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Executive Summary

 China and Europe are the main consumers of base metals, accounting for approximately 40 and 20 percent
of world consumption.

 China has experienced slowdown in secondary industry growth and decline in PMI, possibly signaling
lackluster demand for base metals. China PMI has a positive relationship with aluminum and copper prices,
and recent decline in PMI points to downside risk for metal prices.

 Germany and France, the main engines of growth for Europe, recently observed a slowdown in production
and construction growth, again signaling lower demand for base metals.

 Investment demand of copper, as represented by the net long position in the futures market, reached a 1-
year low in the week of 19 Aug.

 Global base metal productions have been relatively constant for the past 4 years.

Base Metals – Cautious Times Ahead

Introduction

Following the post-recession recovery, global economy has been experiencing

headwinds, especially amongst the developed nations. Subsequently, rising

concern over global growth has prompt us to reassess our base metals outlook. In

this article, we aim to provide a broad overview of base metals by looking at the

sustainability of their demand and supply.

China and Europe: Main Consumers of Base Metals

China is the main consumer of base metals, accounting for approximately 40

percent of the world base metals consumption, almost double that of the second

largest consumer, Europe. (Table 1) Accounting for more than 60 percent of base

metal demands, these two economies play a huge part in determining the demand

and support for prices of the metals.
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Base Metals
% Share of World Consumption

China Europe Total

Lead 48 16 64

Zinc 44 18 62

Aluminum 41 20 61

Copper 38 21 59

Nickel 46 23 69

Tin 47 18 65

Source: Bloomberg, as of 30 Jun 2011

Table 1: China and Europe are main consumers of base metals
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Demand: Slower Growth in China

China has been tightening since last year to curb inflation, and its GDP growth has

since shown signs of slowing down. The growth of secondary industry, which

includes manufacturing, processing and construction, was affected the most as it

declined from 14.5 in 1Q2010 to 11 percent in 2Q2011. (Chart 1) The effect was

also felt in Fortescue Metals Group Ltd. (FMG), Australia’s third-biggest producer

of iron ore, as they mentioned on Bloomberg that tighter credit conditions in China

have slowed orders from steel mills. As inflation stay elevated in China and easing

inflation remain as the top priority of Chinese officials, possible further tightening

puts downward pressure on the secondary industry, posing a risk to the base

metal demand.

China Purchasing Manager Index (PMI) has been on the decreasing trend for the

past five month and nearing the 50 mark. Historically, copper and aluminum

futures prices have been moving in tandem with China PMI. (Chart 2) This is

probably because China consumes a large amount of these metals and PMI is a

significant indicator of demand and prices. Consequently, HSBC’s below 50

preliminary readings of of the China PMI in July and August could be a signal for

lackluster demand and prices for metals in the coming months.

Demand: Slowdown in Europe Growth

Aside from China, Europe economies are also showing signs of weakness as they

battle the ongoing debt crisis and rising borrowing costs. Quarterly growth in

Germany, the largest European economy, slowed to just 0.1 percent in the second

quarter from 1.3 percent in the first, and similar trends were observed in France

and Italy.

Most obvious slowdown is 

observed in the secondary 

industry of China, which 

includes manufacturing, 

processing and construction.

Source: Bloomberg, as of 22 Aug 2011
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Chart 1: Slowdown in China Secondary Industry
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China PMI and metal 

returns tend to move 

positively with each other. 

Recent decline in China PMI 

points to downward 

pressure for metals returns.

Europe production and 

construction growth slows, 

with effect being felt more 

significantly in Germany 

construction. 
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China Seasonally-Adj PMI vs Metals Return
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Chart 2: China PMI vs Metal Returns

Source: Bloomberg, as of 22 Aug 2011
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Chart 3: Europe Production and Construction Growth Slows

On top of slowing overall growth, production growth are also affected in the

European countries. In Germany, seasonally-adjusted industrial production growth

has been slowing for the past four months and construction has fallen significantly

in the past five months. (Chart 3) Similarly, growth in France and Italy are stalling

and do not appear like it can support the decline in Germany growth. With ongoing

austerity measures and rising borrowing costs in other parts of Europe, possible

slower production and construction can result in lower base metal demands in the

coming quarters.
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Investment Demand Falter Along with Physical Demand

Given growing concerns over global growth outlook, it is not surprising that

investment demand for base metals has been declining as well. As shown in Chart

4, the net long position of speculators for copper has declined sharply and reached

a 1-year low in the week of 19 Aug 2011. Copper rose slightly prior to the Jackson

Hole meeting in Wyoming on speculation that the Federal Reserve will act to boost

the economy, which was not confirmed by Ben Bernanke on 26 Aug. Therefore,

unless signs of economic recovery show in China, US and Europe, investment

demand for the base metals could remain low for the time being.

Supply Relatively Constant

On the supply side, base metal production has been relatively constant in the past

four years as shown in Chart 5. Most metals, with the exception of copper,

observed increased production as compared to a year ago. Copper production was

disrupted as Codelco and other mining companies in Chile, which supply a third of

the world’s copper, faced strikes and bad weather in the Atacama Desert. Chilean

production of the metal may have been cut by about 8 percent because of the

disruptions, Codelco Chief Executive Officer Diego Hernandez said 12 Aug, as

reported by Bloomberg. Given relatively constant supply, possible slowdown in

global growth and demand for base metals do not point to a positive scenario for

base metals. However should the production disruption continues, copper prices

may be supported despite decline in growth.

Net long position of copper 

declined to a 1-year low 

amid global growth concern.
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Chart 4: Copper Investment Demand Decline

Source: Bloomberg, as of 22 Aug 2011
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Metals production have 

been relatively stable for the 

past 4 years, pointing to a 

more stable supply.

Upside Potential

That being said, upside risks remain for base metals on the condition of improved

global economic growth. In the US, Ben Bernanke’s “decision to extend next

month’s policy meeting to two days stoked speculation the extra time may allow

him to forge a stronger consensus on monetary easing”, according to Bloomberg.

Should there be further quantitative easing in the US, possible inflationary

pressure and growth could lead to upside for commodities in general.

In addition, while China’s economic and manufacturing growth has slowed, growth

remains above 8 percent on a year-on-year basis and is likely to support base

metals to a certain extent. Moreover, the decline in growth is mainly led by

tightening policy, which is within the control of the China officials should growth

decline too drastically.

Conclusion

While positive growth in China should support base metals demand to a certain

extent, slowing growth in China due to tightening policies and slowing secondary

industry are causes for concern. Coupled with weaker European production and

construction, base metal demand may decline if global growth continues to slow.

In addition, with a lack of catalyst for base metals, lower investment demand may

further aggravate metal prices, prompting us to downgrade our base metal outlook

to underweight. That being said, contingent risks to our outlook will be a third

round of quantitative easing by US and halt of China tightening, which remain

inconclusive at the moment.
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Chart 5: Metals Production Relatively Stable 

Source: Bloomberg, as of 22 Aug 2011
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GENERAL DISCLAIMER 

This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip

Securities Pte Ltd shall not be liable for any direct or consequential loss arising from any use of material contained

in this publication.

This publication is solely for general information and should not be construed as an offer or solicitation for the

subscription, purchase or sale of the securities, and specifically funds, mentioned herein. It does not have any

regard to your specific investment objectives, financial situation and any of your particular needs. Accordingly, no

warranty whatsoever is given and no liability whatsoever is accepted for any loss arising whether directly or

indirectly as a result of any person or group of persons acting on such information and advice. Unit Trusts

distributed by Phillip Securities Pte Ltd are not obligations of, deposits in, or guaranteed by, Phillip Securities Pte

Ltd or any of its affiliates. No action should be taken without first viewing the details in a fund’s prospectus. A copy

of the prospectus can be obtained from Phillip Securities Pte Ltd or online at www.eunittrust.com.sg. Past

performance is not necessarily indicative of future returns. Investments in unit trusts are subject to investment risks,

including the possible loss of the principal amount invested. Investors should note that the value of the units and

income from the fund may rise as well as decline. Investors should also note that there are limitations whenever

performance is stated or comparison is made to another unit trust or index for any specific period as no funds or

indices are directly comparable.

This publication should not be relied upon as authoritative without further being subject to the recipient’s own

independent verification and exercise of judgment. The fact that this publication has been made available

constitutes neither a recommendation to enter into a particular transaction nor a representation that any investment

product described in this material is suitable or appropriate for the recipient. Recipients should be aware that the

investment products described in this publication may involve significant risks and may not be suitable for all

investors, and that any decision to enter into transactions involving such products should not be made unless all

such risks are understood and an independent determination has been made that such transactions would be

appropriate. Any discussion of the risks contained herein with respect to any product should not be considered to

be a disclosure of all risks or a complete discussion of such risks.

Whilst we have taken all reasonable care to ensure that the information contained in this publication is accurate, we

do not guarantee the accuracy or completeness of this publication. Any advice contained in this publication is made

only on a general basis and is subject to change without notice. We have not given any consideration to and have

not made any investigation of the investment objectives, financial situation or particular needs of any specific

person or group of persons as we are not in possession of any such information. You may wish to seek advice from

a financial adviser before making a commitment to purchase the investment products mentioned. In the event you

choose not to seek advice from a financial adviser, you should consider whether the investment product is suitable

for you. Any unit trusts mentioned in this publication is not intended for U.S. citizens.

DISCLOSURE OF INTEREST

Statement pursuant to section 36 of the Financial Advisers Act - Phillip Securities Pte Ltd, its directors and

employees may have interest in the securities recommended herein from time to time, and its associates and

connected persons may also have positions from time to time. Opinions and views expressed in this report are

subject to change without notice.
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Phillip Securities Research Pte Ltd, Phillip Financial Pte Ltd, Phillip Futures Pte Ltd, Phillip Trading Pte Ltd, Phillip

Capital Management (S) Ltd, CyberQuote Pte Ltd, International Factors (Singapore) Ltd and ECICS Ltd.

Information on any and all independent PhillipCapital members and the respective financial services they offer can

be obtained through the following website – www.phillip.com.sg. Members can otherwise be identified by their

authorised use of PhillipCapital brand name along with their own name in their documentation and literature.
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