In April 2001, the national unemployment rate
was 4.4%. IIl Apl’il 201 1, it was 9.0%. (Bureau of Labor

Statistics)
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However, for US mills to be operating at over 85% capacity, they need 2-2.5%
growth. Any growth rate under that keeps lines idled. Economists and analysts
believe that the 2-2.5% figure is the growth required to keep the steel industry

healthy .
Nonetheless GDP remains lack-lustre and it is continually being revised down by
the BEA.
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Total US steel capacity utilization fell slightly last week to 75.9%. To put this in
perspective it helps to use an economic benchmark and new unemployment claims
works well for this purpose with a negative correlation of > 90% since 2001. This
benchmark suggests that too much steel is being produced today. According to
Gerdau, they believe the excess is in flat rolled. Initial claims on a four week moving
average basis have increased for three consecutive weeks which is widening the
perception of excess steel production. We know from our industry sources that
unemployment claims are very closely monitored by the steel industry and capacity
may adjust accordingly. In this respect, unemployment claims can be a leading
economic indicator of capacity utilization.
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And like the US, China also faces lower PMI. In fact, China’s PMI came in below 50

for July (this is the first time China’s PMI came in lower than that magic 50 number).

The trend further supports the case that we are in and or will be in a double-dip
environment, however, not all of the indicators from manufacturing are doom and
gloom.

1.Most metal distributors are reporting that they believe steel prices will rise on the
back of both rising demand (we’re talking about higher demand in the fall vs. the
summer) and rock solid raw material prices, particularly for scrap.

2.Lead times are starting to move out for HRC (though lead times for plate notched
down a bit in August but plate demand remains strong)

3.Inventory levels are at about 2.0 months on hand and the industry is seeking to
grow inventories to 2.1 months on hand so a slight boost from distribution

4.Automotive production ramp-ups, OEM demand, agricultural equipment, energy
and bridge/road work (e.g. infrastructure) are driving today’s steel markets
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A few factors are likely driving rising consumer spending:

1.Slightly lower gas prices — as that number goes down consumers are able to
redirect purchases to other consumer goods

2.Student loans — is this the next big bubble? According to our friends at the
Consumer Metrics Institute —"Is it possible that student loans are to some extent
simply replacing unemployment insurance as a source of subsistence income? If so,
we may be creating another asset bubble of sorts, with consequences much more
dire to the debtors than anything we have seen before. Thanks to the "bankruptcy
reforms" of 2005, those student loans cannot be "cleared" by bankruptcy, no matter
how hopeless the situation.”

3.Finally the foreclosure rate remains historically high. In fact, in Chicago 25% of all
mortgages are now “under water” there appears to be a situation in some hard hit
zZip codes of residents knowing the foreclosure process can take as long as 2 or
more years so people have simply stopped paying their mortgages and are instead
using that money in the greater consumer economy
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| think the price story is that we’ve just passed the dip in prices and we’ll see a slow
ascent on through to November.

My partner Stuart and | have somewhat of a different point of view as to where steel
prices are headed.

He feels that with an announcement by CISA (China’s Steel Industry group) that
steel production will slow in the second half of the year and lower China PMI
numbers, demand and prices globally will fall.

| disagree for a number of reasons which | will come to shortly.
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In the meantime, we haven’t seen any dramatic price drops in China at least over
the past 30 days. In China

Flat rolled products mostly used in manufacturing have seen lower demand though
long products demand has remained firm.

Structural steel sections, reinforcing bars and pipe — all key to the Chinese
construction sector and driven by Beijing have better demand.
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We've talked about capacity utilization a little earlier. It should be noted that more
mills are coming offline which will have the effect of tightening the supply market

which will further support prices. This is one part of my argument as to why | think
prices will remain supported.
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In previous years we’ve included slides on all of the key raw materials for steel
making including coking coal and iron ore. Suffice it to say that though we have
seen some spot market weakening for both iron ore and coking call, both remain
well supported, despite any slow downs. In other words, with iron ore trading in the
upper $170/ton range and scrap prices where they are above (coking coal is in the
$290/ton range in China), any hopes for a big drop in prices will likely not occur. |
believe US producers will take mills offline to reduce capacity to shore up prices as
opposed to allow prices to slip.
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Gerdau Market Update publishes the most comprehensive list of steel market
indicators as they relate to flat rolled products. Since there is a lot here, we’ll just
focus on the most significant indicators many of which we have already discussed:

1.Job creation
2.Consumer confidence

3.Loan demand particularly commercial and industrial (we talked about student loan
demand being the next bubble)

4.1mport and import levels
5.PMI numbers (which we have previously discussed)
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Last year we said many analysts saw aluminum at $2400 by the end of last year.
We were not as bullish yet we were proven wrong. Aluminum did reach $2450 by
December of last year. This year, we're hearing $3000/ton for 2012 (by the same
forecasters mind you). But there are still a few warning signals that tell us that
$3000/ton is not in the near term horizon.

1.The VIX is above 25 (currently at 30) which implies there is a lot of
uncertainty/fear in the markets. Fear makes traders do crazy things so we don’t
think aluminum has hit rock bottom just yet

2.Any fall in PMI to below 50 might also mute the price target. So we’ll be watching
those numbers closely

3.We would also look at oil prices and whether or not they are in bullish mode as an
indicator
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Even with aluminum in the $2360/metric ton arena, our research colleagues over at
Harbor Aluminum do not believe all of the buying signals have been “turned on” so
to speak.

They look at a range of indicators to suggest where prices may go. Here is a list of
some of those indicators:

1.Canceled warrants — think of these as “tickets to pick up your merchandise” e.qg.
aluminum

2.Chinese coal prices

3.Chinese visible inventories

4.0verall inventory levels/canceled warrants

5.The spread between high grade aluminum prices NASAC vs. AL alloy spread
6.The spread between the SHFE and LME prices
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Copper behaves in a league all to its own. It correlates most closely with other
metrics associated with the wider economy such as the price of oil and the price of
gold.

The sovereign debt crisis in Europe and the perceived global economic slowdown
have put the brakes on copper as has a stock market slow-down. In fact on
Monday, copper reached a 9-month low

There was some concern during Q2 that copper LME stocks were growing but that
too has stabilized.
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The only bank to see a lofty >$9000/ton price was Credit Suisse who called copper
at $10,000/ton or $4.50/lb in 2012, strictly based on fundamentals

Though we sort of joked about 10,000/copper, it hit that mark after
we spoke here last year. So where will it go now and why?

First, despite some major supply constraints, particularly strikes in
Peru, copper continues to drift lower.

And looking at this chart along with some comments from other
analysts, many people believe that the world copper
supply/demand equation is actually in relative balance at the
moment

It seems as though $8750/ton might be copper’s “floor” price.
Every time the price drops to that level, buying picks up on the part
of China. We need to keep in mind that China controls 38% of
global demand.
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Copper will move along with economic news. When copper dips, the Chinese come
in and buy up stock which supports the price.

We don’t see $10,000 copper during 2012 but we don’t see it going below the floor
here either
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Any market surplus might lead us to the conclusion that prices might drift lower. But
most analysts believe zinc prices are set to rise during the second half of this year.
So the question is why?

1.Certainly global inventory levels have dropped somewhat even in a week LME
inventories declined from 1.26m tons to 1.25m metric tons.

2.Zinc premiums also remain higher than we’d think based on what some believe
demand actually looks like (premiums are in the 7 — 7.5 cent a pound range)
whereas last year they were in the 4 — 4.5 cent a pound range.

3.Some traders are now saying that premiums have started to slip for higher grades
4.So what else is going on?

41



We have several factors going on in the zinc market.

1.We think zinc is starting to look a bit like the aluminum LME game in which
warehouses may be buying up stock and then controlling the release of the material
forcing buyers into paying higher premiums and storage fees

2.Barclays Bank just bought a small warehouse to do just this

3.According to a recent Commaodities Now article, “Wall Street commodity desks are
investing more money and time than ever in building up their physical metals
business as banks and hedge funds look for ways to make money outside of
derivative markets facing regulatory reforms. Companies have been diversifying into
warehousing in the wake of the economic downturn because the industry typically
performs well in a recession, when there is less need for metal but money can be
made from payments for their storage. "It's a natural hedge against downward
commodity markets movements," said a UK-based metals trader. "When markets
go down metals stocks go up and renting income increase," he added.

4.We don't have a price target for zinc but would support the notion that prices will
likely rise during the second half of this year despite sluggish demand
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Lead demand is largely driven by China demand notably automotive, automotive
replacement parts, batteries and eBikes.

Lead like zinc could be subject to the same new base metal warehousing activities.
The question is will it?

As long as we have lower interest rates this is a possibility but we have to keep in
mind that volumes in physically backed ETF’s are very small
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Lead has maintained a tighter “underlying fundamentals” look/feel than zinc though
inventory levels at LME warehouses have reached a 16.5 year high

China’s lead concentrate output is at record levels

China's refined copper and lead concentrate production hit record highs in August
due to a ramp-up in battery output.

Lead concentrates, the raw material for refined lead, saw a massive jump in
production in August, up more than 345 percent versus July levels and 407 percent
on the year to a record of 953,000 tons
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Tins story looks a bit different from both lead and zinc in terms of those two metals
joining the base metal asset class.

It's also different from copper in that tin is not a bell-whether for the wider economy
but what tin prices will do is very much based on when China comes in and out of
the market.

After this current phase of destocking, many analysts believe the Chinese will come
back into the market to buy up tin. When that happens, we can expect prices to
increase

The very recent decrease in LME stocks which you can barely glean from this chart
is why analysts believe the Chinese will come back into the market

However, tin was hard hit with the bad sovereign debt news and some think the
fundamentals just weren’t there to give any boost to tin prices
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