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Strategic view

Introduction

Given the continuing background market turmoil in January, base metals
continued to ride out the storm comparatively well, thanks largely to some
unexpected supply disruptions. The move by the US Federal Reserve to slash
interest rates to 3%, plus the promised fiscal stimulus of a $150bn injection into
US pockets, encouraged hopes that maybe the landing could be cushioned. But
new lows for indices on employment and business activity in early February
point to the US already being in a recession — which should damp down base
metals’ demand in months ahead.

Gold

A touch of uncertainty hangs in the air when gold gets above $900/0z. Some
profits have been skimmed off in the first few days of February. While
uncertainty about South Africa’s power supply is clearly a supportive factor, the
overall net long positions in ETFs and futures’ exchanges are now very large
and that must give pause for thought.

Silver

Pulled along in gold’s slipstream, silver rose strongly towards the end of
January. But with the combined net long position on Comex and the US ETF
now more than 16,000t the danger is of a sharp correction if gold stumbles
repeatedly at $900/0z.

Aluminium

Power cuts in South Africa and China gave aluminium investors something to
cheer about in January. The shock this has delivered to China’s political
leadership may well see tighter curbs on all the country’s (energy-hungry) base
metals’ production. Aluminium is shaping up to deliver real price gains in 2008.

Copper

Buffeted between doubts over the US economy and chilly winds from China,
copper prices have held up well so far this year. The background economic
context of both countries holds the key to the copper price this year; right now
the indeterminate sideways drift is likely to persist until clearer signals emerge.

Lead

Lead prices received a slight boost in late January as China’s severe weather
halted production of some of the countries refiners. This short-term prop will
quickly be forgotten, but in the longer term the slump in the country’s refined
lead exports — down more than 50% in 2007 — will have much greater influence.
Prices are likely to remain very firm.

Zinc

As with lead, the snowstorms in China shut down production and gave a modest
lift to zinc prices. Unlike lead, however, zinc’s long-term outlook is much less
encouraging; prices are likely to weaken the rest of this year.

Steel

China remains the world’s dominant steel producer, but capacity is rapidly
expanding in Brazil, India, and other emerging economies. This month the
London Metals Exchange will start trading steel futures, despite what seems to
be resolute opposition from some major producers, although steel traders are all
in favour.
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Forecasts
Price forecasts
End-January 1-month 2-month 3-month 12-month
Gold $ per oz 923.25 910-975 950-1,000 (r) 950- 1,000 (1) 1,000
Silver C per oz 16.74 16.60-17.90 16.50-18 16.50-18 18-19 (n)
Aluminium (3-month) $ per tonne 2,685 2,620-2,820 2,700 () 2,700 (n 2,900 (r)
Copper (3-month) $ per tonne 7,170 7,500-8,000 7,000 (r) 7,000 (r) 6,000
Lead (3-month) $ per tonne 2,751 2,600-2,880 >2,500 >2,500 2,200
Zinc (3-month) $ per tonne 2,415 2,300-2,500 2,200 2,200 2,000
Average/2-years Average/3-years  Average/4-years  Average/5-years Average/6-years
Gold $ per oz 750 (r) 600 (1) 550 550 500
Silver C per oz 11 10 10 9 9
Aluminium (3-month) $ per tonne 4,000 3,500 3,500 3,000 2,500
Copper (3-month) $ per tonne 6,000 (1) 5,000 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 estimates from previous report
Market Update
Prices and stock levels
Prices Most Average High Low Price Wow Price MoM Price YoY Average Average
recent over past 1 week (%) 1 month (%) 12 month (%) 2007 2006
price 12M ago ago ago
Gold $/0z 903.0 723.8 924.5 636.8 919.0 (1.7) 877.0 3 656 38 696.5 604.0
Silver $/0z 16.48 13.71 17.19 11.67 16.76 1.7) 16.0 3 13.53 22 13.38 11.57
Aluminium $/tonne 2,632 2,640 2,914 2,376 2,675 (1.6) 2,502 5 2,628 0 2,662 2,593
Copper $/tonne 7,190 7,247 8,230 5,271 7,190 0.0 7,371 (2) 52,705 36 7,096 6,671
Lead $/tonne 2,796 2,667 3,880 1,536 2,755 1.5 2,621 7 1,536 82 2,558 1,282
Zinc $/tonne 2,400 3,104 4,106 2,201 2,339 2.6 2,531 (5) 3,051 (21) 3,243 3,252
LME Stocks Most Average High Low Stocks WoW  Stocks MoM  Stocks YoY Average Average
recent over past 1 week (%) 1 month (%) 12 month (%) 2007 2006
stocks 12M ago ago ago
Aluminium Tonnes 953,900 866,852 956,625 756,125 954,850 (0.1) 936,475 2 757,275 26 842,573 723,253
Copper Tonnes 166,750 157,013 216,050 97,550 177,050 (5.8) 199,650 (16) 215,625 (23) 158,899 119,593
Lead Tonnes 49,000 38,088 49,325 20,850 48,700 0.6 49,325 (1) 36,625 34 37,218 76,115
Zinc Tonnes 115,600 82,134 115600 58,100 110,900 4.2 94,200 23 98,350 18 81,377 218,452

Source: VM Group
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Analysis

London Metal Exchange - steel futures’ start-up

February can be a gloomy month in London, but the LME is hoping for fair
weather on 25" February, to greet what it calls the “soft” launch of its latest
contracts, in steel futures. The official launch will come on 28™ April. Between
now and then the exchange will be gearing up its back-office functions ready for
what it hopes will eventually be a massive flood of new business. The 25"
February opening will be, according to the LME itself, “to enhance liquidity and
provide a clearing mechanism” by offering some inter-office telephone markets;
ring trading will not start until the April date, with the first delivery date set for
28™ July 2008. It looks as though the exchange is not expecting an immediate
rush of steel trading. Martin Abbott, CEO of the exchange, told Dow Jones on
9™ January: “I won’t wake up in a sweat if on 25™ February we don’t have lots
and lots of business ... we’re not tied to specific volume numbers.” Yet at the
same time Abbott pointed out, quite correctly, that the global steel billet market
is five times bigger than the entire base metals market, which is about 100 Mt.
He added: “A successful contract trades some 30 to 35 times the volume of the
underlying market, so it would be fair to say a successful steel contract would
dominate the exchange.”

At the back of Abbott’s mind must be (as it is for all those who watch the
LME’s development) the uncomfortable realisation that, by his definition, the
exchange’s newest contracts, in plastics, which were launched in May 2005,
have been an abysmal failure — they have never traded anything near that sort of
volume of the underlying plastics’ markets. Could the same disappointment
happen to steel? Much is weighing on the outcome — not least the position of the
CEO, who was not at the helm of the exchange when the plastics contracts were
launched, but who will be the individual most closely identified with the success
or failure of those in steel.

Mixed messages

Abbott will have been spurred on in his efforts by some public support from
steel traders. Last December saw a ringing endorsement from Ralph
Oppenheimer, executive chairman of the UK-based company Stemcor. He told
Reuters (3™ December) that he had “no doubt whatsoever that financial futures
in steel are going to be successful.” As a steel trader, Stemcor however is
perhaps more exposed to price fluctuations than steel producers, few of whom
have yet given anything like the backing that might be necessary for the new
contracts to get the kinds of volumes Abbott usefully suggested was the
benchmark for success. Oppenheimer added that he thought it would take less
than eight years for the steel contracts to become widely accepted, that period
being the time it took for the LME’s aluminium contract — now its biggest traded
contract — to gain wide acceptance. Support from steel traders and investment
banking is probably in place.

What still seems lacking is an acceptance from steel producers. Dieter Ameling,
president of the German Steel Federation, told Reuters (1% February) that: “We
do not see a future for steel futures. Steel is not a commodity. It is a very
complicated, highly innovative product, designed for different needs. Only a
commodity could fit into LME’s risk management tool.” Similar opposition has
been expressed by ArcelorMittal, whose president and CEO, Lakshmi Mittal,
has frequently reiterated his company’s lack of interest in and support for the
LME’s venture into steel futures. Interestingly enough, however, the LME said
on 30" January that it had approved ArcelorMittal’s application to become a
category three member of the exchange, which gives the company the right to
clear LME contracts in its own name, although not the right to issue contracts
for other clients or trade in open outcry sessions. Why would it bother joining
the LME, if it has no intention of using the steel contracts?
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Silver

News

« Jan 31%: Goldcorp Incorporated sold its 48% stake, 108m shares, in Silver
Wheaton to underwriters for C$14.50/share. Goldcorp said the sale was
aimed at simplifying its corporate structure and strengthening its balance
sheet.

« Jan 29" Coeur D’Alene said it might sell its Rochester mine in Nevada, to
focus on bigger projects elsewhere. The mine produced 5.1 Moz of silver in
2006. Earlier in the month Dennis Wheeler, the company’s CEO, said he saw
the silver price rising by 25%, although without giving any time frame.

« Jan 24™: A court ruled that Grupo Mexico workers at the Taxco mine are
permitted to continue five-month strike.

 Jan 29": The government of Ecuador, under President Rafael Correa, has
proposed that the state should take control of 3,000 mining concessions,
including silver and gold deposits. The government has already revoked 587
mining concessions held by companies that were said to have failed to pay
annual fees.

« Jan 24™ ECU Silver Mining boosted the estimate of its resource at its
Velardena property in Mexico by 116%, to 38 Moz of silver.

« Jan 23™: Pan American Silver said production in 2007 rose 31% to 17.1 Moz,
100,000 oz higher than an earlier forecast.

Analysis
* In gold’s shadow

Silver almost exactly mirrored gold’s rise in January, with a rise of 13% over the
month and achieving its highest price since December 1980. For now, its
fortunes are likely to be similar to those of gold, with the metal benefiting from a
weakening US economy and currency as well as market volatility. The 1%
February fix of $17.19/0z bettered January’s highest level of $16.76/0z but a
pull back in later trade shows that the trend, while pointing toward higher prices,
will not be without its hiccups. In terms of the percentage increase since their
lows of 2001, both gold and silver have done extremely well, gold rising by
more than 350% and silver by more than 430%. But in terms of gold/silver
ratios, we might have expected silver to have risen to around $25/0z by now,
given that gold has cleared $900/0z. It is conceivable that the usual time lag seen
in precious metals’ bull markets, whereby silver catches the trend very late in the
cycle, may be at work here. It is equally plausible that the very substantial
physical surplus is too great to work off in a hurry by investment demand.

Outlook

While its swings may be more muted in coming months, silver’s fortunes
are tied to the bigger market and we expect to see some further gains in the
months ahead, driven primarily by more investment in silver exchange
traded funds. During the month silver holdings in funds managed by ETF
Securities rose to a new record, of 13.98 Moz and our expectation is that
these investments will take on more metal in coming months. Short-term
London daily fix: $16.60/0z-$17.90/0z.

Market data (January unless stated)

Prices $/0z €/oz £/0z Imports Exports Lease im 3m 6m 12m Option volatility
(kg) (kg) rates (end month, %)
Average 15.88 10.79 8.07 USA (Nov) 541,631 204,227 Average (0.20) (0.12) 0.01 0.11  1-month 35.00
High 16.75 11.34 8.44  Japan (Nov) 383,515 781,726 High 0.01  0.03 021 041 3-month 35.00
Low 14.93 10.14 7.54  China (Nov) 616,181 637,150 Low (0.44) (0.35) (0.24) (0.12) 6-month 35.00
12-month 34.75

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

News

* Feb 1*: The Chinese producer Chinalco and Alcoa joined together to buy a
12% stake in Rio Tinto, in a move seen as designed to block BHP Billiton’s
contested bid for Rio.

* Jan 31%: Rusal forecast global aluminium demand would rise by 8% rise in
2008, on strong economic growth in Asia. Rusal, which accounts for an
estimated 12% of global supply, said it raised production in 2007 by 6% to
4.2 Mt. It aims to increase production to 6 Mt/year by 2013.

« Jan 30™: Rio Tinto said it had reached a new power supply agreement with
the British Columbia Utilities Commission for its Kitimat smelter in Canada,
meaning the company can proceed with expansion plans which will boost
capacity by 125,000t/year.

« Jan 17" Eskom, South Africa’s national power company, said Rio Tinto may
have to delay the construction of a planned 720,000t aluminium smelter in the
country because of a shortage of power. ext.

Analysis
* Price rises, stocks ample

The Chinalco/Alcoa splurge to acquire a stake in Rio Tinto has perked up
investment interest in aluminium, which had in any case been gathering pace in
January — the LME three-month price gained 12% in the month — on a growing
sense that China may conceivably become a net importer of the meatl during the
course of 2008. The move was clearly designed as a spoiler of BHP Billiton’s
plans to take over Rio Tinto. Moreover, the hand of the Chinese government was
undoubtedly behind the move, which may be designed as much to prevent a
BHP-Rio dominance of world iron ore markets as anything relating to
aluminium. The market was also pepped up by severe weather across much of
China, which may have reduced primary aluminium production by as much as
400,000t, while South Africa’s power problems are constraining supplies from
BHP’s three smelters in the region. Still, stocks are near their highest level in
three years and this ought to restrain any wilder excesses of enthusiasm to chase
the price much higher — at least, until the situation regarding China’s aluminium
trade balance comes into sharper focus later this year.

Outlook

China’s primary aluminium exports fell more than 80% in 2007, totalling
160,793t, while its imports also plunged, by 61.5%, to 111,363t. The degree
to which China’s exports of primary (unwrought) aluminium slowed in
2007 cannot any longer simply be accounted for by the relatively high
export duty of 15% on such exports — that duty has now been in place since
the end of 2006 and thus last year’s fall is arguably more due to the
changing nature of the Chinese domestic market, which seems to us to
suggest that the rate of domestic Chinese demand is growing rapidly, with
China perhaps moving towards becoming a net importer will trigger higher
international prices. LME 3-month short-term: $2,620t-$2,820/t.

Market data (January unless stated)

Prices Cash 3-month 15-month 27-month Stocks LME SHFE Prod (kt) Oct Nov LME Open Interest
($/1) (tonnes) (contracts)
Average 2,445 2,492 2,604 2,655 Dec-07 929,450 98,433 Europe 752 761 Aluminium 702,959
High 2,642 2,685 2,735 2,755 Jan-08 956,475 89,115 Americas 682 706
Low 2,359 2,401 2,508 2,560 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

News

* Feb 7™ BNDES, Brazil’s state development bank and a major shareholder in
Vale, said it had no objection to Vale, making a bid for Xstrata. Vale said in
January it was in discussions with Xstrata regarding a possible merger.

« Feb 7™ The Chilean newspaper EI Mercurio reported that the state-owned
copper producer, Codelco, had output of some 1.69 Mt in 2007 (1.78 Mt in
2006) and could see its production drop 100,000t in 2008. Codelco said it
plans to invest $2bn in 2008 in expansions and upgrading of existing mines,
including $241m in the Gaby project, which will start producing in March
and in its first full year would produce 100,000t.

« Jan 25" Southern Copper, the world’s fifth biggest copper producer, said its
Q4 2007 copper output fell 30% to 125,645t, following strike action.

« Jan 1%: China removed a 2% tax on imports of refined copper.

Analysis
 Falling exchange stocks prop up prices

Copper prices started 2008 well, with their 6.8% gain in January being the first
monthly rise since September 2007. The slashing of interest rates in the US is
prompting some hope that the US could avoid a serious economic downturn
although the slew of data on jobs, housing starts, and business confidence levels
suggest otherwise. Meanwhile the Chinese economy is steaming ahead, growing
at an annual rate of 11.2% in the three months to 31* December, a sure sign that
copper demand this year is likely to remain strong. At the same time there is a
litany of supply concerns. Most notably severe snowstorms in China have
curtailed production and transport of the metal while power woes in Zambia, and
to a lesser extent the neighbouring Democratic Republic of Congo, are curbing
production there. All this has been reflected in warehouse stocks falling faster
and lower than expected. LME stockpiles ended January at 178,775t, down from
197,450t at the end of December. In Shanghai they declined by a fifth to
20,245t, with the third week of January bringing them to the lowest level since
May 2005. Comex stocks also fell, shedding more than 1,000t to 14,056t. If
production woes do set in the market may be fairly close to a deficit soon.

Outlook

China’s refined copper imports in 2007 rose almost 81% in 2007, year-on-
year, and totalled 1,493,701 Mt, while its exports of refined copper fell more
than 48% to 125,914t — meaning China was a net importer of 1,36,787t of
refined copper last year. The degree to which China’s refined copper
imports held up last year is noteworthy. Although the price of the LME 3-
month contract slipped by almost 11% last year it still averaged $7,097.27/t,
$431/t more than the average price in 2006. LME warehouse stocks have
been falling again, and are now about 20,000t lower than at the start of the
year. Investors appear to be positioning themselves for greater upside —
data from the CFTC show that in the week ending 5™ February the overall
net short position of speculative investors in copper on Comex fell 23%
from the previous week, to 7,229 contracts. LME 3-month short-term:
$7,000/t-$7,500t.

Market data (January unless stated)

Prices ($/1) Cash 3-month 15-month 27-month Stocks Contracts LME Open Interest
(tonnes) LME SHFE SHFE traded (average) (contracts)
Average 7,061 7,070 6,938 6,680 Dec 07 198,925 34,438 Dec 07 289,828 Copper 267,720
High 7,361 7,390 7,315 7,050 Jan 08 177,800 25,597 Jan 08 243,414
Low 6,666 6,705 6,660 6,375

Source: London Metal Exchange
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Lead

News

« Jan 30" Zhuye, China’s biggest zinc plant, halted production at its lead
smelter, with annual capacity of 100,000t, following power shortages caused
by severe winter weather and a shortage of coal.

« Jan 22" China’s refined lead exports dropped 56.1% last year to 235,758t.

« Jan 19" China’s third biggest zinc producer — Shenzhen Zhongjin Lingnan
Nonfemet — said it plans to increase its refined lead production by 43% in
2008 to 100,000t.

Analysis
» Severe weather hits China’s output

An estimated 300,000t of China’s lead production capacity were shut down as a
result of the January power crunch. Much of this shut-in capacity got back on-
line quite quickly and as yet it is not precisely clear how much production has
been permanently lost. The precarious outlook for China’s electricity supply will
be a factor which influences futures’ prices for all base metals in the next couple
of years, lead included. The global lead market last year was evidently in serious
physical tightness, as a consequence of plummeting Chinese exports. The
International Lead and Zinc Study Group (ILZSG) reported global refined lead
consumption was 7.531 Mt in the first 11 months of 2007, up from 7.394 Mt for
the same period of 2006. With global refined lead production for the same
period at 7.454 Mt (7.276 Mt in 20006) it is quite possible that there was an
80,000t deficit in refined lead last year. Imports of lead concentrate into China in
recent months have been very low, which suggest to us that refined supply from
there will not rise in the months ahead and perpetuate or even widen the global
deficit.

Outlook

Last year China was a net exporter of 210,710t of refined lead, which, given
the market started 2007 expecting China to export a net total of some
500,000t, was a hugely important price driver. The benchmark 3-month
lead contract on the London Metal Exchange in 2007 rose almost 50%.
China imposed a 10% export tax on refined lead exports on 1* June 2007,
which acted as a strong disincentive to the country’s refined lead producers
to export their metal. Its lead refiners and smelters are unlikely to export
more refined lead in 2008 than last year while at the same time the rapidly
expanding demand for cars and battery-powered bicycles means domestic
demand for lead-acid batteries will continue to grow strongly.

The prospect is for lead prices this year to remain significantly higher than
they averaged in 2006, which was $1,281/t and perhaps higher than the
$2,565/t of 2007, despite the easing of supply-side concerns in Australia.
LME 3-month short-term: Lead: $2,600t-$2,880/t.

Market data (January unless stated)

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

Average 2,608 2,617 2,549 Dec-07 45,350 Lead 66,526
High 2,742 2,755 2,678 Jan-08 48,525

Low 2,480 2,482 2,447

Source: London Metal Exchange
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Zinc

News

« Jan 30" Zhuye, China’s biggest zinc plant, closed its 400,000t/year facility
after a major power shortage. It also halted production at its lead smelter, with
annual capacity of 100,000t.

« Jan 30" Huludao Industry Zinc, the second-largest producer of the metal in
China, said it expected to record a loss of about Yuan 270m ($38m) for 2007,
a consequence of lower zinc prices and high inventories.

« Jan 24™: Australia’s Zinifex said its zinc production rose 2.9% in its Q2 (end-
December 2007) against the same period for the previous year. Zinc output
was 147,288t in the quarter, while lead concentrate production rose 29.5% to
18,863t.

Analysis
* Prices firm slightly on China’s production problems

Zinc prices, which for some time have been weighed down by the much
anticipated supply surplus, rose surprisingly quickly on reports of production
problems in China, in spite of higher reported exchange stock levels in January.
Ironically the bad weather may act to help some of the country’s zinc producers,
who had begun to feel the pinch of collapsing international prices. The country’s
third largest, Zhuzhou Smelter Group, saw its 2007 profits drop by more than
75%, year-on-year. Their plight may get worse as this year progresses. European
zinc smelters are currently after large rises in concentrate treatment and refining
charges, such is the relatively ample scale of available concentrates. Annual
negotiations for such charges are now underway and starting at around $360/t,
with talk of some refiners looking for $400/t, against around $300/t last year.
The International Lead and Zinc Study Group (ILZSG) reported the global zinc
market was in deficit during the 11 months to the end of November last year to
the tune of 35,000t. The ILZSG said global refined zinc use rose to 10.442 Mt in
the period, against 10.09 Mt a year earlier.

Outlook

China’s refined zinc exports last year fell more than 15%, to 275,649t, while
refined zinc imports fell 53% to 149,490t, meaning China was a net
exporter of 121,159t in 2007. The 3-month LME price of zinc fell more than
44% in 2007 — essentially because the evidence from China as the year
progressed was that it had switched from being a net importer to a net
exporter of refined zinc. Its zinc concentrates’ imports rose almost 160% to
more than 2.151 Mt. The LME 3-month zinc price averaged $3,245/t in
2006 (when it was a net importer of refined zinc) and $3,247/t in 2007 (when
its refined zinc exports began to rise from a very small level). Last year’s
astonishing rise in its zinc concentrates’ imports suggests China’s zinc
refining sector is growing rapidly and that its refined zinc exports could
increase significantly in 2008-2009. International refined zinc prices are this
year likely to average around $1,000/t lower than last year as a
consequence. LME 3-month short-term: $2,300/t-$2,500/t.

Market data (January unless stated)

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

Average 2,340 2,357 2,365 2,346 Dec-07 88,475 Zinc 190,357
High 2,563 2,555 2,545 2,625 Jan-08 111,350

Low 2,180 2,201 2,213 2,200

Source: London Metal Exchange
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Steel

News
Composite steel price ($/tonne) « Jan 22" Posco of South Korea, the world’s fourth-biggest steel producer,
850 said it will increase prices for its hot-rolled steel by 11.5% from the start of
800 | February. This was the first price rise since July 2006 for Posco’s main
50 | /\’\—’_ product. Prices for its cold-rolled steel were also increased, by 10.8%.
200 « Jan 22™: China’s exports of steel products (rods and plates) in 2007 rose
650 | 45.8% year-on-year to 62.65 Mt, while its exports of steel billet fell almost
29%, to 6.43 Mt.
8007 // « Jan 9™: The state-controlled Indonesian steel producer Krakatau Steel said it
5507 plans to cut its exports of hot and cold rolled coil by 50% in 2008, to 125,000t,

500 ‘ ‘ ‘ ‘ so that it can meet strongly growing domestic demand. Hot rolled coil is
Jan-07 Apr-07 - Jul-07 - Oct-07 - Jan-08 particularly used in large construction projects. The company also intends
increasing its capacity from 3.1 Mt/year currently to 5 Mt/year in 2010.

o Asig ======N.America === FEyrope

Source: Reuters Ecowin Analysis
* Limits to growth?

Steel products, world prices ($/tonne) The growth in global steel production capacity looks like rolling on. Brazil’s

900 Steel Institute, the country’s trade association, is set on a course to more than
850 - double its capacity to 80 Mt/year over the next ten years, with an increase of 56

800 + Mt in new capacity supported by what the institute’s president, Rinaldo Soares,
750 . o o " o . .
700 | described as “irreversible investment”. Brazil’s total capacity in 2008 should rise
650 W to 37 Mt. Mexico’s steel production this year should rise 4% year-on-year, to

600 -

250 | 17.8 Mt, according to the country’s National Steel Chamber (Canacero).

500 4 Capacity expansions are in the pipeline in just about every significant steel

450 producing nation — India alone intends doubling its steel production capacity to
Nov-04 ~ Nov-05  Nov-06  Nov-07 100 Mt by 2012. According to the latest figures from the International Iron and

Steel Institute (IISI), world crude steel output was 1,343.5 Mt in 2007, a 7.5%

rise year-on-year, another record in volume terms and the fifth consecutive year

that world crude steel production grew by more than 7%. China’s steel

=== Cold rolled coil =====Hot rolled plate
e Hot rolled coil

Source: MEPS, Reuters Ecowin production was 489 Mt, a 15.7% increase on 2006, although that was a slower
Note: "World" is average of Asia, N.America, and rate of growth than the average over the previous three years, which was 23.9%.
Europe Without China world crude steel production would have only grown at 3.3% in

2007. The BRIC share of total world production has grown from 31% in 2001 to
48.2% in 2007 — this year it is almost certain to be more than 50%, as the EU
and North American producers show little or no growth in production.

China, net exports monthly (Mt)

Outlook

The very high rates of growth of steel production capacity in Brazil, China
and India are not really posited solely on continued remarkable economic
growth in those same countries. Much of this additional planned capacity is
destined for export markets, as we have seen in the past couple of years
with Chinese steel production. The consequence over the longer term of
such expansions are plain to see — either a collapse in global steel prices as
greater volumes of recycled metal become available, or the resurrection of
trade barriers are EU and north American producers resort increasingly to
1993 1995 1997 1999 2001 2003 2005 2007 protectionist measures to fend off rock-bottom price competition.

Source: Reuters Ecowin

Market data (January unless stated)

Asia N. America Europe World

Prices ($/t) Composite Composite Composite Composite
Nov-07 606 697 781 695.00

Dec-07 626 704 788 706.00

Jan-08 637 734 789 720.00

Source: MEPs: VM Group
Note: Composite prices are a weighted average of the low transaction values for all carbon steel products
in the flat & long categories identified in three regions (EU, Asia, and North America)
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Quantitative research

Quantitative Modelling team PCA background
Peter Cauwels PCA stands for Principal Component Analysis. It is a standard technique used
E:afzef:fciz\igls @fortis.com for the study of forward curve dynamics. At any point in time, a future curve can
P ' be represented by three values known as the level, the slope and the curvature.
Each of these values has 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

Electricity supply problems in China and South
Africa in January gave a boost to aluminium futures,
as capacity was shut down in both countries. More
fundamentally supportive in the longer-term are the
growing signs that China is slowly shifting towards
becoming a net importer of primary aluminium.

LME 3-month short-term: $2,620t-$2,820/+.

During the past month there has been a significant
drop in the slope component. This agrees with a
counter clockwise rotation of the curve. It is caused
by the anticipated increased demand from China in
the long term that is priced in the curve.

Curvature of the aluminium curve is at a historical
high. The curve structure has been changing from
concave to a more straight line caused by an
increased capacity in the medium term.
Remember that a concave curve gives a low
curvature, a convex curve (like a smile) gives a high
curvature.

Aluminium
Future curve analysis
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Future contract
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Principal component analysis (arbitrary units)
Level (t) Slope (t)
400 1.0 200 1.0
200 09 100 09
+08 0.8
0 L 0.7 0 07
200 0.6 -100 0.6
+0.5 05
-400 | 04 -200 0.4
-600 03 -300 03
800 02 400 02
i 0.1 ) 0.1
-1,000 0.0 -500 0.0
9/11/07  9/12/07  9/1/08  9/2/08 9/11/07  9/12/07  9/1/08  9/2/08
Source: Fortis Modelling Source: Fortis Modelling
Curvature (t) Error (t)
90 1.0 10 1.0
80 - r 0.9 0.9
70 | L 08 51 0.8
60 | F0.7 o1 07
+ 0.6 0.6
50 -
s - 0.5 -5 0.5
H0.4 0.4
30 - | 0a -10 03
20 - L
0.2 15 4 0.2
10 F0.1 0.1
0 L 0.0 -20 0.0
9/11/07  9/12/07  9/1/08 9/2/08 9/11/07  9/12/07  9/1/08 9/2/08

Source: Fortis Modelling
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Fundamental outlook

Falling LME and Shanghai warehouse stocks have
been taken as indicative of resilient demand and the
market has kept prices above $7,000/t. On Comex,
speculative investors have been steadily reducing
their net short positions. Chinese demand appears
still very strong but there must be doubts about
demand holding up if the US slides into outright
recession.

LME 3-month short-term: $7,500/t-$8,000t.

Falling stocks have had their effect on the short-
term contracts. Their price jumped up with respect
to the long term contracts, resulting in a jump in the
slope and curvature components. The curve rotated
clockwise and changed shape from concave to
convex. Both curvature and slope are at a historic
high. Anticipating a US recession it should be
expected that both components evolve towards
more moderate levels.

Copper
Future curve analysis
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Future contract
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7,700
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Future contract
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Source: Fortis Modelling, Bloomberg
Principal component analysis (arbitrary units)
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Source: Fortis Modelling



Fundamental outlook

China’s refined lead exports collapsed in 2007, less
than half what they were the previous year. We see

no indication of these exports rising much higher in
2008 - indeed some Chinese lead producers are
finding the price of concentrates too high to stay in
business. This should spell continued strong lead

prices for the rest of this year, as demand is holding

up very well.

LME 3-month short-term: $2,600t-$2,880/1.

QOver a one-year period it can be shown that the
curvature signal is stationary, it behaves like white
noise with a strong mean reversion. This offers
interesting trading opportunities. If the curvature is
statistically high or low proper positions can be
taken to advantage from the mean reversion.

Lead
Future curve analysis
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Future contract
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Principal component analysis (arbitrary units)
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Zinc
Forward curve analysis

Future contract

Fundamental outlook

2,500
Of all the base metals, in our view zinc remains the
most likely to see further price weakness this year, 2450 |
essentially because of the availability of large ’
volumes of zinc concentrates and growing smelter 2400 | -_
capacity in China and elsewhere. In January, zinc a ' a—
prices were temporarily saved by the severe S 2350
weather in China, which shut capacity. But this was g -
a temporary blip on the route to a longer-term fall. s

9 2,300 +
—

LME 3-month short-term: $2,300/t-$2,500/t.
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Prices
Gold ($/02) Silver ($/0z) Aluminium ($/tonne)
950 17.5 3,000
2,900
900 16.5 4
2,800
850 4
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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 are 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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