold ratio (Middle section of chart) we can see that we
are firmly entrenched on the support of a channel that has been in place since 2001/02 (Strong Trend). If we look
at previous break outs in both the Silver price and the Silver/Gold ratio (Green circles), we can see that they tend to
occur later in the cycle, typically around November/December. If we fast forward to where we are today, we can
see that the Silver price is presently flush against intermediate term resistance at around US$14.50. I believe a
break of this trend line is imminent and once this occurs I will be watching the Silver/Gold ratio very closely for
clues as to when the Silver price is likely to outperform. The first sign will be a break of the short term trend line at
about 0.0185 (or 54.05 for those that prefer the Gold/Silver ratio) followed by a move through the more significant
trend line with resistance presently around 0.02 (or 50 for the Gold/Silver ratio). On a successful break of both
these trend lines I have a target for the Silver price of about $18.00 - $20.00.
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NORTH AMERICAN SILVER INDEX (NASI)

The NASI for the month of October 07 has managed to break free of the stiff resistance at 7,800 – 8,000 and has
started entering record territory after a lengthy period of consolidation. This is a bullish development in that there is now
effectively no overhead resistance. A look at the Relative Strength Index comparative with the Silver price (Middle
Section), indicates the Silver shares continue to outperform the metal (A trend in place since May 06) which goes a
long way to supporting our earlier theory of an imminent Silver price breakout. If you look at the timing of the breakouts
(Green circles) you will see they tend to occur in the September/October period, 1-2 months prior to the breakouts in
the Silver price which generally occur in November/December (Shares generally lead the metal).

OUTLOOK
The two short term scenarios as I see it over the coming weeks:
Scenario 1: The Silver index will continue its rally higher and start to accelerate as the Silver price breaks out. A look
at previous surges in the Silver index in 2003/04 and 2005/06 demonstrates just how powerful these moves tend to be,
with rallies that last well into March and April. I am presently leaning towards this scenario.
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Scenario 2: If the gold and silver price were to get caught up in the sharp fall in the equity markets, we could see a
worse case scenario of yet another false start and a retrace back to the previous resistance which should now act as
support at 7,800 – 8,000. Whilst this remains a very real risk in the current climate of uncertainty, I don’t support this
scenario at the present time.
Intermediate Term Outlook:
Over the intermediate term my next target for the NASI is around the 11,000 mark towards March and April 2008.

THE TSX GOLD INDEX

TSX Gold Index
The TSX Gold Index rallied during October 07 to test resistance at around the 325 mark but has still failed to make a
new high. This index continues to struggle as many of the 2nd tier producers and developing Gold companies remain
significantly off their 52 week highs. The strength continues to be seen primarily in the major producing Gold mining
companies with investors still a little gun shy when it comes to the smaller end of the market. The strong Canadian
dollar may also be playing a role in this relative weakness.
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OUTLOOK
The two short term scenarios as I see it over the coming weeks:
Scenario 1: The TSX Gold Index breaks resistance at 325 and rallies higher as investor’s appetite for risk and some of
the smaller companies improves into December and early 2008. I support this scenario.
Scenario 2: If the Gold and Silver prices get caught up in a panic sell off in the stock market, we could see a worse
case scenario of a break back down to support at 265. Can’t be ruled out in the present environment but I do not
support this scenario at the present time.
Intermediate Term Outlook:
Over the longer term my next target for the TSX Gold index is around the 500 mark some time in the first half of 2008
depending largely on when the present consolidation ends.

AUSTRALIAN PRODUCERS INDEX (API)
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During the month of October 07, the Australian Gold Producers index continued its strong performance and is closing
in rapidly on our longer term target of 6,500. The Relative Strength Comparative with Gold continues to trend strongly
higher which bodes well for more short term to intermediate term strength. As always caution should be taken in buying
into new positions when the index is trading at such a premium to its 150 day Moving Average (5,800 versus 4,500).

OUTLOOK
The two short term scenarios as I see it over the coming weeks:
Scenario 1: The API will continue to rally and take out our target of 6,500. The Gold price in Australian dollars is
starting to gather some momentum despite the stronger Aussie dollar and should rally from here adding impetus to an
already strong performance in the API. I presently support this scenario.
Scenario 2: If the gold and silver prices get caught up in a sharp fall with the general stock market, we could see a
repeat of the August breakdown and a move of the index back towards strong support at the 4,300 mark. Whilst a very
valid risk, I do not support this scenario at the present stage.
Intermediate Term Outlook:
My intermediate term target continues to be 6,500 towards the end of 2007 or early 2008..

AUSTRALIAN THEORETICAL PRICE OF GOLD UPDATE
Rate of
Australian
M3 Change

Gold
Production
Av Annual
Increase
(1.73%)

Australian
Theoretical
Gold Price

Actual
Australian
Gold Price

Actual as a
% of
Theoretical

867.9

3.3460%

0.14%

2,760.86

766.64

27.77%

M3
Aggregate
Money
Supply

Date

10 Year BB
Interest
Rates

Official CPI

Jun-07

6.26

2.10

Jul-07

6.03

874.6

0.7720%

0.14%

2,778.20

774.60

27.88%

Aug-07

5.92

897.0

2.5612%

0.14%

2,845.35

826.01

29.03%

Sep-07

6.16

910.6

1.5162%

0.14%

2,884.38

839.60

29.10%

1.90

The month of September 07 has seen M3 increase another impressive 1.52% (or 18.24% if annualized). If we take the
first quarter of the financial year and annualize it we get 19.40%. Monetary inflation continues to run rife. The CPI (All
Groups) for September year on year came in at a laughable 1.9%. At this point in the game I would say the Reserve
Bank of Australia have been very successful at convincing Australian’s inflation is under control, whilst raising interest
rates and behaving in a manor completely to the contrary. For how much longer they can keep this façade going is
really anyone’s guess. The Theoretical Price of Gold has risen to AUD$2,884, with the actual price trading at a
bargain 29.1% of the theoretical. As I type this, the price of gold in Australian dollars has risen to over AUD$872 an
ounce, or just over 30% of the Theoretical value. I continue to see this recent record strength in the Aussie dollar as a
prime opportunity to invest in bullion (While you are still getting bang for your Aussie buck!).
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AUSTRALIAN GOLD BULLION
(ASX:GOLD – 1/10 OF AN OUNCE)

CLOSING COMMENTS
The precious metals markets have put in a stellar month in October 07 and look to be carrying this momentum well into
November 07. I continue to keep a close eye on the XAU/Gold ratio for signs that this rally in Gold equities may be
overextended. At the first sign of this, I will be personally looking to rotate some profits out of the larger precious metals
companies into some of the smaller riskier companies that haven’t benefited much from the recent run as yet (There is
no shortage of candidates). Many of these companies come into their own in the December to March period (Seasonal)
and should be carrying little downside risk given many are trading only marginally above their recent lows.

Troy Schwensen
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DISCLAIMER
This publication has been prepared from a wide variety of sources which the editor to the best of his knowledge and
belief considers accurate. The editor does not warrant the accuracy of the information and forecasts contained in this
publication. This information is provided for educational purposes and nothing written should be construed as a
solicitation to buy and sell securities.
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