
Ms Stephanie L,. Stunibo 
Executive Director 
Kentucky Public Service Commission 
21 1 Sower Boulevard 
Frankfort, ICY 40601 

November 7, 2008 

NOV 0 7  2UO8 
PUBLIC SERVICE 

COMMISSION 
E ON US. LLC 
State Regulation and Rates 
220 West M a i n  Street 
PO Box 32010 
Louisville, Kentucky 40232 
www eon-us corn 

Rick E Lovekarnp 
Manager  - Regulatory Affairs 
T 502-627-3780 
F 502-627-3213 
rick lovekarnp@eon-us corn THE APPLICATIONS OF BIG RIVERS ELECTRIC CORPORATION 

FOR: (I) APPROVAL OF WHOLESALE TARIFF ADDITIONS FOR 
BIG RIVERS ELECTRIC CORPORATION, (11) APPROVAL OF 
TRANSACTIONS, (111) APPROVAL TO ISSUE EVIDENCES OF 
INDEBTEDNESS, AND (IV) APPROVAL OF AMENDMENTS TO 
CONTRACTS; AND OF E.ON U.S., LLC, WESTERN KENTUCKY 
ENERGY CORP., AND LG&E ENERGY MARKETING, INC. FOR 
APPROVAL OF TRANSACTIONS - Case No. 2007-00455 

Dear Ms. Stumbo: 

Enclosed please find and accept for filing the original and six (6) copies of 
E.ON U S .  L,LC’s response to the Attorney General’s Supplemental Request for 
Inforiliation dated October 24, 2008, in the above-referenced matter. 

Included in this filing are updates of infomiation provided in response to the 
Attorney General’s Initial Request for Information dated February 1, 2008 and 
updated infoilnation provided in response to the Attoiiiey General’s 
Supplemental Request for Information dated February 27, 2008. 

Also enclosed are an original and ten (10) copies of a Petition for Confidential 
Protection regarding infoilnation provided in response to various questions. 

Should you have any questions or need any additional infoniiation, please 
contact me at your convenience. 

Sincerely, 

Rick E. Lovelcamp 

cc: Parties ofRecord 
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VERIFICATION 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
) ss: 

The undersigned, Dan Arbough, being duly sworn, deposes and says that he is 

the Treasurer, for E.ON U.S. Services Inc., that he has personal knowledge of the matters 

set forth in the responses for which he is identified as the witness, and the answers 

contained thei.ein are true and correct to the best of his inform 

belief. 

DAN ARBOUGH 

Subscribed and sworn to before me, a Notary Public in and before said County 

and State, this 6 A  day of November, 2008. 

40otaiy P u b h  

My Coniiiiission E,xpiies: 

L 3, U f l  



VERIFICATION 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
) ss: 

The undersigned, Valerie L. Scott, being duly sworn, deposes and says that she is 

tlie Controller, for E.ON U.S. Services Inc., that she has personal lcnowledge of the 

matters set forth in tlie responses for which she is identified as the witness, and the 

answers contained therein are true and correct to tlie best of her information, knowledge 

and belief. 

VALERIE L. SCOTT 

Subscribed and swoiii to before me, aNotaiy Public in and befoie said County 

and State, this ? #” day of November, 2008 

Ll>b 0 I%Up,, A. (SEAL) 
Notary Public 

My Commission Expires: 

L 



VERIFICATION 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
) ss: 

The undersigned, Paul W. Thompson, being duly sworn, deposes and says that 

he is the Senior Vice President, Energy Services for E.ON 1J.S. Services Inc., that he has 

personal knowledge of the matters set forth in the responses for which he is identified as 

the witness, and the answers contained therein are true and correct to the best of his 

information, knowledge and belief. 

Subscribed and sworn to before me, a Notary Public in and before said County 

and State, this day of November, 2008. 

(SEAL) 
\ 

hQ Commission Expires: 
&VWExPrres 

Julv Zt, 2W 



VERIFICATION 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
) ss: 

The undersigned, David Sinclair, being duly sworn, deposes and says that he is 

the Vice President, E.iiergy Marketing for E.ON U.S. Services Iiic., that he has personal 

lciiowledge of the matters set forth in the responses for which he is identified as the 

witness, and the aiiswers contained therein are true and correct to the best of his 

information, knowledge and belief. 

Dml An 
DAVID SINCLAIR 

Subsci ibed and swoiii to bcfoie me, a Notaiy Public in  and befoie said County 

and State, this ?+' day ofNovember, 2008. 

My Coiiiiiiissioii Expires: 

J c ,  2Ooli) 
I 



VERIFICATION 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
) ss: 

The undemigned, Russel A. Hudson, being duly sworn, deposes and says that he 

is the Director, Energy Services Accounting and Budgeting for E.ON U.S. Services Inc , 

that he has personal knowledge of the matters set forth in the responses for which he is 

identified as the witness, and the answers contained therein are mte and correct to the 

best of his information, knowledge and belief. 

Subscribed and sworn to before me, a Notary Public in and before said County 

and State, this day of November, 2008. 

(SEAL,) 
Notary Public 

My Commission Expires: 



VERIFICATION 

STATE OF KENTUCKY ) 

COUNTY OF JEFFERSON ) 
) ss: 

The undersigned, Ralph Bowling, being duly sworn, deposes and says that he is 

the Vice President, Power Pioduction for E.ON U S Services Inc , that he has personal 

knowledge of the matters set forth in the respoiises for which he is identified as the 

witness, and the answers contained therein are tiue and correct to the best of his 

information, knowledge and belief. 

g A .  
RALPH I~OWLING 

Subscribed and sworii to before me, a Notary Public in and before said County 

and State, this 7-t" day ofNovember, 2008. 

(SEAL) 
Notary Public 

My Commission Expires: 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 24 

Witness: Dan Arbougli 

Q-24 Piovide copies of each (U S ) Equities analyst iepoit oil E ON since January 1, 
2005. 

A-24 See files on the enclosed CD for analyst iepoits that have been issued since the 
prior response 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 25 

Witness: Valerie L. Scott 

Q-25. Provide documents which show the cull-ent size of E.ON’s U.S. marlcets by state 
as divided between retail, wholesale and other (or other/different market 
descriptions as applicable). 

A-25 

AVERAGE NUMBER OF CUSTOMERS PER MONTH AS OF 

Residential 

Sinall Commercial, Large 
Commercial, & Industrial 

Large Industrial 
Public Street & Highway 
Lighting 

Other Public Authority 
Sales for Resale & 
Wliolesale sales 

Total 

DECEMBER 31,2007 

Kentucky: Kentucky: 
Electric Gas 

766,441 299,887 

121,2.31 24,279 

2,248 212 

4,889 0 

9,445 1,044 

12 0 - 

904,326 325,482 29,956 - _- 5 

Virginia: Tennessee: 
Electric Electric 

25,321 5 

.3,688 0 

91 0 

43 0 

813 0 

0 n 





L O N  U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 8.3 

Witness: Paul W. Thompson 

4-83 Please reference tlie testimony of Paul W Thompson, page 13, iegardiiig “WICEC 
has agreed to pay to tlie snieltei customers, eollectively, at tlie closing a suni of 
money in immediately available Eunds ” State tlie amount of that sum of money 

A-83. WICEC will deliver to a financial institution at closing a cash payment in  the 
amount of $70 million to be held in escrow for a ten-year period following the 
date of tlie closing, for the purpose of providing the smelter load a financial 
sotirce for monthly rebates associated with the recent increases in  tlie forecasted 
costs of fuel required for tlie operation of tlie generation stations to serve tlie 
smelter load. See Revisions to tlie Testimony of Paul Thompson, submitted June 
11,2008 page 3, lines 17-22. 

In addition to this consideration, the E ON parties have agreed to make a lump 
suni payment, to the smelters’ escrow agent under the eserow agreement; and 
those funds will be distributed by tlie escrow agent to the smelters pursuant to the 
escrow agreement over a thirty month period. See, Supplemental Direct 
Testimony of Paul A Thonipson, submitted October. 9, 3008, page 9, lines 11-16, 
Exhibit PWT-4. 

WICEC has also agreed to pay the smelter customers, collectively, at tlie closing a 
sum of money in ininiediately available funds. This information was pr’ovided in 
response to tlie AG’s Request for Infomiation Dated February 1, 2008 which was 
stibniitted to the Commission under seal pursuant to a petition for confidential 
treatment and to tlie AG pursuant to the existing confidentiality agreement 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 84 

Witness: Paul W. Thompson 

4-84 Please state when E.ON anticipates it will receive the requested tax iulings from 
IRS and Kentucky Revenue Cabinet 

A-84. As expected, both rulings were received prior to the end of the second quaitei of 
this year. 





E.ON U.S. LLC 

UPDATED Response to tlie AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 85 

Witness: Paul W. Thompson /David Sinclair 

Q-85 Provide tlie coinplete joint application and suppoitiiig documentation for the 
parties waiver from the Federal Trade Commission under the Hart-Scott-Rodino 
Antitrust Inipiovemeiits Act (“HSR Filing”) If the filing has not yet been made, 
please state when it is anticipated the HSR filing will be made 

a. If the HSR filing has not yet been made, provide each document that is being 
coiisideied for inclusion when the filing is made. 

A-85. 
a. The parties continue to develop their respective applications (and supporting 

documentation) to the Federal Trade Commission (“FTC“) under the Hart- 
Scott-Rodino Antitrust Iiiiprovemeiits Act. Once completed, the E.ON filing 
and attached documents will be provided under seal. The parties anticipate 
that their respective applications will be filed with the FTC in mid-December, 
2008, 





E.ON U.S. LLC 

UPDATED Response to the AG's Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 86 

Witness: Paul W. Thompson / David Sinclair 

4-86 Identify aiid provide the filings befoie the Federal Energy Regulatory 
Coiiiiiiission necessitated by this proposed ti ansaction 

A-86. On Julie 1.3, 2008, E.ON notified the Commission aiid the parties of record in this 
proceeding of the issuance of the Federal Energy Regulatory Coinmission 
approvals necessary to the coiisummatioii of the unwind transactions. Such 
approvals are described below and are attached as exhibits to the h i e  13, 2008 
notice. 

On May 9, 2008, FERC issued a Notice of Caiicellation of certain Western 
Kentucky Energy Corp, rate schedules aiid agreements effective oii the date the 
unwind transaction is consummated. See Western ICeiitucky Energy Corp., 
Docket No. ER08-677-000 (Letter Order of May 9,2008). 

On May 13, 2008. FERC entered its Order on Jurisdiction in LG&E Energy 
Marketing, Inc., Doclcet No. ER08-678-000, 123 FERC 7 61,147 (May 13, '2008), 
disclaiming jurisdiction over the Generation Dispatch Support Services 
Agreement between LG&E Energy Marlceting aiid Big Rivers. 

On May 22, 2008, FERC entered its Order Authorizing Disposition of Jurisdiction 
Facilities in Western ICeiitucky Energy Corp,, E.ON 71s. LLC, Doclcet No. EC08- 
54-000, 123 FERC 7 62,153 (May 22, 2008). 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 90 

Witness: Paul W. Thompsoii / David Sinclair 

Q-90 Provide E ON’S strategic plan for gencratioii assets and operations in ICentucky, 
or at any necessary higher level (geogiaphic 01 business) if such a plan does not 
exist for Kentucky 

A-90. The E.ON companies submitted The 2008 Joint Integrated Resource Plan of 
Louisville Gas and Electric Company and ICeiituclcy Utilities Coinpaiiy on April 
21,2008 in Case No 2008-00148. As noted in our response to the AG’s February 
1, 2008 Request for Information, the Integrated Resource Plan provides historical 
and projected demand, resource and financial data, and other operating 
perfonnaiice and system information. 





E.ON U S .  LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 96 

Witness: David Sinclair 

Q-96 Provide any available and current iiiarltet aiid industiy reseaich on aluminum 
coiniiiodity markets and aluiiiiiiuiii siiieltiiig lliat have been ieviewed aiid 
considered by E.ON 

A-96 Attached ai e ieports that include current aluniinuni inarlcet aiid industry data. 
E ON U S began ieviewiiig this infoniiation in April 2008 and updates to this 
iiifoniiatioii occur on a bi-weelcly fiequency 
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30 SeLteniocr 2308 I 35 pages 

s: Scarcity \IS. 

Positive on Coal, Copper, Gold ... Cautious on the Rest 
ea Commodity forecast climb-down - In conjunction with the CIR global team, we 

are cutting forecasts for 2009-10 to reflect China slowdown, dis-inflationary 
developments, and the shortlmedium term impacts of the US financial crisis We 
are cutting Copper and Aluminum forecasts from aggressive, Street-high levels 
For next year we expecl Copper at $3 651lb (prev $4 75) and Aluminum at 1 30 
(prev $1 80) Other 
changes include lower iron Ore forecasts, and mixed moves in Coai 

pp 

Hill, CFA 

Graham Wark 

Paul Cheng 

These are well above current spot and futures curves 

ia Drives earnings lower - As a result we are cutting EPS estimates and target 
prices Cuts are material for FCX, AA, and TCK - ali of which remain Buy-rated on 
valuation with a 12-month view Parlous cyclical conditions have pushed stocis 
below "peak" multiples lo 2-3x EVlEBiTDA Yet, valuation is seldom a catalyst 

rn Copper looks best. Aluminum deterred, deferred. Copper is weli-positioned due to 
supply-side constraints, which span shortfalls at current mines, delays at mega- 
projects, and contract canceilations by host governments Aluminum has been a 
disappointment, as Chinese energy shortages have eased and smelter cuts were 
less-than-advertised, while demand from constructionltransport is impioding 

!a Ranking the resources - Favorite sub-groups are Coal, Copper, and Gold On the 
other hand, Steel, Aluminum, Nickel, Lead, and Zinc are fl ir l ing with surplus, and 
will thus be more challenged Please see fuli-length companion commodity report 

rn See note - For FCX sensitivities, AA earnings build-up, and points at the quarter 

Current Year 
Rating Target Price Estlmater Next Year Estimates 

AA 1M I H  U S S S O O O  USSlOOO U S E 9 8  US$2OO US$4 79 USS351 
FCX I H  IH US$i3800 US$3OOO USS992 USS883 USSIG 51 USSII 46 
TCKb10 I H  1H C$5500 C$41 00 CS548 CS5 I7 C$81G CSIO 13 

Ticker Old New Old New Old New Old new 

See Appendix A-1 for Analyst Certification and important disclosures, 

Cili lnveslment Research is a division ofGitigroupClobalMaits inc (the "Fimr"J,wliicltdaesandseeks todobusiness withcompaniescover~in itsresearchreports Asaresult. 
investors should be aware that the Firm may have a conflict of interest that could affect the objectivity of this report investors should consider this repot as only a single factor in 
making their investment decision Non-US research analysts who have prepared this report are no1 registeredlquaiified as research analysts with the NYSE and/or NASD Such 
research analysts may not be associated persons of the member organization and therefore may not be subject to tile NYSE Ruie 472 and NASD Rule 2711 restrictions en 
communications with a subject company, public appearances and trading securities held by a research analyst account 
Custcmers of the Firm in the United States can receive independent thiid-party research on the company or companies covered in this report, at no cost to them, where,such 
research isavaiiable. Customerscan accessthisindependent research at hHDJlwww smithbarnw.com (for retail clients) orhttpllwwwcitigroupgeo wm (forinstitulionalciients) 
or can Cali (866) 836-9542 to request a copyoi this research 

. . .  .... Citigr.oup Global..Markets.-,-Equity .Research .. 

. . . .  . . . . . . .  . . . . . . . .  ..... ..... ...... . . . . .  . .- - . . .  - .. . .  

http://smithbarnw.com


M/Metals: Scarcity ws. Trough Pricing 
30 September 2008 Bents 

3Q Earnings and Commodity Forecasts 
New Commodity Forecasts 
Impacts to Company Earnings 

Trough Prices 
Excerpts from the Global Report 

ALCOA Inc (AA) 
Alcoa Model and Valuation Summary 
Freeport McMoran Copper & Gold Inc (FCX) 
Freeport Model and Valuation Summary 
Teck Cominco Ltd (TCKb.TO) 
Teck Cominco Model and Valuation Summary 

Recent trends 

ALCOA Inc 
Company description 
Investment strategy 
Valuation 
Risks 

Company description 
investment strategy 
Valuation 
Risks 

Teck Cominco Ltd 
Company description 
Investment strategy 
Valuation 
Risks 

Analyst Certification 

Freeport McMoran Copper & Gold Inc 
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M/Metals: Scarcity vs. Trough Pricing 
30 Seotember 2008 

See Fig 1 for summary of CIR giobai 
commodity forecast changes. 

See companion global commodity report. 
"Trough Cycle Analysis" 

It's not working. Exchange inventory 
builds of +50% YTD are too big to ignore 

In conjunction with the CIR global Metals team, we are cutting base metals 
forecasts for 2009-10 and re-casting company EPS estimates 

This reiiects China slowdown, dis-inflationary developments, and the short and 
medium term impact of the US derivatives/financial crisis Conditions on-the- 
ground in Metals are consistent with the headlines, featuring slack demand, 
end-user de-stocking, higher inventories, and lower merchant premia 
Cyclically soft conditions seem likely in 2009 

Backing away from aggressive forecasts. Most significantly, we are cutting 
Copper and Aluminum 2009-10 forecasts from aggressive levels For next year 
we now expect Copper a t  $3 65/lb (prev $4 75) and Aluminum at 1 30 (prev 
1 80) These are well above current spot and futures curves 

Copper looks best among base metals. We continue to see Copper as weli- 
positioned due to supply-side constraints, which span shortfalls at current 
mines, delays at mega-projects, and contract cancellations by host 
governments There is a secular component to demand, and substitution 
potential is modest As a result, Copper is likeiy to remain in baiance to slight 
deficit through 2010 with prices maintained well above trough-cycle levels 
With Copper dipping below $3 flfl/lb. i t  is only slightly above the lop of the cost 
curve in the $2 40 - 2 50/lb range Replacement costs are probably more 
relevant to long-term prices, as suggested by 5-year futures that are in the 
$2 90/lb range 

Aluminum deterred, defered. Aluminum has been a disappointment, as 
Chinese smelter cuts tied to energy shortages in 1H/08 were less than 
advertised, while demand from construction/transport is imploding China 
accounts for one-third of giobal production, and is at the top of the cost curve 
with average smelter costs of $1 12 and as much as 30% of capacity sub- 
economic Self-sufficiency objectives and better power availability are likely to 
prevent large-scale shutdowns As a result. Aluminum surplus appears likely 
in 2009-10. and as a result the CIR global commodities leam is bacRing away 
from aggressive forecasts above $2 00/1b, and now expect $1 30/lb in 2009 
Downside from current levels seems limited We continue to be believers in 
Aluminum's "Power cost determinism," in a carbon and energy constrained 
future, but catalysts have clearly been pushed out to 2009-10 

The Commodity Supercycle lives. We regard current conditions to be a severe 
correction amid a secular bull market for M/Metals Demand-side drivers from 
BRIC-country industriaiization / urbanization remain intact, while supply 
continues to be constrained by resource scarcity, infrastructure bottlenecks, 
and the forces of resource nationalism Indeed, the next up-leg for the 
M/Metals could be even more powerful than its predecessor because when 
global economic activity recovers, demand will be amplified by re-stocking 
while supply is pinched by mine cutbacks/closures and project delays 

Favorites: Gold, Coal, Copper. In the current environment, our favorite 
M/Metals sub-groups are Gold, thermaUmet Coal, and Copper Steel, 
Aluminum, Nickel, Lead, and Zinc are cioser to commodity surplus, and will 
thus he more chailenged 

3 . . . . . . . . . . .  ..Citigroup Global.Markets 1.. Equity Research ...... -. 

. . . .  .. . . . . . . . . . . . . . . . . .  . . .  . . . .  . . . .  . - . . . . .  - ._ .- .. 



MIMetals: Scarcity vs. Trough Pricing 
30 September 2008 

ew Commodity Forecasts 
We are roiling out a new commodity price deck across lhe M/Metals sector, 
consistent wilh slower growth scenarios and fiow-though to construction and 
consumer durables 

Most notably, the CIR global commodities team is backing down from Street- 
high 2009 base metals forecasts of Aluminum at $1 80 - 2 00/lb and Copper at  
$4 7 5  - 5 OOllb However, new forecasts remain well above spot and the 
futures curve 

The pattern is simiiar in Iron Ore, where we now expect price moves of +IO% / 
-20% in 2009-10 (prev ~ 3 0 %  / 0%) 

Forecast changes are mixed for Coal, with hard coking grades maintained, 
Semi-soft and PCi being raised, and Thermal being cut slightly 

Please see full-length companion commodity report for detail 

Figure 1. Base Metals Forecast Summary 

Source Cit i  investment Rosearcti 

.l ... Citigr.oup.Global Markets../. Equity.Resear.ch._. .. 
........ - - . . . . . . . . . . . .  . .  . . . . . .  . . . . . . .  . . . . .  . . . . . . . . .  



MIMetals: Scarcity vs. Trough Pricing 
30 September ZOO8 

...... 
New EPS 0,48 0.36 j 3 51 
Previous 0 8 3  1.00 ' :....??? P.!! 

Change -0 35 - 0 6 4  : -0.98 
Percenfage Change .42% -64% : -33% -27% 

......................................... .... 
. "'1 -1 28 

Impacts to Company Earnings 

EuyIlHI $30 
615 Q u y I l M )  50 

2 1 %  E i R  ,3554: 

........................... 
-1 381 cuneni $?? 58 

Commodity forecast changes drive a new set of earnings estimates, with cuts to 
Alcoa, Freeport, and Teck Cominco Al l  remain Buy rated based on extremely 
low valuation multiples, and divergence between the equities and their 
underlying commodities Copper remains our favorite among base metals, 
although near-term catalysts seem scant 

We expect consensus 3Q and 2008 estimates on Freeport to come down. 
based on the influence of quarter-end provisional pricing We expect 
consensus on Teck for 2009/10 to rise significantly as the Fording met Coal 
acquisition is factored into models 

Please see company summary sections for key points to  watch at the quarter 

Consensus 0.59 0.69 ! 2.39 

New EPS 1.37 2.41 j 8.83 

Change -0 59 -0.50 : -1 09' 
Percenfage Change 30% -17% : -11% 

consensus 1.80 2.75 ! 9.33 
Teck Cominco 

New EPS 1.32 1.,97 j 5,17 
Previous I 76 1.85 ' .............................................. .?!? 

Change -0.45 o 11 j -0 3i 
Percenlage Change -25% 6% : -6% 

Consensus 1.47 1.56 : 4.91 

Free port 

......................................... Previous 1 9 6  2.92 ' :...?.?? 

Figure 2. EPS Revision Summary 

3.28 4.14 

11,,46 12.25 BuyIlHl $90 

-5 11 -7 25-  CuiiPdce $5685  
3 1 %  ..37% EIR 61 8% 

12.03 13.34 

10.13 14.37 BuyIlHl $41 
12 13 B u y l l H )  55 

... ........................... 1 9 5 0  Buy 11H) 138 E?? 

.... ?:E ............................ 
1 3 7  2.24 CuirPrice UI 0 5  
16% 18% E I R  3 5 3 %  

6.77 6.23 

A t m i  I I I 

. . . . . . . . .  5 - . . . .  .Citigroup..Global.Markets. .I ..Equity. Research-- ... 

. . . . . . . .  .... . . . . . . . . . .  . . . . . . . . .  ................ . -. . . . . . . . . . . . . . . . . . . . . . . .  



M/Metals: Scarcity vs. Trough Pricing 
30 September 2008 or 

Trough Prices 
Please see full-length companion report. 
“Trough Cycle Analysis” b y  the CIR global 
commodities team led by Alan Heap,, 

Given the current highly uncertain economic outlook trough cycle commodity 
prices provide a valuable tool against which to benchmark valuations and to 
gauge risk Trough cycle prices are supported by production costs and 
margins, we do not believe prices will fall below these levels for a sustained 
period (months) 

Current marginal costs do not provide an accurate guide to trough prices, the 
analysis takes into account that costs fall as prices fall, and margins are 
compressed The degrees of cost reduction and margin compression vary 
between commodities depending on cost structure (steepness of the cost 
curve, amount of swing production) and industry characteristics (barriers to 
exit, price elasticity of supply) 

Figure 3 Summary of Trough Prices 

Current Price Trough Price Downside (%I Long term price 
Copper UScIlb 320 200 -38% 160 
Aluminium UScIlb 110 100 -9% 130 
Zinc UScIlb 80 70 -13% 80 
Niche1 USSllb 7 6  4 7  -38% 6 00 
Iron Ore uss1t 135 50 -63% 60 00 
Cohing Coal US$I l  300 80 -73% 120 00 
Tiicimat Coal U S S t  125 50 -60% 50 00 

Source Eloombera. Citi investment Research 

Figure 4., Industry Averages 

Current Margin Trough Margin Current Cos1 Cost decline (%I 
copper USCllb 63 40 137 15 
Aluminium UScllb 34 20 85 7 
Zinc USctlb 22 1s 70 20 
Nickel USbllb 51 27 2 8  20 
Iron Ore USS/t 67 

Thermal Coal USSIt 78 
Cohing Coal USSI I  84 

so 28 
40 55 
40 33 

11 
5 
5 

Source Citi Investment Research 

In an oversupplied market prices militate towards a level that is determined in 
the mix between cash production costs and margins Typically this process 
takes between one and two years 

However it is too simplistic to assert that marginal costs will set a floor to 
prices 

6 ... .......... Citigroup.Globa1 Markets. .,- Equity Research.._ . 
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Costs decl ine as prices f a l l  

As prices fall so do costs High cost operations ciose, and others take steps to 
reduce costs by deferring no essentiai expenditures, reducing maintenance 
and high grading, TC's fall, by-product credits decline, and commodity 
exchange rates may weaken 

Figure 5 Costs fall by around 20% from peak to trough - Copper 
-___I_ 
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Sourcc: Brooh Hunt. Citi Investment Researcil 

Sourcc: Brooh Hunt. Citi investment Research 
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We find that trough cycle margins are consistent across cycles for any given 
commodity, but vary widely between commodities 

Factors contributing to differences in trough cycle margins are structural 
differences between commodities They include: 

m The shape of the cost curve A steep cost curve means that high cost 
producers curb output rapidly, inducing a rapid suppiy response and 
helping preserve margins of lhe lower cost players A flat cost curve may 
encourage producers to remain in operation, hoping a competitor will close 
first Some commodities have a structurally steeper cost curve ( e  g iron ore) 
than others which are much flatter ( e  g zinc) 

A driver of high returns -shape of cost curve 

Figure 7,, Margin compression in Zinc industry - spread across the 
industry feel the pain 

Figure 8 Margin compression in Iron ore industry - high cost produces 
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Source; Citigroup lnvostrncnt Researcti Sourcc: Citigroup Investment Rerearcti 

In mosl commodities however we find that cost curves have been steepening in 
recent years 

Figure 9. Cost CUNCS are steepening - Copper 
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Sourcc: Brooh Hunl. Citi Investment Research 
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et The nature of the top end of the cost curve If the top of the cost curve is 
occupied by a fragmented group of smaii producers curtaiiments can be 
expected to occur rapidiy, aliowing the average margin to fall i f  on the other 
hand the top of the cost curve is occupied by a large block of production (as 
is t l ie case in aluminium and coiting coal) this is not swing supply and the 
economics of this production will tend to set a more solid floor to prices 

~1 Barriers to exit If barriers to exit are high (as was the case in zinc) 
producers will continue to operate a t  a loss so long as they beiieve prices will 
recover at some point in the not too distant future and operational iosses are 
less then the cost of closure 

&p Cross subsidization If companies have both high and low cost operations, 
cross subsidization may occur 

Besides determining trough prices, the way in which a commodity behaves in a 
trough has implications for sustained margins Commodities with deep and 
prolonged troughs often also have poor long run margins In most cases trough 
prices are lower than iong term prices 

Recent trends 

The commodity bull market has induced a number of changes in the industry 

Steeper cost curves Cost curves have steepened in the last few years as 
production from high cost operations has increased To some degree this 
steepening is structurai: new supply is high cost 

m Cost inflation Some of the infiationary elements in cost have a structural 
component especially energy prices Others, whilst not structural, are likeiy 
to persist, such as iong lead time equipment and labour 

Exchange rate moves The extreme volatility in exchange rates caused shifts 
in the shape of cost curve and the position of producers on the curve 

Margin compression reduced by structurai change Changes in the 
ownership structure of industries such as consolidation and the increased 
role of the major diversifieds, is likeiy to induce a more rational behaviour, 
eariier ciosures. and better margin preservation as a result 

~1 By-product credits High by-product credits have lowered costs, often for 
low cost producers, contributing to steeper cost curves 

81 Treatment charges TCs are a highly variable cost 

5 - ................. C.itigroup.Globa1. Markets ;...Equity.Research ....... 
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Figure 10.2007 - Copper Cost Curve by Operation (USc/lb) Figure 11.2007 -Copper Cost Curve by Country(USc/lh) 

/ I  

Source; BrookHunt. Citi Investment Research Source; Brook Hunt, Citi Investment Research 

Figure 12. Copper Cost Trends at various cost points (USc/lb) Figure 13. Long Run Copper Cost Trend 

Sourcc: Brook Hunt, Citi lnvostmcnt Research Source: Brook Hunt. Citi lnvestmont Research 

Figure 14. Copper Cost Curve Change (75%-5D% point) Figure 15. Copper Margins % 

Source; Brook Hunt. Citi lnvostment Research Source: Brook Hunt. Citi Investment Research 
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Figure 16. Aluminium Operation C o s t  Curve (US$/lbl- 2007 Figure 17., Aluminium C o u n t r y  C o s t  Curve (US$ilbl- 2007 

Source: Brook Hunt. Citi Investment Research Source: Broeh Hunt, Citi Investment Research 

Figure IS. Aluminium Cost Trent (US$/lbl at various cost points Figure 15. tong Run Aluminium C o s t  Trend 

Source: Brock Hunt, Citi Investment Researcli Source: Brooh Hunt, Citi Investment Research 

Figure 21. Aluminium Margins % Figure 20, Aluminum Cost C u r v e  Change (75%-50% point1 
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Source: Brock Hunt, Citi Investment Research Source: Brock Hunt. Citi Investment Research  
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Figure 22. 2007 -Z inc Cost Curve by Operation (USc/lb) Figure 23.2007 -Z inc Cost Curve by Country (UScnb) 

Sourcc: Breeh Hunt, Citi Investment Researcli Source: Brooh Hunt, Citl lnvostment Research 

Figure 24 Zinc Cost Trends at various cost points Figure 25 Long Run Zinc Cost Trend 

Figure 26., Zinc Cost Curve Change (75%-50% point) Figure 27. Zinc Margins % 
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Sourcc:Breoh Hunt, Giti Investment Research Sourcc: Brook Hunt, Citi Investment Research 
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Company Focus 

Rating change d 
Target price c h a n g e d  
Estimate c h a n g e d  

v 
BuylHigh Risk 1H 

uss22 58 
Target price US$30 00 

Expected share price return 32 9% 
Expected dividend yield 2.7% 
Expected total return 35 5% 
Marhet Cao USS18.366M 

from Euy/Medium Risk 
Price (30 Sep 08) 

from US$50 00 

Price Performance (RIC: AA N, BB: AA US) 

USD 

ALCOA Inc ( A N  
Aluminum Persists as "Leading Laggard" in M/Metals 

ec Bullish thesis deferred - Whiie we continue to be believers in Aluminum's 
longer term 'power cost determinism," cataiysts have been pushed out to 
2009 as Chinese smeiter cutbacks as have been less-than-advertised and 
exchange inventories continue to mount, now up +52 3% YTD 

61 Lowering aluminum forecast - After surging to +$1 45/lb. Aluminum has given 
up nearly all its gains YTD CIR has revised 2009/10 estimates to $1 30 / $ l  60 
(prev $1 80 / 2 20) 

m Lowering estimates - Consistent with lower commodity forecasts, FX 
impact, and input escalation, we are cutting estimates across the board 
Also relevant are volume losses from the Rockdale (TX) smelter shutdown; 
diesel switching costs due to the regional W Austraiian gas outage; and 
sharp escalation in Caustic Soda and Petcoke up +50% 

&a Cutting target. Raising risk rating to "High.," Maintaining Buy rating - Our 
longstanding positive view on Alcoa has been solely based on the view that 
Aluminum would finally join the Supercycle after lagging for 4-5 years This 
was expressed in CIR's Street-high forecasts of $1 8 0  - 2 OO/lb for 2009-10, 
which have now been sliced We see limited restructuring I divestiture 
opportunities for Alcoa, as easy steps have already been taken The next 
crop of projects has been pushed out Transformative, non-commodily 
catalysts for Alcoa could include breaking the LME linkage in alumina 
contracts and moving to market-based pricing; andlor acquiring Alumina Ltd 
which controls a minority position in Alcoa's highmargin refinery system 

Conference call - Tues, Oct-7. 2pm ET 800-901-5226 Pass Code: ALCOA 

rn Please see -Valuation section of this note for model summary and 
sensitivities 

EPS (11 (12 (13 (14 FV FCCons 

2007A 0 79A 0 81A 0 58A 0 36A 2 55A 2 60A 

2008E 0 50A 0 66A 0 48E 0 36E 2 ODE 2 39E 

Previous 0 50A 0 66A 0 83E I ODE 2 98E na 

2009E na na na na 3 51E 3 28E 

Previous na na na na 4 79E na 

2010E na na na na 5 06E 4 ME 

Previous na na na na 6 4% na 

Source Conlpany Rcpoitn and IlataCentiaI CIR f C  Con$ R r s t  C a l i  Consensus 
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Fiscal year end 31-Oec 2006 2007 2008E 2009E 2010E 
Valuation Ratios 

NlEBlTDA adjusted ( x i  
P/BV (x) 
Dividend yield (%) 2.7 3 0  30 30 30 
Per Share Data (US81 
EPS adjusted 2 84 2 55 2 00 3 51 5 06 
EPS repoited 
BVPS 

PIE adjusted (XI 79 89 11 3 6 4  45 
44 38 57 3 9  26 
1 3  12 10 09 07 

2 57 2 94 187 3 51 5 06 
16 73 19 27 22 97 25 69 30 53 
0 60 0 68 0 68 0 68 0 68 

II. 

DPS 

Profi t  E Loss (USIMI 
Net sales 30,512 30.748 29,521 32,074 37,301 
Operating expenses -26,152 -25,324 -26,510 -27,352 -30,136 
EBlT 4.380 5,424 3,010 4.722 7,165 

--" 

Net interest expense -384 -401 -391 -410 -397 
Nun-operating/exceptionals -543 -532 -40 0 0 
Pre-tax profit 3,433 4,491 2,579 4.312 6,768 
Tax -835 -1,555 -754 -1,164 -2,166 
Ewtraord IMin Int /Pref div -352 -374 -285 -339 -630 
Reported net income 2,246 2,562 1,540 2,809 3,973 
Adjusted earnings 2,488 2,216 1,648 2,811 3,975 
Adjusled EEiTOA 5,642 6,692 4,346 6,167 8,681 
Growth Rates (%I 
Sales 
EElT adjusted 
EBITDA adjusted 
EPS adiusted 

16 1 08 -4 0 86 I6 3 
65 7 24 4 -44 5 56 9 51 7 
44 6 
88 9 

18 6 
-10 5 

-35 I 
-21 3 

41 9 
75.2 

40 8 
44 3 

2.979 
1,268 
119 

-1,625 
-3,636 

52 
-1,985 

654 

2,726 
1,335 
-272 

-2,030 
-3,044 
2.271 
-1.069 
579 

4,593 
1.445 

0 
-2.600 
-2,600 

0 
-2,075 

0 

6,119 
1,516 

0 
-2,000 
-2,000 

0 
-1,866 

-511 

Cash Flow (USBMI 
Operating cash flow 2,567 
Oepreciationlamortiration 1,282 
Net working capital -1,082 
Investing cash flow -2,841 
Capital expenditure -3,205 
Acquisitions/disposais 379 
Financing cash flow -379 
Eoirowings 679 
Dividends paid -923 -958 -819 -875 -1,155 
Change in cash -615 -582 -327 -82 2,252 
Balance Sheet (USBMI 
Total assets 37,274 38,803 39,823 41,408 44,436 
Cash & cash equivalent 506 483 483 401 2,654 
Accounts receivable 3,435 3,053 2,830 3,178 3,413 
Net fixed assets 14,813 16,879 19.182 20,336 20,820 
Total liabilities 20,843 20,327 18,406 18,500 17.905 
Accounts payable 2,680 2,787 2,621 2,759 2,807 
Total Oebt 7,235 7,142 6,763 6,784 6,273 

16,431 16,476 21.416 22,908 26,531 
ProfitabilitylSolvency Ratios (%I 
EBITDA margin adiusted 18 5 21 8 14 7 19 2 23 3 

ki lUith8rdatB iiuciioI on Cilir lull CoveiigC univcire 
P l e m w n l a c t  CIn nab Sciviicr AmelicBs UI 
C l n O u l u S c r v i c o r A m o i i ~ ~ ~ ~ ~ i l i  corn or+i-ZI2-816.5336 funds 

PhiicdUY 

ataCentral 

ROE adjusted 
ROlC adjusted 
Net debt to equity 
Total debt to capital 

17 8 14 5 96 14 6 18 2 
12 9 13 I 74 11 3 15 4 
41 0 36 0 29 3 27 9 13 6 
30 6 27 9 24 0 22 8 19 1 

.... .. ........... - --.Ciiigroup..Global.Markets .~..Equity..Resear.ch 
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Figure 28. Key Alcoa Model Assumptions 

Source Citt Investment Research 

Figure 29 Alcoa Earnings Build-up Figure 30 Alma Forex Sensitivity 

3W08 Applied' 
Difference 

Metal Sensitivity' 

op EPS 
Subtotal 

W Australia outage 
Texas Outage 
Materials escalation 
FX Benefit 
Total 

Austialian Oaliar 

Brazilian Real 0605 0604 .02% 20% 00% 
Canadian Ooilar 0990 0961 -29% 30% -0 9% 

-5002 $0 15 EURO 1563 I505 - 3 7 %  5% -0 2% 

Hisi Ally Price $133 $1 16 
$1.31 $1.31 

FX Baskel .3 7% 
($003) $023 AA EPS Impilct' 0.02 
$0.66 $0.58 
$063 $081 Nales 

' Evcli I% chg I" C U ~ ~ C ~ C Y  barkel = 2 d y r  lo EPS 
($0 03) 
($0 03) 
($0 11) 
$0.02 
$0 48 

Notes 
i LME cash Q 1-mu lag; now 15 days 

Each Icllb chg in Ally = 6c to EPS I yr 

Source Brooh Hunt, Citi investment Researcil SourceBrook Hunt, Citi lnvertmont Research -~ 
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Valuation Changes 

We have reduced our target price to $30/sh (from $50) to reflect iower 
estimates due to iower Aluminum forecast, FX impact, cost escaiation in key 
inputs, as weli as lower valuation multiples The PE multiple declines lo  8x 
(previously 1 Ix) on our 2009 EPS of $3 51 (previously $4 79) yieiding $28/sh 
(previously $53), and the OCF multiple declines to 7x (previously 8x1 on our 
OCF/sh of $5 32  (previously $6 64) yielding $37/sh (previously $53) Our long- 
term Aiuminum assumption is $1 30/lb (previously $1 55/lb), resulting in a 
DCF-derived value of $23 (previously $42) Our weighting is 35/35/30 P/E. 
OCF,DCF, respectively 

Figure 31., AA Valuation Summary 

2 3 3 X  EPS 13 51 Cos1 of Eri. :y 
Target Mulliple 8 ox $28 08 Cost of Debt 3  5% 

Currenl Z009E P/E Mull 6 4x Beta lo S&P500 1 30 
WACC 7 0% 
Enlerprisc Value 27,520 5 

2009E OCF/Share $5 32 B/S Adjustments 19.537 01 
Target Multiple 7 ox 5 3 7  21 Equity Value 17.984 $2300 

C ~ r e n l  ?W9EP/CflO Mu 4 ?K Currenl PNYAV Mull 0 98X 

Cuirenl Share Price 522 58 
Tarnel Price 530 00 
Applecialion lo Tatget 32 9% 
Dividcnd Yieid 
Expecled Tolal Relum 35.5% 

Source Citi Investment Research 
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Company Focus 

Targel price change r3 
Estimate changed 

Euy/High Risk 1H 
Price I30 Sep 081 US$56,85 
Target price US$90 00 

Expected share price return 58 3% 
Expected dividend yield 3.5% 

Market Cap us$zi,azaM 

from US$138 00 

Expected total return 61.,8% 

Price Performance (RlC: FCX.N, BE: FCX US1 

us0 

60 9 

Freeport McMoran Copper & Gold 
The Deepest of Deep Value. Cutting target on Top Pick 

More Copper Cuts rattle FCX EPS - C i R  commodity strategists have pushed 
out the timeframe for a Copper recovery The 2009E Copper forecast of 
$3 65 per Ib (previously $4 75/lbl shaves earnings by 31% with a 37% cut 
in 2010E Although no ionger extremeiy bullish, CiR Copper forecasts are 
stili above spot, and the futures curve 

~l Volumes and Costs - We have made no changes to volumes, but have 
slightly trimmed operating costs by roughly 3% at the mine level in 2009/10 
to refiect slightly lower inputs 

E! Cutting 3Q EPS to $1.37/sh - We have reduced EPS to $1 38/sh (-30%) due 
iargeiy to the falling Copper prices in the quarter Similar to 4Q07, FCX 
faces the difficulty of a double headwind from negative adjustments to 2 0  
prior period sales. plus 3Q realizations far below average prices 

- 2Q provisional pricing - At  .June 30, FCX had attributable copper sales of 
369 million pounds of copper provisionally priced at $3 8 8  per pound 
Each $0 0 5  change in price resuits in an approximate $11 min affect on 
FCX's 2008 net income At  average 3Q prices ($3 49/ib) the net income 
reduction is $86 min ($0 19/sh) 

- 3Q realizations - Due to failing capper prices in the period we estimate 
realizations for 3Q at $3 10, vs average spot prices of $3 49/lb The lower 
than average realizations are a result of a majority of saies (Cu in 
concentrate) provisionally priced on the last day of the period (Sep 30 
spot is $2 9 M b  with a shallow backwardation) 

% Valuation cut - We have reduced the target price to $90/sh (from $138) to 
reflect lower Copper earnings and lower unit resource and NAV multiples 
after a severe negative revaluation of globai M/Metals equities The unit 
resource multiple is down to $0 35 (previously $0 65)  and our NAV multiple 
is now 1 25x (previously 1 6x1 PE and OCF multiples are unchanged (at 
near "peak-cycle" 8x and 6x respectively) See Valuation section below for 
details 

E! Reiterate l o p  Pick - With low trading muitiples. high margins and positive 
fundamentals, we continue to expect significant upside Reiterate Buy rating 
and Top Pick status 

I P P .̂  

01 a2 a3 a4 FY FC Cons EPS 
2007A 2 74A 3 20A 2 32A 119A 9 46A 9 84A 

2008E Z.78A 2 27A 1.37E 2.41E 8,,83E 9.33E 
Previous 2 78A 2 27A 1 9 %  2 92E 9 92E na 

20OBE na na na na 11.46E 12 03E 

Previous na na na na IG 57E na 

2010E na na na na 12 25E 13 34E 
Previous na na na na 19 50E na 

SOUICC: Company R c p ~ i t s  and dalaccnlial. CIR FC Coni: Firrl Cull C o l l i e n i u ~  
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Fiscal Year end 31-Dec 2006 2007 2008E 2009E 201OE 
Valuation Ratios 
PIE adjusted (XI 8 3  6 0  6 4  50 46 
EV/EBITDA adjusted (XI 76 3 6  34 26 23 
P/BV (XI 8 6  14 13 10 1 3  
Dividend yield (%) 8 4  22 3 3  3 5  35 2 
Per Share Data IUS01 
EPS adjusted 6 83 9 46 8 83 11 46 12 25 
EPS reported 6 63 7 64 8 66 11 46 12 25 
BVPS 6 62 39 51 44 57 55 16 42 87 

Profi t  & Loss (US$M) 
Net sales 5,790 17,360 21,500 25,602 27,665 
Operating expenses -2,922 -10,753 -13,319 -14,598 -15,397 
EBIT 2.869 6,607 8.181 11,003 12,268 

UPS 4 75 125 1 88 2 00 20 00 

Net interest expense -76 -516 -545 -412 -373 
Non-operalinp/exceptionals 33 95 46 12 12 
Pre-tax pro l i t  2.826 6,187 7.682 10,603 11,907 
Tax -1,201 -2,415 -2,694 -4,029 -4,525 
Extraord /Min Int /Pie{ div -229 -1,002 -1,320 -1,543 -1,796 
Reported net income 1,396 2,769 3,668 5,031 5,586 
Adjusted earnings 1,440 3,465 3,747 5,031 5,586 
Adjusted EBITOA 3,096 7.858 10,035 13,008 14,394 
Growth Rates (%) 
Sales 38 6 199.8 23,8 19 1 81 
EBIT adjusted 31 8 130 3 23 8 34 5 11 5 
EBITOA adjusted 27 5 153 8 27 7 29 6 10 7 
EPS adjusted 41 8 38 5 -6 7 29.7 69 
Cash Flow (USOM) 
Operating cash flow 1,886 6,212 4,664 7.904 9,150 
Depreciation/amortizalion 228 1,251 1,854 2,005 2,127 
Net working capital -114 1,058 -2,193 -475 -380 
Investing cash f low -223 -14,861 -2,919 -2,480 -2,360 
Capital expenditure -251 -1,755 -2,974 -2,480 -2,360 
Acquisitions/disposaIs 34 -13,053 -1 0 0 
Financing cash flow -1,498 9,355 -1,636 -2,299 -10.322 
Borrowings -291 5,297 203 0 -282 
Dividends paid -1,137 -1,563 -1,726 -2,307 -in,o48 
Channe in cash 144 706 109 3.125 -3.533 

- 

Balance Sheet (US$Ml 
Total assets 5,390 40.035 42,977 47,553 44,806 
Cash &cash equivalent 907 1,626 1,798 4,924 1,391 

Net fixed assets 3,099 25,784 26,902 27,377 27,610 
Total liabilities 2,773 19.722 20,386 20,855 20,746 
Accounts payable 572 3.328 2,472 2,972 3,145 
Total Debt 721 7,211 7,571 7,540 7,258 

2,617 20,313 22,592 28,698 24.060 
Profitahility/Solvency Ratios (%I 
EBlTDA margin adjusted 53 5 45 3 46 7 50 8 52 0 
ROE adjusted 140 7 42 2 23 3 26 4 28 2 
ROlC adjusted 46 8 22 0 15 0 17 9 19 5 
Net debt to equity -7 1 27 5 25 6 9 8  24 4 
Total debt to capi ial 21 6 26 2 25 1 22.0 23 2 

Accounts receivable 486 1,295 1,927 2,578 2,811 

F ~ l u I 1 h c r  d a b  P U c I o s  on C i t i r  lull C W D I ~ ~ B  linivoiie 
please C O ~ I X L  cin Data Stwices Amci ica i  at  
CInnaluScniierAmericusOEiti corn ~t1.212.816-5336 Shareholders' funds 

_l_ I 

?w;irtd wf: 
ataCentral 
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Figure 32. Key FCX Model Assumptions 

Source Cit i  Investment Research 

Valuation Changes 

We have reduced our target price to $90/sh (from $138) io reflect lower Copper 
earnings and lower unit resource and NAV multiples after a severe negative 
revaluation of global M/Metals equities The PE multiple remains at Ex on our 
2009 EPS of $11 46 (previously $16 57) yielding $92/sh (previousiy $133), the 
OCF multiple remains 6x on our OCF/sh of $15 37 (previously $20 50) yielding 
$92/sh (previously $123) The unit resource multiple is down to $0 3 5  
(previously $0 65) on payable reserve equivalent of 106 8 bin Ibs (unchanged) 
yielding $84/sh (previously $156), and our DCF now yields $90/sh (previously 
$139/sh) primarily from the reduction in the NAV multiple to 1 25x (previously 
1 6x) Each method is equally weighted 

Figure 33. FGX Valuation Summary 
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Figure 34. FCX EBITDA. OCF and NI sensitivities and current valuation under 5 price scenarios 
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Our dynamic  earnings-expectat ions model  
y ie lds forward PE and PIOCF based on 
p u b l i s h e d  OCF and Meta ls  sens i t i v i t i es ,  
We a d d  energy sensi t iv i t ies  based on dai ly  
WTI Oil changes a p p l i e d  to  20% of COGS 

Observat ions:  
Broader  marke t  t u rmo i l  in Mar-08 saw 
m u l t i p l e s  compress t o  a low 7.5~ PE and 
5 . 1 ~  OCF Pr io r  peaks in Dec-07 were 
+12x PE a n d  +8x cash f low  

Current levels of  7.,9x earn ings and 5 2x 
OCF appear very a t t rac t i ve  

From here. a worst -case shor t - te rm 
downside m i g h t  be 52.51lb Copper at  a 
lox mul t i p le ,  equa l  t o  $46/sh.,  

FCX Multiples may De overslaled relalive 
lo  peers on PE (due lo  Phelps DD&A 
slep-up) and underslaled on EV/EBIIDA 
(due l o  low book vaiue of rninorrlies in lire 
EV calcuialioni 

Figure 36 FCX Fonvard multiples using daily spot commodity prices. including oil (energy cost) 

’. , -F PIOCF I ihs) -F PIE IIhs) - FCX share price (right) 
13x , , 130 

. . . . . . . 

. . . . . . . 

Note; Adjusted fer various non-operating aiiects Over lime including Pllclps Hedge iusses. diluted shaics / 
preferred dividends: OCF is net of minority interest payout: basu case annualized OCF is $7 9 bin at $3 50ilb 
Copper, $301ib Mu, $900/oz Gold and S1301bbi wil 
Source; Company reports and Citi Investment Research analysis 
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Company Focus 

Iaigel price change 13' 
Erllmatc climec d 

Buy/High Risk 1H 
Price I30 Sep 08) C$30 22 
Target price C$41 OD 

from C$55 00 
35 7% Expected share price return 

Expecled dividend yield 3.3% 
Expected lo ta l  return 39 0% 
Marhel Cap C$13,320M 

US$12,739M 

Price Performance (RlC: TCKb TO, 00: TCWB CNJ 

CAD 

Teck Cominco Ltd (GCKb.TQ) 
Adjusting Model for Copper & 100% of Elk Valley 

$1 Adding Coal offsets lower Copper -We have made two-way revisions to TCK 
EPS estimates The downside from lower CIR Copper forecasts is more than 
offset from accretion assuming full ownership of the Eli< Valley (BC) Coal 
assets with that transaction expected lo  close end-0ct 

E Fording Canadian Coal - AI end-Sept shareholders of Fording (FDG, not 
rated) approved the sale of EVC to Teck Cominco In hindsight the timing of 
the deai appears to mark a top in asset prices, yet we see met as geologically 
scarce, and structurally supply-constrained thus we remain positive on TCK 
The greatest visible risk is a scenario where steel capacity cuts significantly 
slacken met coal markets and threaten excess cashflow for debt payments 

Fort Hills appears unviable -After another capex blowout (+50%) a l  Fort 
Hills announced Sep-17th. the market value of UTS Energy shares has failen 
to a level indicating Teck's share in the project is now a liability Deferral of 
massive outlays on Fort Hills could positively accelerate EVC debt 
repayment 

81 Shaving 3Q estimates -Similar to Freeport, lower average pricing and a soft 
outlook prompts a reduction to TCK base metals earnings with 3Q EPS cut to 
C$1 30 (from C$1 76)  

01 Valuation -With the addition of 100% of Elk Valley Coal, EBITDA is over 
60% from met coal on 2009E We cut valuation multiples to reflect the 
overweight on met coal thal CIR estimates at peak cycle levels next year The 
target price is now C$4l/sh [from C$55) to reflect higher coking Coal 
earnings from near-term estimates (up -17%) and lower rnuitiples See 
Valuation section below for details 

EPS (11 (12 a3 (14 FY FCCons 
2007A 0 83A i 1 3 A  I 3 8 A  0 67A 3 55A 3 95A 

2008E 0 77A 1 1 3 A  1 3 2 E  1 9 7 E  5 17E 4 91E 

Prcvlous 0 7 7 A  1 1 3  116E 1 8 5 E  5 4 a ~  na 

2009E 2 U3E 2 33E 2 90E 2 87E 1 U  13E 6 77E 

Previous 2 11E 1 9 3 E  2 33E 2 39E 8 76E na 
2010E 3 66E 3 54E 3 55E 3 62E 14 37E 6 23E 

Previous 3 OGE 2 5GE 3 07E 3 17E 12 13E na 

SOIIICO Company Reports and dalaConlial CIR iC Coos Flrrl C a l l  C l i n i c n i w  
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2010E 
r_r__ 

Fiscal year end 31-Dec 2006 2007 2008E 2009E 

Valuation Ratios 

EV/EBITDA adjusted (XI 3 0  4 0  4 6  2 7  1 7  
P/E adjusted (XI 5 8  7 6  5 8  3 0  2 1  

P/BV (XI 2 0  1 7  3 1  1 4  10 
Dividend yield (%I 2 3  3 2  3 1  3 3  3 3  
Per Share Data (Cbl 
EPS adjusled 5 21 3 99 5 17 10 13 14 37 
EPS reported 5 60 3 71 5 17 10 13 14 37 
BVPS 15 17 17 47 9 61 21 13 31 31 
DPS 0 69 0 96 0 93 100 I 0 0  

Profi t  & Loss (COMI 
Net sales 6,539 6,371 8,067 13,477 16,087 
Operating expenses -3,168 -3,879 -4,556 -6,520 -7,053 
EDIT 3,371 2,492 3,511 6,957 9,034 

Pre-tax prof i t  3,610 2,513 3.378 6,079 9.409 

Net interest expense -97 91 -120 -846 -442 
Nan-operating/exceptionals 336 -70 -13 -32 817 

Tax -1,215 -796 -1,194 -1,160 -2,401 
Extraord /Min Int P r e f  div 36 -102 138 -85 -131 
Reported net income 2,431 1,615 2,322 4,633 6,878 
Adjusted earnings 2,261 1,737 2,322 4,833 6.878 
Adjusted EBITDA 3,635 2,825 3,897 7,635 9,596 
Growth Rates (%I 
Saies 48 1 -2 6 26 6 67 1 19 4 
EBIT adjusted 83 8 -26 1 40 9 98 1 29 9 
EBITDA adjusted 72 4 -22 3 37 9 95 9 25 7 
EPS adjusted 85.3 -23.4 29,6 96 1 41.8 

Cash Flow (C$Ml 

Deprecialion/amortization 264 333 385 678 562 
Operating cash flow 2.929 1,715 3,517 7,157 7,548 

Net working capital 305 -282 178 -42 -22 
Investing cash l low -98 -3,949 -13,107 -1,692 -2,292 

Acquisitions/disposaIs 390 -2,896 -11,393 D 0 

Dividends paid -296 -426 -441 -473 -474 
Change in cash 1,970 -3,604 -410 2,902 -349 

-488 -1,093 -1,714 -1,692 -2,292 Capital expenditure 

Financing cash flow -835 -1,081 9,180 -2,560 -5,605 
Borrowings -210 14 9,968 -2,000 -5,000 

Balance Sheet (CSMI 
Total assets 11,447 13,757 25,162 28,505 28.722 
Cash &cash equivalent 5,281 1,408 963 3,778 3.298 
Accounts receivable 723 593 892 1,218 1,454 
Net fixed assets 3,838 7,807 19,817 20,030 20,361 
Total liabilities 4,655 5,977 20,547 18,420 13.764 

Total Debt 1,509 1,554 11,540 9,540 4,540 
Shareholders' funds 6,592 7,811 4,615 10.065 14,958 

Profitability/Solvency Ratios (%I 
EBITDA margin adjusled 55 6 44 3 48 3 56 7 59 6 

Accounts payable 763 1,017 1,108 1,083 1.208 

ROE adjusted 41 4 24 3 37 9 66 4 55 3 
ROlC adjusted 51 4 24 7 17 8 34 4 38 2 
Net deb1 to equity -57 2 1 9  229 2 57 1 8 3  
Total debt to capital 18 6 16 6 71 4 48 6 23 3 
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Figure 31. HeyTCKb.JO Model Assumptions 

Source Citi Investment Research 

Valuation Changes 

We have lowered our target price to C$4l/sh (from C$55) to refiect a negative 
revaluation of M/Metals equities globally Earnings have been upgraded and 
multiples downgraded to reflect the highly cashfiow accretive EVC acquisition 
that overweights the portfolio to met coai, a commodity that CIR estimates at 
peak cycle levels next year EPS estimates are up  -17% in 2009/10 Higher 
2009E estimates merit lower multiples in our blended approach as follows: the 
PE multiple is now 5 Ox (previously 7 5x) on our EPS of C$10 13 (previously 
C$8 76) yielding C$Sl/sh (previously C$66), the OCF multiple is now 3 Ox 
(previously 5 Ox) on our OCF/sh of C$14 91 (previously C$9 49) yielding 
C$45/sh (previously C$47), the EBITDA multiple is 3 Ox (previously 4 Ox) on 
our EBITDA estimate of C$7 6 bln [previously C$5 5 bin) yielding C$27/sh 
(previously C$49), and our DCF now yields C$42/sh (previously C$58/sh) 
primarily from the reduced NAV multiple of 1 Ix (previously 1 3x1 and 
revaluation of Fort Hills given the capital cost increase The addition of 
leverage to fund the EVC purchase should merit a steeper than average 
discount to global peers Each method is equally weighted 

Figure 38. TCKb TO Valuation Summary 

.. . . . .. . 
Tiisol Mulliplc 5 Ox 550 68 Taigcl Mullipte 3 0 "  522904 

C ~ m n l  F/rP5 Mulull 3 0" current ZWIE 1y/tBirnn 3 B 

20031 OCFlShsrc $14.91 w A.C C ldlscounl h l o r l  6 3 %  
Tarsol Multiple 3 0" 544 14 PV Dl lnlcrlm CF 524 702 
CW,ll"l PICi-LO I I U I I  7 or largcl Mulliple I 101 527.173 

AdjuSlrnenlS ($8 0281 
Sum SI9 144 
Lurrco1 F/NAVAIuII 0 9, 

Source: Citi Investment Research 
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Company description 

Aicoa Inc (AA) is one of the world's largest producers of alumina and 
aluminum Founded in 1888 and headquartered in Pittsburgh, PA, Aicoa is 
active in over 40 countries with 130,000 employees Key segments include 
Alcoa World Alumina and Chemicals (60% owned). which holds bauxite mining 
and alumina refining assets; Primary Metais, which consists of a worldwide 
system of smelters; Flat-Rolled, which produces sheet products; and 
Engineered Solutions for the transport and aerospace industries 

Investment strategy 

We rate the shares of Aicoa inc B u y /  High Risk (1H) Despite near-term 
macro-concerns, our positive stance is based on the beiief that power cost 
escalation, as well as deceierating growth of quality bauxite suppiies will 
uitimately result in higher Aiuminum prices While our thesis has been pushed 
out to 2009, we believe that AA's share price already reflects the commodities 
correction 

Valuation 

Our $30 target price on Aicoa is based on: 1) 2009 Price to forward earnings 
(P/E), 2) ZOO9 Price to operating cash flows (OCF), 3)  and Discounted Cash 
Flow (OCF). with respective weightings of 35/35/30 

Aiuminum companies have historically traded in a range of P/E ratios from 6x. 
2Ox with an average of 15x Due to re-rating in metals/rnining stocks, we are 
applying a low-end multiple range of 8x multiple to 2009E to yieid a value of 
$28/sh 

Aiuminum companies have historically traded in a range of OCF ratios from 4x. 
14x with an average of 9x Due to re-rating in metals/mining stocks, we are 
applying a low-end muitiple range of 7x to 2009E to yieid a value of $37/sh 

Our detailed DCF modei yields a value of $23/sh 

Risks 

We rate Alcoa inc High Risk Despite its large size, steady growth in dividends, 
and high interest coverage, the shares have seen higher voiatility in 2008 due 
to the fluctuations in aluminum prices, which have ranged $1 07-$1 46/ib As 
an industrial cyclical company, the greatest single risk facing Aicoa is the 
scope and pace of global economic growth Should the major industrial 
economies lapse back into recession, Aicoa's revenues and earnings would 
suffer 
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Aiuminum accounts for roughly two-thirds of revenue, and we estimate that 
every $0 Ol l lb  change to the annuai aluminum price impacts EPS by $0 10 
Should our Aiuminum price forecasts be materially too high, or too low, this 
would cause financial results to deviate substantiaily from our estimates 

Other company specific risks include major development projects in Trinidad, 
.Jamaica, Brazil, and lceiand, which might be delayed, cancelled or subject to 
material cost overruns Operating in over 40 countries (excluding North 
America), Aicoa is subject to foreign political and currency risks A h a  is 
reiiant on the suppiy of cheap, reliable electricity 

If the negative impact on the company from any of these factors proves to be 
greater than we anticipate. it may prevent the stock from achieving our target 
price 
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Freeport McMoran Copper 4% Gold Inc 

Company description 

Freeport-McMoRan Copper & Gold Inc is the largest publicly traded copper 
producer (#2 in world with about 9% of mined market share) It operates the 
massive Grasberg complex in Indonesia. and has various copper and moly 
producing mines in North and South America foilowing the Mar-07 acquisition 
of Phelps Dodge Key growth projects are Safford (Arizona), Tenke (DR Congo) 
and Climax (Colorado) Attributable proven and probable reserves to the 
company amount to 77 0 billion Ibs of copper, 37 million ounces of gold and 
some 1 9  billion Ibs of molybdenum, plus silver and cobalt Key 
challenges/opportunities will be unprecedented underground conversion at 
Grasberg (completed by 2015), bringing growth projects into production, 
particularly Tenke, and managing relatively high-cost operations in the event 
copper prices recede back to historical levels The company employs about 
22,000 people Other assets include copper smelting & refining and 
molybdenum processing facilities 

Investment strategy 

We rate the shares of Freeport-McMoRan Copper &Gold Inc Buy/ High Risk 
( IH),  predicated on our positive outlook for metals prices (copper, 
molybdenum. and gold) that allow Freeport's mines to operate at strong 
profitability ratios and provide ample free cash flows for de-leveraging and 
distributing lo  shareholders Freeport's Grasberg complex in Indonesia is one 
of the mining industry's most compelling assets Distinguished by its massive 
size and high ore grades, Grasberg has grown to the status of both the world's 
second largest copper mine and single largest gold mine The significant goid 
byproduct lends financial strength and cyclical diversification Phelps Dodge 
aSSetS acquired Mar-2007 inciude an array of low-grade SX/EW operations in 
the USA that operate at low strip ratios and high efficiency, plus attractive 
copper interests in Peru and Chile Phelps Dodge also added significant 
primary and byproduct molybdenum operations, plus depth/breadth of 
management and technical prowess 

Valuation 

We value Freeport-McMoRan Copper & Gold Inc a t  $90 per share derived from 
four methods We apply the multiples analysis on 2009 EPS and OCF 
estimates, payable reserves, and discounted cashflow modeling Each method 
is equally weighted 

We view the cycle of nonferrous metals earnings multipies since 1990 as 28x- 
17x- lox (trough-mid-peak) Applying a mid-peak level multiple of 8x yields a 
value of $92/sh 

We view the cycle of nonferrous metals OCF multiples as 16x-lox-6x Applying 
a 6x multiple yields a value of $92 
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We also value Freeport on its recoverable proven and probable reserves We 
apply a $0 35/lb multiple on copper equivalent metal This is in line with peers 
and yields a value of $84 

Our discounted cash flow (OCF) is  based on a beta of 1 1, yielding a blended 
cost of capital of 9 2% The sum of DCFs plus cash, less debt equals net asset 
value We appiy a 1 25x multiple to reflect conservatism of our long-term metal 
prices (call option on assets, exploration holdings) This yields a value of $90 

Risks 

We rate Freeport shares High Risk because the company is non-diversified with 
more than 70% of revenues from Copper sales Base metals mining equities 
trade at compressed valuation multiples to other Metals companies as a result 
of backwardation Should metals prices fall rapidly, multiples expansion may 
not offset negative sentiment Mining risks include: 

Project-specific risks: unpredictable geology [geotechnical stability. 
earthquakes), weather (excessive or lack of rainfall), fires. labor action, 
supplier delays, reserve and metallurgical variance. among others The 
Grasberg underground transition in the 2010-15 time frame involves block 
cave mining methods on an unprecedented scale 

Market risks: primarily uncertainty of future metals prices for Gold and Copper 
prices and other macroeconomic market forces that tend to remain out of the 
influence of project managers 

Political I Policy risks: Government policies dictate the conditions of 
environmental permitting, social responsibilities, subsidies, and tax policies 
Adverse events in Indonesia, (e g threats of Papuan secession, challenges 
Contract of Work) or other jurisdictions could impact the company's operations 
and financial results 

Capital markets risk: currency and interest rate risks are particularly relevant to 
international mining companies 

If the negative impact on the company from any of these factors proves to be 
more negative than we anticipate, the stock may have difficulty achieving our 
target price 
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Teck Cominco Ltd 

Company description 

Teck Cominco is a diversified mining company based in Vancouver, British 
Colombia in Canada The 2001 merger between Teck Corp and Cominco 
helped realize operational synergies via scaie and verticai integration The 
company employs roughly 8.000 people at mines in North America, South 
America and Australia The fiagship operation is the Red Dog mine in Alaska, 
the largest zinc mine in the warid Other key assets are the Highland Vaiiey 
copper-moly mine, Elk Valley Coal, and a share of the Antamina copper-zinc- 
moly mine The Cominco zinc smelter in Trail partially secures concentrate 
offtake, and also produces valuable downstream specialty products The 
Quebrada Blanca and Andacoilo copper mines and the poly-metallic Duck 
Pond mine were added in the acquisition of Aut Resources completed in Aug- 
2007 Two gold mines and several development-stage gold properties are a 
small, but valuable part of the portfolio Investments in myriad junior 
companies provide potential growth opportunities, as weli as a major 
commitment to fund development capex and provide mining expertise for a 
20% minority interest in the massive Fort Hills (Alberta, Canada) oilsands 
property, where a total of $15bln (100%) may be invested before initiai 
production 

Investment strategy 

We rate the shares of Teck Cominco Ltd Buy/ High Risk ( IH) ,  predicated on 
our positive outlooi( for metals prices (copper. zinc, molybdenum, and gold) 
that should provide ample cashfiows for reinvestment in growth projects and 
returning to shareholders Significant operating cashfiows are generated from 
an array of Copper mines, the world's largest Zinc mine, North America's 
largest complex of Metallurgical Coal mines, and a Zinc smeiting complex in 
British Columbia Primarily located in stable political jurisdictions, these assets 
are uniquely ievered to benefit from rapid industrialization in developing 
economies 

A trading discount to peers is probable dlle to a tiered voting structure (A 
shares have l00x voting power of B shares) that limits shareholder opportunity 
to participate in the rapidly consolidating mining sector 

Valuation 

We value Teck Cominco Ltd at C$41 per share derived based on an average of 
four methods: Multiples analysis on 2009 earnings, operating cashflow and 
EBiTflA estimates. and discounted cashflow analysis 

Loss-making periods aside, we view the cycie of nonferrous metais earnings 
muitiples since 1990 as  2 8 x - 1 7 x 4 ~  (trough-mid-peak) in the valuation 
framework, we apply a near-peak multiple of 5 Ox for a value of $51/sh 
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Forward PKashfiow measures have been more reliable across loss-making 
time-cycles We view the cycle of nonferrous metals OCF multiples as 2Ox-12x- 
3x Applying a peak multiple of 3x yields a value of $45 

Forward EV/EBITOA measures have been the most reliable across ioss-making 
time-cycles We view the cycle of nonferrous metals EBITDA multiples as 1% 
9 x - 3 x  Applying a peak multiple of 3x yields a value of $27 In making peer 
comparisons this method should be scrutinized for the new minority interests 
from the Chilean operations of Aur Resources, and Teck Cominco's higher- 
than-average corporate tax rate 

Our Discounted Cash Flow (OCF) is based on a blended cost of capital of 6 3% 
Key long-term assumptions are CADAJSD at $1, along with base metals prices 
at $1 6/lb for Copper, $0 7/lb Zinc, and $150/T of Benchmark Met Coal A 1 l x  
muitiple to reflect conservatism of our long-term metal prices (call option on 
assets, exploration holdings) The sum of OCFs plus cash, less deb! equals Net 
Asset Value (NAV) This yields a value of $42/sh 

Risks 

We rate Teck shares High Risk because the cashflows are dependent on 
industrial cyclical commodity prices that are currently near all-time highs Base 
metals mining equities trade at compressed valuation multiples to other Metals 
companies as a result of backwardation. Should metals prices fall rapidly, 
multiples expansion may not offset cashflow deterioration Mining risks 
include: 

Project-specific risks: unpredictable geology (geotechnical stability, 
earthquakes), weather (excessive or lack of rainfall), fires. labor action, 
supplier delays, reserve and metallurgical variance, among others 

Market risks: primarily uncertainty of future metals prices for Zinc and Copper 
price3 and other macroeconomic market forces that tend to remain out of the 
influence of project managers The high cost of the Highland Valley mine could 
render production uneconomic i f  copper prices return to cycle lows before 
production is planned to cease in 2019 

Political I Policy risks: Government policies dictate the conditions of 
environmental permitting, social responsibilities, subsidies, and tax policies 

Capital markets risk: currency and interesi rale risks are particularly relevant to 
international mining companies 

If the negative impact on the company from any of these factors proves to be 
worse than we anticipate, the stock may have difficulty achieving our target 
price 
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OTHER DISCLOSURES 
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ot signilicaut financial interest, please reler to the policy for managing conflicts of interest which can be found at www citigroupgeo com I 
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condensed Note, Iwwever. that the Firm has taken all reasonable steps to determine the accuracy and completeness of the disclosures made in  the Important Disclosures 
section of the Product The Firm's research department has received assistance from the subject companyiiesl releired to in this Product including, but not limited to, 
discussions with management 01 the subject companylies1 Firm policy prohibits research analysts from sending dralt research to subject companies However, it should 
be presumed that the author of the Product has had discussions with the subject company to ensure factual accuracy prior to publication Al l  opinions, projections and 
estimates constitute the iudgment of the author as of the date of the Product and these, plus any other information contained in the Product. are subject to  change without 
notice Prices and availabilityof financial instruments also are subject to change without notice Notwithstanding othar departments w i t h  the Firm advising the 
companies discussed in  this Product, information obtained in  such role is not used in  the preparation of the Product Although Citi Investment Research does not set a 
predetermined frequency for publication, if the Product is a fundamental research report. it is the intention of Citi Investment Research to provide research coverage of 
thelthose issuerls) mantioned therein, including in response to news affecting this issuer, subject Io applicable quiet periods and capacity constraints The Product is for 
informational purposes only and is not intended as an oHei or solicitation for the purchase or Sale of a security Any decision to purchase securities mentioned in  the 
Product must tahe into account existing public information on such security or any registered prospectus 

Investing in non-U S. securities, including AORs, may entail certain rishs The securities 01 non-U S issuers may not be registered with, nor be subject to the reporting 
requirements of the U S Sacurities and Exchange Commission There may be limited informatinn available on foreign securities Foreign companies are generally not 
subject to uniform audit and reporting standards, practices and requirements comparable to tllose in  the U S  Securities of some foreign companies may be less liquid and 
their prices more volatile than securities of comparable U S companies In addition, exchange rate movements may have an adverse effect on the value of an investment in  
a foreign stoch and its corresponding dividend payment for U S investors Net dividends to AOR investors are estimated, using withholding tax rates conventions. deemed 
accurate, but investors are urged to consult their tax advisor for exact dividend computations Investors who have received the Product from the Firm may be prohibited i n  
certain states orother jurisdictions from purchasing securities mentioned in  the Product from the Firm Smith Barneyclients can ash their Financisl Advisor for additional 
details Citigroup Global Marhets Inc tahes responsibility for the Product in  tlie United States Any orders by US investors resulting from the information contained in the 
Product may ba placed only through Citigroup Global Markets Inc 

The Citigroup legal entity that tahes responsibility for the production of the Product is the legal entity which the first named author i s  employed by The Product is made 
available in Australia to wholesale clients through Citigroup Global Marhets Australia Pty Ltd IABN 64 003 114 832 and AFSL No 2409921 and to retail clients through Citi 
Smith Barney Pty Ltd (ABN 19 009 145 555 and AWL No. 2408131, Participants of the ASX Group and regulated by the Auslralian Securities & Investments Commission. 
Citigroup Centre, 2 ParhStreet, Sydney, NSW 2000. l h e  Product is made available in  Australia to Private Banking wholesale clients through Citigroup Pty Limited (ABN 88 
004 325 080 and AFSL 2380981 Citigroup Pty Limited provides all financial product advice to Australian Private Banking wholesale clients through bankers and 
relationship managers If there is any doubt about the suitabilityof investments held in Citigroup Private Banh accounts, investors should contact the Citigroup Private 
Banh in Australia Citigroup companies may compensate aHiliales and their representatives for providing products and Services to clients The Product is made available 
in  Brazil by Citigroup Global Marhets Brasil - CCNM SA, which is regulated by CVM - Comissao de Valores Mobiliarios, BACEN - Brazilian Central Banh, APIMEC - 
AssociaFZo Associa$ao dos Analistas e Profissionais de lnvestimento do Mercado de Capitais and ANBID. Associa$% National dos Bancos de lnvestimento Av Paulisla, 
1111 - 11' andar. CEP. 01311920 - Si0 Paulo . SP It the Product is being made avaitable in  certain provinces 01 Canada by Citigroup Global Marhets (Canada) Inc 
PCGM Canada"), CGM Canada has approved the Product Citigroup Place. 123 Front Street West, Suite 1100, Toronto. Ontario M512M3 The Product is made available in 
France by Citigroup Global Marhets Limited, which is authorised and regulated by Financial Services Authority 1-5 Rue Paul Cezanne, 8 h e ,  Paris, France The Product 
may not be distributed to private clients in  Germany. The Product is distributed in  Germany by Citigroup Global Markets Oeutschland AG ?, Co IKGaA, which is regulated by 
Bundesanstatt fuer Finanzdienstleistungsaulsicht (EaFinl Frankfurt am Main, Rentemeg 16,60323 Franliiurt am Main If the Product is made available in  Hong Kong by, 
or on behalf of. Citigroup Global Marhets Asia Ltd , it is attributable to Citigroup Global Mathets Asia Ltd , CitibanhTower, Citibanh Plaza, 3 Garden Road, Hong IKong 
Citigroup Global Markets Asia Ltd is regulated by Hong IKong Securities and Futures Commission If the Product is made available in  Hong IKong by The Citigroup Private 
Banhto itsclients,it is attributable IoCitibankNA. CitibankTower, CitibanhPlaza, 3 Garden Road, Hong Kong. TheCitigroup PrivateBanhandCitibanhNA. is regulated 
by the Hong Kong Monetary Authority The Product is made available in  India by Citigroup Gtobal Mark ts  India Private Limited, which i s  regulated by Securities and 
Exchange Board of India Bahhtawar, Nariman Point. Mumbai 400-021 The Product is made available in  Indonesia through PTCitigroup Securities Indonesia 5/F, 
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North America Credit Research 
13 August 2008 

Is 
August monthly: Downgrading sector, STLD credit 
and METALS 

0 In  this report ,  among other  items, we downgrade the Metals & 
Mining credit  sector to Underweight, downgrade Steel 
Dynamics credit to Underweight (both from Neutral) and  
downgrade Metals USA credit to Neutral. 

0 In  o u r  May monthly we posed the question, “are we in a steel 
price bubble.” We concluded that we most likely were but that it 
was unlilcely the price bubble would burst in the short term. At 
$1,080 per ton, hot-rolled sheet prices have only come off $70 in 
the last three months. 

0 Since the publication of ou r  June  aluminum sector focus, 
aluminum prices have fallen 9%. Still, prices remain very high 
in a historical context. 

e Over  the last three months, the overall high yield marlcet has 
returned negative 3.7% while the metals & mining sector of 
the high yield marltet has returned positive 0.8%. During the 
same period, the S&P is down 8.0%, but the AMEX Steel Index 
has moved down 23.9%. 

e We believe the stoclc marlcet sell-off reflects a secular change 
in thinlcing regarding commodities. However, we also recognize 
that the sell-off has lilcely been more a result of fear than it llas 
been of concrete economic data. 

0 Nevertheless, we believe enongh risk now exists to metals 
bonds’ trading levels to war ran t  a downgrade of the sector to 
Underweight. 

0 W e  recognize tha t  bond investors may he seeing the end game 
better than equity investors. However, we believe the apparent  
shift in equity sentiment, the strengthening of the IJS dollar, the 
decrease in steel scrap prices and high aluminum inventories 
warrant investors moving to a true “underweight” position. 

0 T h a t  is, we advocate investors move to a more cautious 
position, tr imming their  metals positions and  taking profits. 

Metals & Mining 

Dave K a d c  
(1-212) 270-4593 
dsve sdam kalz@jjpmchase corn 

J P Morgan Secur~IIe:~ Inc 

www.morganmarkets.com 

See page 43 for analyst certification and important disclosures. 
JPMorgan does and seeks to do business with companies covered in its research reports As a resuit, investors should be aware that the firm 
may have a conflict of interest that muid affect the objeciivity of this report investors should consider this report as only a single factor in 
making iheir investment decision 

http://www.morganmarkets.com


Dave Kalz 
(1-212) 270-4593 
davS adam kalz@j/pmchase corn 

N o a h  America Cfcdit Rosovrch 
13 August 2008 

JPMorgan 9 

Metals USA: Downgrading to Neutral 
* As we indicated in our July monthly, we view Metals USA ZQOS EBITDA of 

$93 million as a phenomenal result, but, likely, an outlier. Although the 
company has done a great job at managing volume growth in an otherwise soh 
environment, we believe the inventoly gains likely present in the 2Q08 results 
make an EBITDA repeat unlikely. 

e We expect leverage calculated on LTM EBITDA to continue to fall through 
the end of the year but believe this is alrendy priced into the bonds. The 
OpCo notes trade at a relatively rich 105 offered price (YTW 9,88%) Were the 
company to complete its proposed IPO, the OpCo notes would not directly 
benefit, with all cash raised going to pay down the HoldCo notes 

Metals USA is required to use the proceeds of any IPO to malie a purchase 
offer for the $300 million HoldCo notes due 2012 a t  par plus accrued 
interest. In the event Metals USA raises and receives the entire $200 million 
referenced in its amended S-1 filed 17-1111-OS (that is, no portion of the sale 
represents sales of shares by Apollo), up to two-thirds of the issue would be 
retired. Bondholders would have to balance the purchase offer payment and the 
pro forma 1 . 0 ~  reduction in leverage to i .7x (only 0.5x wide of the OpCo notes) 
against the illiquidity of the remaining smaller issue, - However, in the event the company does not complete an IPO by the end of 
September, we would expect a dividend payment to Apollo. The headline 
impact of this quarter's earnings encourages management to complete the IPO 
prior to the close of 3QOS. - We calculate that Metals USA could, a t  present, pay over a $70 million 
dividend. Noteholders' interests are somewhat protected by Apollo/aftiliate 
ownership of $91.4 million of the HoldCo notes (as of 16-Jul-OS). Still, the cash 
benefit of a dividend may outweigh the benefit to Apollo from completing the 
IPO. 

The 27.0% decrease in the AMEX STEEL Index from the date the company 
filed its S-1 maltes us believe the likelihood of the IPO being completed has 
decreased. Reliance Steel is down 12.0% over the same period. 

* If the IPO is completed and roughly $200 million oftlie HoldCo issue retired, 
we think the remaining portion of the issue would trade to 96 If, instead, a 
dividend is paid, we anticipate the notes would trade down to around 84. Using a 
50% likeliliood for the I F 0  implies proper value for the HoldCo notes at 91.3, in 
line with the notes' current trading levels We therefore are downgrading the 
HoldCo notes to Hold. 

0 We continue to believe Metals USA is a well-run company. If steel prices head 
up sharply or steel company equity prices increase, we would revisit our rating. 
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Steel Dynamics: Credit facing headwinds, 
downgrading to Underweight 

We are downgrading Steel Dynamics’ debt to Underweight, reflecting our 
view that the notes trade rich relative to recent equity market movements, 
likely shareholder friendly action, possible scrap compression and possible late- 
year headwinds to demand. 

In terms of steel producers, Steel Dynamics is the cream of the crop. 
However, we feel that impressive operating skills cannot overcome the 
combination of high leverage (for the rating), a lack of ratings upside 
possibilities and an apparent change in equity investor sentiment 

On 13-Aug-08, Steel Dynamics equity closed at $25.85 per share, a 
whopping 36% below its 19Jun-08 close. The fall is all the more remarkable 
when one takes into account that on July 22, the company reported its strongest 
quarter ever Since 19-Jun-OX, the STLD 7 75% of 2016 notes have fallen 2.,25 
points. Over the last month, while Steel Dynamics stock has fallen 25%, the 
STLD 7.75% of 2016 notes have actually increased 0.,25 points. 

We believe STLD will favor sliareholder repurchases over debt repayment. 
In the past two years, tlie company has completed over $825 million in share 
repurchases., On 29-Jul-OX, the board upsized the shares authorized for 
repurchase by 5 million shares to 8.9 million shares. Although the current 
authorization is only equivalent to about $230 million at current stock prices, we 
would expect the company’s future purchases to be equivalent to or greater than 
ils historical repurchases. 

Shareholder rcpurcliascs could leave very little for debt repayment. We 
think the recent fall in equity prices will provide Uie company with more than 
enough impetus to aggressively repurchase shares 

In addition, tile company has indicated continued interest in acquisitions. 
We expect that shareholder-friendly actions and acquisitions will make long- 
term debt reduction unlikely 

Scrap prices liave shown signs of weakness lately. Were they to continue to 
weaken, we would expect Steel Dynamics’ margins to expand initially but over 
time to compress, erasing some of Uie impressive profits the company has been 
generating 

We include our financial model. In tlie model, we assume that free cash flow 
sits on the balance sheet instead of being used to pay down debt. This reflects 
our view that tlie majority of the cash will be used as previously mentioned 
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Recent events 
D AK Steel ( A l a )  

On 21-.lul-O8, AI< Steel announced a $21 million capital investment to further 
expand the company’s Butler, Pennsylvania, grain-oriented electrical steel 
capabilities. Tlie project should help improve the company’s product mix facility 
and is expected to be completed in late 2009 

AK Steel announced 2Q08 earnings on 22-Jul-08. Volume increased 2% over the 
same period in the prior year, driven by growth in value-added products. Prices 
increased I 8% over 2408 and 1.3% sequentially, leading to record adjusted 
EBITDA of$292 million., Free cash flow of$106 million increased cash balances 
to $.381 million., Net debt now stands at $284 million Net leverage decreased 
0 . 1 ~  sequentially to 0 3x. Gross leverage remained steady at 0 . 7 ~ .  

On 22-Jul-08, the company announced that its hoard of directors had authorized a 
$75 million early contribution to the company’s pension trust fund to he paid 
during the third quarter. 

On 28-.lul-O8, Moody’s placed AK Steel’s ratings under review for possible 
upgrade. The agency attributed the review to “the company’s improved operating 
and financial profile driven by strong steel fundamentals and tlie company’s 
meaningful reduction in debt, pension, and OPEB liabilities,,” 

Aleris International, Inc. ( A M )  
On I I-Aug-08, Aleris announced its 2QO8 results, in which tlie company 
reported adjusted EBlTDA of $105 million, 9% above the same period in the 
prior year Volumes in tlie global rolled and extruded products segment fell 1% 
while volumes in tlie global recycling segment rose 12% Excluding tlie impact of 
acquisitions, volume decreased 4% from 2907 in Uie global rolled and extruded 
products segment and volume decreased 12% in tlie global recycling segment. 
Management explained the volume declines by citing continued %cessionary 
conditions prevalent in North America as well as pockets of softness in certain 
European end-use industries,” EBITDA growth was aided by “strong productivity 
gains” and expansions in Europe. Net debt increased $34 million to $2 84 billion 
Gross leverage through the sub notes remained steady sequentially at 8 . 0 ~ .  Net 
debt through Uie sub notes fell 0 lx to 7 7x. 

* California Steel Industries, Inc. (CALSTL) 
On 21-Jul-08, Standard & Poor’s released a summary of its BB corporate credit 
rating ofCalifornia Steel. Tlie outlook is stable, hut S&P noted that the outlook 
could he revised to negative if leverage deteriorated and was maintained above 
5.,Ox. Factors - including the company’s “weak business position, very limited 
diversity due to reliance on one plant, close ties to the economic cycle of 
California, and heavy dependence on volatile steel slab costs” - act to constrain 
higher ratings, 

On 24-Jul-08, Century Aluminum released its 2Q08 earnings Shipments were 
5% greater than in tlie same quarter in tlie prior year. Management struck an 
optimistic tone, noting that it continued to believe that “metal markets, while 
volatile, will demonstrate long-term upward pressure consistent with ongoing 

0 Century Aluminum Company (CENX) 
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cost increases and supply constraints as well as increasing metal demand from 
emerging economies.” Adjusted EBITDA of$169 million increased 48% over 
the same period in the prior year and GG% sequentially. Gross debt remained 
steady at $4.33 million; net debt decreased slightly to $49 million Gross leverage 
decreased 0 . 1 ~  to 1 Ox; net leverage decreased to 0 Ix 

Essar Steel Algoma Inc. (AGACN) 
On 12-Aug-OS, ESSAR Steel Algoma said that it planned to start up its No, 6 
Blast Furnace that evening The No, 6 Blast Furnace is a component of Algonia’s 
planned expansion to 4 million saleable tons 

On 29-.Jul-O8, Fortescue stated that it bad loaded more than 4 million tonnes of 
product onto 25 ships TIiis is roughly equivalent to US$3 10 million gross 
revenue generation in tlie first 11 weeks of the company’s life. 

On I-Aug-08, Fortescue announced that a ship loaded with 155,000 tonnes of 
iron ore of tlie company’s product had run aground in tlie Port Hedland shipping 
channel. There were no injuries and no hydrocarbon releases. The ship was 
refloated on I-Aug-OS. The responsibility for the costs of the refloating operation 
plus any charges for ship repairs will be borne by the ship’s owner, SK Shipping 
PLC Europe 

On 4-Aug-OR, tlie CEO, Andrew Forrest, said that the company may reach 55 
million tons of annual production (run-rate levels) in early 2009 

On 12-Aug-08, the Sydiiey Morning Iferaid reported that Fortescue “is forging 
ahead with plans to more than double its annual production capacity to 120 
million tonnes of iron ore a year.” This figure is up from the previously 
mentioned 100 million tonnes per year and reflects better-than-expected 
performance from the car dumper, with Forrest noting consistent unloading of 
two iron ore cars at least every 90 seconds. 

e Freeport-McMoRan Copper & Gold Inc. (FCX) 
On 22-Jul-08, Freeport reported 2Q08 results Adjusted EBITDA of $2 5 billion 
was 18% below the same period in the prior year as a result of higher unit costs, 
lower gold volumes, and slightly lower copper volumes offset by higher metals 
prices and molybdenum volumes, Free cash flow for the quarter was negative 
$108 million, but management stated that it expects to generate $4.4 billion in 
cash from operations in the second half of the year, based on $.3.75/1b copper. 
With momentum moving against copper (current spot price ofaround $3.40/lb ) 
that forecast may prove somewliat difficult to achieve Gross leverage increased 
0 . 1 ~  to 0.8~. 

On 22-Jul-08, Freeport announced that its board ofdirectors had authorized an 
increase in its annual dividend from $1,75 per share to $2.00 per share beginning 
with the November 2008 dividend payment. The share-repurchase program was 
expanded from 20 million shares authorized to 30 million shares The company 
said that its “financial policy will be reviewed on an ongoing basis and will be 
designed to maintain a strong balance sheet, enable financial flexibility to invest 
in organic growth and provide strong cash returns to shareholders subject to 
market conditions.” 

0 

* Fortescue Metals Group (FMGAU) 
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On 29-Jul-08, Moody’s released a Credit Analysis of Freeport in  which the 
agency noted that the Bal corporate family rating “reflects Freeport’s high debt 
level of approximately $9 billion (including Moody’s standard adjustments), its 
primary concentration in copper and resultant variation in earnings and cash flow, 
and its significant capital expenditure requirements to increase production and 
improve its cost position ” Moody’s also stated that “Freeport’s debt level still 
remains a constraining rating factor given the company’s extreme dependence on 
volatile copper prices and propensity to emphasize shareholder returns ” 

On 6-Aug-08, Gerdau Ameristeel reported 2Q08 results Adjusted EBITDA of 
$521 million was 117% over the same period in tlie prior year Shipments 
increased 48% from 2Q07 Free cash flow of negative $52 million in addition to 
the $204 million paid for tlie CSI acquisition and the increase in ownership of 
PCS led cash to fall $329 million sequentially to $312 million, Gross debt stayed 
steady at $3.07 billion Gross leverage decreased O.,5x to 2 , Ix  due to tlie growth 
in LTM EBITDA. Net leverage only decreased 0 lx, to 1 9x, due to tlie decrease 
in cash from the acquisition spend 

Indalex Holding Corp. (INDALX) 
On 7-Aug-08, lndalex announced the institution of an energy surcharge 
beginning 1 I-Aug-08 to help pass along the costs for natural gas, diesel fuel and 
electricity to the company’s customers The August surcharge is 4 ,2  cents per 
pound. 

On 13-Aug-08, Indalex announced 2Q08 earnings We calculate tlie company 
generated $8 million EBITDA, down 36% from the same period in tlie prior year, 
and 63% over 2Q06 levels, However, tlie EBITDA was more than three times as 
large as 1QO8’s. Volume was down 14% year over year due to continued 
weakness in end markets The company had a heavy cash burn, with negative $25 
million free cash flow, due to heavy capital expenditures ($12 million) and 
working capital spend ($10 million), Gross leverage increased 2.,3x to 1 3 . 1 ~  

Noraoda Aluminum Acquisition Corp. (NRNDA) 
On 12-Aug-08, Noranda reported 2QO8 adjusted EBITDA of $80 million, sliglitly 
below our $84 million estimate EBITDA was virtually flat year over year A 6% 
increase in aluminum prices over the prior year was offset by a 9% increase in the 
company’s cash costs and continued weakness in the downstream businesses’ end 
markets Net debt increased $95 million sequentially, reflecting tlie previously 
announced $102 million dividend Gross OpCo leverage was down 0,Ix  to 3 .0~ .  
HoldCo leverage stands at 3 . 8 ~ .  The company announced that it entered into 
natural gas forward swaps for 25% of its estimated exposure through 2012 at an 
average price of $9,51 per million BTU 

Novelis Inc. (HINDAL,) 
On I-Aug-08, Novelis said that it had identified a noncash error “largely related“ 
to accounting for the company’s acquisition by Hindalco Industries L.imited . The 
company sliould not have recorded a deferred tax liability associated witli tlie 
stepup in basis related to nonamortizable assets (primarily goodwill). As a result 
of this error, Novelis also overstated a tax benefit. Novelis estimated the net 
effect of tliese noncash errors was to overstate net income for the fiscal year 
ended il-Mar-08 by about $45 million The company is reassessing its evaluation 
ofthe effectiveness of its internal control over financial reporting, 

e Gerdau Ameristccl Corporation (GNACN) 
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D RatliGibson (RATNGI) 
On 1 I-Aug-08, RathGibson announced that Harley Kaplan had departed his 
position as chairman and CEO. While an executive search is under way, Mike 
Schwartz, president and COO, will function as the interim CEO, and .John Janitz, 
a current member of the board, will function as the nonexecutive chairman ofthe 
board 

0 Russel Metals (RUSCN) 
The company released its 2408 results on 5-Aug-08 Adjusted EBITDA of$128 
million was 137% above the same period in the prior year and 134% above the 
prior quarter. Management pointed to consistent demand in tile metals service 
center segment and increased demand in the energy tubular products segment. 
Free cash flow of $35 million raised cash balances to $236 million Gross 
leverage decreased 0 2x to 0 . 7 ~  Liquidity at quarter end stood at around $365 
million Management said that working capital should continue to expand, 
consuming cash for the remainder of the year., The company remains “optimistic” 
that it will “maintain the positive momentum of the second quarter.” 

Ryerson reported 2408 adjusted EBITDA on a LIFO basis of $42 million on 
5-Aug-08. On a FIFO basis, the company’s adjusted EBITDA was $129 million. 
For a discussion ofthe company’s results and why we believe the bonds offer a 
compelling return opportunity, please see our report Rverson lnc : 2008: Living 
LIFO in a FIFO world, published 8-Aug-08. 

On 21-Jul-08, Steel Dynamics reported ZQOS results Adjusted EBITDA of $414 
inillion was a bit more than double the amount in the same period in Uie prior 
year Shipments likewise more than doubled. The company generated negative 
free cash flow, principally due to a near-$200 million working capital usage. 
Gross leverage increased 0 . 1 ~  to 2 . 2 ~  Net leverage stayed flat at 2 l x  Chairman 
and CEO I<eith Busse said that the company’s outlook “continues to be very 
positive,” The company’s “order activity remains strong for steel products and 
metals recycling volumes are running at a record pace.” Busse attempted to look 
beyond 2008, prognosticating “that the US.  steel marketplace will remain 
attractive for domestic producers, as strong global steel demand continues; 
steelmaking resources and ocean freight costs remain high; and a weaker dollar 
remains,” 

On 29-Jul-08, the company announced that its board had approved an increase of 
5 million shares to its existing repurchase program, increasing the total number of 
shares authorized to 8 ,9  million shares Since September 2004, tlie company 11% 
repurcliased 46 million shares of its common stock. 

On 5-Aug-08, Steel Dynamics announced a number of organizational changes 
including appointment of Mark Millet as executive vice president for Metals 
Recycling and Ferrous Resources and president and COO of OmniSource 
Corporation, taking over the role vacated by Danny Ritkin upon his departure 
from Uie company Millet retains his responsibilities for the company’s iron- 
making projects. 

On 19-Jul-08, Standard &Poor’s affirmed Wise Metals Group’s CCC corporate 

0 Ryerson Inc. (RYI) 

* Steel Dynamics (STLD) 

0 Wise Metals (WISMET) 
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credit rating with a “developing” outlook The ratings agency also assigned a 
recovery rating of 6 (0 to 10% recovery) to the $150 million senior secured notes 
due 2012 The notes are rated CC The ratings and outlook reflects “the 
company’s participation in a mature and consolidated industry, limited operating 
diversity, customer concentratioii risk, negative operating margins, thin liquidity, 
and aggressive financial leverage” balanced against “the likelihood that new sales 
contracts could help reverse [Wise’s] recent poor financial performance ” 

18-.Iul-o8 

15-Jul-08 

01-Jul-08 
20-Jun-08 
20-Jun-08 
19-Jun-08 
17-Jun-08 
20-May-08 

20-May-08 
09-May-08 
29-Apr-08 

10-Apr-08 

08-Apr-08 

3 I-Mar-08 
17-Mar-08 

12-Mar-08 

06-Feb-08 

In Case You Missed It: WY Metals & Mining Reports 
Date Titlc 
08-Aug-08 Rverson Inc : 2008: Livine LIFO in a FIFO world 

HY Metals and Minine : July monthlv: Metals USA (our thouehts 
post 2008 earnings) 
Metals USA Holdines : Good 2008. HoldCo notes still the wav to 
!a 
Novelis Inc. : Manaeement meetine takeawavs 
Novelis Inc. : Good 4008. Reafirmine our Overweight 
Noranda Aluminum : Timine is evervthins 
HY Metals and Minine : June monthlv: Aluminum sector focus 
Noranda Aluminum : Initiatine with an Overweieht 
Metals USA Holdings : IPO filine could be eood news for HoldCo 
notes - 
Rverson Inc : On track. 2008 should be even better 
HY Metals and Minine : Mav inonthly: Steel sector focus 
Metals USA Holdines : Mold on to vour hats. UDeradine HoldCo 
notes due 2012 to Buy 
Freeoort-McMoRan Comer & Gold : Investment made catalvst 
achieved - Downeradine t o w  
H Y  Metals and hlininr : April monthlv: Aleris (IJpdatt). lndalex 
m a d i n c  to Neutral,. Rverson (Reaflirminc our O\erweirht) 
Steel Dvnainks : Hold on new 7.75% of ‘16. reafirmine our Neutral 
I-tY Metals and Minine : March monthlv: Freetlort (Update). Metals 
USA (Initiation), Novelis/Hindalco (UDdatel 
Metals USA. Inc : Lookine for the rieht entw noint lnitiatine with a 

HY Metals and Minine : February monthlv: lndalex - Relish the 
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Metals and Mining STW credit tracker, ranked by Am/m 
Ti@tcncd by 

HY - Metal FabricotorslServiu: Centers 746 788 864 i (76)n (118) 
Mnx 1,097 2,270 2,323 64 232 
Min 239 300 300 (76) (1,227) 

Avcrnec 561 68 1 691 (10) (129) 
Source: JPMorgan 

Mcdiun 458 524 547 (12) (71) 
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Metals and Mining dollar price credit tracker, ranked by Am/m 
Pricc increased by (bp) 

Min ($1 00) ($30 00) 
Medinn $0 00 ($1 13) 
Average $0.29 ($2.361 
Source: JPMorgan 
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Comparative company ___ ~. 
I)I*LII 

AlgOmil Caliloma GCrdI1Y NYSD, RSUI Slel l  
company AK6lecl %ea1 Slecl 6loel C o p  Gibson Dynmics USGlocI 
Equitylliker AX6 GNA NUE sno X 
Bondiickcr AX6 AGACN CALSTL GNACN NUE RATHGl STLD X 

Vol~mo m d l n c o m o  rla!omonl(llW) 
Shlpmenk ( O O D ~ l m 5 )  6.467 2490 1748 0644 24.965 0195 25335 

RDYO""CI 17.442 11,067 11.433 17.709 $20,721 $357 56.914 520.029 
EBlTDA 1916 1135 $111 51,471 51.455 540 51,154 12.205 
E B l l D A m ~ r ~ i n  126% 7.2% 7,7% 191% 167% 13.3% 167% 10.6% 
lnlelerl expews 150 166 110 1154 155 125 1106 5133 
Nollncome 5461 11111 543 1690 51.737 11111 1552 11.207 

CmhFlowlLTMI ... ~ ~ ,~ , 
CUPEX 5156 1141 $13 1147 1023 110 5414 1711 
CFO 5214 5239 1112 1720 11.916 (SI) 1592 51,440 
D i s i i ~ U m w  FCF 1114 196 $79 5634 11.094 ($11) 1567 1729 
FCF 147 596 579 1441 1407 (111) I12471 1504 

Caplwll~sUlln 
Cash 1301 110 1160 $312 12.792 13 5115 1391 

SI16 1455 140 52.666 1443 165 1021 11,500 
1555 1921 1190 11.070 51,268 1276 12521 13.220 
1565 1921 1190 13,070 13.260 $276 52.517 13,220 

Minotity lnlererl 135 1115 112 1125 
11.303 1506 1301 54.167 16.060 $210 51,900 16,409 Shsieholdclr equity 

CapilaliUUO" 11.956 11.407 5571 17.271 511.664 1485 54,515 19,754 

En l~ rpd re  YSIUO and 6quldlly 
Sloikpdce 153.00 Ptivalc PtivuuI SI4 I 6  152.74 Piivule 125,05 $117.92 
Equity marksl cBpilUlildUon 15,954 PtivauI Pti~alc 16,140 116.537 Ptivulc 14.921 $15,204 
EnlOrptii~vUlue 10,210 1l.570 1719 18.932 517.329 1310 57.154 119.l50 
Liquidity 11.062 1201 1269 1l.117 53.707 125 1706 11.590 

Cmdil SbUsUCB 
EBlmlVl"lCR*1E"pe"*C I O  7" 20" 114" 9 . 5 ~  511r 19" 109x l 6 5 x  

___---- ______-  

EBlmA. CupEx I Inlere~I Exponre 15,6x -0 li 0.ox O O x  401" 1 5 "  sox  1 1 2 I  

Scnioi secured isv~roge 0 1" 3 41 04"  1 ox 0 1" 1 4 i  0 7 i  0 7 i  
l o w l  sonioi Iewrapo 0 7" 0 6 1  17" 211 09" 5 01 2 2 i  1 sx 
Tow1 OpCo I ~ l v ~ r a ~ e  0 71 6 8 X  17" 211 09" 5.61 2 21 1 sx 
Scnior uomi i i cd  debVcap 6% 11% 7% 37% 4% 13% 10% 15% 
Tolal ~ ~ n i i i i  dcbVcap 14% 62% 33% 42% 28% 57% 56% 13*% 
TOlulOpCOdObVCup 34% 62% 13% 42% 26% 57% 56% 33?6 

EVIEBImA 6.71 11.7~ 6 . 5 ~  6 , l x  5.ox 6 . 5 ~  6,4x 8.7X 
T o O I O C ~ V N  11% 56% 26% 34% 19% 09% 34% I 7 V  

EVluI" 1962 1632 $411 11,010 1094 $097 1756 
E B I I D m n  S i 4 4  154 103 1166 SI16 1141 167 
EVmavenvor 84% 04% 50% 115% 049h 67% 106% 92% 

Brnd Ono 
Dcruipiion SrND SiNk SrNB SrNB SiNk SrNk SrND SiNk 
Co"P0" 7750% 9,015% 5125% 10.375% 4.075./. 11.250% 1375% 5.050% 
Malaity OW1312 06115115 01115li4 07115111 1010112012 02115114 11101112 06101113 
Ouklendino $550 5450 1150 1405 1350 1200 1700 1350 

OllCrptiCB 1$9,25 194.75 166.50 1103.80 595.50 $99.00 597.02 
Weld 797% 10,90% 9.24% 7.98% 12.39% 7.65% 517?6 
6W 499bp 744bp 569bp 579bp 904bp 45lbp 314bp 
Band Two 
DOlCnPUO" StNb S r N k  
COYPII" 0750% 6.050% 
hlalunty 04101115 05101111 
Dublanding 1500 1450 
Ral"g Ou218B* 08u3180+ 
(iller pike 194.50 191.70 
Yicid 7.02% 7 31?6 

ROd"9 BliBB. C u r l &  BaLiBB. 881B8* A M *  8118 ~ a 2 . m  ~ a a 3 m  

JPMorgan 6 
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M!"!"O .4lYrnl"Yrn 
HCOQO". cmtuiy NO""d8 N."LII* 

COmpW UihloRrn NmrlnU iUumioum Indrlw Numinum (Nlndrlvrl Wsohld% 
Equivuutxar FCX CENX 
BondUcka PCX ARS CENX INDAU NRNDA HiNDAL WSMEI 

lncorno liLllrman1 (LTM) 
WW""03 120,3&3 10.473 11.OW 11,025 11,3111 111,240 11,050 
EBilDA sum 1355 1434 124 S2Ql 1 4 l D  (1151 
ermAmugin 47% 5% 23% 2% 23% 4% .I% 
Intamlolporo 1507 1210 113 131 163 SI80 135 
Nallnmmo 13.512 ISIDII (1140) IS831 125 istin (181) 
Crah FbwlLiMl , .  
CWU 12240 1187 112 143 158 1202 121 
CFO 15,000 13 u30 114 SI83 1175 (108) 
DiiooinnWFCF 130111 (1071 1217 (Ill 1140 153 P87i 
FCF 11.072 Itl05) 1217 (120) 135 sm (107) 

13 12 
1403 S I  708 18 1120 1303 S I  184 1233 

17.386 12,441 1433 1321 SOW 12,027 1383 
17,386 12.00 1431 1321 som sun 1383 

SI 121 

2% 20% I% 41% 47% 10% 110% 
25% 37% 50% 150% 107% 42% IUS% 
25% 43% 5G% IM% 107% 42% 103% 

133% 
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Corn pa rative corn pan y an at ysis 
OIhll,M~lEBlt COmpmlDI 

AllolihCnV GiltiCch kl cull HCIIIIICO R Y I I O l  HYC(r(l" 
COIWi"Y -mi I"U USA SlEEl 1,IEldl* 1°C. 

Equilyilcker A i l  GTI RS i7tJS.CN RYI 
Bondiliker An GTI METALS RS RUSCN RYI 

lncomo fIalErnii"l I L l m  . .  
R@"C""Cf 55,413 51,130 51.984 57,521 52,791 55.537 
EBiiOA 51 IO0 5294 SI99 5869 5275 5245 
EanOAmafigin 20% 26% 10% 11% 10% 4% 
I"lcrellcXpc"30 (511 523 556 572 so 5102 
Nclinmmo 1654 5106 569 5437 5151 52 
Creh Flow&TM) 
CUpb 5651 558 S I5  5154 S I0  545 
CFO 5520 SI70 525 5597 5279 5257 
Oimcuonw FCF 560 5121 510 5443 5201 5243 
FCF 50 5121 [55I 5302 5147 SI96 

capiLaIiution 
Cash 5310 SI4 510 590 5236 559 
ROIiiiCled raili 15 
Senior ICCwred 533 505 1544 5305 57 5666 
TOW ~ ~ n l o i d ~ b l  5524 SISI 5644 Sl.151 5182 51.258 
ToIYOpCa 5524 5161 5644 51.161 PI82 51258 
ToIY ilimuOh HOidCo 5944 

Minony inlercrl SO 
Onlnnnii dnrl . . 

12,427 5506 1221 12.256 1946 1400 Shmhoidch cquny 
C Up I W I WU 0" 12.961 5557 51.165 53,416 51.127 IIJ36 

E n l ~ ~ t i i ~ v I I ~ B m d  llqvldily 
Sladi nice 548.39 119.05 Piivule 568.84 529.20 Pivale 

____----- 

Equiljmakel capiWililuti~n W.812 i2.277 Pdvvalc U.290 51.847 Pduale 
Enlwii~, vuiw 55.106 52.425 11,294 15.351 51,793 SI.900 
liquidity 5566 1120 5160 5092 5365 5518 

Credil SuU~ti6s 
EBlTDRiinfer~sI Expanre NM 127" 3.6X l L 0 i  339r 2.41 
EBlTDA . ClpEx I Inlerc11 Expenrs NM 1021 3,3x 9 . 2 ~  31 7x 20x 

S n n i o r s ~ ~ n d  levciage 0 ox 0 3x 3,b 0.4i 0 ox 2 61 
Totui 8CniDilCVCra98 0 5x 0% 3b 13. 0 7x 5 I" 
TolY OpCo loveiape 0 s i  0 6" 3.21 1 S i  0 7x 5 I" 
ThmvghHoldCo lovenge 4 7x 

Senior LinieCUmd dahVcup 1% 13% 550% 9% 1% 40% 
Tolaf ~cnloidebliiup 16% 24% 55% 34% 16% 72% 
TotY OpCo dabVcup 18% 24% 55% 34% 15% 72% 
nimugh HoidCo dcbVcap 01% 

EVEBITDA 4.5i 0 . b  0.61 6.21 6.51 8.11 
Toid D e b W  I O %  7% 73% 22% I O %  64% 
EVflcvenucr 64% 215% 05% 71% 64% 35% 

Bond O m  
Oe8Ui p b " SiNn SrMI Sr6eNb SrNn SiNn StSecNli 
coupon 2.375% 10.250% 11 125% 6.200% 0375% 12.0W5 
hlalvnly 12115111 02115112 12101116 111l512010 OMll l4  11101116 
Oubianding 5300 539 5276 5350 SI76 5425 
Rail", ~ ~ 3 ~ 8 2 .  o m 2  BYCCC 8unir.maa. a m 8  2 m +  
Offcerpncc 1104.25 5101.60 5lO4.00 591.50 597.00 
Yield 6.94% 6.82% 10.13% 723% 12.63% 
5lw 409bp 469bp 682bp 447bp 904bp 
R""dTwn . .. . 
DCIL"pl0" 
CDupm 
Malutilty 
0 u l n r n d i n p 
Rdng 
OlleCrptiB 
field 

D~benlum PIK HoidCo Sr Nn SrSccFRNI 
6950% 11500 6.860% 1 7 3 1  5 

IUl5125 07101112 1111512016 l l lOI l20l4 
5150 53W 5250 SI60 

asaim~a. coai icccr t  aua3r.ma. 2za. 
593.41 

7 64% 
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June manthly: Aluminum sector facus 

o In addition to our normal features, we focus this month on the 
aluminum market. 

* Although aluminum prices are 6% off of their early March 
high, they remain high in a historical context. Aluminum prices 
have increased over 25% since the beginning oftlie year. The last 
time aluminum prices were around $ I  ,30 per Ib. for a sustained 
period of time Reagan was president. Price increases have been 
exacerbated by increased energy costs, raw material shortages 
(bauxite), and production outages. 

o However, underlying these dynamics is steady growth in 
demand led by developing economies. World aluminum 
consumption experienced 6% CAGR from 1998 to 2007., Global 
consumption in 2007 grew 8% to 76.4 billion pounds and 
worldwide stoclts ended the year at 47 days of consumption, their 
lowest ever recorded levels, Alcoa projects 2008 aluminum 
demand growth rates of 24% in China and 8% in India, tlie Middle 
East, and the CIS. This growth is balmced by the expectation of 
paltry 1% growth in Europe and 5% shrinkage in North America. 

E Still, Chinese growth may not be as robust as expected. Many 
investors have expected Chinese demand growth to lead tlie 
country to become a net importer of aluminum, As one of our 
commodities research strategists points out (linked here), glowth 
in Chinese aluminum smelting capacity will likely delay China’s 
evolution to a net importer. Downside rislts to Chinese demand 
also exist post-Olympics and if the U.S. economic malaise spreads. 
China is over 25% of worldwide alurninum demand, so a fall in 
Chinese demand could easily bring prices down sharply, 

e The change to an upward-sloping aluminum forward curve 
illustrates the shift in market perception away from a 
reversion to the historical long-term pricing. Figure 1, below, 
illustrates LME aluminum price forward curves for each of the last 
six years, Unlike in previous years, the current curve slopes 
upward, indicating a belief in the underlying strength of demand 

Metals &Mining 

David Common, CFAAC 
(1-212) 270-5250 
davld commonaipmorgan corn 

Dave Katz 
(1.212) 270-4593 
dam adam kalz@ijprnchase com 

www.morganmarkets.com J.P. Morgan Securities Inc 

See page 41 for analyst certification and important disclosures, including investment banking relationships. 
JPMorgan does and seeks to do business wilh companies covered in ils research reporls As a resull, investors should be aware that Ihe firm 
may have a confiicl of interesl that could aHect the objectivity of lhis report Inveslors should consider lhis report as only a single faclor in 
making Weir inveslment decision 

http://www.morganmarkets.com


David Common 
(1-212) 270.5260 
davld cammon@Jipmorgan corn 

North AmerlCa Credll Research 
19 lune 2008 

JPMorgan 0 

Figure 1: LME aluminum price forward curves 
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o Primary aluminum producers such as Century Aluminum and 
Noranda should benefit in a rising price environment. Unlilce 
downstream companies that also have to contend with local demand 
dynamics, upstream producers can always sell at the global price (see 
our June 17, 2008 initiation on Noranda linked here) In the worsl case 
scenario, an upstream producer could sell its aluminum to the closest 
LME warehouse. This is a useful ''out" to have given the 4% year-over- 
year fall in US and Canadian aluminum demand during the first 
quarter Indeed, producers appear to have been malting use of the LME 
option, with LME warehouse stocks rising 15% since tlie end of 2007. 
Upstream producers axe still tied to the global demand market and 
weakness in the United States may eventually force world prices down 
However, supply disruptions like the recent earthquake in China and 
high oil prices (aluminum production is an extremely energy-intensive 
process) should provide suppoit in the mid-term 

e On the downstream aluminum front, we believe that the best 
offense is a solid defense. Unlike primary aluminum producers, 
downstream companies face tlie triple headwind of higher-priced 
inventory, lower demand, and a general inability to increase their 
margins due lo pass-through pricing mechanisms These pass-through 
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mechanisms are invaluable in falling price environments as downstream 
companies are able to largely maintain margins while pr imay 
pioducrrs see their profits evaporate. But in times of rising prices, 
downstream companies are unable to fully enjoy the benefit of selling a 
commodity product. Ideally, in market downturns downstieam 
producers would enjoy the benefit of countercyclical cash flows as 
working capital is released. However, in a weak demandhising price 
environment, downstream companies suffer from rising inventory costs., 
We believe that these factors will continue to weigh on downstream 
companies and would advise investors to steer clear of the space. We 
believe the one exception in the space is Novelis @Morgan HY Buy- 
rated 1.25% notes of 2015). In our view, Novelis’ exposure to 
worldwide markets as well as its implicit guarantee fiom its parent 
company make it an good defensive play in this hard-hit sector. 
However, we do note Novelis’ parent has exposure to the primary 
aluminum market. 

Q Bonds in tlie overall metals and mining sector continue to sharply 
outperform the overall liigli yield market. Year-to-date, the high 
yield market overall has returned 0.96%, while the Metals and Mining 
index has returned 4,58% 

High Yield Aluminum Bonds 
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Recent events 
Aleris International, Inc. (AM)  
On May 14, 2008, Aleris reported lQ08 results, Adjusted non-pro forma 
EBITDA of $79 million decreased 25% from the same period in the prior year, 
but increased 60% sequentially, Global rolled and extruded products shipments 
decreased 7% year-over-year while global recycling shipments, driven by the 
acquisition of Wabash Alloys, increased 14% over 1Q07. Free cash flow before 
including the effect ofthe $276 million sale of the company’s zinc business was 
negative $216 million. Debt increased $20 million to nearly $2.8 billion and 
liquidity stands above $400 million. Gross leverage increased 0,3x to 6 . 6 ~  at the 
senior level and 7 7x at the sub level 

On May 14, 2008, Aleris announced that J. Steven Whisler had been elected to 
the Aleris board of directors, expanding the board to seven members Mr,  Whisler 
is llie ex-Chairman and CEO of Phelps Dodge Corporation and is currently a 
director of a number of companies including Burlington Northern Santa Fe, 
USAirways Group, and the Intemational Paper Company. 

On May 21,2008, Aleris announced that on May 16, the employment of Joseph 
Mallak, Senior Vice President, Finance, Chief Accounting Officer, and 
Controller, had been terminated without cause. The company said that Scott 
McKinley was elected Senior Vice President and Controller of the company 
Prior to MI. McKinley’s September 2006 employment with Aleris, he had served 
as CFO for Lubrizol Corporation’s Specialty Chemicals Segment. 

On May 23,2008, the company announced that John Wasz, who had previously 
been the Executive Vice President and President, Rolled Products North America, 
would move into the role of Special Advisor to the Chief Executive Officer, 
Steven J. Demetriou, beginning June I, 2008. I< Alan Dick, formerly Senior Vice 
President Manufacturing, Rolled Products North America, will succeed John 
Wasz following MI. Wasz’s promotion 

On May 27, 2008, Aleris announced that Galdino Claro would join the company 
on June 3 ,  2008 as Executive Vice President and CEO, Aleris Americas, 
reporting to MI Demetriou Previously, Mr., Claro had served as President and 
CEO of I-feico Metal Processing Group and as Vice President, Operations of 
AIcoa Global Packaging. 

0 Algoma Steel Inc. (AGACN) 
On May 14, 2008, AIgoma Steel reported IQ08 results, Adjusted EBITDA of$71 
million was 3.3% higher than the same period in the prior year, driven by a 6% 
increase in volumes (17% in plate steel shipments) and a decrease in SG&A 
costs Free cash flow of $87 million was used to reduce debt balances by $66 
million, The increase in L.TM EBITDA and the decrease in debt decreased LTM 
gross leverage 1 . 6 ~  to 6 8x. Management remains “optimistic about Algoma’s 
overall financial performance throughout the course of this year” and expects 
“increased volumes will be sustainable over the long tenn ” 

* California Steel Industries, Inc. (CALSTL) 
On May 9,2008, CALSTL announced that Vicente Wright will relinquish his 
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position as Chairman of tlie Board to assume the position ofpresident and CEO 
oftlie company, effective .July 1,2008 The current President and CEO, 
Masakazu Kurushima, will assume tlie position of Chairman of the Board The 
rotation is in accordance with tlie policy of tlie Company’s shareholders, JFE 
Steel Corporation and Rio Doce L.imited (CVRD). 

* Freeport-McMoRan Copper & Gold Inc. (FCX) 
On May 22,2008, Standard & Poor’s released an analysis of Freeport in which 
they noted that tlie rating outlook could be revised to positive “ifthe markets 
remain strong and the company reduces debt further, or if FCX] continues to 
improve its geographic or commodity diversification.” However, the agency 
noted that Freeport “remains burdened by exposure in Indonesia and the inherent 
volatility of the commodity markets,” 

On June 5,2008, Freeport reported the results of its annual shareholder meeting 
Shareholders voted to increase the number of authorized shares to 1 8 billion. 

e Fortescue Metals Group (FMGAU) 
On May 16,2008, the company announced that it had loaded iron ore on its first 
ship 

On May 20, 2008, Andre Bush, CEO of Port Hedland Port Authority, said that 
the Authority does not expect any problems “even when Fortescue come[s] on 
stream.. .there is plenty of capacity ” 

Fortescue’s executive director of operations, Graeme Rowley, said on May 22, 
2008 that tlie company was “still on track” to be shipping “probably 22 million to 
23 million tons by year-end [2008] ” 

On .June 16, 2008, Rowley said that “project completion” was likely to be 
achieved in July or August 2008 

On .June 16,2008, Standard & Poor’s released an analysis of FMG in which it 
noted that its negative outlook for the company was predicated on the “tlie 
potential for increased costs and working capital under the project’s remaining 
construction contracting structure,” potential delays in tlie project’s completion, 
and a weak liquidity position The agency said that the credit ratings on the 
project are unlikely to improve in the near to medium term 

On May 12,2008, Gerdau Ameristeel reporled lQO8 results in which adjusted 
EBITDA of $387 million was 58% above the same quarter in the prior year, 
principally due to tlie purchase of Chaparral Steel. EBITDA increased 23% 
sequentially. Shipments increased 26% over lQ07 and 9%over 4407. Cash 
balances and debt were roughly flat sequentially. The increase in LTM EBITDA 
decreased gross leverage 0 . 3 ~  quarter-over-quarter. During IQOS, tlie company 
took a $23 million write-down to tlie carrying value of auction rate securities to 
their fair market value of $72 million President and CEO, Mario Longhi, said 
that tlie “outlook for tlie near term remains positive despite tlie unprecedented 
level ofvolatility in raw material cos&.” 

On May 15,2008, Standard & Poor’s raised the corporate credit rating on 

0 Gerdau Amcristeel Corporation (GNACN) 

* Graftecli International Ltd. (GTI) 
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Graffecli to BB- from B+ The outlook is stable The upgrade reflects 
Graffech’s “strengthening financial profile following significant debt reduction, 
good operational performance, and enhanced cash flow generation supported by 
currently favorable market conditions ”The agency also noted “management’s 
commitment to preserve a conservative balance sheet and adequate liquidity.” 

On May 30,2008, Graffecli called for redeniptiou on June 19,2008 of 100% of 
tlie $225 million aggregate outstanding 1 625% convertible senior debentures due 
2024 at par plus accrued and unpaid interest. Holders have the right to convert tlie 
debenture into roughly GO 3 shares of stock per $1,000 principal ($16,58 per 
share) 

On June 3,2008, Moody’s upgraded Graflecli’s corporate family rating to Ba2 
from B1 and upgraded the 10 25% senior unsecured notes rating to Ba.3 from 8 2  
reflecting tlie company’s improved operating performance, positive free cash 
flow, and significant debt reduction Tlie outlook is stable,, 

On May 14, 2008, lndalex released its l a08  results. Adjusted EBITDA (as 
calculated by JFMorgan) of $3 million was down 77% from the same period in 
tlie prior year Volume in tlie quarter decreased 10% from lQ07; the first quarter 
of2007 was already 15% below the prior year’s quarter (IQOG). Additional 
restructuring costs that we do not add back acted as a further drag on lQO8 
EBITDA Free cash flow of negative $47 million was driven by a $30 million 
increase in working capital The revolvedoverdratt balance increased $44 
million Gross leverage.jumped 3 . 6 ~  sequentially to 1 0 . 8 ~  and will likely 
continue to increase over the next couple of quarters as higher EBITDA quarters 
continue to roll off The CEO looked forward, noting that the company’s 
restructuring activities “leave [Indalex] in a very strong position for tlie future.” 
Our latest report on Neutral-rated lndalex can be found k. 

In April, the board approved the closing of its Modesto, California plant and 
management stated that the closure of the 92-person plant would be completed by 
the end of July 2008. The closure is expected to result in $ 3 . 1  million ofexpenses 
in ZQO8, including $1 2 million of “future cash expenditures.” 

On May 21, 2008, Indalex amended its credit agreement Tlie amendments 
provided for: 1) a $15 million non-amortizing loan from an affiliate of Sun 
Capital, the equity sponsor of the company; 2) a second $15 million non- 
amortizing term loan to be provided at the sole discretion of Sun Capital; and i) 
an increase in the amount of real estate sales permitted as sale-leaseback 
transactions from $5 million to $20 million Tlie new loans will bear interest at 
L+750 (or aBase Rate plus margin if elected), with an additional 75bp margin 
due if availability falls below $35 million and a LIBOR floor of 3.25%. Tlie 
loan’s collateral is subject to a waterfall provision. As of May 19, 2008, tlie 
company had $12,7 million available under the capital leaseiattributable debt 
basket of the 11.5% senior notes due 2014 and $15 0 million available under the 
general basket of the notes 

On May 28, 2008, Moody’s downgraded Indalex’s corporate family rating to 
C a d  from Caal and the I 1  5% second lien senior secured note rating to Caa3 
from Caa2, Tlie rating outlook is negative Moody’s said that despite the new 

0 Indalex Holding Corp. (INDALX) 
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term loans, tlie agency “believes that continued weaker operating performance 
combined with capital spending levels will likely result in negative free cash flow 
generation through at least 2008,” Ratings could be downgraded further if lndalex 
is challenged to meet interest payments or is unable to bolster availability under 
its credit facility The outlook could stabilize if restructuring activities stem losses 
and “if the company were to generate sustained periods of brealteven cash flow.” 

On May 29,2008, Standard & Poor’s affirmed the B- corporate credit rating on 
Indalex, lowered the rating on tlie second lien notes due 2014 to CCC+ from B-, 
and revised the recovery rating to 5, indicating a lO-30% recovery of principal in 
tlie event of default. The outloolt is negative. The agency noted that although “the 
company’s liquidity position remains precarious,” it expects “tlie company has 
adequate liquidity to support its operations and working capital needs in the next 
few quarters .” 

On June 12,2008, the company said that Clarence Terry resigned from the Board 
of Directors and was replaced by David Finnigan, a Managing Director of Sun 
Capital Partners, Inc. The company also confirmed that Sun Capital Securities 
Offshore Fund, Ltd owns $10 1 million of the 11 5% senior notes due 2014 that 
tlie Fund liad purchased on tlie open market in 2007 

* Metals USA Holdings Corp. (METALS) 
On May 19,2008, Metals USA filed an S-l with the SEC for an IPO,, For a 
discussion of tlie filing and its possible implications, please read our May 20, 
2008 report h4etal.s USA Holdings IPOfiling corrld be good news foi IfoldCo 
iiole,~ (linked k) 

On May 19,2008, Standard &Poor’s placed its B- corporate credit rating on 
Metals USA on Creditwatch with positive implications. The agency noted that it 
“could raise tlie ratings one notch if Uie IPO is completed as planned and marl<et 
conditions remain sufficiently favorable to allow the company to keep its 
financial risk profile at a level consistent wit11 the higher rating ” 

Noranda Aluminum Acquisition Corp. (NRNDA) 
On May 9,2008, Noranda Aluminum and Century Aluminum announced that 
Larry Holley liad been named president and general manager of Gramercy 
Alumina LLC and SI Ann Bauxite L.imited effective May 8, 2008 Mr I-lolley 
most recently served as president of El Dorado Chemical Company, a 
manufacturer and marketer of comniodity chemicals. 

On May 9,2008, Noranda announced that effective May 5,2008, Kyle Lorentzen 
was appointed to the newly created ChiefOperating Officer position MI, 
Lorentzen was previously Vice President of Corporate Development with Beny 
Plastics Corporation 

On May 16, 2008, Noranda released its IQOS results. External upstream 
shipments decreased 8% over the same period in the prior year; however, total 
upstream shipments were flat. Downstream shipments decreased 2% from 1Q07. 
Revenues decreased 13% from the same period in the prior year largely due to the 
decrease in Uie averqe Midwest price for primary aluminum. Adjusted EBlTDA 
of $85 million decreased 8% from 1Q07 and increased 35% sequentially. Cash 
balances increased $71 million and debt balances remained largely unchanged 

0 
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Gross leverage increased 0, Ix to 3 l x  at the OpCo level and to 3 . 8 ~  at the 
HoldCo level. 

For our in-depth view of Noranda, please read our June 17,2008 initiation 
Norundu A~IUI I~ I I I I I I I  Initiutiiig with RII Owniwight (linked here) 

0 Novelis Inc. (HINDAL) 
On May 23, 2008, Novelis announced a price increase of two cents per pound on 
certain of its alloy products, due to “the continued escalation of transportation 
and energy costs.” The increase will be effective for all new, non-fixed pricing 
Nortb American contracts on sales made on or afier ,June 1,2008 for shipment on 
or afier July 1,2008 

On May 26, 2008, Novelis announced that it was investing $30 million in its 
Brazilian operations over the next 18 months in a number ofprojects designed to 
increase production capacity and introduce new technology 

On June 18,2008, The Economic Times reported that Hindalco Industries, 
Novelis’ parent, is considering a nearly $1 billion rights issue and a $1.8 billion 
issuance in debt to refinance the $2 8 billion bridge funding from the acquisition 
of Novelis 

0 PNA Group Inc. (PNAGRO) 
On May 13,2008, PNA Group announced its lQO8 results Adjusted EBITDA of 
$40 million was 36% above the same period in the prior year The meager 2% 
increase in shipments masks a shift from tolled to non-tolled flat-rolled 
shipments. The company’s debt increased $87 million sequentially to about $770 
million at the HoldCo following the company’s $45 million purchase of Sugar 
Steel, a processor and distributor of carbon structural products The company 
continues to expand, progressing on two new fac es in the Long Products and 
Plate segment. Free cash flow of negative $46 million was driven by a $57 
million use of working capital. Gross leverage at the OpCo level increased O,,Sx 
sequentially to 5 Ox, At the HoldCo level, gross leverage is 6 4x. 

On June 17,2008, Reliance Steel & Aluminum announced that it had reached an 
agreement to acquire PNA Group from Platinum Equity in a transaction valued at 
$1 .I billion. The agreement calls for a $3 15 million payment for the outstanding 
stock less certain adjustments. The transaction was expected to be completed 
within 60 days, subject to obtaining regulatory approvals, and to be financed from 
borrowings under Reliance Steel’s revolver and a $750 million combined debt 
and equity issuance 

Following the Reliance Steel/Platinum Equity announcement, Moody’s placed 
PNA’s ratings on review for possible upgrade given “strategic benefits PNA 
would be able to realize as part o fa  larger organization, as well as the potential 
for an improved debt position given that the existing debt will be refinanced ” 
Moody’s concurrently placed Reliance Steel on review for possible downgrade. 

On June 17,2008, Standard &Poor’s placed PNA on Creditwatch with positive 
implications given that it expects “a portion of the proceeds from the sale [to 
Reliance] to be used to repay all of PNA’s debt outstanding.” The agency stated 
that Reliance Steel’s ratings and outlook are unchanged following the purchase 
announcement reflecting the expectation that the company’s growth strategy 
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“will be pursued io a manner that maintains investment grade credit metrics 
consistent with tlie rating.,” 

* RathGibson Inc. (RATHGI) 
On May 9,2008, Standard 81 Poor’s released an analysis of RatliGibson in whicli 
it said that the agency would consider a downgrade “if the company’s liquidity 
position comes under pressure or if operating performance weakens further.” 
Alternatively, the agency could consider moving the outlook to stable from 
negative “if the company’s credit measures improve to levels consistent with a 
‘B’ rating,” 

On May 12,2008, Moody’s downgraded RathGibson corporate family rating to 
B3 from B2 and affirmed the 8 3  senior unsecured note rating Moody’s noted 
that “RathGibson’s performance has not improved significantly over the last two 
years despite generally higlier overall prices, reasonable strength in several end 
markets, and two material acquisitions,” 

On June 16,2008, RathGibson reported 1Q09 results (period ending April 30, 
IOOS), Adjusted EBITDA of $12 million was 21% below the same period in the 
prior year. Shipments fell 15% from the prior year partially due to a decrease in 
demand for exchanger, nickel, pressure coil, encapsulated wire, and general 
commercial products Free cash flow during the quarter was negative $5 million 
Debt increased by $27 million sequentially to fund the acquisition of Mid-South 
Control Line, a distributor of stainless steel and nickel alloy tubing and 
accessories to the oil and gas industry, LTM gross leverage increased 0 9x to 
5 8x 

0 Russel Metals Inc. (RUSCN) 
On May 12, 2008, Russel Metals reported lQ08 results Adjusted EBTIDA of 
$55 million was 7% above tlie same period in the prior year and 29% above 4Q07 
driven by improved margin from higher steel prices Free cash flow of $15 
million and a $7 million increase in debt increased cash $1 8 million to $200 
million Gross leverage was fiat at 0 .9~.  L.iquidity remains strong at over $400 
million. 

On ,June 11,2008, the company announced that the average analyst 2Q08 
consensus earnings estimate of $0.78 per share was understated by 35% to 45%, 
implying a “proper” estimate of$l 05 to $1  13 per share. Management said tliat 
steel price increases have enhanced Russel’s margins in all of tlie company’s 
segments including the service center segment. The company noted that “current 
economic conditions and uncertainty on the sustainability of the steel price 
increases make it difficult to project the earnings levels for the second half of 
2008.” 

Ryerson Inc. (RYI) 
On May 1.3,2008, Ryerson released its lQO8 results For our take on the 
company’s earnings and tlie bonds, please see our May 20,2008 report Ryerdori 
Iiic 0 1 1  track, 2Q08 .shoiild be even better (linked &) 

0 Steel Dynamics (STLD) 
On May 22, 2008, CEO, Keith Busse, raised 2008 eamings guidance to $3.00 to 
$3 25 per share from $2 6.3 to $2 88 per share while maintaining tlie company’s 
$0 80 to $0.90 per share 2QO8 guidance 
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On June 12,2008, Steel Dynamics increased its 2Q08 guidance from a range of 
$0 80 to $0.90 per share to a range of $0,90 to $0.95 “based primarily 011 stronger 
than anticipated shipping volume and selling values for flat-rolled steel products 
and stronger volume and margins in recycling.” 

On .June 16, 2008, Steel Dynamics announced that it had completed the 
acquisition of Recycle South, a large regional scrap metal recycler. Steel 
Dynamics had already owned 25% ofRecycle South and acquired the remaining 
75% for approximately $515 million. 

On June 16,2008, the company announced that Daniel Rifkin’s employment with 
the firm will terminate no later than July 1,2008 Mr. Riflcin has not resigned as a 
director of the company and indicated that his resignation as an employee “is 
based both upon certain post-acquisition differences with Company management 
over the operational and strategic direction of the Company’s scrap business, as 
well as his desire to pursue other business opportunities.” 

0 Wise Metals Group LLC (WISMET) 
On May 19,2008, Wise Metals announced its lQO8 results Shipments of 209 
million pounds were 23% above 1Q07 from higher levels of can sheet volumes 
driven by new foreign contract can sheet business. Adjusted EBITDA of$15 6 
million was 212% higher than the same period in the prior year. Free cash flow, 
driven down by a $60 million use of working capital, was negative $56 million 
causing debt to grow by roughly the same amount to $183 million 
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In Case You Missed It: WY Metals & Mining Reports 

20-May-OS 

20-May-OS 
9-May-08 
29-Apr-08 

IO-Apr-OB 

8-Apr-08 

31-Mar-08 
17-Mar-08 

12-Mar-08 

06-Feb-08 

16-Jan-08 
04-Jan-08 

06-Dec-07 

09-Nov-07 

Datc Title 
17-Jun-08 Nnranda Aluminum : Initiatine with an Ovenveielit 

Metals USA Holdines : IPO filine could be eood news for I-loldCo 

Rverson Inc : On track, 2008 should be even better 
HY Metals and Minine : May monthlv: Steel sector focus 
Metals USA Holdines : Hold on tn vour ha&, Uperadine HoldCo 

HY Metals and Minine : April monthlv: Aleris (Update). lndalex 
(Downeradine to Neutral). Rverson (Reafirmine our Overweiebtl 
Steel Dynamics : I-Iold on new 7.75% of '16. reafirmine our Neutral 
HY Metals and Minine : March monthlv: Freeport (Update). Metals 
USA (Initiation). Novelis/Hindalco fUpdate1 
Metals USA. Inc : Lookine for the rielit entrv point. Initiatine with a 

HY Metals and Minine : Februarv monthlv: lndalex - Relish the 
Neutral 

Novelis Inc. : Uoeradine to Ovenveieht 
HY Metals and Minine : January Monthlv: NRNDA. MUSA. 
WISMET 
HY Metals and Minine : December monthlv: Best bond pick (FCX1 
and sector outlook (Neutral] 
November monthlv: AKS (downerade to Neutral) and FCX fuoerade 
to Buvof6.875%nf'14notes~ 
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PCX 6 875% 2014 
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Seniorrecured IOYPI~DB 0 . 1 ~  3 4" 0 Ox 2 21 0 31 1 4 x  08X 0 Ox 
Total senioiloucrape 0 7 i  6 8x 2 8 i  26x 0,9x 5.61 2 l i  2 OX 
TOtll OPCO ICVClaOB 0 7 i  5 8X 2 8 X  2 61 0 9 i  5.8" 21x 2 Ox 

Senioi unsccumd debVcup 6% 31% 0% 36% 10?6 13% 21% 17% 
Tofu1 scniiii dDbVCUp 37% 62% 31% 44% 32% 57% 54% 36% 
TotalOpCo dObVcap 37% 62% 31% 44% 32% 57% 55% 36% 

- - -- - ____ ____ - 

EVEBITOA 
TolalOobVN 

9.lx 11.7" 6.51 8% 8.0" 6 . 5 ~  9.91 145r 
6% 58% 42% 29% 11% 89% 22% 14% 

wnon $1,285 5632 1201 11.314 $1,072 11.347 5967 
EBlTDAiinn 5141 554 131 SI48 1134 5135 $56 
E y m c u c w  117% 84% 26% 163% 136:6 97% 173?6 128% 

Bond On0 
DEScriplo" SlNli 6rNU SrNU SIN& 6 i N s  SrNU S t N l i  SrNli 
COUPD" 7750% 9.815% 6,125% 10375% 4.875% 11.250% 7375% 5.650% 
MaWriN 06115112 06115115 03115114 0 7 l l 5 l l l  1010112012 02115114 11101112 06101113 
Oulimding $550 1450 $160 1405 1350 5200 1706 1300 

onerpw $101.75 $95.50 567.25 1104.W 197.25 $100.75 $96.04 
Yield 6.79% 10.81?6 9.02% 403% 11.92% 7.17% 6.65% 
S1w 39lbp 695bp 530bp 229bp 821bp 369bp 296bp 
Band T m  
ol5YipP(i" 6rNU SiNB 
CDUPD" 6.750% 6.050% 
Mmig 04101115 05lOlll7 
Oulitanding 1500 $450 
RaB"g 8!32BB* 8aWdB. 
onor pncc 597.75 193.32 
Yield 7.17% 707% 

R W  BIBB. c u m  OOBB- B ~ B +  AIIAI BIB ~ ~ 2 i e s .  o o m s l  
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S7W SI,as! 18 1112 sm s i z m  1233 
17.571 52.303 1433 5113 SO34 12.753 1383 
17571 127112 1433 5113 1034 12753 1383 

11.112 

O l i  O B i  0.0, 3.m I 4K mi "rn 
07r Mi Ill 10.oi 3 I" 0,ni "rn 
07" 7 7 i  I l l  mi 3 1" 0 ox "rn 

2% 45% I %  31% 42% 20% lW% 
27% 6% 60% 103% 112% 43% 105% 
27% 76% 56% 103% 02% 43% 185% 

3.61 

113% 
wiwimi 5 . h  0.5r 7.8x 0 . 3 ~  3.81 10.61. 
1alriDobW 13% 118% IS% 116% tW% 61% 
wlRworuoi 280% 37% 152% 25% 87% 41% "rn 
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Comparative company analysis 
olhe,uBIa1s c*mpu"los 

AlICghCny Graflcch U PMll rnA ~ P I ~ C O  R Y ~  nyenon 
CompBny Tech lnU USA Gmup Slcci McWIS I"L 

EquiV9cku AT1 " GTi RS RUS.CN RYI 
OOnd9CkOr AT1 GTl METALS PNAGRG RS RUSCN RYI 

inmmo 6lll.rnE"l(LTM) 
R W C W C I  15,421 11,057 11,872 11,599 17,322 52,585 55.709 
EBirDA 51.171 5301 1152 SI20 5506 1201 1228 
EBiTDAmarein 22% 25% 5% 7% 11% 8% 4?6 
l"lP,CIl e x p C I c  SO 129 153 545 175 57 193 
Ncllncomi 5591 5177 537 532 5404 I l l 2  135 

Cash Flow(L1M) 
Cap& 5502 153 119 518 5115 117 155 
CFO 5701 5180 181 531 1675 1235 1471 
Oircmbonw FCF 1199 5127 552 121 1540 5218 1447 
FCF 1136 1127 151 (5171 1400 1105 1413 
CBpiMlllaUon 
Carh 5458 57 123 56 197 1200 139 
R ~ d ~ l e d  c u ~ h  52 55 

121 522 5610 5349 5242 514 5635 
5524 597 5610 5599 51.127 5183 11.211 
5524 5321 5610 5599 51.127 5183 51.211 

5910 5759 

Minonly inleiell 50 52 
PnlenEd 61061 

52,285 SI78 (5116) 579 12,093 5898 5502 Shuehddch eqiiiV 
CupndiLallon 52.811 5499 5794 1850 13,220 11.081 51,712 

E D I C ~ ~ ~ ~ Y ~ I U O B ~ ~  9quldlV 
SIMkpOm 163.97 525.79 Pavuale Ptivulc 173.11 53Q.75 Ptivalc 
EqunV manci eiipildiLalion 15.467 52755 Pavyalc Ptivyulo 15,312 11.942 Ptivalo 
Emmtiie vdve 15,524 53.079 5987 11.lW 55.343 11.925 51.980 
U q u I d i l y 5884 1205 SI58 5119 5951 5421 5518 
CrndIl SlUUlUCI 
EBlmMlnleierl Exponio 3 9 0 4 3 ~  1 0 4 i  2 4% 2 . 6 ~  107" 27 l x  2 51 
EBIIDA. C a p & l l n l ~ m I t E ~ p ~ n i ~  2U2.0~ 8.51 2 1x 2.2i 8 %  2 4 8 ~  1 OK 
Senior MCUiod l o v ~ r u ~ c  0.0~ 0 I X  4 OX 2 91 0 3x 0 l x  2.8" 
Told 6eniw l e w r q ~  0.4~ 0 3x 4.0" L O X  1 4 1  0 9 i  5 . 3 ~  

lhmv5h HoldCo I ~ V C ~ U D C  S 0" 6.41 

____- 

Told opco 1euraijr 0.4~ 1 I X  4.0" SOX 1 4 "  0 S i  5.3" 

1 %  4% 77% 41% 8% I% 37% 
1% 19% 77% 71% 35% 17% 71% 
19% 64% 77% 71% 35:6 17% 71% 

115% 91'% 

EVIEOITDA 5.51 IO.& 5.5% 9 . 1 ~  7.9" 9.5x 8,7X 
Told O o b W  8% 10?6 92% 70% 18% 10% 01% 
EVIRswnurr 120% 259% 53% 65% 81% 74% 35X 
m"""""" 

SrMr  S t N b  SrSecNb SrNb S i N b  SiNir S t S e ~ N f r  
8375% 10.250*% 11125% 10.750% 5200% 6.375% 120W% 

12115111 02115112 l M l l l 5  09lOlll8 1l11512016 03101114 lllOlll5 
5300 539 1275 5250 138 5175 1425 

DotWpOO" 
Covpon 
Malutily 
Oliblmdinp 
R @ h 9  0a3m00. B U ~ B -  BXCCC 0m- o~ulr.rn08- B ~ B B  821e.r 
Glleerpdcc 1104.13 5103.75 5106.50 1110.50 594.50 599.75 
Yicld 5,83% 5.55% 9.00% 5.4976 7,58% 12MX 
STW 35760 445bp Sllbp 330bp 385bp 8 1 4 b ~  
80ndTwo 

DQb@"t"reS PIKHoldCo PIKHddCo SrN& SI Sac FRN6 
5.950% L+500 L1700 5.850% L17375 

1150 $300 5170 528 1150 
BUbYBBB. caai iccci ' r :aai  I'*B.P+ B ~ ~ ~ P . ~ ~ B B .  0210t 

121IS125 07101112 02115l2013 1111512035 i i rn ino i i l  

594.78 
748% 
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July manthly: Metals USA (our thoughts post 2Q08 
earnings) 

0 In this report, among other items, we provide an update of 
Metals IJSA following ZQ08 earnings and the conference call. 
We believe management will try to complete the proposed IF0  by 
the end of September. If successful, the company is required to 
make an offer for a portion of the HoldCo bonds. I f  unsuccessful, 
we believe the company would consider paying a dividend. We 
think the former is substantially more likely than the latter and 
believe the HoldCo notes should trade at around $95.00 to $9550, 
reflecting the weighted average value of the outcomes. 

0 Spot steel prices remained at $1080 per ton, according to AMM, 
but in the last few weeks, several mills have announced price 
increases for September shipments. Scrap stayed at $435 per ton. 

o Steel raw material pricing loolts to remain strong. On 23-Jun- 
08, Rio Tinto reached an agreement with Baosteel for greater than 
an 80% increase in iron ore prices. On 16-Jul-08, Cleveland-Cliffs 
proposed a $10 billion acquisition of Alpha Natural Resources 
predicated on the value of metallurgical coal assets., 

0 Aluminum reached an all-time high of $1.48/lb. on 14-Jnl-08 
after a Chinese industry association announced that the country’s 
20 largest smelters, representing 70% of Chinese production, had 
agreed to cut production between 5 and IO%., 

Three service centers have reported ZQO8 results (Metals USA, 
Reliance Steel and Novarnerican). Whereas all cite a weak 
economy, metals demand seems to be proving more resilient than 
the past month’s equity commodity sell-off would imply. 

0 We believe investors have become increasingly nervous that 
global demand may wealten materially, following some 
preliminary signs of weakening Chinese demand. Reading Chinese 
demand tea leaves likely should keep commodities volatile. 

0 Bonds in the sector have performed much better than the 
overall high yield market. Year to date, the high yield market 
overall has returned -3.08%, while the Metals and Mining index 
has essentially returned the absolute value of the market at 3,09%. 

Metals &Mining 
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Recent events 
AI< Steel (AKS) 
On 15-Jul-08, AI< Steel announced that it will increase its spot prices for carbon 
steel products by $50 per ton for orders sclieduled for delivery I-Sep-08 or later, 
citing increased global demand and “the need to recover increases in steelmaking 
inputs,,” 

On 26-.Iun-08, Aleris Rolled Products Europe announced a 3% price increase on 
the total conversion price of coil and sheet delivered to certain Specialty Product 
segments, The price increase was in response to “increased costs for energy, 
transport, materials and other items” and was effective for all new orders and 
contracts hooked on or after I-Jul-08 

On 2-Jul-08, Aleris announced that it had declared force majeure on its 
operations at the Cap de la Madeleine, Quebec aluminum iolling mill following a 
lock out, The lock out resulted from an inability to produce a new agreement with 
the unionized workforce who had been working without a contract since 
I-Feb-08. 

On 12-Jul-08, Aleris announced that it would permanently close the Cap de la 
Madeleine facility “because of the permanent and irreparable damage suffered by 
the operations as a result of the ongoing labor issues.” 

0 California Steel Industries, Inc. (CALSTL) 
On 15-.Jul-O8, California Steel reported 2Q08 results. Shipments of 412,771 tons 
were 2% lower than the same period in the prior year, driven by an 18% decline 
in galvanized shipments EBITDA of$80 million was 229% above 2Q07’s $24 
million. The company stated a “continued focus on cost controls“ enabled tlie 
performance improvement. Cash flow from operating activities was $69 million. 

On 7-Jul-08, Century Aluminum agreed with Glencore to terminate all of the 
Century’s primary aluminum financial forward sales contracts in exchange for a 
$7.30 million payment and the issuance of 160,000 shares of convertible preferred 
stock by Century to Glencore., The total transaction value is estimated at $1.7 
billion. Century had tlie option to defer $505 million ofthe cadi payment until 
3 I-Aug-OX., 

On 10-.Jul-O8, Century announced that it had issued 6.5 million shares of its 
common stock at $62.25 per share. On 14.Jul-08, Century announced that the 
underwriters had exercised the full over-allotment option, selling an additional 
975,000 shares at $62.25 per share The $442 million total net proceeds were to 
he used to pay a portion oftlie cash payment associated with the Glencore 
forward sales contracts 

Essar Steel Algomn Inc. (AGACN) 
On 23-Jun-08, Algoma Steel Inc changed its name to Essar Algoma Steel Inc in 
conjunction with the launch of a new corporate brand for all member companies 
of Essar Global 

* Aleris International, Inc. ( A N )  

- Century Aluminum Company (CENX) 
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e Fortescue Metals Group (FMGAU) 
On 26-.Jun-08, Fortescue CFO, Chris Catlow, told tlie AAP that the average 85% 
increase in benchmark iron ore achieved by Rio Tinto would enable Fortescue to 
achieve EBlTDA ofs.3 4 billion for the 2008/09 financial year. Tlie CFO said 
“with this recent iron ore price rise, we’re selling iron ore at around $90 per tonne 
and because it’s only costing us around $20 per tonne, we’re making around $70 
for every tonne that we ship.” 

On 7-1111-08, Fortescue said it had settled its long term iron ore contiacts witli 
Asian producers at iron ore prices in line witli those struck between Rio Tinto and 
Baosteel on 23-Jun-08 

* Gcrdau Ameristeel Corporation (GNACN) 
On 2-Jnl-08, Standard & Poor’s revised its outlook on Gerdau Ameristeel to 
stable from negative and affirmed all ratings, including the BB+ corporate credit 
rating, The revision to tlie outlook reflected Gerdau’s “strong recent operating 
performance., . solid credit metrics; and currently favorable industry conditions, 
characterized by low import competition ” The agency noted a return to a 
negative outlook could fallow a deterioration in financial metrics caused by a 
decline in steel prices and volumes or an incurrence of “substantial” debt to 
pursue acquisitions, A revision to positive outlook could occur “if industry 
conditions remain resilient and the company is able to improve and maintain 
leverage closer to its targeted levels of 35% debt to capitalization.” 

On 3-Jul-08, Gerdau announced that it had approved the first two phases of its 
previously announced Jacksonville steel mill expansion The expansion project is 
planned to create a melting and rolling capacity in excess of 1 .0 million tons per 
year in rebar products 

e Indaler Holding Cnrp. (INDALX) 
On 18-,Jun-08, lndalex reported that on 13-Iun-08, it entered into areal estate 
sale-leaseback with NL Ventures VI Indalex, LLC with respect to the company’s 
City of Industry, California facility., Tlie sale-leaseback generated cash proceeds 
of about $14 million, which lndalex intends to use ln temporarily reduce 
borrowings under the revolver Tlie company confirmed that it would apply the 
proceeds to purchase non-working capital assets within one year as stipulated by 
the 11 5% senior secured notes’ indenture. 

Metals USA Holdings Cnrp. (METALS) 
On 1-.Jul-08, Metals USA increased the Tranche A Commitments oftlie ABL 
facility by $100 million. Tlie facility now stands at $625 million. All existing 
terms under the ABL. facility, including tlie facility’s low rate (as low as Li-100) 
remain unchanged 

On 14-Jul-08, Metals USA reported its 2Q08 results. For our take on tlie record 
breaking EBITDA of $93 million, please see tlie section entitled A4elulr USA 
Our rhorights post 2QOS co~fiicirce caN later in this report. 

0 Noranda Aluminum Acquisition Corp. (NRNDA) 
On 27-.Jun-08, Moody’s issued areport in which it noted that Noranda’s $10.3 
million dividend payment would have no impact on Noranda’s rating or stable 
outlook citing “high aluminum prices, good liquidity, lack of substantive debt 
maturities, and tlie company’s hedge position.” The agency said it expected the 

0 

3 



Dave Kalr 
(1-212) 270-4593 
daw adam kalz@jjpmchase cam 

North America Credit Rcsourch 
18 July 2008 

company ‘‘to continue to be cash generative and able to cover interest payments 
and capital expenditures ” 

Novelis Inc. (HINDU) 
On 19-Jun-08, Novelis released results for its fiscal year ended 31-Mar-08 We 
provide our take on earnings in a 20-lun-08 report linked 

Following earnings, we met with company management Our thoughts from the 
meeting are summarized in our 01-lul-08 report linked & 

On 19-Iun-08, the Novelis Board of Directors approved a long-term incentive 
plan for key Novelis employees, including executive officers The plan provides 
for short-term incentives for the 2009 fiscal year tied to EBITDA, operating free 
cash flow and environment, health and safely improvement targets Although the 
EBITDA and operating cash flow performance thresholds are not disclosed, we 
believe the plan helps to align incentives with bondholders 

On 2-Jul-08, Ieff Schwaneke, C h i d  Accounting Officer, Vice President and 
Controller of Novelis Inc resigned 

On 14-hl-08, Novelis Europe announced that it would raise conversion prices of 
all its aluminum flat-rolled products by up to 10% due to “tlie rising costs of 
energy, alloys and various operating materials ” 

On 01-Jul-08, Reliance Steel commenced a tender offer to purchase PNA’s OpCo 
10 75% senior notes due 2016 and the HoldCo senior floating rate toggle notes 
due 201 3 

On 16-Jul-08, Reliance Steel announced that all $250 million 10 75% senior 
notes due 2016 and $170 million senior floating rate toggle notes due 201 3 had 
been tendered 

0 PNA Group Inc. (PNAGRO) 
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In Case You Missed it: HY Metals & Mining Reports 
Date Title 
15-.Iul-O8 Metals USA Holdines : Good 2008. HoldCo notes still tlie wav to 

01-Jul-08 
20-Jun-08 
20-Jun-08 
19-Iun-08 
17-Jun-08 
20-May-08 

20-May-08 
9-May-08 
29-Apr-08 

10-Apr-08 

8-Apr-08 

3 I-Mar-08 
17-Mar-08 

12-Mar-08 

06-Feb-08 

16-Jan-08 
04-Jan-08 

22 
Novelis Inc. : Manaeenient nieetiiie takeaways 
Novelis Inc. : Good 4008. Reafiirmine our Overweieht 
Noranda Aluminum : Timine is evervthing 
HY Metals and Minine : June monthly: Aluminum sector focus 
Noraiida Alilminunl : Iniliaone will1 an Oven+eirhl 
_- hlerals lJS.4 tloldines ' IPO filiiir could hc <nod news for IloldCI! 
- notes 
Rverson Inc : On track. 2008 should be eveii be[ter 
HY Metals and Minine : May montlilv: Steel sector focus 
Metals USA Holdines : Hold on to your fiats. Uperadine HoldCo 
notes due 7012 to Buv 
Freeport-McMoRan Copoer & Gold : Investment erade catalyst 
achieved - Downeradine to Neutral 
H T  Metals atid Minine : Aoril monthly: Aleris iUpdate). lndalex 
powneradinrr to Neutral). Rverson iReafirniine our Ovenveieht) 
Steel Dynamics : Hold oil new 7.75% of'16. reaffirtnine ourNeutra1 
HY Metals and Minine : March monthly: Freeport (Update), Metals 
USA ilnitiatioii). Novelis/Hindalco (Update1 
Metals USA. Inc: Lookine for the rieht entry Doint Initiating wit11 a 

HY Metals and Minine : February montlilv: lndalex - Relish tlie 
N M  

yieJj 
Novelis Inc. : Uperadine to Ovenveieht 
HY Metals and Minine : Jaiiuarv Monthly: NRNDA. MUSA, 

~ 

WISMET 
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Metals USA: Our thoughts post 2Q08 
conference call 
0 We view Metals USA 2Q08 EBITDA of $93 million as a phenomenal result, 

but, liltely, an outlier. The EBITDA was more than double EBITDA in the same 
period in Uie prior year and helped to decrease leverage 0 . 9 ~  sequentially at tlie 
OpCo level to 3,2x and 1 . 3 ~  at the HoldCo level to 4 7x 

0 Management attributed the upside surprise to tlie company’s focus on 
customers who would prove more resilient in an economic downturn, share 
gain by seeking out customers whose needs were not met by competitors, and the 
ability to “achieve price increases down the chain.” 

0 We attribute il large portion of the EBITDA increase to inventory gains. 
Metals USA accounts for its inventory on a FIFO basis. As we discussed in our 
March 12,2008 initiation (link k), during periods of rising inventory prices, 
Metals USA will experience inventory gains. This inventory earnings windfall is 
normally accompanied by a hit to cash flow; we calculate a $78 million working 
capital use in 2Q08 at the OpCo level, 

We do not view tlie inventory gain as a recurring component of earnings. 
Management’s postulation on the 2QO8 conference call that “costs will continue 
to put further upward pressure on future steel prices” may prove true. Several 
mills have come out in the last few weeks with proposed September price 
increases. Still, we doubt we will see another $4OO-plus per ton increase in steel 
prices over the next six months - Service centers’ customers can only pay so much. Unlilte mills who can talce 
advantage of export opportunities, service centers primarily sell to a domestic 
market Under normal circumstances, at extreme prices, demand begins to dry up. 
The current econonlic malaise and credit crisis likely makes demand even more 
elastic For this reason, we believe that each $100 per too increase in steel prices 
provides marginally less benefit to service centers 

0 Metals USA is required to use the proceeds of any IPO to make B pnrcliase 
offer for the $300 million HoldCo notes due 2012 a t  par plus accrued 
interest. In the event Metals USA raises and receives the entire $200 million 
referenced in its amended S-1 filed 17-Jul-08 (that is, no portion of the sale 
represents sales of shares by Apollo), up to two-thirds ofthe issue would be 
retired Bondholders must balance the purchase offer payment and the pro forma 
1 . 0 ~  reduction in leverage to 3 . 7 ~  (only 0 5x wide of the OpCo notes) against the 
illiquidity of the remaining smaller issue. 

In the event the company does not complete an IPO by tlie end of 
September, we believe the company would consider paying a dividend 
payment to Apollo. The headline impact of this quarter’s earnings encourages 
management to complete the IF0 prior to the close of iQO8, Although 
noteholders’ interest are somewhat protected by Apollo/affiliate ownership of 
$91.4 million of the I-toldCo notes (as of 16-Jul-O8), we calculate that Metals 
USA could at present pay over a $70 million dividend 

We believe the weighted average value of these outcomes implies a fair value 
of $95.00 to $95.50 for the HoldCo notes. Please call for details 
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Metals and Mining STW credit tracker, ranked by Am/m 

. .  
Min 239 229 306 (349) (1,177) 

Average 561 582 684 (102) (122) 
Mcdian 458 442 526 (83) (71) 

Source: JPMorgan 
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Metals and Mining dollar price credit tracker, ranked by Am/m 

Min ($7 75) ($29 50) 
Mcdinn ($1 56)  ($1 56) 
Avcmgc ($1.93) ($2.73) 

Sauno: JPMoigan 
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nwind 
Comparison of Aluminum Price increases to WKE coal cost increase since 4th QTR 

Note: The following information is approximate and for discussion purposes only 

4th Qtr of 2007 2008 2009 2010 

Aluminum LME prices 
Aluminum ($/Metric T) 
% change over 4th QTR 2007 

Revenue Impact 
Alcan 

Production 
Revenue Increase ($M) 
Fuel Cost Impact 

Net Impact 

Production 
Revenue Increase ($M) 
Fuel Cost Impact 

Century 

Net Impact 

WKE Fuel Price Forecast (coal only) 
$/mmBTU 
% change over 2007 avg 

Fuel Cost Increase ($M) 

2,443 67 2,845 92 
16 5% 

196,000 
79 
3 

76 

244,000 
98 
3 

95 

2007 Coal Avg 
153 1 60 

4 8% 

2,961 00 
2 1.2% 

196,000 
101 

12 
89 

244,000 
126 
16 

I 1 0  

1 9 8  
29 4% 

8 48 

2,976 00 
21 8% 

196,000 
104 

18 
86 

244,000 
130 
24 

106 

2 20 
43 8% 

72 

Comparison of Aluminum Price increases to WKE coal 
cost increase 

Note: Percent change form 4th QTR 2007 
50% 
40% 
30% 

% 20% n. 
10% 
0% 

2008 2009 2010 
.-. _ _ _  ___ ____ 
Aluminum Price - WKE Coal Cost increase 1 - 

-. ________. 





RNCOS Releases a New Report- US Aluniinuni Market Analysis 
RNCOS has recently added a new Market Research Report titled, "US Aluminum Market 
Analysis" to its report gallery. The report is an elaborate study of the aluminum market in 
the TJS. 
/24-7PressRelease/ - NEW DELHI, INDIA- RNCOS has recently added a new Market 
Research Report titled, "US Aluminum Market Analysis'' to its report gallery. The repoi-t 
is an elaborate study of the aluminum market in the US. It rationally discusses the past 
and cuirent performance of the market and looks into its future prospects. This report 
helps the clients to analyze the trends and the developments in the US aluminum market 
vis-&vis the global scenario. 

The US aluminum industry depends on a variety of economic factors and its future 
performance is difficult to predict. The forecast given in this repoi-t is not based on a 
complex economic model, hut is intended as a guide to the direction in which the market 
is lilcely to move., 

For our research puipose, the market has been defined in terms of primary aluminum 
production. 

Market Analysis 

In terms of both its positive economic and environmental impact, the aluminum industry 
remains one of the most significant success stories nationally as well as internationally. 
Due to its benefit, the aluminum industry will shine in future. The global consumption of 
aluminum products, both upstream and downstream, is expected to double by 2020 
annually. 

The aluminum industry of the US is the world's largest single producer of primary 
aluminum. The CJS industry operates over 300 plants in 35 states, produces more than 23 
Billion pounds of metal annually, and employs over 145,000 people with an annual 
payroll of about U S 5  Billion. Aluminum is one ofthe few products and industries left 
in America that truly impacts every community in the country, either through physical 
plants and facilities, recycling, heavy industry, or consumption of constuner goods. 

Key Findings 

- By volume, the US aluminum industry is pro,jected to grow by 210,000 Metric Tons 
(nearly 9%) during 2007-201 1, attributed to enhanced energy supply capacity, new cost 
efficient production technologies and government support. 
- Market demand is largely fueled by the need for aluminum by various industry sectors, 
particularly transport and packaging sector. 
- The aluminum consumption market is highly relied on imported aluminum. 
- Aluminum is chiefly imported from a number of countries, such as Canada, Russia, 
China and Mexico, where the cost of production is relatively less. This malces imported 
aluminum cost effective, thereby posing a significant challenge for the domestic 
producers. 
- Positive outlook for the coilstivction industry in the US will definitely boost revenue 



growth of the aluminum industry. 
- The industry offers huge opportunities for production equipment manufacturers as it is 
projected to enlarge its production to meet out domestic consumption demand. 
- In spite of the lowering demand from automobile market, aluminum use in automobiles 
will coiitiiiue to grow as aluminum content per vehicle is increasing. 

Key Players 

This section provides an overview of the key facts and financial position of players like 
Alcoa Inc., Alcan Inc., Centuiy Aluminum Company, Aleris International Inc. and 
Novelis Inc. 

Key Issues & Facts Analyzed 

- What are the trends in the LJS aluminum market with respect to market value, 
production, consumption, price etc? 
- What is import and export situation of aluminum in the country? 
- What is the cost of energy and labor in various LJS states? 
- What are the various avenues for growth for aluminum industry in the US? 
- What are the challenges associated with this industry? 

Research Methodology Used 

Information Sources 
Information has been sourced from hooks, newspapers, trade journals, and white papers, 
industry portals, government agencies, trade associations, monitoring industry news and 
developments, and through access to more than 3000 paid databases. 

Analysis Methods 
The analysis method includes ratio analysis, historical trend analysis, linear regression 
analysis using software tools, judgmental forecasting, and cause and effect analysis. 

For more information visit: http://rncos.com/ReportM58 1 .htm 
Current Industry News: http://www.rncos.com/Blog/ 

About RNCOS 

RNCOS, incorporated in 2002, provides Market Research Reports for your business 
needs and aims to put an end to y o u  information pursuit. Our expertise in gathering 
global business information for industry research, corporate training, growth consulting, 
and business consulting, brings reputed companies and firins to us for business 
enhancement solutions. We can be your one-stop-shop for Industry research information 
and niche market analysis. 

http://rncos.com/ReportM58
http://www.rncos.com/Blog




E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 99 

Witness: Rusty Hudson 

Q-99 Provide the aiiiount and date of any asset book value write downs or other 
valuation write downs siiice 1997, which exceed $5001c, and pertain to Lease 
Agieemeiit facilities 

A-99. There have beeii iio write-downs on individual assets siiice 1998 (when the BREC 
lease started) that exceeded $500k. There was an iinpairnient charge recorded to 
WIG for $195,013,211 in September, 2008, based 011 a coinparisoii of the 
forward inarlcet prices to satisfy the contractual sales requirements for BREC aiid 
the siiielters, to the estimated loss 011 disposal for when the unwind occurs 





E.ON U S .  LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 100 

Witness: Counsel / Paul W. Thompson /David Sinclair 

Year 
2008 
2009 

Q-100. Provide E.ON/LEM current view of operating budgets (cost and revenues, multi- 
year foiward looking) for facilities operated under tlie L,ease Ageenient. 

a. Calculate and state tlie extent to which tinit costs of power produced by tlie 
leased facilities are projected increase or decrease under this operating budget 
view. 

Cost of Power Per Mwh 
$31.87 
$41.96 

A-I00 The E.ON/WICE 2009 Medium Term Plan (budget) is still in process, and will not 
be approved by the E.ON Board until later in  November or December. The 
operating budget data provided in the attachment is information from the 
E.ON/WICE 2009 Medium Term Plan Working Budget that was used to update 
the BREC financial model, The information contained in this attachment is 
confidential and is being filed pursuant to a Petition for Confidential Treatment. 
BREC used the E.ON/WKE budget to update their financial model, but they also 
made changes to it to reflect a different outage schedule and otlier changes in  
assumptions. The unit cost of power by year for the E.ON/WISE 2009 Medium 
Term Plan Worlting Budget, conipared to the 2008 forecast, is as follows The 
unit cost includes labor, non-labor, fuel and reagent costs, tlie smelter margin 
payments, and tlie lease paynient to BREC. It does not include depreciatioii or 
interest expense. 

2010 I $47.46 
201 1 / $42.53 





E.ON U S .  LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Year 
2005 
2006 
2007 
2008 (YTD September) 

Question No. 102 

Witness: Rusty Hudson 

Per Mwli 
BREC Price Variable Production Cost 
$19.48 $18.61 
$19.57 $18.66 
$19.88 $19.10 
$20.10 $20.92 

Q-102 Provide documents which show the prices of power provided to Big Rivers by 
EON under tlie relevant puichase power agreements versus the cost of producing 
that power, for tlie years 2005 to current 

A-102 The average price pel Mwli of power sold to BREC compared to the vaiiable 
pioductioii cost per Mwh for that powei is as follows: 

Note: 
BREC Pricing includes revenues for the base sales, revenues for volumes in 
excess of tlie maximum on-peak take of 597 MW, and any penalties for volumes 
below the minimum off-peak take of 297 MW, divided by total BREC sales 
volumes. 

Cost of production iiicludes fuel costs, pet coke, fuel oil, natural gas, propane, 
fuels department, fuel handling, scrubber reagent, other cost of sales, aiid 
transmission, divided by total generation. It does not iiiclude the cost of SO2 and 
NOx emission allowaiices. The exchanges of current and ftiture vintage 
allowaiices iii 2005, 2006 and 2007 resulted in the expense numbers for SO2 aiid 
NOx emissions not being meaningful by year from a true prodtiction cost 
perspective. 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 103 

Witness: Dan Arbougli 

4-103 Provide all reports or preseiitatioiis prepared by investment banking advisors for 
E ON pertaining to the Uiiwiiid TransactiodLease Agreeiiieiit termination 

A-103. The E ON Eiitities have not requested the preparation of reports or preseiitations 
from investment banking advisors pertaining to the Uiiwiiid TransactioidLease 
Agreement teiiiiination 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 107 

Witness: Paul W. Ttiompson /David Sinclair 

4-107 Pleasc reference the Application at page 17, paragraph 33. 
negotiations to date with Hendeison 
involved. and all matters discussed 

Desciibe the 
In the description include dates, people 

A-107. A desciiptioii of the negotiations aiiioiig E.ON U S , Big Rivers and Henderson to 
date is provided in response to AG Question No. 10 dated October 24, 2008 





E.ON U.S. LLC 

2005 
2006 
2007 
2008 (YTT) n9170) 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

$1.35 $0.78 $1.17 
$1.48 $0.90 $1.32 
$1.54 $0.80 $1.36 
R I  65 Rn 95 R 1  4R 

Question No. 122 

Witness: Paul W. Tliompson / David Sinflair 

Q-122. Please reference the testimony of Bums E. Mercer, page 9, regarding “fuel and 
eiiviroiiinental costs will fluctuate up or down depending on actual costs.” 

a. Piovide documents which show the variation in fuel costs, by type of fuel, that 
has been experienced by E ON since the inception of the Lease Transaction; 
and. 

A-122 The fuel costs per MMBTU by year are as follows: 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 126 

Witness: Rusty Hudson 

Q-126 Provide the most current SFAS No 144 iinpaiiiiieiit review pertaining to the Big 
Riveis g e m  atioii facilities 

A-126. The hipainnelit reviews fkoiii the third quarter of 2008 are attached. As noted on 
the questionnaire froin Reid/Henderson Station 2, Items A l ,  A3, and A5, the 
reheat section of the HMPL 1 tuiit is slated for replaceiiieiit in March, 2009. It 
will be handled as a noimal asset replacement at that time, and is therefore not 
considered an impaired asset, since the current asset will still fiiiictioii up to the 
point in time of that replacement. 





E.ON U.S. LLC 

UPDATED Response to the AG’s Request for Information 
Dated February 1,2008 

Updated Response filed November 7,2008 

Case No. 2007-00455 

Question No. 134 

Witness: Ralph Bowling 

Q-1.34. Regarding tlie “Environmental Matters’’ and “significant financial impacts on tlie 
use of fossil fiiels for power generation” referenced in tlie Big Rivers 2005 
Annual Report to Members (Exhibit 41), please provide any documents or studies 
perfoliiied by or for E.ON since .January 2005 which address and/or estimate costs 
associated with the Big Rivers generating facilities and compliance with: 

a. Tlie EPA’s Clem Air Mercury Rule (CAMR); 

b. Tlie EPA’s Clean Air Interstate Rule (CAIR); 

c.  Perforiiiaiice goals of tlie Clean Water Act Section .316(b); 

d Regulation of carbon dioxide as a pollutant tinder tlie Clean Air Act; and, 

e. Any otlier state or federal rules likely to cause additioiial cost in order to meet 
pollution standards or otherwise comply with those rules. 

A-134. Tlie Multi-pollutant Position Report and Proposed Coiiipliaiit Plaii (SOz, NOx, 
Hg) And Multi-Media Conipliaiit Evaluatioii was updated and modified 011 

September 12, 2008 This updated report was included in BREC’s motion to 
amend and supplement the application dated October 9, 2008. 
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