








Dynamic Pricing Systems

Dynamic (rather than steady-state) systems are those in
which investment/disinvestment drives price which drives so-
called fundamentals. BME will model demand growth trends
and cycles in a world of largely investment driven metal
prices. BME’s demand forecasting will begin with a time
series for future global industrial production (or GDP) growth
forecasts. Superimposed on this in the new BME Whole-
Industry Model will be price-driven changes in intensity of
use per unit of economic activity. Time lags will be added to
the model to accommodate the delays which take place in the
real world while substitution or re-engineering of products
takes place. A supply chain inventory cycle and interaction
with the direct melt scrap cycle for further refinement of the
dynamic model will eventually be added.

For the short-term, a directly known capacity growth
forecast will be used, but further ahead BME will pass into
a partly modelled, then wholly modelled (based on lagged
prices) series. In this new Whole-Industry Model, price would
then affect capacity utilisation rates (%) and thus be used to
forecast mine production. Price would also both concurrently,
and after a time lag, affect secondary refined production.

As a later refinement, BME will add a price and growth
driven stock change along the process chain (i.e. concentrates,
blister, anode and the big tonnage item - nascent cathode).

From around 2005, a previously insignificant part of the
balance - investment longs - began to offset more and more
exchange stock holders’ hedge shorts, requiring more and
more speculative shorts to be drawn into the market at any
given stock level. These changes are already being modelled
by BME, to allow them to get a dynamic picture of the
evolving price to stock relationship.

These institutions will have to deal with their own potentially
conflicting interests. For instance, mine financing, where higher
prices are desirable; proprietary trading, where volatility is
desirable; exchange stock financing, where as full a contango
as is possible is desired; selling commodity index funds, where
a backwardation is helpful. But with the commodity index
funds come increased prices and with that come increasing
stock trends. And the setting up of ETFs to accommodate those
surpluses has begun.
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The new model will, therefore, allow financial institutions
which have advance knowledge of the investment pipeline
to understand and anticipate interactions between physical
markets, index funds, ETFs and the exchange financing of
stocks. The models will also help merchants understand a world
which has become much more complex, with subtle interactions
between physical markets, index funds and - now - a looming
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ETF industry.

The new models will stimulate
new thinking on the sources of
knowledge advantage in this
market. Such advantage is no
longer derived from the physical
order books of the largest producers
and traders. Ultimately, crucial
advantage now derives from precise
knowledge of the current buying
pressure derived from investment
in copper futures and knowledge of
the pipeline of planned pension and
other investments some eighteen
months ahead.

The models will also assist traders
in a changing world in which
advantage is passing from traders
which own producing assets (mines,
smelters and refineries) and sell
physical copper, towards those in
close alliance with the managers of
commodity index funds and ETFs.

Summary

Understanding commodities prices
is a moving target. In 2010, BME is
again providing thought leadership
by exploring a commodities world
in which investment in futures has
gained ascendancy over physical
market factors. In their price models,
investment flows are investigated
much more closely, including sector
rotation between equities, bonds
and commodities. And moving on
from price models to whole-industry
models, BME will be modelling the
feedback loop in which investment
drives prices which suppress
consumption, boost production and
drive the rate of stock increase. e
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zinc and lead. Adding the Whole-

the next stage.
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provides two types of model: Individual
Metal Price Models and Whole-Industry
Models. Standard multi-user models are
available for copper, aluminium, nickel,

Industry Models, as described here, are
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