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Strategic view 
Introduction 
Inflationary pressures in China are currently very strong, with prices for fuels, 
electricity and raw materials all rising by 11.9% in May, on an annualised basis. 
The country�s producer price index rose 8.2% in May (against 8.1% in April), 
again in annual terms. The People�s Bank of China said in early June that it 
would raise commercial banks� reserve requirements by 1%. Highly unusually, 
the US Federal Reserve chairman has stepped into the debate regarding the 
strength of the US currency, remarking in early June that a weak dollar is not in 
the best interests of the US, and that inflationary threats are serious. A firm 
signal that the period of US interest rate cuts is over? Probably. Anyway, it was 
sufficient to take the wind out of the sails � especially as recent US 
macroeconomic data has been less gloom-and-doom � of most commodities. A 
resolute determination by the Fed that inflation needs to be stamped on hard will 
be especially bearish for gold. 

Gold 
The highs are getting less high, the lows lower. In May gold essentially tracked 
the euro/dollar exchange rate. Signs that the dollar is going to break higher are 
negative, although conversely further dollar weakness would see more gains. 
Fundamentally, supply remains weak but if the market anticipates fresh vigour 
for the US dollar then physical demand will hold back, in expectations of even 
lower levels � which naturally will help bring about even more price weakness.  

Silver 
Silver investors continue to pile in, remarkably enough. Although it has 
performed better than gold since the start of the year it is a long way off its peak. 
Supply continues to increase from both primary producers and as a by-product.  

Aluminium 
As ever, the major issue is the subtly changing nature of China�s aluminium 
trade, which continues causing headaches for the central authorities, who are 
fighting a constant battle to conserve electricity. China consumed almost 1.1bn 
MWh of electricity during January-April, almost 13% up over the same period 
of 2007, according to the China Energy Council, while new capacity is barely 
managing to keep pace. China�s need to save power will mean the closure of 
aluminium smelting capacity and a consolidation of it becoming a net importer.  

Copper 
Copper bulls have staked a lot on China returning in force as a buyer of refined 
metal but so far this year that hope has been thwarted. For us, the long-term 
support from China resides in its growing appetite for copper concentrates. The 
prospect of a strengthening US dollar is making copper less attractive as an 
investment and we fully expect prices to weaken further as slower industrial 
demand in western markets takes a firmer grip. Nevertheless, as of 9th June there 
remained one very firm copper bull on the LME, holding onto 80%-90% of the 
live warrants in copper. 

Lead 
The speculative lead bubble has lost a lot of air and justifiably so, given the slew 
of data that has emerged in the past month showing collapsing new car sales in 
the US and EU markets, and a drop in the previously staggering growth rate of 
new vehicle sales in China, all of which is bound to take its toll on demand for 
lead-acid batteries in coming months. On top of that, the global deficit in refined 
lead is evidently swinging back towards surplus � even with Chinese exports 
remaining very low. Eight months ago, when the LME 3-month lead price was 
threatening to get to $4,000/t, one large speculative investment held 90% of the 
LME�s live warrants in lead. That has now been unwound � as of 9th June no 
market participant on the LME held more than 30% of the live warrants. 

Analysts 
Gary Mead 
Tel: +44 20 7487 3600 
Email: gary@vmgroup.co.uk 
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Zinc 
LME zinc prices have fallen by almost 30% since the start of the year and the 
chickens are coming home to roost � the very high prices of 2006 have prompted 
an array of new mine projects as well as existing mine expansions and this 
prospect has predictably knocked the price down again. There is weakness ahead 
too on the demand side � the major demand for zinc is for galvanising and the 
slowdown in the global market for new vehicles is a very bearish signal. 

Steel 
Steel prices on the LME continue to rise on the back of rising costs and strong 
Chinese demand. Slower economic growth will eventually feed into diminished 
steel demand, yet steel production capacity growth in developing economies is 
rising like there�s no tomorrow. Prices in the longer term will collapse � but that 
is still some way off. 
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Forecasts 

Price forecasts 

  End-May 1-month 2-month 3-month 12-month

Gold $ per oz 885.75 830-910 (r) 820-890 (r) 830-920 (r) 900 (r)
Silver c per oz 16.85 16-17.50 (r) 16-17 (r) 16-18 17.50 (r)
Aluminium (3-month) $ per tonne 2,923.50 2,800-3,100 2,800-3,100 2,900-3,300 3,100-3,300
Copper (3-month) $ per tonne 7,955 7,500-8,000 (r) 7,500-8,000 (r) 7,500-8,000 7,500
Lead (3-month) $ per tonne 1,951 1,800-2,000 (r) 1,800-2,000 (r) 1750 (r) 1,700 (r)
Zinc (3-month) $ per tonne 1,991.50 1,750-1,950 (r) 1,750-1,950 1,750 (r) 1,600 (r)

  Average/2-years Average/3-years Average/4-years Average/5-years Average/6-years

Gold $ per oz 890 (r) 800 650 600 500
Silver c per oz 18 (r) 15 13 13 10
Aluminium (3-month) $ per tonne 3,200 (r) 3,500 3,500 3,000 2,500
Copper (3-month) $ per tonne 6,000 5,000 5,000 5,000 4,000
Lead (3-month) $ per tonne 1,750 (r) 1,500 1,300 1,200 1,000
Zinc (3-month) $ per tonne 1,750 (r) 2,200 2,500 2,500 2,500

Source: VM Group  (r) = revised estimates from previous report

 

Market Update 

Prices and stock levels 

Prices 
(June 12th) 
 

 
 
 

Most 
recent 

price 

Average 
over past 

12 M 

High 
 
 

Low Price 
1 week 

ago

WoW 
(%)

Price 
1 month 

ago

MoM 
(%)

Price 
12 month 

ago 

YoY 
(%) 

 

Average 
2007

Average 
2006

Gold $/oz  876.3 809.1  1,011.3 642.1 888.3 (1) 883.5 (1) 647.3 35 696.5 604.0
Silver $/oz  16.58 15.19  20.92 11.67 16.9 (2) 16.7 (1) 13.2 26 13.4 11.6
       
Aluminium $/tonne  2,946 2,697  3,212 2,376 2,905.0 1 2,903.0 1 2,698.0 9 2,662.0 2,593.4
Copper $/tonne  7,841 7,671  8,810 6,340 7,850.0 0 8,171.0 (4) 7,221.0 9 7,095.9 6,670.6
Lead $/tonne  1,911 2,908  3,880 1,911 1,968.5 (3) 2,245.0 (15) 2,324.5 (18) 2,557.9 1,281.6
Zinc $/tonne  1,888 2,696  3,752 1,888 1,963.0 (4) 2,190.0 (14) 3,671.0 (49) 3,243.2 3,252.4

LME Stocks 
(June 12th) 
 

 
 
 

Most 
recent 
stocks 

Average 
over past 

12 M 

High 
 
 

Low Stocks 
1 week 

ago

WoW 
(%)

Stocks 
1 month 

ago

MoM 
(%)

Stocks 
12 month 

ago 

YoY 
(%) 

 

Average 
2007

Average 
2006

Aluminium Tonnes  1,068,675  936,847  1,077,175  822,700 1,072,400 (0.3) 1,033,800 3 830,800 29  842,573 723,253 
Copper Tonnes  121,275  141,215  201,000 97,550 123,500 (1.8)  121,775 0 119,875 1  158,899 119,593 
Lead Tonnes  74,475 43,477  74,475 20,850 72,550 2.7 61,075 22 43,300 72  37,218  76,115 
Zinc Tonnes  144,750 93,605  144,850 58,100 143,625 0.8 124,775 16 74,050 95  81,377 218,452 

Source: VM Group 
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Iron ore price ($/tonne) (Brazilian standard sinter feed, Carajas) 
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  Source: VM Group from Reuters Ecowin Note: Price originally in cents per dry metric tonne unit, 
 converted to $/tonne iron ore at 67.55% iron content

Muscle wins the day 
The impasse in this year�s annual contract negotiations between China and 
Australia has focused on the insistence by Australian iron ore miners � 
essentially BHP Billiton and Rio Tinto � that China should pay more for their 
raw material than it does for imported Brazilian iron ore. Earlier this year 
China�s steel manufacturers � led by Baosteel � signed a deal with Vale, in 
which the price of iron ore under this year�s contract rose by 65%-71%, the price 
range depending on ore grades. That was painful enough for Chinese importers, 
who have been forced to accept five successive years of higher iron ore prices. 

But more pain was immediately imposed by BHP Billiton and Rio Tinto. In 
negotiations to set this year�s contract prices for their iron ore exports to China, 
they sprang a surprise. They have argued that, as it costs China�s steel producers 
between $15/t-$40/t less to take iron ore from Australia than from Brazil, due to 
the simple fact of the cheaper freight rates for travelling the shorter distance, 
then they should share in this benefit by receiving a �freight premium�, meaning 
that their contract price should rise by a larger percentage, at least 80%. 
Understandably, Chinese steel producers have dug their heels in over this 
demand. This stand-off goes right to the heart of any customer-supplier 
relationship. It is easy to understand the Chinese view � why should they pay 
Australian suppliers a higher price for the identical product delivered by 
Brazilian suppliers, when it costs the Australians less to ship it? From the 
Chinese viewpoint this is illogical. If logic determined business outcomes, the 
Chinese would have a cast-iron case. The disagreement took a slightly bitter turn 
in mid-May, when CISA exhorted Chinese steel makers and iron ore traders to 
boycott spot sales by Rio Tinto; CISA�s implicit accusation was that Rio was 
failing to honour its contract agreement and instead trying to foist upon Chinese 
steel producers the much higher spot price. This was strongly denied by Rio, 
which said it was honouring its contract obligations in full. Whatever the truth of 
the matter, such a public gesture by CISA revealed the extent to which the 
business relationship had deteriorated. 

In any case, muscle and need dictate negotiations, with logic rarely featuring. 
And in this instance Chinese buyers of Australian iron ore are over a barrel in 
both the short and long term. Given the long-term projection for Chinese steel 
and iron ore demand, and its own paucity of suitable iron ore reserves, which in 
any case are only some 15% of the world�s total, China�s steel producers face a 
decade long (or more) future in which they face annual tough demands from 
Australian and Brazilian iron ore producers, who will be seeking to pass on their 
own fast rising costs (labour, machinery, and other capital costs) to the 
customer. In the short term, too, the Chinese steel makers have little choice but 
to seek as best a face-saving deal as possible � by the end of June Australian 
producers will be free from their obligations under the prevailing contract year, 
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and able to ask for spot prices for their ores, which currently are around $200/t, 
more than double the current contract prices. 

Moreover, the longer they stall, the higher the price the Chinese steel makers 
may have to accept. Freight rates have been surging since the start of the 
contract talks and this has widened the differential between the cost of shipped 
Brazilian and Australian iron ore. Ultimately, a compromise will be reached, 
under which it is probable that the Australian miners accept a much higher 
contract price for pellets, a semi-finished iron ore product, and in exchange drop 
their demand for the freight premium. That would permit the Chinese steel 
producers to declare a sort of victory and also allow the Australian producers to 
get what they really want � a much higher price for their product. 

  
Australian production iron ore (Mt/y) 
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  Source: VM Group from Reuters Ecowin 

What the Aussies want 
Right now the Australian iron ore exporters appear to hold all the cards. They 
have a customer who is unable to source all the iron ore it needs from elsewhere, 
and who and is facing the prospect of having to accept a much higher price by 
the end of this month if no deal is struck. Furthermore, that spot price is also fast 
rising � precisely because of the delay in settling the annual contract 
negotiations. For what has been happening is that Chinese steel producers have 
been buying very large volumes of iron ore in the weeks building up to the 
annual contract negotiations and stockpiling them at Chinese ports, causing 
blockages and bottlenecks. By mid-May iron ore stockpiled at China�s 23 
biggest ports was almost 80 Mt, creating bottlenecks at the ports, increased 
waiting time for ships wanting to berth and unload their cargoes, and helping 
push the spot price yet higher. Some of China�s smaller steel producers have 
reportedly already settled with Rio Tinto, accepting a 95% rise in contract prices 
for iron ore this year. This is just a flavour of things to come. The biggest 
headache of all for China�s steel makers is that BHP Billiton and Rio Tinto may 
this time next year be a single entity. A merged BHP-Rio would in all 
probability make 2009�s annual contract talks even tougher, unless China�s 
apparently insatiable appetite for steel slackens off � and there is no sign of that 
happening. 
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Hedge funds activity 
News 
� May 29th: The Commodity Futures Trading Commission (CFTC) announced 

new initiatives to improve oversight in energy futures markets, which might 
have implications for metals markets.1 The CFTC will gather additional 
information on index trader positions in energy markets, first by immediately 
requiring monthly reports from traders of their index-related positions, and 
then by developing proposals to improve the trader reporting and 
classification of index positions. At present only 12 agricommodities have 
such data made publicly available. 

� May 22nd: The Bank for International Settlements (BIS) released its biannual 
survey of OTC derivatives markets, with data for 2H 2007. It found that the 
notional value of OTC commodity derivatives rose to $9.0 trillion by end-
2007, up from $7.1 trillion a year earlier. The gross market value of those 
contracts was $753bn, up from $667bn a year before. The amounts, whilst 
large, pale into insignificance compared with financial assets, with a notional 
outstanding value of $393 trillion of interest rate contracts.  

 
Analysis 
� April � poor performance by metals� funds  
 
With the time lag involved in collating hedge fund data we are able to report on 
returns for two months� back and it is evident that April was not a great month 
for those involved in metals. April saw all hedge funds in the Barclay database � 
more than 6,500 � return on average 1.4%. Those with some commodity 
exposure managed just 0.3%, whilst those with more than 50% of their AUM in 
commodities achieved a return of just 1.0%. However this was much better than 
those most heavily exposed to metals � those with 50% of their AUM in metals 
lost 4.78%, reflecting the relatively poor performance of metals during that 
month.  

Outlook 
Commodity investment has come under major scrutiny in the past month, 
with US legislators particularly agitated at what they believe (but have yet 
to establish convincingly) to be something nefarious �going on�. With US 
lawmakers breathing fire, the CFTC is in the uncomfortable position of 
having to be seen to be doing something � but what? The US legislators 
have largely confined their expressions of concern over the impact of 
investment to agricommodity and energy markets. Metals markets have 
been largely left alone, presumably because precious metals are seen as 
investments as well as raw materials, while with base metals trading is 
largely conducted in London or other places outside the US. Moreover, 
metals prices are not at all time highs and indeed in some cases are well 
below them, and also because the price of a tonne of tin (for instance) is not 
so evident to the US consumer as the price of a gallon of gasoline. 
Nevertheless, it is likely that any CFTC-led reforms of commodity 
investment � or at least the wider dissemination of more detailed data on it 
� will ripple through to metals markets.  

                                                           
1 http://www.cftc.gov/newsroom/generalpressreleases/2008/pr5503-08.html 
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Gold 
News 
� June 13th: The Tokyo Stock Exchange said it would list the SPDR Gold 

Shares ETF, Japan�s first gold-backed exchange traded fund, with trading 
staring on 30th June. 

� June 3rd: South Africa�s Q1 2008 gold output fell by 16.8% year-on-year to 
just 52.2t, the Chamber of Mines reported.  

� June 2nd: Australian gold production was 53t in Q1 2008, down 16% on Q4 
2007 and 12% year-on-year. It was the lowest quarterly figure since the late 
1980s. 

� May 28th: China will produce 300t of gold in 2008, making it easily the 
world�s largest national producer, according to the China Gold Association.  

 
Analysis 
� Choppy gold follows euro but lacks spark 
 
Gold�s meandering performance since mid-April can be explained almost 
entirely by movements in the dollar/euro exchange rate (see chart), and suggests 
that gold is very vulnerable to any signs that the dollar�s long decline is over. A 
simple extrapolation of the current relationship suggests that if the dollar was to 
move back up to �1.50, gold would fall to $830/oz. That might even turn out to 
be optimistic given the support gold has got from being seen as an �anti-dollar� 
play over the last few years. Of course the dollar�s recovery has been 
pronounced before, only for it to plunge further, and indeed its gains so far have 
been slight and may prove fragile, particularly if the Us Federal Reserve�s more 
hawkish line is matched by the ECB, or US economic data worsens.  Physical 
demand is mostly weak at these prices. Indian imports in the first five months of 
2008 have been about 112t, compared with just less than 300t in the same period 
of 2007. Turkish imports have been 53t over the same period, down 29% year-
on-year. Where there have been bright spots, such as Vietnam, gold imports 
have been for more speculative reasons. What no-one really knows, however, is 
at what price physical demand in the traditional gold-buying countries will 
return, and thus provide a floor. One supportive factor is very weak central bank 
sales. IMF data for April shows total central bank sales were just 18.5t, and so 
far this year net sales (sales less purchases) have been just 75t, an annual rate of 
just 215t a year, far lower than normal. Furthermore we don�t expect a pickup in 
sales throughout the summer or even from October when the final year of the 
Central Bank Gold Agreement begins. That will only occur when the IMF sales 
plan is given the go-ahead. 

Outlook 
Looking back over the past six months it is clear that gold did too much, too 
soon, and is now feeling the after-effects. Another failure to head towards 
$950/oz could see some of the long positions throw in the towel. Short-term 
London PM Fix: $830/oz-$910/oz.  
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Comex: Non-commercial net position (tonnes) 
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Gold and the dollar/euro exchange rate 
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Market data (May unless stated) 

Prices US$/oz: Yuan/kg Yen/gr  ETF inv. Holdings Monthly 
change

Lease rates 1m 3m 6m 12m  Option volatility  
(end month, %) 

Average  889  199,255  2,980  US (2)  659.7 15.7  Average   0.24  0.34  0.47  0.55  1-month  25.70 
High  928  207,000  3,087  UK (2)  150.3 0.3  High   0.36  0.45  0.57  0.66  3-month  25.90 
Low  853  191,629  2,864  Aus  21.0 -0.0  Low  0.15  0.21  0.35  0.44  6-month  26.20 
     S. Africa 28.1 1.1      12-month  26.30 
     Swiss 36.8 1.8      24-month  26.25 
     India (4)  4.0  -       
     German 6.97 0.5       
     Turkish 1.3  -       

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 
News 
� June 9th: Peru�s National Mining Federation postponed a planned national 

strike until the end of the month. Peru is currently the world�s biggest silver 
producer � its output in April 2008 was 291.6t, nearly 5% higher year-on-
year. 

� May 27th: Mitsui Mining gave more details about its planned silver-based 
autocatalyst. The technology will be used for diesel particulate filters (DPFs), 
which will augment a platinum-based catalyst. Total costs will be reduced by 
50%, the company claims.   

� May 14th: The CFTC Division of Market Oversight (DMO) team said it found 
no evidence of manipulation in the silver futures market during 2005-2007.  

� May 9th: Fresnillo, the world�s largest primary silver producer, completed a 
£905m ($1.8bn) IPO in London. The float went through at the bottom of the 
indicative range of the offer, which was £5.55-£7/share. 

 
Analysis 
� Silver investors stay loyal 
 
Investors in silver ETFs are a resilient bunch. In the first five months of 2008, 
743.9t have been added to the Barclay�s Global Investors US silver ETF, more 
than the whole of last year�s 636.6t. This is even more remarkable given that 
these figures understate the performance, as it includes the decline of 555t on 1st 
January (which followed an addition of 617t on 31st December). Ignoring that 
quirk, the BGI ETF has added a remarkable 1,299t, or 28%, more than in the 
whole of 2007. In the same time period the market-leading gold ETF has shed 
30t, 4.8% of its holdings. May saw continued inflows (213t), even though the 
silver price lacked direction. This marked contrast in the pattern of behaviour by 
investors in gold and silver ETFs is obviously counter-intuitive � no wonder 
there was such a clamour of internet-based protest by silver aficionados when 
the CFTC reported there was no evidence of any market manipulation. The 
silver market remains in chronic surplus and to sustain prices at these levels it 
requires large investor holdings. One argument being used in other markets � 
that commodity speculation is not behind the huge price increases � is that if it 
were, then stocks would be rising, and they basically aren�t. But in silver stocks 
are indeed rising, and it is hard to escape the conclusion that prices are therefore 
much higher than can be justified by the fundamentals. Furthermore, unlike the 
other precious metals (to varying degrees) mine supply of silver keeps on 
growing, with both Peru and Mexico seeing large year-on-year increases, and 
with some very big new projects coming on-stream. So long-run gains are going 
to require physical demand to increase significantly, which surely points to 
lower prices � unless the silver investor enthusiasm runs ahead of itself even 
more.  

Outlook 
Silver�s fundamental supply-demand outlook remains unattractive for 
investors who lack blind devotion. In the short-term it will continue taking 
its cue from gold. Short-term London pm fix: $16/oz-$18/oz.  
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Comex: Non-commercial net position (tonnes) 
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Silver ETF rolling 4-week change (tonnes) 
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Market data (May unless stated) 

Prices $/oz Yuan/kg Yen/gr   Imports 
(kg)

Exports 
(kg)

Lease 
rates 

1m 3m 6m 12m  Option volatility  
(end month, %) 

Average 17.1  3,824  57  USA (Mar)  123,674 137,128  Average (0.09)  0.04  0.18  0.36  1-month  40.50 
High 18.1  4,057  61  Japan (Apr)  487,598 679,475  High  0.05  0.17  0.28  0.51  3-month  38.50 
Low 16.2  3,637  55  China (Apr) 503,958 376,651  Low (0.18) (0.07)  0.06  0.23  6-month  37.00 
           12-month  36.50 
           24-month  36.25 

Source: Prices: London Bullion Market Association, Others: VM Group. 
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Aluminium 
News 
� June 11th: Alcoa declared force majeure at its Australian alumina operations, 

following an explosion eight days earlier at Apache Energy�s Varanus Island 
plant in Western Australia, which has disrupted power supplies. Apache said 
it could take up to two months to restore output to normal; it supplies about 
one third of Western Australia�s power demand.  

� May 20th: ALSCO, Nigeria�s only aluminium smelter, began shipments for 
the first time since 1999. Russia�s aluminium giant, RUSAL took control of 
the smelter in 2006 for $250m; it plans to spend $300m by 2010 on 
modernisation. ALSCO originally had a capacity of 193,000t/y. 

� May 16th: Rio Tinto cut aluminium output by 10%, or 2,900t, at its Tiwai 
Point plant in New Zealand in order to save power. 

 
Analysis 
� Power problems in China 
 
Energy shortages in China continue to affect the outlook for the country�s 
aluminium production, and this will play into the hands of the desire of the 
central planning authorities to stem exports of aluminium and aluminium 
products in order to conserve energy. This is changing the underlying position of 
China as a supplier of aluminium to the rest of the world. In the words of Jia 
Mingxing, vice-chairman of China Nonferrous Metals Industry Association, the 
aim now is �to secure balance in the aluminium trade in China.� In the first four 
months of 2008 China was a net importer of primary aluminium, but continued 
to export a lot of aluminium products, which benefit from avoiding the 15% 
export tax put on primary aluminium to curb exports. Cutting exports of 
aluminium products could be achieved by export duties, but high energy costs 
might do the government�s work for it. China has kept the price of power to its 
aluminium smelters below the cost of supplying power, but in February the 
National Development and Reform Commission announced that such 
preferential tariffs were to be scrapped, and, given the soaring cost of coal (80% 
of China�s electricity comes via coal-burning) large electricity price hikes are 
likely in the coming months. Given that China�s aluminium demand is so 
positive, bringing exports and imports into balance really only requires a pause 
in the growth in China�s aluminium production capacity. The country produced 
about 12.6 Mt of aluminium last year, of which 1.2 Mt was exported in some 
form, meaning consumption was 11.4 Mt. If consumption grows by 10% this 
year to 12.5 Mt, then if production was unchanged the country�s trade would be 
almost in balance. The adjustment is unlikely to be this quick but we believe 
China will be a net importer of all aluminium by 2009.  

Outlook 
LME stocks continue to rise, reaching 1.076 Mt by the end of May, up from 
1.038 Mt at the start, suggesting a market slightly in surplus, and although 
the 3-month LME contract traded above $3,000/t at times, the general 
direction was drifting downwards. Moving forward however we expect 
growing Chinese net demand to support world prices. Short-term LME 3-
month price: $2,800/t-$3,100/t. 
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Market data (May unless stated) 

Prices 
($/t) 

Cash 3-month 15-month 27-month  Stocks 
(tonnes) 

LME SHFE Prod (kt) March April  LME Open Interest 
(contracts) 

Average  2,900  2,947  3,045  3,074  Apr-08 1,038,950  173,354  Europe 769 770  Aluminium 695,245
High  2,992  3,037  3,143  3,195  May-08 1,075,775  180,818  Americas 723 702   
Low  2,815  2,859  2,940  2,953    Asia 317 314   
        China 1,044 1,101   
        Other 339 326   
        Total 3,192 3,213   

Source: London Metal Exchange, except Production: International Aluminium Association 
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Copper 
News 
� June 11th: The US government said it had no legal objections to the proposed 

sale of the bankrupt copper mining company Asarco, which has assets of 
three copper mines in Arizona, to the London-listed Indian miner Vedanta 
Resources, for $2.6bn. 

� June 11th: China�s imports of unwrought copper and semi-finished products 
dropped more than 19% in May against April and totalled 198,894t. In the 
first five months of the year such imports fell 11.6% and totalled slightly 
more than 1.15 Mt; copper scrap imports however over the same period rose 
14.4%, to more than 2.427 Mt. 

� May 28th: Jiangxi Copper, China�s biggest integrated copper producer, and 
China Metallurgical Group Corporation, agreed to pay $808m million for the 
right to explore and exploit minerals in a copper mine field in Afghanistan. 

 
Analysis 
� Don�t bet the house on China  
 
The start of June signalled a more sombre tone for the copper market as, on the 
2nd, the price for the 3-month contract eased down as low as $7,825.25/t, its 
lowest since 20th March, before recovering to settle at $7,930/t. The slide 
beneath $8,000/t was widely expected to usher in a fresh round of buying from 
China but so far this has not materialised, nor should it be expected to do so, as 
the world�s biggest copper consumer moves into a seasonal slowdown for 
industrial activity. Copper bulls perhaps ought to be more circumspect than they 
seem, given the slew of at best mixed economic data from the US, and the 
apparent switch of attention by the US Federal Reserve to target inflation rather 
than feeling the need to cut interest rates further. The US is much less important 
to copper�s demand prospects than it once was; but it remains the second biggest 
copper consumer after China. The fact that the US manufacturing sector 
contracted in May � the fourth successive month � is a worrying sign of slowing 
demand. The trend in China remains for lower refined copper imports than last 
year � China imported almost 128,000t of refined unwrought copper in April, 
according to customs data � that�s 64,000t less than April 2007 � and Chinese 
bonded warehouse stocks of refined copper are reportedly substantial. The figure 
for May and June is almost certain to be rather less. Against that, China�s copper 
smelters are servicing increasingly more of the country�s need for refined copper 
� so far this year the country�s refined copper output is about 25% higher than 
the same period of 2007, and is running at well above 350,000t/month. 

Outlook 
Copper has slipped more than 20% since its record price of $8,880/t on 17th 
April, and we think there is more frothy investment to be teased out. 
Certainly there is ample scope for the price to fall further � perhaps 
another $500/t � before Chinese buyers will find refined copper imports 
price competitive with locally sourced material. Over the long term, China�s 
refined and concentrates demand remains extremely bullish � but shorter 
term the prospects are less attractive than for some time. LME 3-month 
short term: $7,500-$8,000/t. 
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Market data (May unless stated) 

Prices ($/t) Cash 3-month 15-month 27-month  Stocks 
(tonnes) LME SHFE SHFE  

Contracts 
traded (average) 

 LME Open Interest  
(contracts) 

Average  8,378  8,242  7,927  7,595  Apr-08  110,075   55,607  Apr-08 106,193  Copper 238,950
High  8,686  8,535  8,110  7,770  May-08  123,950   46,473  May-08 100,850   
Low  8,105  7,950  7,725  7,440        

Source: London Metal Exchange  
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Lead 
News 
� June 1st: Peru�s zinc production rose more than 14% in April (against the 

same month of 2007) to almost 125,000t. 
� May 22nd: An investigation by the Queensland state health department 

reported that 45 children between the ages of 1-4 living in the town of Mount 
Isa, Australia, have levels of lead in their bloodstream that are considered 
unsafe by World Health Organisation standards. Mount Isa is a mining town 
where Xstrata produces about 4% of the world�s lead supply; lead 
contamination issues last year forced Ivernia, the Canadian company, to 
suspend operations at its Magellan lead mine in Western Australia.  

� May 14th: China�s refined lead production during January-April was 888,100t, 
7.7% higher than the same period of 2007, according to the country�s 
National Bureau of Statistics. 

 
Analysis 
� Price slips as base metals weaken 
 
Lead took a pummelling in May and understandably so. The International Lead 
and Zinc Study Group (ILZSG) said the global deficit in refined lead is rapidly 
closing � just 7,000t in Q1 2008 against 38,000t for the same period of 2007. 
Refined lead output in Q1 grew by 1.2% on a global basis, with higher output 
not just in China but also Australia and Canada. All that is going for lead right 
now is the hope that demand for vehicle lead-acid batteries will continue to grow 
at a much faster rate in the bigger emerging markets � but the moves by 
governments in countries such as Indonesia and India to slash road transport fuel 
subsidies may depress even those previously strongly growing markets. There 
was also relatively poor news for the lead-acid battery market regarding China�s 
new car sales, which grew by an annual 16% in May � a phenomenal rate by 
western world standards but which needs to be juxtaposed with rates of almost 
22% in 2007, more than 30% in 2006 and more than 21% in 2005. May�s 
growth figure meant that so far this year China�s new car sales have grown 
17.41%, again on an annual basis. This is still a very fast rate, but the trend is 
obviously lower and may further diminish given Beijing�s tightening monetary 
policy, which is making credit progressively more expensive. Given the 
apparently inexorable rise of fuel prices everywhere this rate is likely to slow yet 
further before the end of the year. The last time China adjusted its state-
controlled gasoline and diesel prices was on 1st November 2007, when crude was 
trading at $94/barrel. Another adjustment is likely, to the detriment of car sales. 

Outlook 
On the LME the 3-month lead contract slumped by $700 in the course of 
May and by the end of the month was once again below that of zinc, the 
first time that has happened since August 2007. The outlook wasn�t helped 
by a strong rise in LME stocks, which by the end of May totalled 67,300t, 
almost 50% higher than they were at the end of 2007. These rising stocks 
point to very weak global demand. New vehicle sales have been plunging in 
all mature economies, a reaction to high fuel prices and consumer fears for 
the immediate future, and this is having a direct impact on demand for 
lead-acid batteries. LME 3-month short-term: $1,800/t-$2,000/t.  
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Market data (May unless stated) 

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

Average  2,237  2,255  2,294  Apr-08 56,850  Lead 77,909
High  2,651  2,670  2,705  May-08 67,300   
Low  1,921  1,932  1,977     

Source: London Metal Exchange  



Fortis/VM Group June 2008 | Fortis Asian metals monthly | 19
 

Zinc 
News 
� June 10th: The Indonesian company PT Bumi Resources � the country�s 

biggest coal miner by volume � raised its offer by almost 10% for Herald 
Resources, the Australian base metals� miner. The raised offer values Herald 
at A$553.6m, and was recommended by Herald�s directors. Herald�s lead-
zinc Dairi project in northern Sumatra is forecast to produce 220,000t/year of 
zinc concentrates and 100,000t/year of lead concentrates when fully on-
stream. 

 
Analysis 
� The inevitable slide backwards 
 
The zinc price finally slid below $2,000/t (LME 3-month contract) at the end of 
May, a result that probably would have been seen in April had it not been for the 
momentary support gained from the appalling earthquake in Sichuan province, 
in China. As of the end of May about 100,000t of zinc smelting capacity out of 
the region�s approximately 500,000t capacity was still out of action, but the 
market has finally gained perspective on the long-term implications of the 
disaster for zinc � and they are trivial. Not even the rebuilding programme that 
needs to be undertaken provides much support � local estimates suggest that 
perhaps a maximum of 30,000t of refined zinc might be required in the 
reconstruction effort. Thus, despite the Sichuan disaster, the global refined zinc 
market still looks like being in surplus of >300,000t this year and substantially 
more in 2009. The International Lead and Zinc Study Group�s (ILZSG) latest 
estimate puts the global surplus for Q1 2008 at 72,000t. By 10th June the LME 3-
month contract had settled at $1,925.50/t and it is difficult to see any obstacle to 
a loss of another $400/ or so before the bottom is reached. 

Hope that such a rout might be avoided largely hinges on China�s zinc 
production and trade. Some reports emerged of Chinese zinc buying on the LME 
in early June, but most of this buying was seen as speculative investment rather 
than industrial consumers, with LME buyers offsetting their positions by selling 
zinc on the Shanghai Futures Exchange. The LME zinc price has fallen further 
than that on the SHFE, opening up scope for some arbitrage buying, but zinc 
production in China remains at high levels and a large volume of material � 
perhaps as much as 200,000t of refined metal or two-thirds of the country�s total 
output in April, has gone into warehouses, not been consumed by industry. The 
shrinking car sales market in China is quite bearish for demand there. 

Outlook 
LME zinc prices have fallen by almost 30% since the start of the year and 
the chickens are coming home to roost � the very high prices of 2006 have 
prompted an array of new mine projects and existing mine expansions and 
this prospect has predictably knocked the price down again. It may not end 
in the same kind of bloodbath seen at the end of 2004, when the price 
struggled to stay above $1,000/t � but it will take more value destruction to 
deter most of the planned new projects and expansions, as even at the 
current humbled price some 90% of mines remain comfortably profitable. 
LME 3-month short-term: $1,750/t-$1,950/t. 

Market data (May unless stated) 

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

Average 2,177 2,203 2,261 2,289  Apr-08 126,775  Zinc 196,068
High 2,323 2,351 2,405 2,433  May-08 144,850   
Low 1,980 1,992 2,055 2,097     

Source: London Metal Exchange  
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Steel 
News  
� June 2nd: India�s long term steel production is likely to grow substantially, 

from about 56 Mt in 2008 to 280 Mt by 2025, according to Ikbal Nathani, of 
the India-based Nathani Group. 

� May 30th: The US Commerce Department imposed a combined import duty 
of some 700% on a major Chinese steel pipe producer, the Shuangjie Group, 
to offset alleged unfair pricing practices, and combined duties of more than 
106% on many other Chinese manufacturers and exporters. China exported 
more than 876,000t of standard pipe to the US in 2007, more than double 
2005 levels. The US International Trade Commission will give a final ruling 
on the duties. 

� May 28th: The China Iron and Steel Association (CISA) changed its mind 
about steel futures; previously CISA had opposed plans by the Shanghai 
Futures Exchange to introduce steel futures contracts in steel bars and rods, 
but CISA said it now thought such contracts could �help China to become a 
benchmark price centre.� 

 
Analysis 
� China-Australian iron ore wrangles drag on 
 
The China Iron and Steel Association (CISA) called on Chinese steel makers to 
boycott Rio Tinto�s attempts to sell spot iron ore, so long as the wrangling drags 
on over the signing of long-term iron ore contracts with Australian iron ore miners. 
CISA accused Rio of filling less than 90% of its long-term contracted supply with 
Chinese steel makers in the past two years. The heated arguing is centred on the 
Australian miners� aim to push through a freight premium to reflect freight savings 
to China, compared with already contracted prices for imported Brazilian iron ore. 
By 10th June there were reports from China that some smaller steelmakers had 
settled with Rio, accepting a 95% increase in iron ore prices for annual contracts, 
but larger producers were sticking to their guns. The European Confederation of 
Iron and Steel Industries (Eurofer) said plans by the European Commission to 
make electricity producers buy permits to emit greenhouse gases blamed for global 
warming could cost the steel industry more than �50bn ($78bn) between 2013-
2020 and put thousands of jobs at risk. The steelmakers argue that the proposed 
system would require them to buy CO2 emissions permits for electricity, which 
they produce by recycling waste gases from blast furnaces. 

Outlook 
The OECD said in May that it anticipates global steel making capacity to 
rise from 1.56bn tonnes in 2007 to 1.849bn in 2010, an 18.6% rise, with 
most of the increase in Asia, China accounting for 50% of the Asian growth. 
Despite current very high prices for coking coal and iron ore, the outlook 
for steel prices over the long term remains very positive, largely because 
Asia�s economies are growing so rapidly and from such a relatively low 
base. Demand growth in other developing economies, such as Brazil and 
Russia, is also rising strongly. LME short-term Med: $1,150/t-$1,300/t, Far 
East: $1,050/t-$1,200/t. 

Market data (May unless stated) 

Asia N. America Europe World
Prices ($/t) Composite Composite Composite Composite

Mar-08 764 851 982 866 
Apr-08 811 975 1,123 970 
May-08 830 1,131 1,170 1,044 

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 
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 
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Aluminium 
Future curve analysis 

  
Future contract 

Fundamental outlook 
Chinese production problems and hence lower 
supply from the world�s biggest producer is being 
counterbalanced by rising stocks and possibly 
softer global demand; how this pans out holds the 
key to aluminium�s future. We expect production 
shortfalls to win out, keeping prices high.  
 
LME 3-month short-term: $2,800t-$3,100/t.  
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Principal component analysis (arbitrary units) 
 

Level (t) � 98% of curve variance 
 

Slope (t) � 2% of curve variance 
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Curvature (t) � 0.03% of curve variance 

 
Error (t) � 0.01% of curve variance 
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Copper 
Future curve analysis 

  
Future contract 

Fundamental outlook 
Copper has slipped more than 20% since its record 
price of $8,880/t on 17th April, and we think there is 
more frothy investment to be teased out. Certainly 
there is ample scope for the price to fall further � 
perhaps another $500/t � before Chinese buyers 
will find refined copper imports price competitive 
with locally sourced material. Over the long term, 
China�s refined and concentrates demand remains 
extremely bullish � but shorter term the prospects 
are less attractive than for some time.  
 
LME 3-month short term: $7,500-$8,000/t.  
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  Source: Fortis Modelling, Bloomberg 

Principal component analysis (arbitrary units) 
 

Level (t) � 95% of curve variance 
 

Slope (t) � 4.7% of curve variance 
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Curvature (t) � 0.04% of curve variance 

 
Error (t) � 0.01% of curve variance 
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Lead 
Future curve analysis 

  
Future contract 

Fundamental outlook 
The lead price slumped by $700 in the course of 
May and by the end of the month was once again 
below that of zinc, the first time that has happened 
since August 2007. Sentiment wasn�t helped by a 
strong rise in LME stocks, which by the end of May 
totalled 67,300t, almost 50% higher than they were 
at the end of 2007.  
 
LME 3-month short-term: $1,800/t-$2,000/t.  
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  Source: Fortis Modelling, Bloomberg 

Principal component analysis (arbitrary units) 
 

Level (t) � 99.3% of curve variance 
 

Slope (t) � 0.7% of curve variance 
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Curvature (t) � 0.01% of curve variance 

 
Error (t) � 0.00% of curve variance 
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Zinc 
Forward curve analysis 

  
Future contract 

Fundamental outlook 
The chickens are coming home to roost in the zinc 
market � the very high prices of 2006 have 
prompted an array of new mine projects and 
existing mine expansions and this prospect has 
predictably knocked the price down again. It may 
not end in the same kind of bloodbath seen at the 
end of 2004, when the price struggled to stay 
above $1,000/t � but it will take more value 
destruction to deter most of the planned new 
projects and expansions, as even at the current 
humbled price some 90% of mines remain 
comfortably profitable.  
 
LME 3-month short-term: $1,750/t-$1,960/t. 
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Principal component analysis (arbitrary units) 
 

Level (t) � 99.4% of curve variance 
 

Slope (t) � 0.6% of curve variance 

  

-3,500

-3,000

-2,500

-2,000

-1,500

-1,000

-500

0

500

1,000

4/3/08 4/4/08 4/5/08 4/6/08
0.0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

1.0  

-250

-200

-150

-100

-50

0

50

100

150

200

250

4/3/08 4/4/08 4/5/08 4/6/08
0.0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

0.8

0.9

1.0

 Source: Fortis Modelling  Source: Fortis Modelling 

 
Curvature (t) � 0.01% of curve variance 

 
Error (t) � 0.00% of curve variance 
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Prices 
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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 1st of this month otherwise 
stated), however, there may be inadvertent and occasional errors and lack of 
accuracy or correctness, for which Virtual Metals cannot be held responsible. 
Virtual Metals and its employees have no obligation to inform the reader when 
opinions and information contained in this report change. 

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

The contents of this report, all the information, opinions and conclusions 
contained is protected by copyright. This complete report may not be reproduced 
without the express consent of Virtual Metals. Short extracts may be reproduced 
but only with the full and appropriate citing of the original source. 
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About VM Group 
VM Group 
85 Albany Street 
London NW1 4BT 

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

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

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

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