ANALYTICAL INVESTING

Why are the junior minors so down?

By David Chapman

hat is wrong with ju-

nior gold-mining and

junior  gold-explo-

ration stocks? In look-
ing at scores of junior mining
stocks, which primarily trade on
the S&P/TSX Venture Exchange, it
seems to be mostly the junior gold
miners that have taken a beating
over the past six months,

Normally the Venture Exchange
follows the major metals indexes,
such as the TSX Gold Index and the
Amex Gold Bugs Index (HUT), but
often lagging them somewhat.
Since lows seen last August, the
TSX Gold Index is up over 20 per
cent and the HUI is up over 33 per
cent. And this is after the recent
correction that has seen both the
TSX Gold Index and the HUI fall
more than 20 per cent.

As for the Venture Exchange, it
has barely budged during the same
time period. If there were an index

of junior gold-mining stocks, the
index would undoubtedly be
down. Many are trading at levels
last seen when gold was at US$500.
While even the seniors are not de-
livering the kind of returns in keep-
ing with their leverage to the metal,
the juniors have been downright
depressed. Many of them have
been in a funk not only since last
August 2007, when the senior
names bottomed, but since May
2006, when the major gold indexes
made a top that was not broken
until late 2007.

The world has been experienc-
ing declining mine production and
supply for some time, This is not
something likely to change any
time soon. The same phenomena
happened in the 1970s, despite ris-
ing prices then as well. Why? After
years of depressed prices, the easy
resources were mined.

As well, exploration dried up,
and producers were approaching
the end of the life of mines. [t prab-

ably won't be until sometime in the
next decade that mine production
will begin to rise again. And that's
dependent on prices remaining
high and juniors continuing to find
new sources of minerals,

The demand for minerals in-
cluding gold and silver continues
unabated primarily from Asia (Chi-
na) and even the Middle East (par-
ticularly Saudi Arabia). Demand for
other metals continues to be strong
as well, and the stocks including the
juniors associated with such min-
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ing products as potash,
chromium, tungsten and
others have been strong.
But that has not been the
case for the junior gold
miners.

So what is going on? A [
number of reasons are of-
fered. The credit crunch
that got underway last
June 2007 has meant that the ju-
nior miners, considered the riskiest
of the risky, have been shunned.
When gold and silver prices started
rising, the money flowed only to
the large-cap, liquid names.

A number of hedge funds have
been forced out of business as a re-
sult of the credit crunch, resulting
in distressed sales of junior gold-
mining stocks. As the stocks fell,
more selling was attracted from
weak players.

The collapse of SouthWestern
Resources Corp. (SWG-TSX, $0.54)
in July 2007, on “deficiencies” and
“errors in reported assay results”
brought back memories of Bre-Ex,
spooking many players in the sector.

More recently, mutual-fund
selling, due to redemptions, has
brought in more sellers in a gener-
ally illiquid market. On seeing the
increase in sellers, market makers
fade or sharply lower their bids.

The sector raised record funds
for exploration in 2007. In a weak
market, when the typical four-
month hold expired, investors
rushed to lock in profits or to sell
into a depressed market.

The result of all of this activity is
that only the committed remain in
the market and the juniors are down

and depressed. Many are
now trading at values well
below their asset value,
which we define as their
confirmed NI43-101 com-
pliant, or legally reportable,
* | resources in the ground.
| What is needed is some-
—— thing to spark the market,

D"'Id Ch-pman So what might that be? A

significant find. Given the record
amount of financings in 2007, there
isalot of drilling going on. While this
is not guaranteed to eliminate the
stink of SouthWestern Resources it
would help considerably.

The medium-sized miners and
many juniors are ideal targets for
larger companies looking to in-
crease their reserves. With the cost

of mining not going down, many of

the junior miners nearing or in ear-
ly production could be prime tar-
gets for takeovers. As well,
numerous junior-exploration plays
are trading at levels far below the
value of their reserves.

It is speculative, of course, who
might come up with a large find. It
is easier to focus on some under-
valued junior-miners who are cur-
rently in production and have
reported earnings.

Three we like that might fit the
bill are: Scorpio Mining (SPM-TSX,
$1.40) with exploration and devel-
opment projects in Canada and
Mexico, where its Mexican silver
project began production in April
2008; Jinshan Gold Mining (JIN-
TSX, $2.65) which has develop-
ment and exploration properties in
China and which began produc-
tion on 120,000 ounces of gold an-

nually in July 2007; and, Semafo
Inc. (SMF-TSX, $1.40), whose
prime properties in West Africa are
expected to produce up to 185,000
ounces of gold in 2008. Based on
production estimates and reserves
and, more importantly, on current
financials, all three companies are
considerably undervalued.

The technicals on these three
companies also look interesting.
Scorpio is forming an interesting
symmetrical triangle-bottom pat-
tern. A breakout over $1.55 would
project up to at least $2.50. Of
course, since symmetrical triangles
can go either way, a break under
$1.25 would send SPM downward.
Volume and the fact the stock is
undervalued says the breakout
should be to the upside.

Jinshan can be volatile but it has
held a good uptrend since early
2005. Periodic sharp corrections
have created the stair-step uptrend,
which is a sign of technical strength.
Targets should be up to $5.

Semafo is forming what appears
to be a head-and-shoulders bottom
pattern. A breakout over $1.60 on
volume would suggest at least
$2.70. In the interim, we would like
to see Semafo hold above $1.20.

The current depression in the
junior producers and exploration
mining stocks cannot last forever
given the current high prices. When
the perception changes, there will
be a tremendous catch up.
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