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Strategic view

Introduction

Can Asia pick up the baton if the US falters? That will probably be the big
question for 2008. While the jury is still out as to whether the US is sliding into
recession (and certainly the Federal Reserve has a policy of easing interest rates
to help avoid that), it is uncertain that China’s remarkable growth story will
continue in the same pattern as up to now. Chinese annual consumer price
inflation now running at an official annualised 6.9% (and probably higher) is
bound to get a response from the central authorities, in the form of further credit
tightening next year. While this backdrop is very bullish for gold prices in 2008,
the case for base metals looks flat to weaker. The $10bn shock write-down by
UBS in December, making $13.7bn so far, relating to its exposure to the US
sub-prime lending fiasco, was a fierce slap for those who had hoped the worst
had already been seen.

Gold

Gold faltered slightly in November but given the previous investment surge
(both futures and physical) that was only to be expected. Now back solidly
above $800/0z we expect it to rise further in 2008 and at some stage achieve
$900/0z — barring a turnaround in the fate of the US currency.

Silver

As ever, silver’s movements will mirror those of gold, but the underlying supply
picture for silver is much less encouraging. While there is a paucity of
significant new gold mine supply in the year ahead, the same is not true of
silver.

Aluminium

The investment case for aluminium remains discouraging. Chinese production of
primary metal continues to grow strongly, and major new smelting capacity is
being added continuously in regions endowed with cheap energy supplies.

Copper

2008 will be a trying year for copper and we do not at this stage expect a
revisiting of the highs of this year. Consumer confidence in the US and Europe
is weak, and China’s refined metal output is fast growing. If pressure builds, it
will be in access to concentrates rather than metal.

Lead

Lead’s moment in the spotlight appears well and truly over, given that several of
the supply-side difficulties which helped push the price up now look like they
are ending. That said, China’s refined metal exports are unlikely to recover in
2008, and this may help prevent prices slipping below $2,000/t.

Zinc

Rumoured plans by China to adjust the export regime for high-grade refined zinc
may well throw a lifeline to the last remaining zinc bulls in 2008. Without
suspicion that this will happen that we believe refined zinc prices would already
be much lower, given the prospect of a global surplus in 2008-2009.

Steel

February 2008 should see the start of steel futures trading on the London Metal
Exchange; no one really knows if they will establish themselves as a rip-roaring
success (like aluminium) or a damp squib (like plastics). The main focus of
attention next year however will be the degree to which China can access
sufficient volumes of iron ore at prices it can live with, together with the
question as to whether China’s rapidly expanding steel capacity can avoid
toppling over.
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Price forecasts

End-November 1-month 2-month 3-month 12-month

Gold $ per oz 783.50 800-850 800-850 900 700
Silver C per oz 14.23 14.50-15.50 16 16 12
Aluminium (3-month) $ per tonne 2,515 2,500-2,600 2,300 2,300 2,400
Copper (3-month) $ per tonne 7,020 6,500-7,000 6,500 6,500 6,000
Lead (3-month) $ per tonne 2,918 2,200-2,500 >2,500 (r) >2,500 (r) 2,200
Zinc (3-month) $ per tonne 2,5645.50 2,500 2,500 2,500 2,200
Average/2-years Average/3-years  Average/4-years  Average/5-years Average/6-years

Gold $ per oz 700 (r) 575 550 550 500
Silver C per 0z i 10 10 9 9
Aluminium (3-month) $ per tonne 2,000 2,000 1,800 1,800 1,800
Copper (3-month) $ per tonne 6,000 5,000 (1) 5,000 5,000 4,000
Lead (3-month) $ per tonne 1,500 1,500 1,300 1,200 1,000
Zinc (3-month) $ per tonne 2,200 2,200 2,500 2,500 2,500

Source: VM Group

(r) revised from previous month
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Analysis

Mumbai gold-fest

This year’s annual London Bullion Market Association — the overseeing body
for gold in London — annual conference was, appropriately enough, staged in the
heart of the world’s biggest gold ‘consumer’, India, in the country’s business
and financial capital of Mumbai, between 18™-20™ November. The conference —
noticeably well attended — regularly covers all four of the most important
precious metals, but historically has given greatest attention to gold. Naturally,
given the location, gold and silver dominated this year’s event.

As might be expected with the price near all-time highs, the tone was
overwhelmingly bullish. In fact, even most of the bears were bullish. One was
half expecting the conference closing debate — “Precious Metals Prices are a
Bubble Ready to Burst” — to be one between those who were bullish, and those
who were super-bullish. In the event Jeffrey Rhodes, of INTL Commodities
DMCC, made a reasonable case for the current price being a little frothy, but
even he admitted he was not a longer-term bear.

The case for the bulls appears to rest on three key assumptions. On the supply
side, the argument commonly made was that “peak gold” had arrived, analogous
to the argument concerning ‘peak oil’, which holds that the world’s supply of
crude oil is now falling while demand continues to grow. Hence the view for
gold is that mine supply is likely to decline while demand remains on an upward
trend. On the demand side, it was widely posited that India and China, the
world’s two most populous nations, would inevitably continue their rapid
economic growth and this would boost gold demand. In the case of China, this
was seen especially so because consumer demand was set to take over from
industrial demand, a move that would be more friendly to gold than base metals.
The third prop to the bulls’ case was that, macro-economically, the US currency
had further to fall.

There is something in all of these arguments, but perhaps the longer-term
outlook it is not so clear-cut as generally assumed.

Start with supply. While the production profile for gold looking forward does
seem to be weak for a number of reasons — technological, economic and political
— it is perhaps too soon to say with absolute confidence that we will see fewer
ounces mined. Miners like to mine, and, as one presentation noted, the junior
gold mining sector is buzzing — apparently accounting for half of the issues on
London’s Alternative Investment Market, or AIM. Also, gold supply does not
rely solely on freshly mined gold. Jewellers and dealers reported that, at current
high prices, scrap gold generation was high.

Then of course there is the central bank sector. The bulls noted the success of the
European Gold Agreement (EGA) in limiting gold sales from the large European
holders, and also the rising importance and size of ‘sovereign wealth funds’,
which are looking to diversify their investments from predominantly US
Treasury bonds, and for which gold could a target for purchasing. Yet there is a
contradiction here — why would a major official body, such as a sovereign
wealth fund, buy gold in quantity, when it can see that the same people who are
encouraging them to buy gold are simultaneously extolling the virtues of an
international pact to restrict the same type of body offloading the metal? The
comparison with the leading asset of central banks, the US dollar, is
illuminating. China et a/ might have ‘too many’ dollars, but no one is seriously
proposing they should sign an agreement to limit their sales as their European
counterparts have done for gold.

The demand picture is more complex than the bulls let on, too. India is the
world’s largest consumer of physical gold, and so far its appetite seems largely
impervious to the staggering recent price rises, partly as these have been
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cushioned by a stronger rupee, although we wait to see what will happen now
gold is around $800/0z. Yet the case for further growth in India’s demand — that
its economy is now recording solid growth rates of some 8% per annum and
these will continue indefinitely — is not as strong as it seems. India’s per capita
consumption of gold is way out of line with every other country, given its
income per head. The conclusion to draw might be not that gold consumption
will rise as income rises, but that either it bears no relationship to income (and so
we cannot make a simple extrapolation), or that in fact it is negatively correlated
with income. And so, as India grows, gold demand per capita will fall, or at least
gold demand per capita per $ of GDP will fall.

China is a very different place to India and the drivers of demand for gold there
are not the same. Gold jewellery demand has been relatively stagnant over much
of the last decade, despite the rapid growth of the Chinese economy (more than
150%). This has been explained partly by strict regulation of the local market
and a lack of foreign investment in jewellery manufacturer, both of which are
now disappearing.

Some cause for caution

Yet even with China there remain reasons to be cautious. China already
consumes a relatively high level of gold jewellery for its income level, and the
standard techniques used by other consumer goods industries (such as
automobiles) for forecasting future demand, which is to compare the demand
evolution with ‘similar’ countries such as Korea, Malaysia, etc., would suggest
demand will not rocket even if income continues to rise. Outside of the jewellery
market, gold as an investment is not a traditionally large market in China, and
the prospects must be harmed by the expectation — part of its rise to economic
superpower status — of a long-run appreciation in the Chinese currency.

None of this is to say that demand won’t rise from these two countries, just that
the arguments put forward are not always coherent.

Finally there is the US dollar. Gold clearly has benefited from the US currency’s
slide against almost every other currency in the world — we estimated recently
that about half of the rise in the dollar-denominated gold price since 2002 has
been directly caused by the weaker dollar. If (when?) the dollar strengthened
markedly we should expect gold to weaken. That may seem a distant prospect
right now, but economies are much more flexible than ever before and change
can be abrupt.

Price expectations

As the conference drew to a close delegates were able — thanks to some fancy
technology — to find out directly the price expectations of those assembled.
Asked about their forecast of the gold price at the time of the next LBMA
conference — to be held in Kyoto, Japan in September 2008 — the average for
gold was $844/0z and for silver $16.3/0z. This tends to be dragged up by the
super bulls — the final speaker joked that there were not enough buttons on the
handset for some of the delegates — and the median for both was quite a bit
lower. So perhaps the delegates weren’t as bullish as the speakers.
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deliver even more contradictory messages. Current prospects for 2008 are not
encouraging for those hoping for a rally back towards $8,000/t, despite what
still are very low exchange inventories and only a slow increase in mine supply.
On balance, a conservative view must be that copper prices will average lower
in 2008 than in 2007 — with the macro-economic prospects for the US and China
being, as ever, inextricably intertwined.

LME 3-month copper, $/tonne, 2007 COMEX 1st position copper, $/tonne, 1957-today
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Since the US sub-prime mortgage lending mess first unravelled in August this
year the prognoses that America is about to slide into recession have come thick
and fast. The announcement by the Swiss bank UBS in early December that it
was making a $10bn write-down, as a direct consequence of losses related to its
exposure to bad US housing debts, sent shivers through global capital markets; it
seemed to confirm that the problems resulting from the sub-prime calamity were
both bigger and more widely spread than anyone had imagined.

Yet some might argue that the US entered a ‘recession’ (in an informal sense)
back in April. That month, MarineMax, the largest recreational boat dealer in the
US, gave its earnings estimate for this fiscal year (to the end of September), of
between 45-65 cents per share. The previous November it had give a forecast of
$2.05-$2.15. In giving the updated forecast the company’s CEO, Bill McGill,
was blunt: “While most of our customers [have] the ability to purchase a boat,
they have lost their appetite to pull the trigger when uncertainty enters the
equation.” In other words, the exceptionally wealthy of the US market had
already decided to tighten their belts, far earlier than August.

It is doubtful that they are feeling much greater confidence today. The Federal
Reserve’s meagre 25 basis points cut on 11" December in the US federal funds
interest rate is too little, too late, to ease the credit crunch now firmly underway
in the US, and the economic slowdown that will follow in its wake. US banks
are tightening credit and calling in loans, as the most important intangibles of
any economy and banking system — trust and confidence — have ebbed away.
Whether the US economy will slip into outright recession — classically defined
by economists as two successive quarters of negative growth — is currently hotly
debated. No one can be sure. The optimistically inclined take heart from US
overall GDP having grown at a very strong annualised 4.9% in Q3 2007, which
contradicts talk of recession. Pessimists point out that the Federal Reserve now
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considers that US growth in 2008 will range between 1.8% and 2.5% - a slowing
of 2.4% at best, 3.1% at worst, if the Fed is right. On that basis, the more
flexible definition of a recession now used by the National Bureau of Economic
Research in the US — a “significant decline” in the economy — will apply in
2008.

This arcane debate over what is, and what is not a recession seems very abstract.
But in one very concrete sense the US economy has already been radically
slowing in one key sector for copper — new housing starts.

US copper demand will sag

The US accounts for some 13% of global copper demand, according to the
International Copper Study Group (ICSG). While some 25% of that copper goes
into electrical and electronics production, about 45% of it goes into the country’s
construction and housing sectors.

This sector has been looking bleak for some time — new housing starts in the US
were already in decline long before August. Between October 2006-October
2007 new US housing starts fell 16.4% compared to the same 12-month period
0f 2005-2006. In October 2007 there was an unexpected rebound in US housing
starts, up by 3% on the previous month, implying an annualised rate of 1.229m
properties, according to the US Commerce Department. However, construction
of new free-standing family sized homes fell 7.3% in October (against
September), while apartment construction rose 46.5%. The October data also
showed a decline of 6.6% in building permits, an indicator of future building
activity; this was their lowest monthly tally since July 1993.

The National Association of Realtors (NAR) — the leading estate agency
association in the US — has just published its own view of new housing starts,
anticipating a decline of 24% this year and a further 15% in 2008. The NAR also
expects a drop in existing home sales this year of 12.5% (which would still mean
the fifth highest year for such sales) but a small, 0.5% rise, in 2008. Arguably,
however, existing home sales are irrelevant to our concern, which is the likely
trajectory of the copper price. New housing starts are what count, as they prompt
new demand for copper. Between them the Commerce Department and NAR
estimates support the view that US copper demand for this key consumption
sector will sag in 2008, playing a significant part in either capping any copper
price rise or even assisting in dragging it lower.

Will the US Federal Reserve cut interest rates further? Inevitably. After all, it
has cut the Federal Funds rate by 75 basis points since the credit crunch began to
bite in August; it has created a pattern of ‘little but often’ in its cuts, looking for
signs that each incremental cut might be enough to boost confidence. Yet the
Fed is caught between a rock and a hard place. While the US economy quite
desperately needs lower interest rates to stave off the threat of domestic
recession, it also needs Aigher interest rates to placate foreign holders of US
dollar-denominated securities, Treasury bonds especially. With the decline in the
dollar the value of these assets held overseas is drastically depreciated. To
encourage foreign investors to continue supporting the US current account
deficit of some $800bn/year requires the temptation of high yields on those
securities. Deep interest rate cuts might risk damaging that willingness to
continue buying US securities. Right now the Federal Reserve is in danger of
neither pleasing its domestic nor its overseas clientele.

The performance of the US economy overall in 2008 will be relevant to the
copper price in one other major aspect — consumer confidence. This is difficult
to gauge accurately as most surveys conduct their polls by taking a tiny sample
of a few thousand individual responses. However, all the most recent such
surveys indicate that American consumer confidence is currently at its lowest in
more than two years; two years ago coincided with the hurricane devastation
which wrecked the city of New Orleans. Given the gloomy figures concerning
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housing starts this paints a bleak picture — and one that will eventually, if not
quickly turned around, feed into copper demand. For, according to the
International Monetary Fund, 20% of China’s annual exports — including items
that use copper — are regularly destined for the US. If the US economy slows the
impact on China’s economy will be inescapable.

China’s copper demand may drag

Chinese demand for copper has a considerably different profile from that of the
US. According to the ICSG about 50% of Asian copper usage goes into
production of electrical and electronic goods; just 15% goes into building and
construction. China’s share of global copper demand is 10% higher than that of
the US, at about 23%. Much of this additional demand has gone to producing
electrical and electronic goods which are destined for export; the US has lost an
estimated 3m manufacturing jobs since 2001 and many of those jobs have
‘migrated’ overseas, including China, where costs are much lower. So keeping
China’s copper demand growing strongly in 2008 will be important if the copper
price is not to fall heavily.

Yet here too the background economic outlook is discouraging for copper bulls,
not because (as in the US) there are threats to growth, but because China’s
central planners are worried that there is too much growth — or at least, that
strong growth is threatening to create inflationary imbalances. China’s consumer
price inflation rose to an annualised 6.9% in November, with food prices rising a
remarkable 18.2% when compared to the same month in 2006. Transport fuel
and utility bills rose 5% in November. By the end of this year China’s overall
inflation rate is likely to be almost 5%, the highest in more than a decade.
Unsurprisingly, China’s leadership has publicly stated it will shift away from its
previous monetary policy — one of what it calls “prudence” — to a “tight” policy
in 2008. China has raised bank reserve requirements ten times this year so far,
the latest being a full 1% (to 14.5%) in December. The central bank has also
raised interest rates five times this year; its one-year lending rate is now 7.29%,
its highest in nine years. In 2008 the central bank is also likely to permit the
Yuan to trade more flexibly against other currencies, partly in an effort to rein-in
a trade surplus, which has so far this year climbed to $240bn, $63bn more than
the whole of 2007. The continued gradual tightening of credit will be the
distinguishing feature of China’s monetary policy in 2008, and while this is
likely to be incremental, it will inevitably act as a drag on the country’s base
metals’ demand, copper included.

China imports of unwrought copper and semi-finished copper products,
China refined copper imports, monthly, tonnes
monthly, tonnes
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China’s imports of unwrought copper and semi-finished copper products have
risen strongly this year, by almost 38% in the first eleven months of 2007
compared to the same period of 2006, to 2.56 Mt, according to customs data. In
the first ten months its refined copper imports have risen 92.3%, to 1.28 Mt,
although this disguises the fact that China’s own production of refined copper
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has been quickly growing, up by 42.5% in October and 31.4% in November
(against the same months of 2006) and totalling 3.139 Mt in the first eleven
months of 2007, an 18.5% rise year-on-year.

That copper demand within China has been very strong in 2007 is supported by
the relatively low stock position on the Shanghai Futures Exchange throughout
the year, and which is now down to about 2 /> days’ Chinese consumption. But
the Chinese copper market is fast metamorphosing from one that produced very
little of its own refined copper needs to one that increasingly is approaching
much greater self-sufficiency — its smelting and refining sector has been and will
continue to grow rapidly. This change in China’s copper profile is reflected in its
growing appetite for imported copper concentrates (and concomitantly a slowing
appetite for imported refined copper). Tongling Nonferrous Metals, China’s
second biggest copper producer, signed in December a deal with BHP Billiton
which sees it receive treatment charge fees of $47.2/t for processing copper
concentrate into refined copper in 2008 — 21% lower than fees in 2007. Such
treatment charge fees typically fall when demand for concentrates is strong,
making concentrates more expensive.

Yet the credit tightening enforced by the Chinese central authorities will, sooner
or later, begin to make itself felt on base metals’ demand, not least copper. Its
fixed asset investment growth — currently about 25%/year — will begin to tail off,
although very gradually and, barring severe shocks, not perceptibly in 2008.
China’s industrial output growth in November slowed to 17.3% (against 17.9%
in October), the weakest monthly pace throughout 2007 so far. By 2H 2008 one
of the single biggest boosts to Chinese self-esteem for the past couple of years —
the Beijing Olympics — will be history. That may have a negligible impact on the
country’s copper demand; but the passing of the event will erase what has been a
symbolically unifying focus for public attention. China will be euphoric at
(probably) taking the greatest number of gold medals for the first time in the
history of the Olympics; but the aftermath may feel flat and stale, and that mood
could feed a weakening of economic confidence.

Lower average price in 2008

Where does that leave the outlook for copper? With almost half of total global
copper demand accounted for by building and construction, any slowdown in
this sector will inevitably feed through into the price. Furthermore, a slower (or
even negative) growth of the global economy will cut copper demand in a
variety of markets: fewer new cars will be bought, companies could delay
investing in new computers and individuals are likely to postpone purchases of
new household goods. All this will feed through, in a myriad of ways, into lower
copper demand.

The ICSG has estimated that global production of refined copper will in 2008
rise 4.6% year-on-year to 18.95 Mt, while usage of refined copper will rise
slightly more slower, 3.8%, to 18.7 Mt — implying a surplus of 250,000t. This is
a thin surplus, given the huge volumes concerned. But that estimate was made in
October, and the data drawn up much earlier — probably before the full impact of
the US sub-prime crisis began to make itself felt. It is quite likely that — barring
major supply-side disruptions — the projected surplus for 2008 will be rather
bigger as a consequence of a rapidly slowing US economy, the effects of which
will also make themselves felt on Chinese copper usage via lowered demand for
Chinese products. Moreover the ICSG expects an even bigger surplus in 2009.
So far this year (up to 12" December) the LME three-month copper price has
averaged $7,117.22/t. By the end of 2008 the average price will, we suspect, be
as much as $1,000/t lower.
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Sales so far in EGA Year IV

October November
France (20.2)
Netherlands (16.5)
Sweden 0.8) (1.5)
ECB 0.0 (42.0)
Unknown (15.6)
Switzerland (10.8) (10.8)
Total (48.4) (69.9)

Source: VM Group from IMF, national central banks
Notes: Switzerland November sales assumed same
as October. Eurozone sales for November labelled
‘'unknown' as identity of individual banks not yet
clarified. Sweden: estimated for November from
Swedish currency figures.
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Gold

News

* Dec 13™ The Shanghai Futures Exchange (SHFE) said it would increase the
minimum size of its gold futures’ lots — trading of which may start before
February 2008 — from the original 300 grams to 1,000 grams. The move is
seen as aimed at discouraging small-scale speculators.

+ Dec 6™ China’s second biggest gold miner, Shandong Zhaojin Group, plans
to increase its mining capacity to more than 20t/year, almost double today’s
output, through acquisitions of domestic and foreign mines.

+ Nov 29™: Gold Fields said production in its fiscal Q2 (end December 2007)
would be slightly lower than the 1 Moz in its Q1 2007. The company expects
to produce 4.2 Moz in the 2007-2008 fiscal year to the end of June 2008.

Analysis
* European Central Bank sells

The European Central Bank (ECB) sold 42t of gold in November, taking its
holdings to 563t. The ECB has sold gold on three other occasions in the past
three years, and although (as usual) on this occasion no reason was given we
believe it is to do with portfolio allocation — the rising price of gold has meant
bullion’s share of the ECB’s reserves (now nearly 27%) is higher than the ECB
desires. This brings our estimate of total European Gold Agreement (EGA) sales
in the fourth year of the EGA (which began on September 27™) to a huge 118t in
only two months, far in excess of what needs to be sold to be on target to sell all
500t allowed. Although we expect the ECB will sell again in this EGA year (in
the 2006-2007 EGA year it sold both in December 2006 and April 2007, and, as
in December 2006, its press release this time said nothing about sales being
concluded), the overall rate of EGA sales has to slow, and indeed recent
Eurozone weekly sales data has been tepid, with sales in the past three weeks
averaging 2.43t over the past five weeks. That the gold market absorbed this
relative whirlwind of central bank gold while remaining firmly above $750/0z is
a strongly bullish indicator for the gold price, given that we expect such central
bank gold sales to slow in the course of 2008. Longer term, however, the fact
that the ECB, on whose Governing Council sit all central bank governors of the
Eurozone, is so keen on selling gold, reinforces our view that the European
banks will be sellers for decades to come.

Outlook

There are always corrections in bull markets — the trouble is detecting
which ones are merely steps to greater things, and which are serious down
signals. Gold stretched to a fresh 28-year high early on 8th November, when
the London daily afternoon fix was $841.10/0z, but it then fell back to end
the month with a pm fix of $783.50/0z. The net long combined futures and
options position on Comex, CBOT and Tocom lost more than 11% between
the end of October and that of November but conversely gold ETF holdings
— the place where these days investors like to position themselves for the
long haul - rose slightly, by 1.8% over the same period. Short-term London
daily pm fix: $800/0z-$850/0z.

Market data (November unless stated)

Prices US$/0z: Yuan/kg Yen/gr ETFinv.

Holdings Monthly Lease rates 1m 3m 6m 12m Option volatility

change (end month, %)
Average 808 192,836 2,882 US (2 649.85 13.63 Average 017 035 0.38 0.32 1-month 20.10
High 841 200,670 3,045 UK () 117.12 2.71 High 025 043 047 042 3-month 19.30
Low 779 186,017 2,749 Aus 15.06 0.80 Low 0.07 025 0.32 027 6-month 18.90
S.Africa 18.33 0.85 12-month 18.60
Swiss 25.87 1.49 24-month 18.45
India (4) 4.85 1.46

Source: Prices: London Bullion Market Association, Others: Virtual Metals. Indian ETF holdings calculated from rupee amounts and thus are approximations
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Silver price (cents/oz)
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Silver

News

+ Dec 10™: Coeur d’Alene Mines said it expects to close a deal worth $1.1bn to
purchase two junior miners — Bolnisi Gold and Palmarejo Silver and Gold —
by the end of this year. This will give Coeur d’Alene control of the Palmarejo
silver and gold project in Mexico and will increase the company’s annual
silver output to 30 Moz. The project is scheduled to start production in 2009
and see output of 10.4 Moz/year.

+ Nov 26™: The Canadian miner Silver Standard Resources said the capital
costs of its Pirquitas project, the biggest silver mine in Argentina which
started operations last year with a 10-year life of mine and average production
of 10.9 Moz of silver a year, will rise by 50% to $220m.

Analysis
* China relaxes silver import regulations

Importing silver to China may become easier, following its decision to end a
requirement whereby its central bank had to approve importers of the metal.
China imported 587t of silver in October, almost 59% more than October 2006.
In the first ten months of 2007 — up to the end of October - China’s total silver
imports, according to customs data, were 4,706t, an increase of 64% year-on-
year. Most of this imported silver was on a tolling basis, with buyers importing
the metal and re-exporting products. However, more of the imported silver
appears to be staying in the country. China’s silver exports in October were
183t, down 35.5% on exports in the same month last year, while in the first ten
months of the year its exports were 3,696t, just 6.5% higher year-on-year.
Investment in the leading silver ETF was largely unchanged during November;
the Barclays Global Investors iShares silver trust shifting from 4,478t at the end
of October to 4,523t by 27" November, a rise of almost 1%. Over the same
period the net long combined futures and options position on Comex moved
from 8,290t to 8,423t, a 1.6% rise, although that was entirely wiped out in the
week ending 4™ December, when the combined futures and options position on
Comex shed 13.495 Moz, a drop of almost 5%, making the previous rise in
silver investment look pretty mediocre. However, it’s perhaps worth remarking
that it was better than what happened to the net long in gold futures and options
between the end of October and 27" November, which dropped by 11.2%. The
silver ETF additional investment in November closely tracked the increase in the
various gold ETFs, which climbed by just 1.8%.

Outlook

Silver investment in November held its head high compared to that in gold,
a testament to the remarkable fidelity of silver investors. As with gold,
silver hit a high spot early in November, the London daily fix of $15.82/0z
on the 7™ looking like it might burst even higher in the days following. That
was not to be — as gold slipped, so did silver, ending the month with a fix of
$14.23/0z. The price movements in silver are showing currently a greater
volatility than in gold, reflecting much greater uncertainty over the
underlying trend. Short-term London daily fix: $14.50/0z-$15.50/0z.

Market data (November unless stated)

Prices c/oz Yuan/kg Yen/gr Imports kg Lease rates im 3m 6m 12m Option volatility (end month, %)
Average 1,4741 3,518 53 USA (Sep) 445,974 Average (0.31) 0.01 0.18  0.18 1-month 28.25
High 1,5682.0 3,785 57 Japan (Oct) 379,434 High (0.12)  0.14 024 0.30 3-month 28.75
Low 1,427.5 3,394 51 China (Oct) 586,741 Low (0.45) (0.12) 0.12 0.10 6-month 29.00
12-month 29.50

Source: Prices: London Bullion Market Association, Others: VM Group.
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Aluminium
Alumini ice ($/t News
uminium price ($/tonne) + Dec 13™: Severe drought in China’s Sichuan province has begun to affect
2,800 aluminium production there, by creating power shortages.

+ Nov 22™: China’s imports of primary aluminium fell 49.5% to 6,424t in
October and dropped by 66.4% in the first 10 months of the year to 87,434t,
according to Chinese customs figures. The country’s exports of primary
aluminium fell 97.8% to 1,043t in October and by 80% to 143,806t in the first
10 months of the year.

2,700 A
2,600 +

2,500 A

i

2,400 + Nov 20™: Total global production was 3.270 Mt in October, against 3.176 Mt
1-Nov  11-Nov  21-Nov the previous month, according to data from the International Aluminium
Cash — 3month Institute (IAI).
—— 15-month —— 27-month + Nov 29™: Russian aluminium exports (excluding the Commonwealth of

Independent States or CIS) were 2.91 Mt in the first nine months of this year,
down 4.6% on year-earlier volumes.
+ Nov 8" China is likely to produce 11.5 Mt of aluminium this year, an

Source: London Metal Exchange

Aluminium price, SHFE (yuan/tonne) increase of 25% year-on-year, according to Yan Bangsong, vice chairman of
the China Chamber of Commerce of Metals Minerals and Chemicals
19,000 Importers and Exporters.

18,500 M\/\/v\/v Analysis
* Drifting in the doldrums

18,000 +

/\/\“\/\—\ Aluminium has been in the doldrums for most of 2007, suffering from investor
perceptions that growing global over-capacity is running faster than demand
growth. These perceptions are not misplaced; while the difficulty of striking
2nd-position long-term power supply deals in the EU and North America has meant a gradual
4th-position shrinking of primary smelting capacity in those regions, others enjoying access
to cheap electricity generation and state-regulated power distribution continue
growing strongly. BHP Billiton, currently seeking control of Rio Tinto, said it
may build a $3bn smelter with a capacity of 800,000t/year, using
Aluminium stocks (tonnes) hydroelectricity from the proposed Inga 3 power station on the Congo River in
the Democratic Republic of Congo (DRC). At the end of November Rio Tinto

17,500 T T
5-Nov 15-Nov 25-Nov

1st-position

3rd-position

Source: Reuters Ecowin

1888:888 i announced an agreement that could lead to a plant being built in Cameroon.
800,000 -| ’/’—__JV Russia’s United Company Rusal plans to reopen Nigeria’s only aluminium
700,000 A smelter in January. Abu Dhabi Basic Industries Corporation said it is finalising a
288:888 | deal with Rio Tinto that would see the development of a three-stage project,
400,000 | each phase representing a 700,000t/year capacity smelter, in the United Arab
300,000 - Emirates. As for China, now the world’s biggest aluminium producer, all central
?88'888 | government efforts to curtail the sector by fiscal measures (export tariffs) seem

" M to have failed — a 25% production growth year-on-year is staggering by any

Dec-06  Apr-07  Aug-07  Dec-07 measure.

LME SHFE Outlook

LME warehouse stocks offer little incentive for the speculative investor,

their already comfortable level rising still more in the past month, albeit
marginally, from 920,825t on 30™ October to 925,275t on 27" November.
LME 3-month short-term: $2,500/t-$2,600/t.

Source: London Metal Exchange

Market data (November unless stated)

Prices Cash 3-month 15-month 27-month Stocks LME SHFE Prod (kt) May June LME Open Interest
($/1) (tonnes) (contracts)
Average 2,506 2,657 2,659 2,694 Oct-07 918,250 66,739 Europe 752 761 Aluminium 673,692
High 2,581 2,634 2,732 2,740 Nov-07 929,250 95,838 Americas 682 706
Low 2,438 2,488 2,590 2,643 Oct-07 918,250 66,739 Asia 307 318
China 1,119 1,136
Other 339 349
Total 3,199 3,270

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

News

+ Dec 10™: Jiangxi Copper (owned by the Jiangxi government and China’s
biggest integrated copper producer) is to form a joint venture with China
Minmetals Nonferrous Metals to buy the Canadian miner Northern Peru
Copper for some $453m.

+ Dec 5™ Xstrata, the world’s fourth biggest copper mining company, said it
plans to double its copper output to 2 Mt/year within five years.

+ Nov 28™ Anglo American plans to expand its Los Bronces mine in Chile,
boosting copper output from all mines to about 1.7 Mt by 2016, compared
with current annual production of 650,000t.

+ Nov 27™: Chile produced 481,944t of copper in October, down 2% from the
same month last year.

+ Nov 15™: China’s total copper imports in October were 118,548t of anode,
refined copper and copper alloy, 4.4% down from 124,021t in September,
according to customs data. For the first ten months of the year as a whole,
China’s copper imports were 1.46 Mt, 87.4% higher than the same period of
2006.

Analysis
» Copper prices weaken on economic jitters

The figures for China’s copper imports this year tell a tale of two halves. While
overall imports have surged, much of the increase was stacked up in 1H 2007,
since when the rate of growth has slowed significantly. China’s own refined
copper output could rise 9% to 3.2 Mt this year, according to the China Chamber
of Commerce of Metals Minerals and Chemicals Importers and Exporters. The
International Copper Study Group (ICSG) estimates China’s copper
consumption in 2007 will have risen 23% year-on-year in 2007, will slow
significantly in 2008 and grow by just 6% next year, with overall global
consumption of refined copper in 2007 rising by 5.2% to 18 Mt, slowing to 3.8%
in 2008 to 18.7 Mt.

Outlook

At its current level, copper is almost $2,000 below the peak it reached in
May 2006 and looks like ending 2007 where it started. As of 10" December
the three-month contract on the LME settled 7.74% up on the start of the
year, having lost about 20% since the start of October. LME stocks at some
190,000t have almost doubled since July this year. With that amount of
stock representing less than four days’ global consumption, the market is
rapidly pricing-in expectations of a worsening economic outlook for the US
in 2008. Furthermore, with a global refined copper surplus in 2008 likely to
be in the range of 250,000t-300,000t, and widening in 2009, we may see the
copper price struggle to cling onto $7,000/t by 2H 2008, despite still rapidly
growing Chinese demand for copper concentrates. Yet while this may not
please bullishly-inclined copper investors, it should gratify copper miners,
90% of who can make very comfortable margins even if the price fell back
to $4,000/t. LME 3-month short-term: $6,500/t-$7,000/t.

Market data (November unless stated)

Prices ($/1) Cash 3-month 15-month 27-month Stocks Contracts LME Open Interest
(tonnes) LME SHFE SHFE traded (average) (contracts)
Average 6,967 6,997 6,903 6,641 Oct-07 167,000 47,791 Oct-07 78,770 Copper 246,303
High 7,661 7,675 7,355 6,890 Nov-07 189,500 56,931 Nov-07 209,029
Low 6,492 6,548 6,555 6,345

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

News

+ Dec 10™: Australia’s Environmental Protection Agency (EPA) said it would
not block shipments of lead by Ivernia, the Toronto-based mining company,
via the Australian port of Fremantle. A final ruling is likely to be made by
Western Australia’s Environment Minister in Q1 2008.

Analysis
* Supply problems ease, prices retreat

Lead prices weakened materially in November and early December on the LME,
as investors took note of improving prospects for supply from Ivernia’s
Magellan mine in Australia. Ivernia, which accounts for about 3% of global
production of lead in concentrates, has been stockpiling material since April this
year, when health officers stepped in and halted lead ore exports from the port of
Esperance, following a number of suspicious bird deaths. Ivernia now hopes to
begin shipping lead concentrates from the port of Fremantle, although it needs a
permit to do so from the government of Western Australia. [vernia’s plans to use
Fremantle have now been given the thumbs-up by the EPA, which removes a
major stumbling block. The EPA said that the shipping of lead in sealed
containers would not pose a threat. Ivernia hopes it might start clearing a
backlog at its mine of some 19,000t in Q1 2008, and it may take four months to
ship all the material out. A further 9,000t of lead concentrates remains at
Esperance port but according to reports by local environmental authorities could
be cleared for transport in March/April 2008.

Outlook

Lead prices have been steadily retreating in the past few weeks as various
supply-side problems — Ivernia’s is just the most extreme example — look
increasingly like being solved. The resumption of Ivernia’s Australian
shipments could substantially alleviate the global deficit, which this year
may well be as much as 80,000t. But 2008 could see international prices
with a firm floor of around $2,000/t, for two reasons. Perhaps most
influential will be another hike in Chinese refined lead export taxes, which
many now believe will be raised another 5% (to 15%) early in 2008,
perhaps as early as the start of the year. It’s difficult to be precise at this
concluding stage of the year but the 10% tax imposed in June could have
cut in half China’s refined lead exports, which prior to the tax had been
running at about 500,000t/year. A further 5% would not just reduce
exports but also probably put some of the less efficient Chinese lead
smelters out of business — or at least render them ripe for consolidation,
either of which would be considered a success by China’s economic
planners, anxious to curtail the energy-hungry metals’ production industry.
The second reason is continued strong demand for lead-acid batteries; the
US and EU car markets may stagnate in 2008 but the car markets of other
more vigorously growing economies may suffer less of a downturn. LME
three-month short-term: $2,200/t-$2,500/t.

Market data (November unless stated)

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

Average 3,328 3,123 Oct-07 40,100 Lead 70,450
High 3,790 3,468 Nov-07 44,350

Low 2,876 2,790

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

News

+ Dec 12™: Indonesia’s biggest coal producer, PT Bumi, made an all-cash offer
equivalent to $396m (a 23% premium to the prevailing share price) for
Herald Resources, the Australian zinc mining company.

* Nov 19" Global refined zinc use rose to 8.489 Mt in the first nine months of
2007 from 8.220 Mt a year earlier, according to the International Lead and
Zinc Study Group (ILZSG). Refined zinc output rose to 8.443 Mt from 7.847
Mt a year earlier, implying a world deficit of 46,000t between January-
September.

+ Nov 8": Rumours emerged that China may remove a 5% tax rebate on
exports of high-grade refined zinc from January. There were also reports that
the government is mulling the introduction of a 5% to 10% export tax. If the
rebate is removed exports are likely to fall.

Analysis
* Zinc facing uncertain 2008

Entirely predictably, zinc prices softened through most of November as the
market digested the likelihood of rising refined metal surpluses in the next two
years. About 1 Mt/year of new zinc concentrates’ supply are likely to come to
market between now and 2010 and, as much of this is a by-product of increased
silver output, it will not be too price sensitive. The LME three-month contract
settled as low as $2,206/t on 22™ November but staged a small rally by the
month’s end, closing on 30™ November at $2,545.50/t, encouraged perhaps by
greater understanding of possible Chinese tinkering with the country’s refined
zinc export regime. The zinc market spent most of November trying to fathom
out the implications if China’s government from the start of 2008 ended a 5%
export tax rebate on super high-grade refined zinc and imposed export taxes of
up to 10%. The mere fear of that may see China’s refined zinc exports surge in
December as producers scramble to beat the changed regime — which may of
course not materialise. At the moment reports from China suggest that zinc
smelters are marking time and building up large stockpiles of zinc concentrate,
awaiting an official pronouncement.

Outlook

What will happen to zinc prices very much depends on what plans the
Chinese authorities have in store for the fiscal regime concerning the metal.
It’s looking increasingly likely that the 5% value added tax rebate on super
high grade zinc will be removed by the start of 2008, while the scheme to
introduce a 5%-10% export tax on refined metal may be implemented a
little later. Given the example of how the attempt to manipulate aluminium
exports has somewhat backfired, any effort to curtail zinc production will
probably also have its own unintended consequences. Zinc prices should
continue to weaken; but in the uncertain context of Chinese economic
planning, they may not. Terramin Australia has hedged out to October
2009 half its lead and zinc production from its southern Australian Angas
mine, where output is due to start in June 2008 at $2,421/t. Right now that
seems an eminently sensible average price for the period. LME 3-month
short-term zinc: $2,500/t.

Market data (November unless stated)

Prices ($/t) Cash 3-month  15-month  27-month LME stocks Zinc LME Open Interest (contracts)

Average 2,541 2,540 2,510 2,471 Oct-07 77,075 Zinc 179,194
High 2,795 2,784 2,743 2,678 Nov-07 79,750

Low 2,214 2,206 2,195 2,183

Source: London Metal Exchange
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Steel

News
Composite steel price ($/tonne) + Nov 27™: The European Confederation of Iron and Steel Industries (Eurofer)

850 lodged a second, new complaint with the European Commission (EC)
800 - /\/\’; alleging Chinese steel exports are being unfairly subsidised. This complaint
;(5)8 1 concerns wire rod imports, used primarily in the construction industry. It
650 4 \/\—\/— follows a complaint by Eurofer made in October against China, South Korea
600 - and Taiwan concerning exports of stainless steel cold-rolled flat products.
550 ~ /_/ + Nov 27™ The German Steel Federation urged the EC to block the planned
igg 1 takeover by BHP Billiton of Rio Tinto on the basis that united companies
400 : : : : would “limit the steel industry’s access” to iron ore; these two companies are

Nov-06 Feb-07 May-07 Aug-07 Nov-07 respectively the second and third largest suppliers of iron ore.

e ASia N.America Europe AnaIVSis

* EU to investigate dumping allegations against China
Source: London Metal Exchange

Eurofer’s second complaint to the EC (which was lodged against Turkey as well
as China) is based on the organisation’s suggestion that wire rod imports from
China and Turkey into the European Union have risen by more than 400% since

Steel products, world prices ($/tonne)

850 2004. This “economically irrational growth”, according to Gordon Moffat,

328 1 Eurofer’s director general, is the consequence of “[China’s] steel capacities

200 4 outpacing the growth of domestic steel consumption.” The EC is likely to start
650 - its investigation into the complaint in mid-December. The day prior to Eurofer’s
600 latest formal complaint, China’s Baosteel Group announced yet another plan to
:gg i step up production, by revealing its intent to triple capacity (to 10 Mt by 2010) at
450 4 its plant in the western region of Xinjiang. Baosteel is currently ranked the

400 ' ' ' ' world’s fifth biggest steel maker and has capacity of 23 Mt/year; it has set itself

Sep-04 Jun-05 Mar-06 Dec-06 Sep-07  atarget to increase that to 80 Mt/year of crude steel by 2012. China’s steel
Hotrolled plate ~ products exports are slowing — they totalled 4.1 Mt in November versus 4.24 Mt

== Cold rolled caoil

Hot rolled coil in October, according to customs data — but its crude steel production is still
growing very strongly and its iron ore imports in November were their highest
Source: MEPs, Reuters Ecowin ever, at 35.46 MLt.
Note: "World" is average of Asia, N.America, and
Europe
Outlook

The unification of BHP Billiton and Rio Tinto would encourage deeper and
faster consolidation of China’s steel production industry, which, according
to the China Iron & Steel Association (CISA) is still very fragmented, with
487 crude steel mills, 985 pig iron producers, and 2,476 makers of steel
products. It may also inadvertently start to achieve what central
government promises and exhortations have so far failed to — a gradual
slimming down of China’s soaring steel production capacity. The country’s
National Development and Reform Commission (NDRC) has now said that
steel products exports “are likely to be controlled by a quota system” but
notably did not mention crude steel exports. China’s steel makers are only
too well aware that a BHP/Rio Tinto tie-up will make negotiations over iron
ore prices even tougher in the future. Iron ore producers have been saying
they will seek price increases of as much as 35% in 2008, which would be in
line with average annual rises in the last three years, including 2007.

Market data (November unless stated)

Asia N. America Europe World
Prices ($/t) Composite Composite Composite Composite
Sep-07 582 681 780 681.00
QOct-07 596 692 781 690.00
Nov-07 606 697 781 695.00

Source: MEPs: 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
curvature or the error term.
The corresponding axis is on
the left.

One year average (only for the
error term)

-102 Historical probability (calculated over a one
year history) that the value observed on
that day would have been greater. The
probability value is to be read on the right
axis. For the error term and to a lower
extend for the curvature, this value can be
132 read as a peak detector as the error term

and the curvature tend to exhibit mean
15/2/07  15/3/07 15/4/07  15/5/07 reversal properties.

112

-122

Source: Fortis Modelling



Fundamental outlook

The prospects for 2008 are fairly discouraging for
investors right now, with considerable global
capacity expansion in aluminium smelting planned
and the prospects for slackening demand if the US
economy slows.

LME 3-month short-term: $2,500/t — 2,600/t.

Aluminium’s future curve dynamics during
November were mainly driven by a downward
parallel shift. This general future curve movement is
quantified in the level component.

If smelting capacity grows strongly in the longer
term (like the BHP Billiton and Rio Tinto projects on
the Congo River and in Cameroon — see analysis
section of this document) we should see a
clockwise rotation of the future curve. This would
result in an increase of the slope component.

The strong negative bending that could be seen
during the month of August is gradually levelling out,
accentuating the curve’s contango.

Aluminium
Future curve analysis
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Future contract
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Fundamental outlook

Copper prices on the LME have lost much of this
year’s gains and currently are less than 10% higher
than the start of 2007. The immediate outlook is for
weaker prices, as investors await clearer evidence
of the overall direction of the US economy. At the
same time slowing imports by China of refined
copper and the rapid development of its own
smelting industry are eroding the other big prop to
the price. However, in the medium term Chinese
growth may well encourage a lift in its imports
across the course of 2008.

LME 3-month short-term: $6,500/t — 7,000/t.

The copper future curve continues its strong
counterclockwise rotation. This is shown in the
decrease of the slope component. It clearly points
to a decline in the short term contracts demand
based on concerns of a US economic recession.

The medium term anticipated Chinese demand
growth is also priced in the curve. It can be seen
that the OCT08-DECO08 contracts are the most
expensive.

Copper
Future curve analysis
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Fundamental outlook

Some of the supply-side worries of earlier this year
are beginning to recede. One of the biggest
producers, lvernia, now looks like it will finally be
able to resume shipments of lead from its Magellan
mine in Australia; the mine accounts for 3% of
global supply. However there are still uncertainties
regarding Chinese refined lead exports, which have
slumped since June and the imposition of a 10%
export tax — which may be raised in January by
another 5%.

LME 3-month short-term: $2,200/t-$2,500/t.

For the past year, lead’s slope has been quite
stable. In November the tide turned and lead started
following the other base metals into contango.

Lead and zinc are the only base metals that have
almost no curvature. The curvature component can
be considered as noise/error signal.

Lead
Future curve analysis
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