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Strategic view

Analyst: Gary Mead Introduction

VM Group With crude oil prices so high, inflation is getting a grip in many parts of the

Tel: +44 20 7487 3600 world and it is only a matter of time before this feeds into lower consumer

Email: gary@vmgroup.co.uk spending, via firming interest rates, a protracted credit squeeze, and higher
Analyst: Matthew Turner unemployment. The European Central Bank’s move in early July to lift eurozone
VM Group interest rates to the highest in seven years (now at 4.25%) may not be the last,

Tel: +44 20 7487 3600 and expectations are mounting that the US Federal Reserve will soon signal a

Email: matthew@vmgroup.co.uk return to rate increases. All of which will curb demand for metals — except

perhaps gold, which could see very strong rises if investors get really spooked,
although higher US interest rates ought to strengthen the dollar, which would be
negative for gold.

Gold

Gold’s fantastic finish in June took prices to levels not seen since April, and so
far in July it has climbed still higher. Much of it was to do with the dollar, but
inflationary pressures are also helping. Gold typically does well in economic
turbulence — and central bankers seem united in their conviction that tough times
lie ahead.

Silver

It was no surprise that silver was again dragged higher by gold. This pattern is
now well established but a slowing global economy will take a heavier toll on it
than the yellow metal.

Aluminium

China’s electricity supply problems worsened considerably in early July and 12
provinces (out of 22) are now rationing power. It emerged on 10" July that 20 of
China’s biggest aluminium smelters agreed to cut primary metal production in
July by as much as 10%, which pushed the LME price to a fresh record. Kaiser
Aluminium’s decision to start charging new customers a sliding-scale electricity
surcharge on fabricated aluminium products is a real sign of the times. Higher
energy costs are hurting all metals’ producers, but aluminium is most exposed.

Copper

The price has remained remarkably strong despite growing evidence that
China’s refined copper imports are very sluggish indeed. In the very long term
copper no doubt has a strong demand profile, but right now there is little
fundamental support for such elevated prices.

Lead

The speculative bubble in lead looked like it had well and truly popped, until the
second week of July when the price of the LME’s 3-month contract managed to
crawl back above $2,000/t. LME warehouse stocks have been steadily rebuilding
and right now there is little fundamental news to back a strong recovery in the
price.

Zinc

Reports emerged of concerted action by some of China’s smaller zinc smelters
to cut production to boost prices. The price climbed back above $2,000/t on 11™
July in response — but we are sceptical that this pact will hold together and, even
if it does, it will need to last a long time to eradicate the threat of a large refined
zinc surplus in 2009.

Steel

The LME’s newest contracts have yet to gather momentum; volumes remain
relatively low but at least they have been launched into a buoyant market, with
long-term world demand likely to grow substantially, and input costs (iron ore
and coking coal) soaring.
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Forecasts
Price forecasts
End-June 1-month 2-month 3-month 12-month
Gold $ per oz 930.25 940-1,050 940-1,050 (r) 950-1,050 (r) 1,000 (r)
Silver $ per oz 17.65 18-20 18-20 (1) 18-20 (1) 17.50
Aluminium (3-month) $ per tonne 3,122 3,000-3,700 3,000-3,700 (1) 3,000-3,700 () 3,500 (r)
Copper (3-month) $ per tonne 8,685 7,800-8,100 7,700-7,900 (r) 7,500-7,900 (r) 7,500
Lead (3-month) $ per tonne 1,765 1,800-2,000 1,700-1,900 (1) 1,700 (1) 1,500 (1)
Zinc (3-month) $ per tonne 1,912 1,900-2,000 1,900-2,000 (r) 1,700 (1) 1,500 (r)
Average/2009 Average/2010 Average/2011 Average/2012 Average/2013
Gold $ per oz 890 800 650 600 500
Silver C per 0z 18 15 13 13 10
Aluminium (3-month) $ per tonne 3,500 (1) 3,800 (1) 3,800 (1) 3,500 () 3,500 (r)
Copper (3-month) $ per tonne 7,000 (1) 5,000 5,000 5,000 4,000
Lead (3-month) $ per tonne 1,250 (1) 1,200 (1) 1,150 () 1,200 () 1,200 (1)
Zinc (3-month) $ per tonne 1,300 (1) 1,300 (1) 1,700 (1) 1,700 () 2,300 (r)
Source: VM Group. [r] = revised from previous month
Market Update
Prices and stock levels
Prices Most Average High Low Price Wow Price MoM Price YoY Average Average
(July 8™) recent over past 1 week (%) 1 month (%) 12 month (%) 2007 2006
price 12M ago ago ago
Gold $/0z 930.3 8222 1,011.3 648.8 907.5 3 885.8 5 654.8 42 696.5 604.0
Silver $/0z 17.65 15.41 20.92 11.67 17.4 1 16.9 5 12,5 42 13.4 11.6
3,122 2,715 3,212 2,376 3,137.0 0 29235 7 27420 14 26620 2,593.4
Aluminium $/tonne 8,585 7,717 8,810 6,340 8,421.0 2 7,955.0 8 7,630.0 13 7,0959 6,670.6
Copper $/tonne 1,765 2,873 3,880 1,746 1,875.0 6) 1,951.0 (10) 2,730.0 (35) 25579 1,281.6
Lead $/tonne 1,912 2,609 3,752 1,860 1,955.0 (2 1,991.5 (4) 3,406.0 (44) 3,2432 32524
Zinc $/tonne 930.3 822.2 1,011.3 648.8 907.5 3 885.8 5 654.8 42 696.5 604.0
LME Stocks Most Average High Low Stocks WoW  Stocks MoM  Stocks YoY Average Average
(July 8%) recent over past 1 week (%) 1 month (%) 12 month (%) 2007 2006
stocks 12M ago ago ago
Aluminium Tonnes 1,093,175 950,546 1,094,150 822,700 1,093,300 0.0 1,075,775 2 823,100 33 842,573 723,253
Copper Tonnes 122,350 141,525 201,000 97,550 122,625 (0.2) 123,950 (1) 112,025 9 158,899 119,593
Lead Tonnes 100,350 46,241 101,900 20,850 98,675 1.7 67,300 49 44,850 124 37,218 76,115
Zinc Tonnes 153,200 97,665 154,025 58,100 149,650 2.4 144,850 6 72,500 111 81,377 218,452

Source: VM Group
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Hedge fund returns by commodity weighting
(% monthly)
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Hedge funds activity

News

« June 26™ The US Congress’s House of Representatives voted 402 to 19 to
approve legislation directing the Commodity Futures Trading Commission
(CFTC) to “curb immediately” what was termed “excessive speculation” in
energy markets. The bill has to go to the Senate before it becomes law; it is
not known what the CFTC’s first action in pursuit of this goal will be,
although it has previously promised by September 15™ to outline to Congress
new measures that will at the least increase oversight.

« June 19™: Greater regulation of pension funds investment in commodities was
proposed by independent Senator Joe Lieberman, the Chairman of the
Homeland Security and Governmental Affairs Committee. Senator
Lieberman announced that he (along with Senator Susan Collins) was
drafting three legislative proposals to be discussed at a June 24™ meeting of
Lieberman’s committee. If implemented these would have a drastic impact on
commodity investment. In order of what Lieberman terms ‘aggressiveness’,
first is a suggestion to prohibit private and public pension funds with more
than $500m in assets from making investments in agricultural and energy
commodities traded on a US exchange, foreign exchange or over-the-counter.
Second, the CFTC would have the right to set limits on the market share that
speculators can hold in any one commodity. The third plank of the proposals
would close the ‘swaps loophole’, the fact that individual speculator limits
can be exceeded by swap dealers (who tend to be acting on behalf of
investment funds linked to commodity indices). The Senator said he hoped to
introduce bipartisan legislation in early July based on one of the three options,
depending on the response from the public and legislators.

Analysis
* Metals funds recover in May, tracking CRB closely

Those hedge funds in the database we analyse which have more than 50% of
their investment weighting in the metals sector managed a strong recovery
during May, having dropped almost 5% in April. The funds’ recovery was in
line with that of the CRB precious metals index, and the correlation between
fund performance and this index has grown more apparent in recent months.
Metals funds in May returned an average of 3.09%, outperforming agricultural-
biased funds, which returned just 0.49%, and energy-dominated funds, which
returned 2.56%. Metals funds also fared better than our aggregate of funds with
some commodity exposure, which returned 1.85%. Given gold’s sterling
performance in June it is likely that another good month has been seen in metals-
weighted funds.

Outlook

US politicians are most anxious about speculative investment in energy, as
higher energy prices most obviously affect voters. The Commodity Futures
Trading Commission (CFTC) said in June it will send to Congress a report
by mid-September on the role commodity index funds have played in the
spiralling energy prices. This report is likely to displease the more anti-
speculative members of Congress as it will probably be unable to identify a
‘smoking gun’. But the CFTC will nevertheless need to be seen to be on the
case somehow. Ironically, this wave of hostility towards speculative
investment in energy futures may result in some shift of asset allocation
away from energy commodities and into others, as big funds decide to shun
the unwelcome attention being given to energy in favour of other, lower-
profile commodities.
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Gold

News

« July 14™ AngloGold Ashanti said it had reduced its hedge book by 4.4 Moz
in 1H 2008, leaving outstanding positions at 6.9 Moz.

+ July 3" The Australian miner Newcrest said it had completed the closure of
its hedge book, buying (since September 2007) more than 4 Moz at an
average cost of A$868/0z ($834.7/0z).

« July 1*: The ECB said it had sold 30t of gold, taking its total sales during the
current Central Bank Gold Agreement year to 72t; it added that no more
would be sold in the current year, which concludes at the end of September.

* June 26"™: China’s gold production during January-May was 105.6t, up 6.8%
year-on-year.

Analysis
* Inflation fears drive gold higher

It takes very little to see gold make a comeback these days. The trouble (for gold
investors) is that there are too many times it needs to make a comeback. But the
one in June and July (so far) has been impressive. After slipping from an
opening London pm fix of $888.25/0z to a low of $862.25/0z on 12" June, the
price traded in a small but volatile range for the next two weeks. Then, in the
wake of a Federal Reserve meeting that left US interest rates unchanged, the
price soared and on 26™ June, broke through $900/0z, finishing the month at
more than $930/0z. What was behind this remarkable increase? Essentially a
renewed bout of dollar weakness — the US currency plunged from a peak of
$1.538/€1 on 13™ June to $1.575/€1 by 27™ June. Although no one was surprised
by the Fed’s decision, its explanation as to why it left rates unchanged dampened
market expectations of rate rises in the near future. Low interest rates spell a
weak dollar and stronger gold. In euro terms, gold’s performance was less
impressive, although it still rose. Another positive for gold continues to be weak
central bank sales. We estimate sales within the Central Bank Gold Agreement
(CBGA) in the nine months to June 2008 have been about 297t. If this pace is
maintained for the last three months of this CBGA year, total sales will be well
under 400t, far short of the 500t limit.

Outlook

Gold has recovered strongly so far in July and is once again pressing hard
to surmount $1,000/0z, although with AngloGold’s revelation of its massive
dehedging (as much as 3.1 Moz in Q2 2008 alone, we estimate), there will be
much less physical support in coming months from miners’ buyback
programmes than there has been so far this year. The gold price in other
words will increasingly depend on investment. Combining the investment in
futures on Comex, CBOT and Tocom, together with current global ETF
holdings in gold, gives a net long total of 1,778t. This is already substantial
but it can go much higher if the financial system threatened to implode.
Short-term London PM Fix: $940/0z-$1,050/0z.

Market data (June unless stated)

Prices US$/oz: Yuan/kg Yen/gr ETF inv. Holdings Monthly Lease rates im 3m 6m 12m Option volatility
change (end month, %)
Average 889 197,269 3,056 US (2) 705.4 46.4 Average 0.18 0.31 047 0.53 1-month 24.50
High 930 205,000 3,173 UK (2 155.7 5.5 High 0.22 0.34 053 0.62 3-month 26.50
Low 862 191,489 2,970 Aus 10.9 (10.0) Low 0.13 0.26 0.41 0.44 6-month 27.40
S. Africa 28.1 - 12-month 28.10
Swiss 38.0 0.7 24-month 28.20
India (4) 4.6 0.3
German 7.2 0.2)
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
Silver price (cents/oz) « July 3" Polymetal, Russia’s biggest silver miner, reported a net loss of $05m
17.8 for 2007, against a net profit of $61.7m in 2006. The company attributed the
176 4 loss to higher costs, lower ore grades, and the impact of a (now-expired)
174 hedging arrangement. The company said it would not enter any new hedging
172 ] arrangements.
+ June 25™: Silver Eagle’s pre-feasibility study for its Miguel Auza Mine in
1701 Mexico has found probable reserves of 1.95 Mt, with a grade of 137g/t of
16.8 7 silver (plus some gold, lead and zinc). At full output the mine is expected to
16.6 - produce 900,000 oz of silver a year.
16.4 1 + June 18™: The first pouring of silver doré from the mammoth San Bartolomé
16.2 - mine in Bolivia was reported by Coeur d’Alene. The mine, which according
16.0 : : : : to the company has reserves of some 153 Moz, is expected to produce 6 Moz
2-Jun  9-Jun  16-Jun 23-Jun  30-Jun this year and 9 Moz in 2009, which will be its first full year of production.

+ June 10™: Coeur d’Alene, the US-based primary silver producer, announced
that its Palmarejo project in Mexico would add 28% to its silver output next
year, taking it to 23.6 Moz.

Source: London Bullion Market Association

Comex: Non-commercial net position (tonnes)
Analysis
14,000 « Silver follows gold higher

12,000

As with gold, silver enjoyed a late rally in June on the back of a weaker dollar
and turmoil in the equity markets. This would have confirmed the perennial
optimism of silver investors, among whom there is in any case clearly no
shortage of confidence. In the ETFs they continued in June to add to their
holdings, although the market-leading Barclays Global Investors (BGI) product
had one of its quieter months — adding just 28.2t compared with an average of
more than 200t/month in the last three months. However the ZKB Swiss ETF
added 104t, taking its holdings to 655.5t.
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Outlook

Where would the silver price be without its loyal hordes of investors? On
purely fundamental supply-demand terms, silver is already beyond its

Silver ETF holdings (tonnes) reasonable value, but combined investment in the US-based ETF and
Comex is now more than 16,000t. The silver-gold link in price movements is

Source: Comex

8,000 currently firmly established — so if gold does much better on the back of
7,000 1 inflationary panic, then silver will, too. But in purely fundamental terms it
6,000 1 faces an increasingly dim prospect. New mine supply growth is running
5,000 4 faster than for many years, while offtake in the photographic and jewellery
4,000 A - .o . .
5000 | sectors is limp. Speculative investors on Comex and in the physically backed
2’000 | ETFs are now crucial to the silver market. Any weakening of sentiment

' among the investment community could see the price topple quite fast.
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Market data (June unless stated)

Prices $/oz Yuan/kg Yen/gr Imports Exports Lease im 3m 6m 12m Option volatility
(kg) (kg) rates (end month, %)
Average 17.0 3,763 58 USA (Apr) 140,541 140,798 Average (0.31) (0.06) 0.18 0.41 1-month 34.25
High 17.7 3,890 60 Japan (Apr) 487,508 679,475 High (0.22) (0.01) 0.30 0.63 3-month 34.75
Low 16.3 3,619 56 China (May) 487,629 211,919 Low (0.38) (0.10) 0.09 0.28 6-month 35.00
12-month 35.00
24-month 35.00

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

News

« July 15™ China’s imports of refined copper and copper alloy in June fell 17%
compared to the previous month, to 91,775t, according to preliminary
customs data. Total imports for 1H 2008 were 818,000t, almost 18% lower
than the same period of 2007.

+ June 30"™: Chile’s total production between January-May was 2.9% lower
year-on-year, at fractionally more than 2.284 Mt.

« June 18™: Korea Resources Corporation (Kores), a state-run South Korean
company, signed a deal with Bolivia to invest about $210m in reviving a
copper mine in Bolivia in the Corocoro area.

Analysis
» Supply side worries but Chinese imports falling

Two of Peru’s most important copper mines, Southern Copper and Cerro Verde,
were initially affected by the strike that kicked off at the end of June. The two
mines account for 35% of the country’s copper output. Operations at both were
previously closed for more than 10 days in June, by local protest actions against
what the workers regard as government foot-dragging on various demands. This
latest strike action looks like it is weakening, but the government of President
Alan Garcia is now very unpopular and sporadic, niggling industrial action is
likely to drag on in the months ahead. To some extent this supply-side support
for copper is being offset by evidence of shrinking Chinese demand for refined
metal. Reports from China suggest that some importers who booked shipments
to arrive in July and August have been trying to cancel and/or delay the
shipments. While the LME price has risen about 30% so far this year, the
Shanghai Futures Exchange price has risen by less than half that. LME copper
prices by late June were around $1,000/t higher than the copper price within
China, even including Chinese VAT, and this is deterring imports of refined
metal. Some local Chinese traders consider that more than 50,000t of imported
refined copper is currently sitting in bonded warehouses in Shanghai — owners of
the metal are reluctant to take possession of the metal because they will incur
VAT charges and then have to sell it at prices much lower than the benchmark
LME price. Expectations therefore are that China’s refined copper imports in
June and July will be significantly lower than those for May, which were
94,196t, 26% lower than April and the lowest since August 2007.

Outlook

Electronic trading on the LME saw the 3-month copper price hit a fresh
record on 2" July, of $8,940/t. Yet so far this year China’s refined copper
imports and semi-finished products are down almost 13% against 1H 2007.
There are certainly some supply side worries over Chilean production and
possible strikes in Peru, and exchange stocks remain low by historic
standards. Furthermore, while western world demand is flat, prices
continue to nudge record levels. If Chinese demand does not pick up after
the completion of the Olympic Games, and the global economy continues
slowing, it will be increasingly difficult to justify this elevated price. LME 3-
month short-term: $7,800/t-$8,100/t.

Market data (June unless stated)

Prices ($/1) Cash 3-month 15-month 27-month Stocks LME SHFE SHFE Contracts LME Open Interest
(tonnes) traded (average) (contracts)
Average 8,261 8,106 7,793 7,502 May 123,950 46,473 May 100,850 Copper 245,274
High 8,776 8,585 8,190 7,810 June 122,350 44,554 June 85,806
Low 7,921 7,789 7,540 7,305

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

News

« July 11™ Quemetco Incorporated’s secondary lead smelter at City of
Industry, in California, was reported to be out of action following a fire at the
plant on 3™ July. The smelter specialises in recycling old lead-acid batteries.
The privately owned smelter is believed to have annual processing capacity of
120,000t.

« June 16™: The latest estimates from the International Lead and Zinc Study
Group (ILZSG) placed the global refined lead market in deficit by 8,000t in
the first four months of 2008.

« June 16™: China produced more than 1.170 Mt of refined lead in the first five
months of 2008, 7.8% more than the same period last year, according to data
from the country’s National Bureau of Statistics. Chinese mined lead
production rose 30.5% over the same period, to 396,600t.

Analysis
* Lead pulled higher on China’s power problems

The plunge in lead prices has been dramatic — up until the end of the second
week of July the 3-month contract on the LME had lost almost 25% and, despite
a recovery back above $2,000/, it is difficult to see what will prevent the metal
from slipping back towards $1,500/t before the end of the year. LME warehouse
stocks have been rising almost daily in recent weeks and by 4™ July were again
above 100,000t, the highest for more than two years and more than twice what
they were in January, when the average 3-month price was $2,599/t. The main
hope for prices to avoid a continued freefall comes from China and its electricity
supply problems. Chinese lead producers have in any case been easing back on
production since at least April this year, as slowing demand for lead-acid
batteries and new refining capacity coming on-stream has squeezed their
margins from both ends. Despite that however the statistical evidence suggests
that Chinese producers have been working overtime this year, both in terms of
refined output and new mine concentrates.

Outlook

Lead prices were unusually volatile in early July, with the LME’s 3-month
contract falling to $1,540/t on 4™ July and then spiking back up to a six-
week peak of $2,080/t by the close of business on 11™ July. The immediate
prompt for the rise was explained by traders as a large number of cancelled
warrants on the LME, which had tripled in the second week of July to
9,700t — cancelled warrants being the designation for metal that is due to be
taken out of LME warehouses. This metal is likely to be in store in
Singapore warehouses and destined for China. Even though LME stocks
have been steadily rebuilding in recent months they remain at relatively low
levels in terms of global consumption, at about five days. Nevertheless, the
slumping car market in the US, EU and Japan paints a bleak picture for
demand for lead-acid batteries, which after all account for 70% of demand
for lead. Last year saw what now looks like a speculative bubble emerge in
the lead futures’ market — in fundamental supply-demand terms there is
little basis for lead prices doing anything but soften over the rest of 2008.
LME 3-month short-term: $1,800/t-$2,000/t.

Market data (June unless stated)

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

Average 1,863 1,882 1,902 May 67,300 Lead 76,103
High 2,031 2,047 2,062 June 100,350

Low 1,736 1,746 1,767

Source: London Metal Exchange
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Zinc
LME zinc price ($/t News

zinc price ($/tonne) * June 30" CBH Resources, the Australian mining company, reported
2150 increased production for both lead and zinc from its Endeavour Mine. Lead
2.100 1 output for the quarter to the end of June rose by 35%, zinc by 24% compared
2,050 - to the same quarter of 2007 — which would mean total zinc output to 13,720t
2,000 - and lead to 6,120t. CBH said in June it would reduce the Endeavour
1,950 1 workforce by more than a third, a cost cutting move in the face of declining
1,900 4 zine prices.
1,850 -

1,800 , ‘ , , Analysis
2-Jun 9-Jun  16-Jun 23-Jun 30-Jun * Chinese producers try to fend off collapse

=== Cash 3-month
— 15-month ——— 27-month The collapse of zinc prices is concentrating the minds of China’s smaller
smelters, who appear to be trying to form their own mini version of a zinc
Source: Reuters Ecowin ‘Opec’ — agreeing among themselves to cut production by as much as 10%. It is
difficult to assess right now what impact this will have, although the LME 3-
LME stocks (tonnes) month price managed to recover back above $2,000/t by 11" July, having fallen
to a2 Y2 year low earlier that same week. For one thing it is not yet clear how
175,000 much actual capacity this will eliminate; China is now the world’s biggest zinc

producer and its total capacity may reach almost 6 Mt this year. A rough

199.000 calculation suggests that even if the informal pact sticks — a big ‘if” — then at
135,000 A most it may translate into 250,000t of refined zinc not coming onto the market
over a 12-month period. Were this to happen then it would provoke higher
115,000 1 prices, certainly — but only at the cost of prolonging the agony, which essentially
95,000 1 must at some point in the not too distant future mean the disappearance of many
of China’s smaller and less efficient smelters. In any case, the production
75,000 cutback may be no more than recognition that the country’s latest power
55,000 | | | rationing phase means that many smelters will not get all the electricity they

need to run at maximum productivity. Many of China’s smaller smelters are
commercially unviable at zinc prices below Yuan 15,000/t, which is about
Source: Reuters Ecowin $2,200/t. 1t’s also difficult to see the smelters achieving another of their aims, to
persuade the central government to start stockpiling zinc as it does grains and
copper. Beijing wants to halt the over-expansion of base metals’ production,
which gobbles up scarce energy.

Jul-07  Oct-07 Jan-08 Apr-08

SHFE stocks (tonnes)

85,000
Outlook

It’s now evident that the zinc market is facing a serious and possibly
chronic concentrates’ surplus this year and for several years to come. While
not all of this new mine supply is likely to make its way into actual metal,
the large volumes of zinc concentrates swilling around for the next couple of
years will serve to deter speculators from trying to push zinc metal prices
higher — particularly when new car sales in the world’s leading economic
powerhouses of the US and EU are tumbling, and this vital demand source
for zinc (to galvanise steel and prevent rusting) is therefore shrinking. LME
zinc warehouse stocks are around 150,000t — not a huge figure in itself but
the trend is noteworthy — and this is twice the level of a year ago. LME 3-
Source: Reuters Ecowin month short-term: $1,900/t-$2,000/t.
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Market data (June unless stated)

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

Average 1,894 1,924 1,990 2,032 May 144,850 Zinc 198,699
High 1,950 1,983 2,048 2,087 June 158,200

Low 1,812 1,860 1,930 1,983

Source: London Metal Exchange



Fortis/VM Group

Composite steel price ($/tonne)
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Steel

News

* July 10™: China imported 230 Mt of iron ore in 1H 2008, 22.5% higher than
the same period of 2007.

« July 3": BHP Billiton received partial clearance from anti-trust agencies in
the US in its hostile bid for Rio Tinto.

« June 25™: The heads of the steel companies Nucor and ArcelorMittal
criticised plans by the New York Mercantile Exchange (Nymex) to launch
steel futures trading later this year. The CEO of Nucor, Dan DiMicco, said:
“We’re not in favour of futures. We’re not in favour of any of that because it
promotes what I believe to be unethical and illegal activity.”

Analysis
* Australia’s iron ore producers get their deal

There was only ever one likely outcome to the protracted negotiations between
the two giants of Australian iron ore production, Rio Tinto and BHP Billiton,
and the Chinese steel industry, and by the first week of July the fresh deals —
covering the annual contract year starting 1% April — had been signed. By the end
of June, Rio Tinto secured a price rise of up to 96.5% over 2007 with its Chinese
and Japanese customers. Talks between the Chinese and BHP took a little longer
to settle, but by 4™ July BHP was able to announce that it too had obtained a
96.5% increase for iron ore lumps and a 79.88% increase for fines from China’s
Baosteel, and that it would extend the same terms to its other customers in Asia.
While this is a good deal for the iron ore suppliers, it is less so for the Chinese
and other Asian steel producers; they will try to pass on the price increases to
their own customers but that will reduce their competitiveness with their North
American and European counterparts. This is now the sixth successive year that
iron ore prices have gone up, and prices in the annual contract round have now
risen by seven times since 2000. Vale agreed to a 65%-71% rise in February, but
Rio and BHP had argued that soaring freight rates made Australian ore much
cheaper relative to Brazilian grades. The rare divergence in Australian and
Brazilian deals comes at a time when BHP is also pushing to price more of its
iron ore on the basis of spot market prices, irking customers such as Baosteel,
Nippon Steel Corp and South Korea’s POSCO, which are already fuming over
its plans to buy Rio and gain more sway over resource supplies.

Outlook

Steel billet prices have risen by some 40% since the LME launched its steel
contracts in February. Trading volumes are not exactly soaring as yet, but
at least the strong demand for steel in emerging economies in Asia and the
Middle East are providing a fair wind for the new contracts. What will be
interesting to watch out for is precisely how the gathering consensus of the
need for an iron ore derivative takes shape over the coming months. The
torturous China-Australia negotiations this year have sharpened calls for a
more transparent price benchmarking mechanism and it must surely come.
LME short-term Med: $1,150/t-$1,300/t, Far East: $1,050/t-$1,200/t.

Source: Reuters Ecowin

Market data (June unless stated)

Prices ($/1) Asia N. America Europe World

Composite Composite Composite Composite
April 811 975 1,123 970
May 830 1,131 1,170 1,044
June 905 1,184 1,262 1,117

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

Ei::afZefochgjgls @fortis.com for the study of forward curve dynamics. At any point in time, a future curve can

e : 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

130 1.0 curvature or the error term.
/ The corresponding axis is on
0.9 the left.
r 0.8
80
r 0.7
- 0.6
30 A r 0.5
r0.4 Historical probability (calculated over a one
L 0.3 year history) that the value observed on
20 ' that day would have been greater. The
y probability value is to be read on the right
axis. For the error term and to a lower
—r o1 extend for the curvature, this value can be
70 : | 1 00 read as a peak detector as the error term
’ and the curvature tend to exhibit mean
7/4/08 7/5/08 7/6/08 7/7/08 reversal properties.

Source: Fortis Modelling



Fundamental outlook

News that China’s top 20 aluminium producers are
taking concerted action to cut output, in the face of
widespread power rationing, pushed the LME’s 3-
month contract into fresh record territory. It's
impossible to tell how long this cutback will last —
perhaps only for as long as China needs to show to
the world that it can stage the Olympic Games
without running the risk of embarrassing power
cuts. But if the supply endured for 12 months then
as much as 750,000t of primary aluminium which
had been expected will not be produced — and
that’s a very bullish prospect. And China’s power
problems will not be solved very quickly

LME 3-month short-term: $3,000/t-$3,700/t.

Aluminium
Future curve analysis
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Future contract
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Principal component analysis (arbitrary units)
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Copper
Future curve analysis

Future contract

Fundamental outlook

June saw yet another recorded traded price for the

LME 3-month copper contract, but the only real 8,500 -
support for this bullish outlook is all on the supply-

side. Exchange stocks remain low by historic 8,300 ~
standards; Chile’s national output is marginally

down year-on-year so far in 2008; and there are 8,100 1
persistent rumbles in the background about 8 7.900 1
possible strikes in Peru. Against that must be set

growing new mine production and expansions of 7,700 -

8,700

Price (USD)

existing mines, flat demand in the western world,
and Chinese import demand which in 1H 2008 has 7,500 ~
been about 13% lower than the same time last year.

July and August are traditionally slow in terms of 7,300 T T T T T T
Chinese copper consumption — but if the country’s Aug-08 Nov-08 Feb-09 May-09 Aug-09 Nov-09 Feb-10 May-10 Aug-10
import demand for refined copper and semi-finished Future contract
products does not pick up significantly in Q4 2008 09/07/08 08/06/08 ==(0/05/08 08/04/08
then the current elevated price ought to tumble.
LME 3-month short-term: $7,800/t-$8,100/t.
Source: Fortis Modelling, Bloomberg
Principal component analysis (arbitrary units)
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Lead
Future curve analysis

Future contract

Fundamental outlook

3,000
The plunge in lead prices has been dramatic — so
far this year the 3-month contract on the LME has 2,750 -
lost almost 40% and it is difficult to see what will
prevent the metal slipping below $1,500/t in the 2500
near future. LME warehouse stocks have been o
rising almost daily in recent weeks and by 4™ July Ug)
were again above 100,000, the highest for more _8 2,250 1
than two years and more than twice what they were a
in January, when the average 3-month price was 2,000 7
$2,599/1.
1,750 ~
LME 3-month short-term: $1,800/t-$2,000/1.
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Fundamental outlook

It’s now evident that the zinc market is facing a
serious and possibly chronic concentrates’ surplus
this year and for several years to come. While not all
of this new mine supply might make its way into
actual metal, the large volumes of zinc concentrates
swilling around for the next couple of years will
serve to deter speculators from trying to push zinc
metal prices higher — particularly when new car
sales in the world’s leading economic powerhouses
of the US and EU are tumbling, and this vital
demand source for zinc (to galvanise steel and
prevent rusting) is therefore shrinking.

LME 3-month short-term: $1,900/t-$2,000/1.

Zinc
Forward curve analysis

Fortis/VM Group

Future contract
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Silver (cents/oz)

Aluminium ($/tonne)
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Disclaimer and copyright

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

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

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