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Whistleblower raises
doubtsoverore bodies

QUESTIONS RESERVE LEVELS

“This is the mining
world’s equivalent of
aggressive accounting’

BY SANDRA RUBIN
Senior Business Writer

A majority of Canadian mining
companies are using a form of sta-
tistical “geo-engineering” that per-
mits them to inflate proven and
probable reserves by up to 25%,
says the man who raised the spec-
tre of fraud at Bre-X Minerals
months before it became public.
Jan Merks, who has written a
textbook on mineral sampling,
says geostatistics can be manipu-
lated as easily as financial state-
ments to present a deceptively
favourable view to investors.
“This is the mining world’s
equivalent of aggressive account-
ing,” said Mr. Merks, president of
Matrix Consultants Ltd. in Van-
couver and something of a con-
troversial figure in the Canadian
mining world. “If you put inven-
tories that you don’t have on the
books, then it is just as wrong.”
Itis a technical debate that has
smoldered at the edges of the ge-
ological world for years, without

attracting investor attention. But

Mr. Merks’ claims, in the wake of
the accounting scandals that
have shaken faith in North Amer-
ican securities markets, are
bound to have new relevancy for
an investing public soured on
overly optimistic projections.
Canadian mining executives
contacted by the Financial Post
say the methods they employ to

map ore bodies are proven to be
reliable, and constitute the in-
dustry standard. There is no alle-
gation the companies are doing
anything illegal.

However, if Mr. Merks is correct
— and he has some high-profile
supporters — it means the value
of the deposits that underpin the
share prices of this country’s pub-
licly traded gold, silver, copper,
platinum, nickel and coal mining
companies may be inflated. It al-
so implies that world inventories
are lower than believed.

“I have no doubt Jan Merks is
extremely credible,” said Norman
Anderson, the former chief exec-
utive and chairman of Cominco
Ltd., as well as a longtime former
director of Toronto-Dominion
Bank and Homestake Mining Co.

“I would believe his statistics
over many others.”

Mr. Merks says the problem is
with geostatistics, a computer-
driven variant of applied statis-
tics developed in the 1960s to cal-
culate the size of mineral finds.

He says it has turned out to be
flawed science, but the industry
has maintained it as the standard
nonetheless because it is in their
interest to have the most aggres-
sive resource estimate possible.

“The companies, the investment
bankers, the lawyers, they just
don’t want to hear about it be-
cause it limits their ability to raise
money,” he said. “The industry
doesn’t want limits. It wants
room to manoeuvre.” The prob-
lem, according to Mr. Merks, is
that the geologist entering the da-
ta from drill holes is required to
make assumptions about the size
and shape of the ore body — in-
cluding whethermineralization is
continuous between drill holes.

See RESERVES on Page FP7
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A question

RESERVES
 Continued N

Mr. Merks claims to have been
shut out of this country’s scientif-
ic fraternity by a few influential
disciples of geostatistics who
have much to lose academically
if itis accepted as flawed science.

He says he has been denied a
fair hearing and that abstracts
accepted by influential U.S. jour-
nals, including those published
by the Society for Mining and
Mineral Exploration, are rou-
tinely turned down by the Cana-
dian Institute of Mining, Metal-
lurgy and Petroleum (CIM) Bul-
letin following peer review by
geostatisticians. .

Mohan Srivastava, who co-au-
thored a textbook on geostatis-
tics, acknowledges that Mr.
Merks “touches on an important
issue, because there is enough
flexibility in the tool kit to inflate
reserves.”

But Mr. Srivastava says he be-
lieves there is a “smoke and mir-
rors aspect” to his claims, and
complains Mr. Merks can be eva-
sive when asked for straight an-
swers.

“The couple of times I've had

access to work that he’sdone,or ~ -

papers he’s written, I haven’t
been able to make sense of it —
and I think I've been pretty fair-
minded,” he said in an interview.
“I can’t imagine there’s a silver-
bullet calculation out there that
is going to say: This is wrong by
12.2%. It strikes me as a bit nut-

However, Cominco’s Mr. An-
derson, who is retired, says he
began working with Mr. Merks
in 1978 in a practical setting “and
it was soon recognized through-
out the company that this guy

knew what he was talking about.
He’s got a bit of a sharp personal-

ity buthe’sblessedlysmart. -

“The problem is, you get three
or four geologists in a room using
geostatistics, Jan waltzes in and
tells them they’re wrong — and
they’re going to get pissed,” he
said. “There are a lot of vested in-
terests put there, It takes time to
turn the Queen Mary around.”

But while many in the academic
community dismiss Mr. Merks
and his claims, he is consulted by
the largest and most reputable
North American mining compa-
nies when they encounter prob-
lems with mineral deposits.

Barrick, Placer Dome Inc., Fal- -

conbridge Ltd., Kinross Gold
Corp., Cominco and Homestake
are among those that have re-
tained him over the years to take
a second look at their sampling
practices. He is almost always re-
tained quietly, and signed to con-

fidentiality agreements — some- -

times by an exploration chief
who doesi:’t want senior execu-
tives to know he has been called
in.

‘1 CAN'T IMAGINE
THERE’S A SILVER
BULLET CALCULATION’

Mr. Merks says while it may suit
the industry to have maximum
manoeuvrability in the initial
stages of an acquisition or find,
when it comes to bankrolling the
development, everyone wants an
accurate view of what is in the
ground. '

He says where there are dis-
crepancies, companies will usu-
ally state at some point that the
probable reserves simply didn’t
pan out as expected. They will al-

" so reduce the life expectancy of a

mine, blaming dilution of the ore
body, to hide the fact that the de-
posit was smaller than had been

. first indicated, he claims.

confidence

: “Canadian shareholders should
“be furious. They are the ones

who should take action. They are
always the ones who pay when
mines have to be scrapped.”

Mr. Merks is writing a textbook
entitled Geostatistics; Human
Error or Scientific Fraud? to ex-
plain why geostatistical ore de-
posits are likely to shrink during

He says, at the very least, his
method would ensure resource
estimates were accompanied by
confidence limits — as with pub-
lic opinion polls — which state
the results are considered accu-
rate to within a certain percent-
age 19 times out of 20.

That way, investors could get
some sense of how aggressive the
assumptions were, because con-
fidence limits define the uncer-
tainty of the final results.

‘Michel Dagbert, co-founder of
Montreal-based Geostat Sys-
tems International Inc., is a
staunch proponent of geostatis-
tics. Surprisingly, he says much
of what Mr. Merks says is cor-
rect: that it is easy to inflate re-
source estimates using geostatis-
tics (as well as a number of other
methods, he says) — and that
there should be some validation
to bear it out. He too would like
mandatory confidence limits.

“The thing is, we disagree on
the method with which to do it,”
Mr. Dagbert said from Montreal.

He said companies using geo-
statistics do validate their find-
ings in a number of ways, includ-
ing looking for correlation be-
tween samples, sensitivity analy-
sis and testing core from blast
holes to verify the estimate is cor-
rect. :

“If people don’t want to do it his
way, maybe it’s because they
don’t believe in what he is
proposing as this extra step. It'sa
question of statistical theory, it's
adebate”

Financial Post
srubin@nationalpost.com
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' The assumptions are based
' ‘many factors, mcludmg the geol-
 ogy of the region and experience
. with the mineral in question.
' But Mr. Merks claims a simple -
| test can be administered after-
' ward to verify that the assump-
' * tions, and the resource estlmate,
f are accurate. It involves using
: apphed statistics to test for the
i continuity of mineralization be- 5
: tween the holes.
i Without it, he says, “geostatisti-
t cal video games” can be used to
H boost: resource estimates by 10% -
ito 25%, as well as misrepresent -
; the continuity of the ore — which
- has a direct impact on how much
can be profitably mined.
Mr. Merks insists that if Bar-
. rick Gold Corp. had employed
" his methods, the company would
, not have m1s1udged the grade of
, ore in its mines.” Barrick made :
; headlines last week when it cut
. its profit forecast for the year by
about one-fifth because of lower
« than anticipated grades and re-
. covery rates at mines in Canada,
the United States and Tanzania.
. Its share price took a beating.
. Barrick challenged the rele- .
, vance of that view, however.
; “This has got everything to do !
w1th mine sequencing and pro-
. cessing rather than ore reserves,’
. said vice-president Vincent Borg.
“We've got a track record of al-
most 20 years of accurately esti-
. mating reserves and mining
. them
" The-1.8S.. Secuntles and Ex-

n o

_change Commission says it is .

. aware of the controversy sur-

_rounding geostatistics and, while
it permits the method to be used
as part of a company’s resource
calculations, it does not permit
estimates based on geostatlstlcs
alone.

According to John Heine, a SEC
spokesman, the U.S. regulator
- requires a number of additional

-~ measures, including more actual

;v drilling. The SEC has also been

i, known to quesﬁon resource esti-

- mates where it believes the as-

. sumptions are too aggressive.
- In April, for example, Stillwa-

2 ter Mining disclosed that the

=« SEC was challenging its method-

: ology, which quickly sent the

company’s share price down
-s 15%.

: lStlllwater, which had been
.~ making assumptions of uninter-
, rupted mineralization up to

. 1,900 feet beyond each drill core
sample, agreed to limit all as-
- sumptions to 1,000 feet. The re-

- vlsed assumptions shaved 10%

~ from its probable reserves — un-
-derscoring how closely the as-

«sumptions and the eventual re-

., source calculations are linked.

; .Canadian securities regulators

» 4o not appear as tough.

. Deborah McCombe, chief min-

.ing consultant at the Ontario Se-

a,curities Commission, says

+provincial securities commis-
sions recently adopted a series of

, measures they believe will help
iprevent the types of abuses Mr.
»Merks is concerned about. She
.said she is aware of his work and

" .that he is considered respected.

t, Under National Instrament 43-
1101, Canadian companies must
(have resource estimates pre-
paredby a “qualified person” — a

ygeologist with a minimum of five

(years’ experience, including ex-

jperience with the resource in

squestion, who is also a member
.of a professional society.

Ms. McCombe did not explain
-how this would prevent a geolo-
-gist from adopting the most ag-

gresslve of the plausible assump-

,Hons, other than to say that con-

, cerns for reputation might help

keep them inline.

She added that reporting is-
suers are subject to a compre-
hensive review every four or five
years, at which time “everything
is looked at” retroactively, in-
cluding all technical reports.

She also said she may review re-
ports as they are filed, “but I'd
only look if I really thought there
was an issue, that something
didn’t seem quite right. We're not
checking every single report
here. We're relying on mining
companies to have proper disclo-
sure.”

The OSC, Canada’s largest secu-
rities regulator, has not ordered
any resource rollbacks similar to
Stillwater in recent years.

John Ing, president of Maison
Placements Canada, says there is
ho question the SEC is tougher
than the OSC when it comes to
reserve estimates. “Their classi-
fication is stricter;” says Mr. Ing, a
gold analyst. “The American reg-
ulations are tighter than Canadi-
aninthisarea”

Mr. Merks’ claims are surfacing
at a time the TSX is said to be
contemplating marketing itself
internationallyas a speclalty ex-
change with expertise in mmmg

He has been battling the scien-
tific establishment for years over
the limits of geostatistics, and
contacted Canadian regulators
and exchange officials, but to no

" avail.

He wrote Rowland Fleming,
the former president of the
Toronto Stock Exchange, in 1997
~ in the heat of the Bre-X gold
fraud — and urged him to talk to
the Standards Council of Canada
about setting up a committee on
ore-reserve estimation tech-
niques.

“I appreciate your taking the
time to write and have duly not-
ed your comments,” Mr. Fleming
said in a two-sentence response.

Nothing further happened.



THE CONTROVERSY OVER RESERVE ESTIMATES

(onsultant JanMerks: Abit of arebel

BY SANDRA RUBIN
Sentor Business Writer

‘Persistent eriticism of prevailing—

industry standards may turn’

some people into heroes. It has
. made Jan Merks something of a

pariah in the ranks of Canadian

geological academe.

His fight to prove that geostatis-
tics allows mining companies to
make mineral deposits look bet-
ter than they really are has won
him little public acclaim. Instead,
he has found himself reviled as a
pain or dismissed as a self-pro-
moter.

But when Barrick Gold had
trouble making sense of gold as-
says it received from a ]umor ex-
plorer it was looking at in the fall
0f1996, it headed for him. It sent
Mr. Merks the data, and signed
him to a three-year confidentiali-
ty agreement.

Within 24 hours of receiving the
data, Mr. Merks told Barrick “ex-
treme caution is in order,” and
said a few years previous to that
he had 1nvest1gated a case of
fraudulent gold assays” involving
questionable samples that ethb-
ited certain anomalous charac-
teristics.

He said the samples from Bar-
rick made him think “perhaps the
question [of the same character-
istics] should also be addressed
in this case.”

“This case” was Bre-X Minerals
Ltd., and it was almost four
months before the massive salt-
ing scheme was

Barrick, which was later pulled
into a U.S. legal battle over Bre-X,
has rejected any suggestion that
what Mr. Merks told them consti-
tuted a warning of fraud, and says
he did not even mention it until
two months later, and then only
as one of three possibilities. “He
never expressed an opinion what-
soever,” says Vince Borg, a Bar-

| rickvice-president.

The Dutch-born mineral sam-
pling expert is no stranger to con-
* troversy. And while he may not
win any popularity contests, he is

nonetheless often called .into
troubling situations.

He has Waged a decade-long
. campaign against “voodoo geo-

‘statistics™ from the'basemént of

his Port Coquitlam home, armed
‘with little more than a vast
knowledge of mineral sampling
and applied statistics, an unre-
lenting sense of purpose and for-
midable perseverance.

His stance has put him sharply
at odds with existing scientific
thought. But he claims he has
been denied a fair hearing in
Canada by-a clique of academics
who have staked their careers on
geostatistics and who are very ac-
tive in the Canadian Institute of
Mining, Metallurgy and Petrole-
um (CIM), the leading technical
society.

Heis not the only one.

" “The CIM has a lot of people on
the board who believe geostatis- .

tics is an advancement,” says Vi-
vian Danielson, long-time editor
of The Northern Miner. Ms.

‘WE DON’T LIKE THE

WAY HE TALKSTO US. -

HE IS ANTAGONISTIC’

Danielson, who has left the news-
paper to move back to British Co-
lumbia, says in her view Mr.

Merks has not had a fair hearing,

and that she called for it in the
Northern Miner over the years.

“I have alot of confidence in Jan
Merks and his methodology. It

has been proven to work in a

number of scams. What I argued
in the paper is why not look at his
methodology, and geostatistics,
and see if some understanding
can be arrived at that serves in-
vestors better. Why not give him a
fair hearing? I don’t understand
the reluctance.

“But the CIM and its board are
dominated by geostatisticians,
many of them from Laval Univer-
sity, and the Bulletin, the premier
techmcal publication, has always

" Mr. Merks’
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peer-reviewed his work by having
geostatisticians peer rev1ew it. It’s
aninteresting, int story”

But Michel Dagbert, an influen-
tial figure in Canada’s geostatisti-
cal establishment, says he is put
off by Mr. Merks’ abrasiveness
He siy6 T o PO REDa ot
He says it has i ped Toster
an academic debate. “We don’t
like the way he talks to us. Heis
antagonistic.”

Marcel Valiée, a'past pre51dent
of the Geological Society who is
active in the CIM and is one of
most high-profile
critics, did not respond to repeat-
ed telephone calls and e-mail re-
quests for an interview. Yves
Jacques, the spokesman for the
CIM, did not return a call re-
questing comment.

Rob Pease, general manager of
mineral exploration projects for
Placer Dome Inc., says Mr.
Merks is well respected for some
aspects of his expertise in miner-
al sampling — but he remains
skeptical of claims that he can
take much of the guesswork out
of ore estimation with applied
statistics. :

“In the scientific community,
Jan is seen as a bit of a rebel, al-
ways stirring the pot and saying:
‘Gee, you guys aren’t doing this
thing properly, and some of the
things he’s wanted to publish
have been turned down for publi-

_cation.

“He feels he’s been rejected by
the industry and the scientific
community — and that’s true. But
he’s not necessarily the easiest
guy to get along with, [although]
if you put yourself in his shoes
you can see why he’d feel very
frustrated.”

Ms. Danielson says she agrees,
and she is sympathetic.

“When you believe you are right
as adamantly as he does, and you
defend that like a warrior, then
you develop relationships with
people who might then respond
in an adversarial manner.

“But on the other hand, he be-
lieves his methods have greater
precision. If it’s all about preci-
sion, how do you theu compro-
mise? It’s a bit of a Catch-22”
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