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Strategic view

Analysts Introduction
Gary Mead A greater degree of uncertainty crept into precious and base metals in May and
Tel: +44 20 7487 3600 early June as the US dollar strengthened and the markets nervously anticipated
Email: gary@vmgroup.co.uk further action by China to tighten credit in order to rein-in its galloping
Jessica Cross economic growth. Precious metals’ prices slipped back and, in the base metals
Tel: +44 20 7487 3600 covered in this report, only lead finished May higher than it started.
Email: jessica@vmgroup.co.uk

Gold

Gold fell as low as $652/0z in May, as the US dollar recovered from its record
low against the euro in late April. Stronger US macro-economic data has
encouraged investors to take a more optimistic view of equity markets and gold
slipped as a consequence. Heavy central bank sales also took their toll.

Silver

Silver prices drifted lower, tracking gold’s decline. Short of any supply
disruptions silver can be expected to continue dogging the footsteps of gold and
the dollar.

Aluminium
Aluminium prices were becalmed in May, as the long-term threat of oversupply
persists amid ample stocks.

Copper

Copper prices in May fell to their lowest since early April, $6,952/t, as China’s
stocks of the metal rose to the highest in three years. Signs of slowing Chinese
imports of refined copper should cap prices below their record highs.

Lead

The lead price surged to a record settlement price of $2,349/t on the LME on 31%
May, but in early June slipped as Xstrata said it would soon lift the force
majeure on its Northfleet refinery in London. A new export tax on China’s
exports of refined lead will however be supportive, and could cut into China’s
refined lead exports of some 500,000t/year.

Zinc

Zinc prices drifted slightly lower in May on concern over the growing
probability of a rising long term surplus. Prices should soften over the coming
months.

Steel

More Chinese capacity expansion on the way as the government ponders how to
rein-in this rapidly growing industry. A global steel glut looks to be headed this
way.
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Forecasts

Price forecasts
End-May 1-month 2-month 3-month 12-month
Gold $ per oz 659.10 645-675 >700 >700 650
Silver $ per oz 13.25 12.85-13.50 13 13 12
Aluminium (3-month) $ per tonne 2,771 2,725-2,825 2,800 2,800 2,400
Copper (3-month) $ per tonne 7,360 6,900-7,700 7,000 7,000 6,500
Lead (3-month) $ per tonne 2,321 2,000-2,500 2,500 2,500 3,000
Zinc (3-month) $ per tonne 3,675 3,500-4,100 4,000 3,800 3,000
2-years 3-years 4-years 5-years 6-years
Gold $ per oz 550 490 450 450 400
Silver $ per oz 12 11 10 10 10
Aluminium (3-month) $ per tonne 2,000 2,000 2,000 1,900 1,900
Copper (3-month) $ per tonne 5,000 4,500 4,500 4,000 4,000
Lead (3-month) $ per tonne 2,000 1,500 1,300 1,200 1,000
Zinc (3-month) $ per tonne 2,500 2,500 2,000 2,000 1,900

Source: VM Group
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Analysis
Analysts It’s probably over for copper - for now
Gary Mead It was nice while it lasted. Copper again pushed above $8,000/t on the LME (3-
Tel: +44 20 7487 3600 month contract) in early May but a welter of fundamental data weighed down on
Email: gary@vmgroup.co.uk the price as the month went by, such that the only logical conclusion is that, for
Jessica Cross now at least (never say never) this year’s miraculous recovery is probably over.
Tel: +44 20 7487 3600 The most discouraging evidence of softer prices going forward came from the
Email: jessica@vmgroup.co.uk respected International Copper Study Group (ICSG), which admittedly does not

monitor officially-held Chinese government stocks but which, nevertheless,
keeps its finger on the pulse as well as anyone. According to the ICSG the global
supply of refined copper is likely to be 270,000t bigger than demand in 2007.
While it sees global refined copper production in 2007 rising 4.3% to 18.07 Mt,
it also reckons that world demand will rise only marginally faster, at 4.7%, to
17.8 Mt. The ICSG expects this surplus to be even bigger in 2008, reaching
520,000t, with demand growing more slowly, by 3.6% to 18.43 Mt and world
refined production rising by 4.9% to 18.95 Mt. While these surpluses are not
massive, they are probably sufficient to dent the hopes of all but the most wildly
optimistic copper bulls. It is going to take some pretty serious industrial action
or other unforeseen event to see this bearish prognosis overturned — and most of
the big copper producers signed long-term labour contracts last year.

A fly in the ointment

There is, however, some sign that this global surplus might be less than the
ICSG estimates. Copper smelters said in early June that they might consider
easing up on their output if they cannot improve their treatment and processing
charges. Copper miners had all the muscle last year, pushing treatment and
refining charges down by almost 40% in some Asian smelters, thanks to a
serious shortage of copper concentrates. They also in some cases managed to
push through an end to a price participation scheme, under which smelters
received additional payments when the price of copper rose above pre-agreed
levels. Some Asian copper smelters are now beginning to question why they
should run at full capacity when their margins have been so eroded. Copper
miners are now reportedly pushing smelters for a mid-year (July 2007-June
2008) settlement for treatment/refining fees below $50/t, close to the record low
of $43/t in 2004 and down from $60/t for 2007. How much of this is pre-
negotiation tactics and how much a genuine threat to reduce capacity is
impossible to say, but it is conceivable that some smelters in Asia are unwilling
to work flat-out for what they regard as a poor return.

The Chinese puzzle

As for China, it continued to defy expectations. China’s refined copper imports
in April rose 161.5% (according to official data) from the same month in 2006,
to 186,212t. This strong level of imports followed a record month of imports of
more than 200,000t in March. Fixed asset investment in China is still growing at
an annualised 25% or so but even with such massive growth it is difficult to
credit that these substantial copper imports are entirely for immediate, pressing
consumption. Logic dictates that a significant amount of re-stocking is today
going on in China, and this belief fed through into the market in May and early
June, with the price slumping to almost below $7,000/t. The spot price for
copper within China was also at a discount to futures prices, another sign of a
supply surplus. It is possible that this level of imports might be sustained
through the rest of this year — but not likely. Nevertheless, the rapidity of China
(and other Asian economies’) growth is still strong enough to ensure that the
copper price should sustain itself above the lows seen earlier this year — and this
might in itself give rise to some more (possibly irrational) exuberance on the
part of speculators.
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Silver
o - p News
ilver price (cents/oz) + May 24™: Apex Silver Mines will begin production in July at its $800m San
1,350 Cristobal silver-zinc mine in Bolivia, the country’s biggest new mining

project in a decade. Planned production is 19.5 Moz/year over five years.

+ May 23™: Global production of silver from mines edged up to 646.1 Moz in
1,330 - 2006 from 645.7 Moz in 2005, according to the Silver Institute. Total supply
from all sources was 911.8 Moz, down from 925.6 Moz the previous year.

« May 22™: ETF Securities said its silver exchange traded fund had attracted
1,310 1 the equivalent of 875,225 oz of the metal.
+ May 8" The biggest US-based silver mine, Coeur d’Aléne, said its Q1 2007

1,340 4

1,320 +

1,300 -
production fell 5.6% to 2.62 Moz, while costs rose 12% to $4.40/0z.
1,290 -
1,280 ' ' ; ' Analysis
1-May 8-May 15-May 22-May 29-May * Price gains encourage consolidation
Source: London Bulion Market Association Silver’s surge over the last year appears to be sparking a round of consolidation

in the industry. Early in May the USA’s Coeur d’Alene agreed to buy two
smaller rivals to take control of a Mexican deposit and make it the world’s
biggest primary silver producer. The logic is to nearly double its production and

Comex: Non-commercial net position (tonnes)

14,000 to spread its portfolio of assets to Mexico, which lags behind only Peru as a
12,000 ~ silver producer. Coeur d’Aléne agreed to pay a hefty price for the deposit,
10,000 - bidding at a 9.1% premium to the closing share price for Bolnisi Gold, the part
8,000 owner of the Palmarejo deposit, and a 40% premium to the share price of
6000 Palmarejo Silver & Gold. By 2009 the transaction should add 12 Moz to Coeur
d’Aléne’s output, forecast at 13 Moz this year. Denis Wheeler, Coeur’s CEO,
#0001 expects more consolidation in the world silver industry although he does not
2,000 7 expect his company to take part; instead it will focus more on exploration.
0 ‘ ‘ ‘ ‘ ‘ Wheeler is also upbeat about prospects in Bolivia, despite the various indications

Jan-05 Jun-05 Nov-05 Apr-06 Sep-06 Feb-07 that President Evo Morales’ government is keen on increasing state revenues

from the country’s mining industry. Wheeler visited Bolivia in May and said
that his meetings encouraged him to expect that the increased tax regime will be
based on profits rather than gross revenues. The Bolivian government recently
Silver ETF offtake (tonnes) said it was considering raising taxes on foreign mining operations to 50% from
35%, and that it will no longer grant concessions to mining firms, instead

Source: Comex

5000 making them sign joint-venture deals with state-run mining firm Comibol.
24000 4 However, it also said current projects, such as Coeur d’Aléne’s San Bartoléme
’ silver mine, will be honoured.
3,000 A
Outlook
2,000 1 Silver prices are now well off their February peak. Silver’s price has played
see-saw with the dollar’s rise, declining to $13/0z on 25™ May from
1,000 $13.58/0z on 27" April. Any further or clearer indication that the down-
swing in the US housing market is not going to hit the wider economy hard
0 ‘ ‘ ‘ ‘ may see the dollar extend recent gains. If so, the silver price may fall back
Apr-06 Jul-06 Oct-06 Jan-07 Apr-07 yet further.

Source: BGI website

Short-term London daily pm fix: $12.85/0z-$13.50/0z.

Market data (May unless stated)

Prices c/oz Yuan/kg Yen/gr Imports kg Lease rates im 3m 6m 12m Option volatility (end month, %)
Average 1,315.1 3,247 51 USA (Mar) 597,697 Average -0.02 0.1 0.50 0.92 1-month 24.50
High 1,348.0 3,335 52 Japan (Mar) 291,845 High 0.01 015 055 1.01 3-month 26.50
Low 1,287.0 3,173 50 China (Mar) 500,160 Low -0.06 006 039 0.74 6-month 28.00
12-month 28.75

Source: Prices: London Bullion Market Association, Others: VM Group.
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Aluminium price ($/tonne)
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Aluminium

News

+ May 29™: Total stocks of all forms of aluminium at western world smelters
(excluding finished end-products) rose to 2.927 Mt by the end of April,
compared with a (revised) 2.883 Mt in March and 3.095 Mt in April 2006,
according to the International Aluminium Institute (IAI). Unwrought metal
stocks rose to 1.584 Mt versus 1.518 Mt in March and 1.660 Mt in April
2006.

+ May 23™: Alcan was reported to have started talks with BHP Billiton to fend
off the bid from Alcoa; Alcan formally rejected Alcoa’s bid and said it was
seeking other suitors.

+ May 17" China’s aluminium output in April was 974,000t, 38% higher than
the same month a year ago, while the country’s alumina production jumped
65% to 1.73 Mt. China this year is likely to account for some 30% of global
aluminium output.

Analysis
e Price drifts while titans clash

LME 3-month prices nudged slightly lower in May, while LME stocks were
little changed from the end of April. While the metal’s price appears to be
treading water, the takeover battle between Alcoa and Alcan — which rejected
the former’s $27bn bid as too low — is stealing the limelight. An Alcan-Alcoa
merger would result in the creation of the world’s biggest aluminium producer,
outpacing the recently formed UC Rusal of Russia. Alcan is now busily hunting
for a white knight in the shape of perhaps BHP Billiton, Rio Tinto or Norsk
Hydro as the more obvious candidates. Meanwhile the new stars of the
aluminium world are undergoing extremely rapid capacity expansions. The
state-owned smelter Dubai Aluminium (Dubal) said in early June it will double
its exports to Europe and Mediterranean countries (218,000t in 2006) in five
years. Its exports to Europe last year were already more than 50% up, year-on-
year, out of total production in 2006 of 861,000t. The EU is soon to eliminate a
6% levy on aluminium imports from Gulf countries. Dubal plans to build an
$8bn aluminium smelter complex, starting full operation in 2010 and raising its
annual output capacity to 1.4 Mt.

Outlook

With inevitably increased output in coming years from producers such as
China’s Chalco and India’s Vedanta, the long term outlook for the
aluminium price should be a gradual slide back below $2,000/t, given that
global demand is growing far more slowly than planned capacity
expansions in developing economies. China alone is expected to increase its
aluminium output capacity by as much as 4 Mt this year, despite all efforts
by the Chinese authorities to curtail the energy-greedy sector’s growth. The
Alcoa-Alcan battle, while crucial for the two companies, will — whatever the
outcome — have marginal impact on the metal’s price.

LME 3-month contract short-term: $2,725/t - $2,825/t.

Market data (May unless stated)

Prices Cash 3-month 15-month 27-month Stocks LME SHFE Prod (kt) March April LME Open Interest
($/1) (tonnes) (contracts)
Average 2,795 2,826 2,703 2,531  Apr-07 826,525 82,939 Europe 727 707 Aluminium 812,687
High 2,870 2,910 2,763 2,563 May-07 833,525 41,102 Americas 689 672
Low 2,726 2,765 2,662 2,510 Asia 311 301
China 965 991
Other 353 357
Total 3,043 3,008

Source: London Metal Exchange, except Production: International Aluminium Association
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Copper price, LME ($/tonne)
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Copper

News

+ May 29™: Poland’s KGHM, Europe’s largest copper producer, said it will
double investment until the end of 2008 to 5.9bn Zloty ($2bn).

+ May 28™ World copper demand exceeded supply by some 40,000t in the first
two months of this year, the International Copper Study Group (ICSG) said. It
estimated copper output was 2.92 Mt, compared with demand of 2.96 Mt. The
ICSG said earlier in the month that in 2007 overall global supply may exceed
demand by 280,000t and by 520,000t in 2008.

+ May 25™: Chinese refined copper imports declined 7.7% in April, falling
from a record in March, to 192,069t.

+ May 8" A five-day national strike in Peru ended. Peru’s National Society of
Mining, Petroleum & Energy said as a result of the strike copper production
would grew 10% to about 1.15 Mt tonnes this year, slipping from an earlier
forecast of a 13% rise.

Analysis
* China chokes on copper

China, the engine that has driven copper’s spectacular rise over the last few
years, is now being blamed for dragging the price down. From an 11-month high
of $8,335/t in early May the LME’s 3-month contract fell all the way back to
almost $7,000/t by late May, coinciding with an almost 50% rise in inventories
on the Shanghai Futures Exchange (rising to their highest levels in more than
three years at one stage) between the end of April and 24" May. A further
bearish indicator came from the ICSG’s forecast of a 280,000t world refined
copper surplus this year and almost twice that in 2008. Added to that were fresh
moves by the Chinese government to slow economic growth, with the People’s
Bank of China on 19™ May increasing its benchmark one year lending rate to
6.57% from 6.39%. That decision came after Q1 2007 economic growth was put
at an annualised 11.1%, its fifth consecutive double digit quarterly increase.
China’s own copper production is also rapidly rising, by 17.1% in April, year-
on-year, to 273,700t, and 24% more than in March due to an increased supply of
copper scrap. Its refined copper output in the first four months of this year rose
8.7%, year-on-year, to 985,700t. China imported about 70% more copper scrap
in April than March.

Outlook

Copper prices have for the last few years been hostage to what happens in
China and that will be no different in the months ahead. If Chinese stocks
continue to rise and the central bank makes further efforts to put brakes on
the surging economy we expect the copper price to continue its decline,
albeit at a slower pace. Probably the only factor preventing copper falling
below $7,000/t in May was the fact that as Shanghai inventories rose, LME
warehouse stocks fell, by almost the same amount. A clearer indication that
the US economy is on the road to stronger growth would also pep up prices,
but on current prospects the risk is on the downside.

LME 3-month contract short-term: $6,900/t-$7,700/t.

Market data (May unless stated)

Prices ($/1) Cash 3-month 15-month 27-month Stocks Contracts LME Open Interest
(tonnes) LME SHFE SHFE traded (average) (contracts)
Average 7,693 7,636 6,980 6,219  Apr-07 156,550 59,364 Mar 07 85,277 Copper 386,635
High 8,225 8,160 7,420 6,575 May-07 127,450 67,820 Apr 07 125,687
Low 7,142 7,119 6,565 5,900

Source: London Metal Exchange
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Lead price ($/tonne)
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Lead

News

« June 5" Xstrata said it would from 1* July end the force majeure in place at
its Northfleet refinery in London;.

+ May 25™: Soil tests at the Australian town of Esperance, which exports 3% of
world lead supply, showed that traces of the metal were within legal limits.
Exports from the town have been suspended since March.

+ May 15™: The International Lead and Zinc Study group (ILZSG) said that the
global refined lead market is likely to see its fifth annual deficit with supply
falling short of demand by 50,000t.

Analysis
* Lead shortage set to continue

The International Lead and Zinc Study Group (ILZSG) helped lead prices reach
fresh records in May, forecasting that global lead demand would rise by 4.1% in
2007 to 8.26 Mt, while refined output would climb by a slightly smaller 3.8% to
8.21 Mt. The ILZSG sees a 12.4% increase in Chinese usage, thanks to its
rapidly growing car sector; on the other hand demand in the US is expected to
fall by 1.3%. China is also pinpointed as the key player in rising global refined
lead production, with a 6.3% rise in its output.

Refined lead exports from China are expected by the ILZSG to fall sharply by
24% in 2007, year-on-year, based on latest trade data and the government’s
decision to abolish a 13% export rebate on lead last September. The ILZSG
made its estimates before China’s authorities announced their decision to impose
a 10% export tax on unwrought refined lead as from 1* June, which is bound to
negatively impact exports still further. China’s exports of lead in Q1 this year
fell 72% year-on-year and lead prices have risen in consequence. Many Chinese
lead smelters already have low margins due to global supply tightness of ores
and it is likely that some of the smaller and less competitive smelters will find
this export tax too much.

Outlook

China’s decision to impose a 10% export tax on refined lead plays into what
was otherwise looking to be a period of softening prices. The supply-side
problems that have propped up lead prices so far this year are beginning to
ease, but now it is almost inevitable that Chinese exports will be
considerably lower than the 500,000t or so from last year. Meanwhile, with
its own car sales market currently growing at an annualised 30%, there is
strongly growing domestic demand within China for lead for car battery
production. The outlook is for prices to remain firmly above $2,000/t for the
short-term — and probably to go higher as we head into the winter, the
seasonal peak period for car battery demand.

LME 3-month short-term: $2,000/t - $2,500/t.

Market data (May unless stated)

Prices ($/t) Cash 3-month 15-month LME stocks Lead LME Open Interest (contracts)

Average 2,091 2,101 1,884  Apr-07 33,675 Lead 88,306
High 2,280 2,285 2,035 May-07 42,475

Low 1,995 2,015 1,815

Source: London Metal Exchange except Option volatility: VM Group.
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Zinc price ($/tonne)
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Zinc

News

« May 25™: China imported a net 23,459t of refined zinc in April as imports
jumped 83% and exports fell 61%, making the country a net importer for the
first time in six months.

* May 24" World zinc use in Q1 2007 increased 1.8% to 2.74 Mt, against
production of 2.83 Mt, according to the International Lead & Zinc Study
Group (ILZSG). Lead use during the period was 2.05 Mt versus production of
2.01 Mt.

+ May 22™: Korea Zinc, the world’s biggest zinc refiner, plans to increase its
annual zinc output about 9 %in two to three years. Italso aims to increase its
total metal production, including copper cathode and lead, to 700,000t/year
from the current 600,000t.

+ May 15™ Zinc use will exceed production by almost 40,000t this year, the
ILZSG said with expected world output of 11.41 Mt and consumption of
11.45 Mt.

Analysis
» Zinc supplies set to grow

There is still a delicate balance in prospect for the world refined zinc market this
year, according to the ILZSG, which issued a forecast for 2007 estimating a final
a deficit of some 40,000t; yet given that the ILZSG also estimates total global
production in 2007 will be 11.41 My, it’s clear that there is plenty of scope for
statistical revision during the rest of this year. More noteworthy in May was the
reversal of China’s recent position as a net exporter of refined zinc. If that
proved to be the start of a new trend then the price — which briefly crossed the
$4,000/t threshold again in May — might strengthen further. The drop in LME
stocks in recent months, and the possibility they may fall further (following the
Chinese government’s plan to double the export tax on unwrought zinc to 10%
from 5% as of 1* June) could provide some additional support for the price in
the coming months. The ILZSG expects the increase in demand to be driven
mainly by growth in Asia, with Chinese demand expected to rise by 8.4%,
mainly as a result of further expansion in the galvanised sheet sector. Refined
production in China is expected to grow by 14.7% this year.

Outlook

The zinc price in June will be pulled in two opposing directions. The LME
price initially rose in May but eventually ran out of steam and closed at
$3,675/t, against $3,756/t at the end of April. But the impact of China’s new
tax policy regarding unwrought zinc is yet to be seen and this may depress
LME stocks, which stood at 76,250t on 29" May, down from 96,375t at the
end of April.

LME 3-month short-term: $3,500/t-$4,100/t.

Exports Imports

o= Net exports
Source: Chinese customs
Market data (May unless stated)
Prices ($/t) Cash 3-month  15-month  27-month LME stocks Zinc LME Open Interest (contracts)
Average 3,839 3,831 3,455 3,031  Apr-07 95,150 Zinc 216,964
High 4,120 4,106 3,685 3,263 May-07 75,500
Low 3,581 3,600 3,245 2,835

Source: London Metal Exchange except Option volatility: VM Group.
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Composite steel prices ($/tonne)
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Steel

News

+ June 9" The Dubai Gold and Commodities Exchange (DGCX) decided to
delay the launch of its steel futures contract, originally intended to commence
trading on 27" June, until after the (northern hemisphere) summer. Plans by
the LME to launch a steel futures contract in early 2008 are believed to still
be underway.

+ June 7™ Tsingshan Holding Group, China’s biggest private stainless steel
producer, will increase capacity by 50% to 1.5 Mt by the end of 2007.

* May 30": Posco, the South Korean steel producer, aims to raise its crude steel
output by 11% to 34 Mt in 2008. It is also considering building an integrated
steel mill in Vietnam with 4 Mt-5 Mt of annual output.

+ May 21*: World crude steel production rose 7.6% year-on-year in April to
109.3 Mt, according to the International Iron and Steel Institute.

Analysis
* China - still growing

China’s crude steel output reached a monthly record of 40.32 Mt in April, 16.5%
up year-on-year, despite efforts by the authorities to slow the sector. Total output
by Chinese steel mills for the first four months rose by 21.2% year-on-year, to
155.09 Mt, or nearly 34% more than the whole of Japan’s steel mills churned out
in 2006. China’s steel products output also jumped 20.9% year-on-year, to 46.27
Mt in April. Li Shijun, deputy secretary general of China Iron and Steel
Association, was quoted by Reuters in May as saying that China’s steel
production “is out of control. But the steel-consuming industries are even
crazier.” He added that the “central government wants the steel sector to cool
down, but not the local governments. They expand as long as they can make
money.” With massive amounts of new capacity coming on-stream this year it
now looks as though undertakings made earlier this year by officials from
China’s steel producers to cut output will not be met. China’s steel product
exports in April were a record 7.16 Mt, almost 300% higher than the same
month in 2006.

Outlook

China's steel exports could rise 40% in 2007 according to the International
Iron and Steel Institute (IISI), reaching 60 Mt, against 43 Mt in 2006. This
is not how the China Iron and Steel Association sees things; it said in May
that it expects exports this year to be about the same as last year. The data
released by official sources within China tends to support the view of the
IISI. Either way, the prospect of a steel trade clash between western
producers and Chinese exporters took a step further in early June, when six
US producers of steel piping asked the US Commerce Department to
impose large import duties — up to 88% - on imported Chinese steel
products. The US International Trade Commission is to make a
preliminary determination in July, a precursor to any move by the
Commerce Department to impose anti-dumping duties.

Market data (May unless stated)

Asia N. America Europe World
Prices ($/t) Composite Composite Composite Composite
Mar-07 547 678 765 663.00
Apr-07 552 713 808 691.00
May-07 559 710 827 699.00

Source: London Metal Exchange except Option volatility: VM Group
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Quantitative research

PCA background

PCA stands for Principal Component Analysis. It is a standard technique used
for the study of forward curve dynamics. At any point in time, a future curve can
be represented by three values known as the level, the slope and the curvature.
Each of these values have a physical meaning. A variation of the level represents
a parallel shift of the curve, while a variation of the slope represents a rotation.
An increasing slope indicates a clock-wise rotation and therefore reveals a
backwardation of the curve. By contrast, a decreasing slope indicates a curve
that shows a contango. We can therefore expect the slope to respond to market
events associated with supply, demand, and stocks. Furthermore, the curvature
gives an insight into prices during the particular month. A rising curvature
indicates that during the first and the last third of the contract month the price
increases, while the second third decreases. This provokes a distortion, or a
sharper bend of the curve.

Provided charts

For each metal there are five graphs. The first, at the top of the page, displays
the forward curve for a number of dates. These are selected in order to
demonstrate specific evolutions of the curve during the last month, and also to
illustrate some particular features of the curve. The vertical axis displays the
price of each contract (in USD) as provided by Bloomberg. The horizontal axis
gives the future’s settlement date. The used contracts are known as generic and
are constructed by using successive contracts which always expire “in N
months”, as appropriate.

Demonstration of PCA graph

Principal component: this can
be the level, the slope, the

M curvature or the error term.
62 4 * The corresponding axis is on
__—— lo9 the left.
=72 A - 0.8
82 | r 0.7 One year average (only for the
L 06 error term)
92 1 T05
-102 A 0.4 Historical probability (calculated over a one
L 0.3 year history) that the value observed on
-112 4 . that day would have been greater. The
j_g/' probability value is to be read on the right
122 | T axis. For the error term and to a lower
r 0.1 extend for the curvature, this value can be
132 00 read as a peak detector as the error term
‘ ‘ ‘ e and the curvature tend to exhibit mean
15/2/07  15/3/07 15/4/07  15/5/07 reversal properties.

Source: Fortis Modelling
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Aluminium
Future curve analysis

Aluminium curve is flattening

Fundamental outlook

The long-term threat of oversupply is clearly
reflected in the flattening of the future curve. China
continues to expand its primary aluminium capacity
and actual production, and other emerging
economies (such as Brazil, India, the Middle East
and Russia) also have major long-term production
increases in mind. In the context of this and also
ample global stocks, we believe prices will slowly
soften by the end of 2007.
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Fundamental outlook

Starting at a low value at the beginning of April,
copper headed back towards its record high (in May
2006) at the beginning of May. The movement has
been mostly a parallel shift. Prices decreased again
until the end of May, returning to their early April
values. The price surge so far this year has all been
due to strong import data from China, but this metal
has largely gone to replenish stock draw-downs of
last year. In addition, the International Copper Study
Group (ICSG) published a very bearish forecast on
28" May, suggesting a global refined copper
surplus this year of 280,000t and of 520,000t for
2008.

Strikes in Peru and Indonesia combined with rises in
inventories gave volatility to the slope although it is
difficult to point to particular events responsible for the
low slope value observed on 7" May. Compared to the
one-year slope movement, the last month variation has
however been surprisingly small and future curve
movements have mostly been level-based.

The curvature reached a low on 12" April and has been

increasing since. This can be seen in the increasing
prices of the short-term contracts, which almost
completely remove the bend that existed for the four
front month contracts (up to LPU7).

Copper
Future curve analysis

Copper future curve movement is mostly level-based
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Fundamental outlook

Lead has been flattening significantly up to 14"
May, after which the slope component has
stabilized. If the future prices have to be understood
as an estimation of future spot prices, the upward
lead shift should reach a peak sooner or later.

China has imposed a 10% export tax on refined
lead exports as from 1% June and this will certainly
impact on the country’s exports and continue to
keep prices probably above $2,000/t for the time
being, until it becomes clearer how much less
refined lead comes out of China. Other price
supportive factors have eased slightly, notably the
announcement by Xstrata that it will from 1%t July
have its Northfleet refinery in London working back
at full capacity.

Lead
Future curve analysis

Lead is flattening
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Zinc
Forward curve analysis

Backwardation deepens despite long-term surplus concern

Fundamental outlook

Zinc backwardation increases despite concerns 4,248
over long-term surplus. However, the zinc slope 4.048 |
reached a one-year minimum on 8" April so the ’
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Principal component analysis
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Disclaimer and copyright

The information and opinions in this report were prepared by Virtual Metals
Research and Consulting, a subsidiary of VM Group. Virtual Metals has made
all reasonable efforts to ensure that all information provided in this report is
accurate and reliable at the time of inclusion (the 1** of this month otherwise
stated), however, there may be inadvertent and occasional errors and lack of
accuracy or correctness, for which Virtual Metals cannot be held responsible.
Virtual Metals and its employees have no obligation to inform the reader when
opinions and information contained in this report change.

Virtual Metals makes no representation or warranty, express or implicit, as to the
accuracy or completeness of contents of this report. This report is not and cannot
be construed as an offer to sell, buy or trade any securities, equities,
commodities or related derivative products and the report in no way offers
investment advice. Therefore Virtual Metals and its employees accept no
liability for any direct, special, indirect, or consequential losses or damages, or
any other losses or damages of whatsoever kind, resulting from whatever cause
through the use of any information obtained either directly or indirectly from
this report.

The contents of this report, all the information, opinions and conclusions
contained is protected by copyright. This complete report may not be reproduced
without the express consent of Virtual Metals. Short extracts may be reproduced
but only with the full and appropriate citing of the original source.
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About VM Group

VM Group
85 Albany Street
London NW1 4BT

Tel: +44 20 7487 3600
Fax: +44 (0)870 051 2261

VM Group is a commodities research consultancy. The VM Group, which
through its subsidiary Virtual Metals Research and Consulting covers precious
and base metals, specialises in the analysis of the fundamentals of commodities
and their geopolitical impact and contexts.

VM Group work excels in macro-economic analysis, the generation of supply
and demand scenarios, costs analysis, derivative research and price forecasting.
Confidentiality, experience and independence are key elements of such advisory
roles. Our aim is to assist those in need of external expertise, as well as those
who wish to supplement their own in-house resources. With our extensive
international contacts, we are able to broaden our services through links with
experienced associates in related fields worldwide.

To see further how we can meet your research and consulting requirements,
please email info@vmgroup.co.uk or call or fax on the numbers above.
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