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Recent global
growth rates are
unprecedented
in economic
history.

Economic growth
at this pace will
put predictable
strains on
resources.

Population,
productivity,
economic growth,
and production
capacity point to
long-term
commodity gains.
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"...It takes a long time to recognize a change in a long-term trend"”

--Alan Blinder

Global growth isvery strong

At 6.6% for 2005, growth among devel oping economiesisat the highest level of any
timein the past 30 years'. Chinaisleading the way with growth of 9.5%. Both
Indiaand Russiagrew by around 7%. Growth inthe developed world wasalso

robust, expanding by more than 5.5%.

Some economic growth can beattributed to
population growth. Population growth has
accelerated to itsfastest ratein recorded
history?, and more people means more
production. Some predict that we are
approaching aninflection point, where

popul ation growth will begin to slow and
stabilize at asustainable level.

However populationisnot sufficient to explain
high economic growth rates. Productivity per
person hasalsorisen to historiclevels.

Recent productivity isalso unprecedentedin
economic history. Thechart totheright
demonstratesthat productivity growth began
accelerating in theindustrial age and has
continued to increase®.
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Both of these chartsuselogarithmic scal es, so aconstant growth ratewoul d produce

astraight line.

Information in this Commentary has been obtained from sources believed to bereliable, but its accuracy and
completeness are not guaranteed. The opinions and projections are judgments of Von Kohorn Research and
Advisory (* VKRA") and are subject to change without notice. This Commentary is for informational purposes
only and is not an offer or solicitation for any financial product or service or a recommendation or determination
by VKRA that any investment strategy is suitable for a specific investor. All investments are subject to risks,
including possible loss of the principal amount invested. Some investment products may be available only to
certain “ accredited investors.” Past performanceisno guarantee of future results.

' «Global growth” 2005; The World Bank Group

% “Historical Estimates of World Population” 2005; U.S. Census Bureau, Population Division,

International Programs Center

® Estimati ng World GDP, One Million B.C. - Present" 1998; J. Bradford Del.ong, Department of

Economics, U.C. Berkeley
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Thereare severa reasonsfor thisnew rapid growth:

1

Improving industrial equipment increasesthelevel of

Population-weighted Growth* 6.53%
Population ~ GDP

production and efficiency.

2. Theinformation ageisenabling rapid transfer of
knowledge and growth in productivity.

3. International trade since the end of WWII hasallowed
resources and production to be used more efficiently than
ever before.

4. Political reformssince 1989 have brought morethan 4
billion people (almost 2/3 of theworld population) into
market-driven global economies.

Global growth isincreasingly diverse and stable

Global growthisnow distributed broadly across many countries,
rather than being concentrated within the US, Europe, and Japan.
Also, growth in many parts of theworldisnot relying on
innovation per se, but rather adoption of productivetoolsand
technologiesalready in placein devel oped nations. Governments
areallowing freemarket economiesto devel op, and these markets
grow faster and aremoreresilient than state-controlled or centrally
planned economies.

Productive innovations cannot be un-invented, and thereislittle
chance that the scope of global communicationswill decrease.
Therearepolitical risksto world trade and free markets, but the
recent global trendiscertainly toward freedom and traderather
than totalitarianismand protectionism.

The World Trade Organization, founded in 1995 to replace the
General Agreement on Tariffsand Tradeof 1947, now includes
146 member states.

Global economic growthwill likely continueat about itspresent
rapid pacefor theremainder of thisdecade, and probably decades
after. It may evenincrease from these rates, Chineseindustrial
production in May wasreported to have grown at 16.6%.

Continuedrapid economicgrowthwill put predictablestrains
on resour cesand theenvironment. Specificaly, countrieswill
increasingly consume like their more-devel oped neighbors, adding
to demand for commoditiessuch asenergy, agricultural products,
and industrial metals.
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Country (Millions) Growth
China 1,299 9.1%
India 1,065 6.2%
United States 293 4.4%
Indonesia 238 4.9%
Brazil 184 5.1%
Pakistan 159 6.1%
Russia 144 6.7%
Bangladesh 141 4.9%
Nigeria 137 6.2%
Japan 127 2.9%
Mexico 105 4.1%
Philippines 86 5.9%
Vietnam 83 7.7%
Germany 82 1.7%
Egypt 76 4.5%
Turkey 69 8.2%
Ethiopia 68 11.6%
Iran 68 6.3%
Thailand 65 6.1%
France 60 2.1%
United Kingdom 60 3.2%
D.R. of Congo 58 7.5%
Italy 58 1.3%
Korea, South 49 4.6%
Ukraine 48 12.0%
Burma 43 -1.3%
South Africa 43 3.5%
Colombia 42 3.6%
Spain 40 2.6%
Sudan 39 6.4%
Argentina 39 8.3%
Poland 39 5.6%
Tanzania 37 5.8%
Canada 33 2.4%
Morocco 32 4.4%
Algeria 32 6.1%
Kenya 32 2.2%
Afghanistan 29 7.5%
Peru 28 4.5%
Nepal 27 3.0%
Uzbekistan 26 4.4%
Uganda 26 5.0%
Saudi Arabia 26 5.0%
Iraq 25 52.3%
Venezuela 25 16.8%
Malaysia 24 7.1%
Taiwan 23 6.0%
North Korea 23 1.0%
Romania 22 8.1%
Ghana 21 5.4%

* Based on GDP growth of 50 most

populous countries.




Commodity demand will Crude Oil Production and Capacity*
outpace supply OPEC Capacity  Surplus
Country Quota Production  Estimate Capacity
Toillustrate, wewill focuson afew Algeria 878 1330 1330 0
; e Indonesia 1425 950 950 0
representatlv mmodaities:
y tativeco odlities Iran 4037 3900 3900 0
Kuwait 2207 2500 2500 0
Energy: Libya 1473 1620 1620 0
Nigeria 2265 2400 2400 0
OPEC hashistorically attempted to Qatar 713 800 800 0
raise and stabilize the price of oil by Saudi Arabia_ 8937 9600 11000 1400
setting production auotas. Oil United Arab Emirates 2400 2500 2500 0
gp quotas. Venezuela 3165 2500 2500 0
producersthat are not OPEC members Iraq 1900 1900 0
are not so constrained. Total 27500 30000 31400 1400
. * Thousand Barrels Per Day
DeSp' tequotas, tOday OPEC members Source: Energy Information Administration / Short-Term Energy Outlook, June'05

aresimply pumping oil at or near
capacity. Itisprobably safe to assume that non-OPEC productionisalso at or near capacity because
they are not part of the OPEC quota system.

If thisisthecase, thenglobal consumptionisrapidly approachinganimportant level: production
capacity. Theworld isconsuming approximately 85 million barrelsper day. The Energy Information
Administration has |ow-range and high-range capacity estimatesfor OPEC that imply surplus capacity
at about 1.4 million barrels. If we assumethat non-OPEC producersare similarly close to their
capacity, then we can estimate the total

Crude Oil Demand vs. Capacity Esitmates crude oil production capacity at between

g 86.4 and 89.3 million barrels per day.
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é 50 g' 'g' 'g' '§' 'g' 'g' 'g' 'g' 'g' g' 'g' = exceed the high-range estimate in mid-2008.
New production capacity can be created in

Irag and other countries through new investment, technology, and political stability. However, this
new capacity isuncertainand expensive. Thereisasimilar possibility that existing capacity couldbe
diminished by terrorism or natural depletion.

Cattle:

Since 1986, the price of cattlehasfluctuated with demand. Sincethen, global beef consumption has
risen by an average rate of 0.73% per year®. The corresponding return on live cattlefuturescontracts
has been about 2% per year®.

* United States Department of Agriculture
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However, populationstend to increase beef consumption asthey become more prosperous. This
dynamic can beobservedin China, whereconsumption hasbeenrising at an averagerateof 11% per
year since 1975%,

Beef Consumption in China
(1000s of Metric Tons)

Chinese beef demand would haveto rise another 56% to
match per-capitanormsin therest of theworld. However, 800
thisgrowth isprobably an underestimate because the per- 600
capitabeef consumptionintherest of theworldis 400
substantially lowered by India(where people consumeless 200

than 15% of the average® because of religiousand cultural 01 | ‘ ‘
traditions). If you exclude India, then Chinese beef demand 1970 1980 Y1990 2000
would haveto rise over 90% to match per-capita norms. car

2010

With just over 20% of the world popul ation, global beef

consumption would rise by more than 12%—nhistorically substantial growth’. Based on the elasticity
above, livecattlefuturespriceswouldincreaseby 32.9%. Thisassumption holdsbeef consumptionin
therest of theworld constant, and does not include any premiumfor shortages.

Raising beef requiresinputsof land, water, labor, hay, grain, corn, soybean meal and salt, and growing
demandfor thoseresourceswill beboosted by growing demandfor beef. Inaddition, each pound of
beef that comesto market requirestheenergy equivalent of onegallon of gasoline.

Industrial metals:

Some 200 million rural Chineseare expected to movetotownsand citiesby 2010, accordingtothe
United Nations; 300 millionaccordingtothe Asian Development Bank. If urbanizationand
industrializationin Chinafollow the same path asthat of other devel oping countries, demand for
industrial mineralswill continuetoriseascitiesexpandtheir infrastructure.

I nfrastructureand housing account for most of theal uminum consumptionin China, unlikein Western
marketswhere the metal ismostly used for cansand packaging. Consequently, although Chinaonly
accountsfor about 4 percent of theworld'sgrossdomestic product, it will soon surpasstheUnited
Statesin consumption of aluminum. It hasalready overtakenthe United Statesinitsconsumption of
steel and copper. Morgan Stanley estimatesthat Chinaaccounted for 20 percent of global aluminum
usein 2004, upto 35 percent of demandfor steel, iron, and coal, and almost 45 percent of ordersfor
cement.

Chinese steel output jumped more than 23 percent to 272.5 million metric tonsin 2004, far
outstrippingthenext two biggest steel producers(Japan, at 112.7 millionmetrictons, andtheUnited
States, at 98.5 million metric tons)®. To fuel itsblast furnaces, imports of iron ore grew from 70
million metric tonsin 2000 to about 200 million metric tonsin 2004. Chinahasnow overtaken Japan
astheworld’ sbiggest buyer of iron ore.

2 Bloomberg, ticker: LC1 cmdty
; Average per-capita beef consumption for the world, excluding China and India.

Calculations based on data provided by the USDA, Bloomberg, and the CIA World Factbook 2004.
® International Iron and Steel Institute
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After decadesof declineinreal commodity prices, producersnow havetheupper hand, withtheability
to dictate prices. OnFebruary 21, Vaedo Rio Doce stunned steel makerswhenit announced a71.5
percent priceincrease, effective April 1. Thepriceof thecoking coal usedin steel making has
followed asimilar trajectory. Pricesrose 120 percent in December to about $125 per metric ton,

causi ng consternationin Europeand other partsof theworld, whereplantswereal sofacingtight
supplies.

Thestory issimilar for other metals. Nickel hasreached a15-year peak, copper and tin pricesare at the
highest level for almost adecade and aluminumisselling at its peak level for morethan six years.
London Metal Exchange copper inventoriesare at 36-year lows (just 36,150 tons), down 40% from
thisyear's peak.

Commodity investments can hedgeinflation risk with low correlation to stocks

Collateralized CommOdity Stocks, Bonds, and Commodity Futures
futures have offered long- Inflation Adjusted Performance 1959/7-2004/12

term returns and risks very

similar to those of equities’. e

In addition, commodity T
futuresreturnsare negatively

correlated with equity returns L ittt
and bond returns. The e
negative correlation is due, in

significant part, to different O e R e S B S B S B R S T
behavior over the business Commodity Futures

cycle.

While stocks and bondstend
to fall asinflation rises,
commodity futureshavea
positive correlation with
inflation (aswell aswith
unexpected inflation, and changesin expected inflation).

1950 1963 1067 1071 1075 1070 1083 1087 1001 1005 1000 2003
Source: see footnote 9.

Withlow correlationsto other asset classesand positivecorrel ationwithinflation, commodity
investmentsshouldrepresent aportionof mostinvestors portfolios. Furthermore, population,
productivity, economic growth, and production capacity constraints point to long-term commodity
gains.

% “Facts and Fantasies about Commodity Futures’, 2005; Gary Gorton, National Bureau of Economic Research, and K.
Geert Rouwenhorst, Yale University School of Management
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