RARE EARTHS PRE-CURSER TO OTHER METAL SHORTAGES DOMINATED BY CHINA PRODUCTION?

by Larry W. Reaugh

Currently, the metal markets are correcting as most pundits are
calling for a bubble collapse in all commodities. The prices of
metals both precious and base moved up rapidly throughout
2009 resulting in rapid gains as follows:

Recent Peak Nov/08 Lows
(US/Ib) (US/1b)
Copper $3.45 $1.36
Zinc $1.21 $1.47
Lead $1.19 $0.41
Nickel $8.70 $3.95
Aluminum $1.05 $0.65

The market needed a healthy correction from these fantastic
gains and late January has been the time for it possibly com-
pounded by the Chinese New Year holidays beginning February
14, 2010. Rising stockpiles in the LME warehouses have also
contributed to the correction in base metals as follows:

Stockpile | Stockpile | Stockpile

Ts Ts Ts $/1b $/1b Fl’ar(ie:eks
Metal | 1-Mar-04 [26-Mar-09| 1-Feb-10 | 1-Nov-08| 1-Feb-10
Copper 275k 505k 545k $1.36 $3.03] $4.00
ﬁLunT" 1,400k|  3364k| 4550k| $0.65| $0.92| $1.45
Zinc 780k 346k 392k $0.47 $0.95| $2.10
Lead 76k 59k 109k $0.41 $0.91] $1.75
Nickel 13k 104k 106k $3.95 $8.39] $24.00

As usual, the drop in metal prices is accompanied by a strong
U.S. dollar as the speculative funds and investors divest them-
selves of commodities and stocks to buy U.S. dollars, a well es-
tablished market play that continues to reward the big specula-
tors regardless of the fundamentals.

The current slide in commodities and stock markets was ignited
by China’s announcement on January 13, 2010 that it would
tighten the banks’ reserve requirements by Y2 of a percentage
point which is perceived as a sign of further monetary tightening
creating fear that the Chinese economy will slow further cutting
off global recovery. China’s economy grew at only 6% in 2009
furthering the belief that China’s growth is slowing. The basic
fundamentals of supply and demand argue for China and India
to continue their modernization and put further pressure on de-
mand for metals. Those same fundamentals as well as the fol-
lowing list are the basis for our continuing emphasis on a 30
year bull market:
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1. Iron production and sales continue to escalate as major
producers such as Rio Tinto Ltd./LLC, BHP Billiton and
Fortrescue Metals Group step up the world production of
iron in 2010 and 2011. China now consumes over 50%
of all iron production.

2. Steel demand and prices continue to strengthen.

3. China Investment Corp., a Sovereign wealth fund, has
invested approximately $50 billion in mining as the $300
billion dollar fund moves out of the financial sector.

4. Other Sovereign funds are shifting portfolios away from
financials to commodities and natural resources. Vast
sums of 10’s of billions of dollars are and will be invested
in mining related activities.

5. Gold continues to be the first choice by wealthy individu-
als (and now funds) as a safe haven. Commodities, espe-
cially metal, are now beginning to attract these same

investors.

6. New mines can take up to eight years to develop which
will restrict the supply side.

7. The Western world appears to be intent on stifling the

development of new mines rather than encouraging in-
vestment. In today’s world, mining companies have prov-
en to be good corporate citizens concerned about the
environment, the creation of jobs, and adding to the
wealth of their jurisdictions. To continue to stifle the ad-
vancement of mining in the free world only makes us
vulnerable and dependent on more hostile countries that
are building their minerals wealth.

8. China will become more aggressive in securing mineral
resources off shore for their decades of modernization.
India will soon become a serious competitor with China in
this regard.

9. Idled mine capacity has now been reinstated with existing
brownfield operation (especially in iron and manganese)
substantially maximizing production.

Large LME stocks of metals work well for the major consumer
China to mediate the rise and volatility of base metal prices,
otherwise China could purchase those stockpiles with ease.

If we monitor and follow the lead that China is adopting there
should be little doubt that China is concerned about future sup-
ply and taking steps to secure the metals it requires offshore.

2009 has been the best year for commodities since the early
1970’s as the vastly oversold sector from precious, base and
specialty metals rapidly appreciated in price reversing the for-
tunes of some of our largest mining giants around the world as
well as focusing attention on the continuing demand by China for
all metals.




Gold

Gold, the leader of the metals pack, recorded a record high of
$1,226/0z in 2009. 2010 should see a break through of
$1,500/0z on its way to $2,000/0z. Eventually as the world
turns to a new gold backed currency the price of gold will be
pegged at much higher prices. The realization that gold is the
safest haven in these economic times has finally crystallized
and will underpin the gold market for years to come. China is
again taking the lead not only in world gold production but con-
sumption as well. China narrowly beat out India in household
consumption at 432 tonnes verses 422 tonnes. Now that Chi-
na encourages its citizens to invest in precious metals as well
as central bank purchases it will be a driving force in the future
price of gold.

More and more central banks are increasing their purchases of
gold as western banks are selling less. The fundamentals of
supply and demand have had demand overpowering supply and
only central bank selling has filled this short fall. There will
come a time when the only gold available for sale will be from
producers with receding production and reserves, who will want
to sell their gold assets and for what? ...Paper? Dehedging of
gold also will put upward pressure on the gold price as the total
world hedge book drops to 11.5 million ounces.

Financing

North American gold financings came close to $20 billion in
2009, not accounting for base and specialty metal financings.
This is the tip of the iceberg when you think of huge amounts of
cash from individuals, institutions, sovereign funds and now
China’s mandate for their resource companies to invest off-
shore, all to be utilized by metal companies in exploration, de-
velopment and production.

Although the metal prices have been correcting for the past few
weeks with the indication the bottom has been reached, on
January 29, 2010 the prices are all up with the exception of
molybdenum since my last letter dated August 5, 2009.

Feb 1/09 % Change
Com- since
modity June/08 Nov/08 June/08
Gold $950.00/0z. $750.00/0 $1105.00/0z +16%
Copper $3.80/1b. $1.36/1b $3.07/1b -19%
Alumi- $1.40/1b $0.65/Ib $0.92/Ib -34%
num
Nickel $11.00/1b $3.95/1b $8.20/1b -20%
Zinc $0.87/1b $0.47/1b $0.97/1b +11%
Lead $0.85/1b $0.41/1b $0.92/1b +08%
*Molyb $32.00/1b $8.75/1b $15.00/1b -53%
denum
Manga- $2.00/1b $1.05/1b $1.30/1b -35%
nese Fl.
Cobalt $51.00/1b $16.00/1b $23.00/1b -65%
Magne- $2.70/1b $1.51/1b $1.20/1b -54%
sium
Oil $145.00/brl $41.00/brl $75.00/brl -48%

*  Molybdenum hit a high of $17.70/1b from $8.20/1b in May,
2009, a spectacular rise in a 90 day period, before correcting to
$11.00/1b and is currently trading at $15.00/1b.

Rare Earths Metals

China has been cutting exports of rare earth metals for several
years and the threat of further reductions in rare earths could
compromise the growth of the green economy. The western
world is on notice that their reliance on China is coming to an
end. As China builds out its own economy and requires more
and more metals including rare earths one must assume those
days are not to distant when strategic metals will no longer be
available for export. Not that China is trying to squeeze the
West, but will no longer have the capacity to meet their own
needs. The US Government has addressed the situation by
providing incentives for industry (Restart Bill) to locate and de-
velop their own resources of rare metals. In the U.S. the time it
takes to permit and construct new developments may not coin-
cide with the closing of the door to export from China. This will
create a desperate scenario for crucial sectors of our economic
advancement.

Are rare earths the only segment which could become affected
if China’s need for metal continues to grow? There are other
strategic metals that are controlled by China that should also
raise alarm bells with the rest of the world and could affect our
standard of living, progression of manufacturing, the military
and economy as a whole.

China depends on the rest of the world for their supply of iron,
manganese, copper and oil just to name a few where they have
inadequate production. Some of the metals that China exports
and controls as well as rare earths are electrolytic manganese
and magnesium.

1. The Chinese production of electrolytic manganese metal
(EMM) from dwindling low grade domestic resources of
manganese with a production cost of approximately
US$0.95/1b too produce. China produces 97.44% of
the worlds’ supply of 2.5 billion Ibs./year. Electrolytic
manganese production and demand have grown 26%/
year for six years up until 2008. Outside of China the
rest of the world utilizes approximately 350,000 T's
(770 million Ibs per year). The world is almost totally
dependent on China for Their EMM requirements.
EMM'’s greatest use is in upgrading alloys of steel 47%,
aluminum industry 32% and electronics such as batter-
ies 14%.

2. Magnesium - China controls 78% of the worlds’ magne-
sium utilized in strengthening and weight reduction in
fabricating steel.

3. Rare Earths - China controls the production of rare
earth metals required in hybrid vehicles and numerous
high tech applications.

The Rare Earth metal scarcity shows how quickly the world
could be turned into turmoil. We should be concerned about
this and the other critical aspects of strategic metals that one

country monopolizes.

The prices of these metals will obviously go much higher either
through price increases or higher export duties.




It is now time for governments to pre-empt rather than be reac-
tive to the situation with rare earth metals and develop alterna-
tive sources of supply. See Strategic Metal Chart Below:
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The Three “M’s”

Earlier | talked about the increasing demand for iron for steel
fabrication. As steel production increases it will create a de-
mand for specialty metals thereby positively affecting the prices
of all strategic metals including the three “M’s”, Manganese,
Magnesium and Molybdenum as well as cobalt, niobium, tung-

sten, vanadium and titanium.

ran

Production and prices of the three “M’s” are:

Price Peak Price Price Produc-
Metal tion
Nov /08 | Price | Aug/09 | Feb/10
2.5 bil-
*
Manganese $1.10 $2.85 $1.10 $1.30 lion Ibs
M [ $1.10] $2.70| $1.20] $1.20 1.6 bil-
agnesium . . . 20]i0n Ibs
460 mil-
Molybdenum $7.50| $39.00( $16.50 $15.00( lg‘s'

*Electrolytic manganese only. Total production is approximate-
ly 29 billion Ibs.

The general direction for all metals, precious, base and special-
ty will continue upward as more money than we have ever expe-
rienced chases metal commodities and metal stocks while pro-
duction and reserves dwindle.

In conclusion, from time to time, I'll be updating this article,
and if you'd like to receive those updates, please send an email
to: Iwreaugh@goldrea.com.

Larry W. Reaugh is not an investment advisor and any refer-
ence to specific securities in the list referred to in the article
does not constitute a recommendation thereof. The opinions
expressed herein are the express personal opinions of Larry W.
Reaugh. Nothing in this article should be construed as a solici-
tation to buy or sell any securities referred to in the list or in the
article. The author bears no liability for losses and/or damages
arising from the use of this article.
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