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Executive Summary

Silver prices are strong and having overcome the 2008 highs at $21.36/0z, the
next upside target is likely to be $25/0z. This will represent something close to a
50% retracement of the fall to $3.53 from the high in January 1980 when, on the
18" of the month, Silver fixed at $49.45.

Scot

e Investment demand remains all important as it has in recent years been absorbing
the supply surplus. There are some signs that investor demand is slowing.

e Even though the recovery after the 2008 recession has been much stronger and
more robust than we thought it would be, we still feel there are downside risks.

e The debt legacy remains a “big unknown” and we feel it might have further
negative consequences for the dollar that could lead to a dollar crisis.

e The economic and fiscal uncertainty suggests investors are likely to keep their
interest in Silver for some time to come, but watch out in case that changes.

Introduction

The Silver market promises to be interesting over the next few years as there is likely
to be a change-over in the primary driver of demand. In recent years investor buying
has been the swing-factor that has driven prices higher, but demand for safe-havens is
likely to wane in the years ahead. However, a few new applications for Silver have
the potential to become swing factors. In the short term, the global economic situation
remains uncertain and there may well be more turmoil in the financial markets before
a more sustainable economic recovery gets going. In this case Silver prices have
potential to rise further. The longer term outlook for Silver is also interesting with
demand seeming likely to undergo a structural change as new technology (including
Silver-zinc batteries) emerges, some of which could consume meaningful amounts of
Silver. This new technology could substantially reduce Silver’s recent dependence on
investor off-take to balance supply and demand. The prospects of this new technology
are also likely to make investors even keener to own Silver, although at the moment it
maybe too early for them to do so. The biggest risk to Silver’s bull market is if
investors start to reduce their exposure to safe-haven investments. Silver has been in a
supply surplus since 2003, so a lot of Silver has been bought by investors and now
that prices are at levels not seen for 30 years there may be increased interest in taking
profits if investors feel that economic growth will provide better investment
opportunities elsewhere. The short-to-medium term outlook therefore is very much
dependent on how long such investors feel the need to keep, or even increase, money
invested in safe-havens. In turn, this will depend on how the global economy
performs. New technology promises a new era for Silver, but between now and when
this technology takes-off is likely to lead to some wild swings in Silver prices and
hence produce numerous risks and trading opportunities.
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FABRICATION DEMAND

Fabrication demand covers Silver’s use in industry, photography, jewellery manufacturing,
silverware and in the making of coins and medals. In 2009, fabrication demand dropped 12%
according to the World Silver Survey, with the industrial demand sector falling 20%. The sharp
decline hit all sectors other than coin and medal fabrication and came about as recession hit and
as fabricators destocked. In late 2009 and in the first half of 2010, demand rebounded as users
restocked and consumption recovered. Interestingly, demand has been robust despite high
prices. In the second quarter prices averaged $18.50/0z, which was the highest average
quarterly price in over two decades. Demand for coin and medal fabrication has remained
strong throughout the 2008-2009 slowdown and is running at around twice the average level of
demand seen between 2000 and 2006. As regards to the recovery in total fabrication demand,
jewellery and silverware demand are expected to remain relatively flat in 2010 and 2011 as
high prices and economic hardship reduce buying interest, while the photographic industry will
continue to see a structural decline in demand. This means the main sector leading the recovery
is industrial demand, which accounts for some 48% of total fabrication consumption. In 2010,
fabrication demand is expected to rise 4% to 23,800 tonnes, still well down from the peak of
26,400 tonnes seen in 2005. In 2011, we expect Silver’s use in fabrication to climb, but only by
a modest 2%, as economic growth remains depressed in the first half of the year.

Jewellery

Jewellery demand only fell 1% in 2009 as
harder economic times led to less buying
of more expensive Gold and Platinum
jewellery, which benefitted Silver demand.
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do well in gaining sales at the expense of
Gold, perhaps because Gold prices have returned to record highs, while Silver prices only
recently overcome the highs seen in 2008. However, high and volatile prices and continued
uncertain economic times are likely to see demand for luxury items remain subdued. We expect
more of the same in 2011 as unemployment remains high in Western markets and austerity
measures lead to more hardship. Also as India restocked aggressively in 2009, it may be in a
position to run down stocks rather than chase prices higher. Over the past decade, Silver
jewellery demand has suffered less than Gold jewellery from the adverse effects of rising
bullion prices and economic hardship (see chart above). Even though Silver prices are high,
there is a bigger profit margin in Silver jewellery than in Gold or Platinum jewellery. Overall
we expect Silver jewellery and silverware demand to grow around 1%, in both 2010 and 2011.

Industrial Demand

Industrial use of Silver as a percentage of total demand slipped to 40% in 2009, two years
previously before the financial crisis and the recession it accounted for 51% of consumption.
However, at 40% of total demand, industrial demand remains the single biggest consumer of
Silver and once economic recovery regains momentum, we would expect industrial use to
recovery smartly. The future is also bright for Silver as there are a host of new applications that
are gradually making inroads into the market- some more than others. During the years of
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strong economic growth between 2004 and 2007, industrial demand was growing at an average
of 7% per annum. In 2009, the economic slowdown led to a fall in demand, which was made
worse as it went hand-in-hand with destocking and as a result demand fell 20% year on year.
By late 2009 and in the first half of 2010, industrial demand started to recover and that fuelled
a rebound in Silver demand by industrial end-users. However, the outlook for the second half
of this year has deteriorated and may well remain depressed in the first of 2011 as well. In
September, the IMF warned that growth in the global economy was likely to slow towards the
end of 2010 and in the first half of 2011. Given the stronger growth in H1’10 and with good
levels of restocking going on too, we feel industrial demand for Silver in 2010 will show
growth of around 11%, but growth will then likely slow in 2011 to around 5%.

Photographic demand

Use of Silver in the photographic Silver's Use in Photography & Rate of
industry peaked in 1999 at around 7,000 Decline (% yoy)

tonnes and in recent years has been 8000 5.00%
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of this offtake stands to be lost in the

years ahead. The popular belief is that the rate of decline will slow, but with technology
evolving so rapidly we expect Silver’s use in photography to continue its remorseless decline.
Economic hardship might have slowed the conversion to digital x-rays from conventional x-
rays, but we would say the pace of conversion will pick-up again. Some of the new hospitals
being built in China, of which there are many, might initially use second-hand conventional x-
rays but, considering China is building for the future, we would not be surprised if more and
more hospitals there start up with digital systems. After the dramatic fall in photographic
demand over 2008 and 2009, which averaged 18%, we would not be surprised to see demand
from this industry continue its descent by around 15% in 2010 and 2011. This compares to an
average annual drop of 9% between 2000 and 2009. A 15% drop in demand would free up
some 385 tonnes of Silver this year and 330 tonnes in 2011.

New applications

Silver’s new applications are diverse and are being used in health, electronics and renewable
energy industries, but many of these new applications including smart tags (RFIDs) and Silver
antibacterial applications, use nano-technology with each unit using a tiny amount of Silver.
Until these applications have widespread use their impact on Silver demand is likely to take
time to be felt. However, some applications, such as Silver’s use in consumer electronics, for
example in plasma TV / display screens and in solder used in a host of electronic gadgets, do
use meaningful amounts of Silver and although demand for these products has been hit by the
recession, the recovery is expected to be strong once sustainable recovery is underway.

However, other new applications look set to become major users of Silver and growth in these
products might even be seen in time to prevent the growing supply surpluses from pushing the
Silver price significantly lower. In recent years, demand from the photographic industry has
fallen, but demand from investors has increased, but when safe-haven demand wanes once a
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more stable economic recovery gets going, industrial demand is going to have to increase if the
large supply surpluses are to be avoided.

Two new applications may become big enough to either soak up the demand investors have
recently accounted for, or else may offer a fundamental reason for investors to stay invested.
One of these applications is already growing fast, but is still in its infancy, while the other has
potential to make significant inroads if the technology is widely adopted. Silver’s use in solar
cells (thermo-photovoltaic cells), which convert light into electricity, is growing rapidly: it
consumed 870 tonnes in 2009, an increase of 30% year on year. Indeed this use of Silver
should now be seen as a mainstream industrial use. Current forecasts are for demand to rise to
5,800 tonnes by the year 2020, however, it is uncertain how much of the solar industry is
government subsidised and in the current climate of austerity this forecast could change. By
comparison, investment demand in 2009 was 4,260 tonnes.

The second potentially large application is Silver batteries. Silver—zinc rechargeable batteries
are being considered for the next generation high performance batteries for laptops and mobile
electronics. They have the advantage of offering 40% more power and 95% of the primary
elements within the battery can be recycled and re-used to make batteries again (i.e. after
recycling there is no loss of quality in the material and a closed-loop recycling system could be
introduced). Silver-zinc batteries are already in everyday use. These are the small button
shaped batteries found in watches and small electronic devises which account for 150 tonnes of
Silver demand a year. However, judging by the size of the markets for rechargeable batteries in
laptops, as well as laptops and mobile devices, this could potentially become a large growth
area for Silver demand. In the future, there may even be a role for Silver as a component in the
manufacture of electric cars.

INVESTMENT DEMAND

With Silver supply outpacing fabrication Silver ETFs (2008 to Present)
demand in recent years, investors’ off-take 15,0000
has been critical in driving the overall bull 13,000.0 —

market and the emergence of Exchange 11,0000
Traded Funds (ETFs) have been central in

9,000.0

Tonnes

facilitating this growth in investment 7,000.0
demand. A slight concern is that although 5,000.0
the combined holdings in the ETFs have 3,000

continued to grow, the rate of increase has
slowed in 2010. In 2008, holdings in the
ETFs grew 39%, they climbed 49% in
2009, but on a pro-rata basis they are so far
only showing growth of around 10% this year (the vertical line on the chart shows the start of
2010). The fact that redemptions up until now have been light is one thing, but new purchases
have to be made if the supply surplus is going to be absorbed. If ETF buying does not pick-up
soon we will start to get nervous, especially as Gold is setting fresh record highs.

8/29/2008

07/09/2008

More room for speculators

Although the level of buying by ETF investors has been slow, as discussed in the section
above, funds have been active buyers. The net fund long Silver position dropped during the
broad market correction in May and again in late July, but it has bounced back with vengeance
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in late August and throughout September. This run up in the net fund long position has
happened while both longs and shorts have been adding to their exposure, which suggests
increased volatility in the near term as one
party is likely to have to throw the towel
in. From the most recent dip in the net

. . 20000
position, which was seen on 27" July, the e
longs have increased their exposure from 60000
25,308 contracts to 66,066 contracts, a -
gain of 161%, while shorts have increased -
their exposure by 265%. However, 20000
compared to previous peaks in the net long 10000
position, the present position is still 30%
below the 2005 peak. As such, there seems
good potential for prices to rise if the
situation remains bullish.
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SUPPLY

Mine output rose 3.6% in 2009 to a new record of 22,070 tonnes, according to the World Silver
Survey, with increases coming from the ramp up in output at new primary Silver mines and at
Gold mines( especially in Latin America) as well as from by-product output in China and mine
output in Russia. Supply from scrap and official sales declined, which largely offset the
increase in mine supply, leaving total supply all but unchanged. Given that prices have
generally been trending higher for almost ten years it is not surprising that mine output has
been increasing at a steady pace that has averaged 2.1% per annum since 2000. This means that
3,688 tonnes more was produced in 2009, than in 2000.

The sell-off in base metal prices in 2008
threatened mine supply to some extent, but
few countries saw a net decline in output in
2009. Australia’s mine output dropped 290 Govt sales
tonnes, Chile saw production fall 96 tonnes (net) - | Tl
and Canadian output dropped 60 tonnes, " °
mainly as a result of strike action and some
base metal production cutbacks from 2008
remaining in effect. In 2010 and 2011,
output is expected to continue increasing in
line with the running average of between
2% and 2.5%, as production continues to be
ramped up at new operations and expansions, or restarts are made at existing mines. The main
threat to supply would come about if base metals prices fell sharply to levels that prompted
production cutbacks. As the chart shows, 28% of Silver mine output comes from lead and zinc
mines and 18% comes from copper, but with prices of these metals remaining robust, we feel it
unlikely production will be cut. In addition, with 9% of Silver coming as a by-product from
Gold mining, we expect output from this sector to continue to increase.

Sources of Silver Supply

Cash costs of production for primary producers held relatively stable in 2009 and averaged
around $5.23/0z, according to GFMS, while the high cost producers were nearer the $12/0z
level. So with prices back above $20/0z there seems little chance of primary production being
cut and there is every incentive for miners to expand output.
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Supply from Scrap

Silver supply from scrap has been falling in recent years as the photo industry has used less
Silver and therefore generated less scrap. However, scrap supply is expected to pick-up in 2010
as high prices both in dollar terms and in some key local currencies, such as the Indian rupee,
have attracted more old scrap supply to the market. The dramatic rise in Gold jewellery
recycling, which is a relatively new phenomenon in developed countries, is believed to have
attracted a significant pick-up in old Silver jewellery and silverware recycling too.

With the prospect of higher Silver prices, we expect more scrap to come on to the market,
especially from Asia, even though we suspect that there will be solid gains in developed
markets too. In 2009, scrap supply fell 292 tonnes, but we believe it may climb 3% in 2010 and
4% in 2011, on the basis that higher prices will attract more old Silver from households.
However, should prices start to spike higher, supply from old scrap, jewellery, silverware etc,
could pick-up markedly as it did in 1980 when Silver spiked up towards $50/0z.

Government stocks continue to fall

In 2009, net government sales from stocks totalled 426 tonnes, which was down from 858
tonnes in 2008 and an average of 2,040 tonnes seen between 2001 and 2007. Sales were
therefore 58% lower in 2009, than the recent average. An absence of government sales from
China and India and lower sales from Russia accounted for the lower level of stock disposal.
Given that India and Russia are buying Gold for their strategic reserves it seems they may be
holding on to their Silver too. Likewise, although China might not be looking to diversify its
reserves by buying Gold in the open market, it may well be accumulating bullion from
domestic producers. Given the trends in official sales in Gold and Silver in 2010, we expect
government sales from stocks to continue to decline in 2010 and 2011. It is now estimated that
government stocks had fallen to 1,906 tonnes at the start of the year. Although accurate data on
government holdings are hard to come by, if the figure now stands around 1,800 tonne level,
then the large burden of 23,000 tonnes that was overhanging the market in 1997 has been
severely depleted and is likely to limit sales going forward. For 2010 and 2011, we expect
sales to drop around 200 tonnes.

Balance

The Silver market swung from a supply deficit to a surplus in 2003 and has remained in one
since. What’s more, the surplus has been escalating, which makes it even more surprising that
prices have performed the way they have. This has happened because strong investment
demand has soaked up the surpluses. In recent years, the high level of ETF buying has
managed to absorb the net of total supply less fabrication demand, even when fabrication
demand has fallen. Another supply surplus will be seen in 2010, but that has not stopped prices
rising further and with yet more ‘oversupply’ forecast for 2011, you have to wonder when
investors will slow their buying, let alone start to liquidate what they already hold.
Cumulatively, since 2003, the implied physical surplus is estimated at around 11,700 tonnes.

Technical

After strong gains in 2009, Silver prices corrected in early 2010, but then ran higher again
between February and May. Prices then consolidated in a symmetrical triangle until late-
August when they broke higher. The count on the triangle was for a $2.70/0z move and a target
of $21.50/0z which has now been reached. If you draw a line along the tops since February
2009, then that line is now around $24.80/0z, which has been hit, but prices have since pull
back from that line, suggesting it is a valid resistance line. In the year ahead it would not be
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surprising to see prices extend into the
$25-$27/0z range. This is
approximately the area that
corresponds to a 50% retracement of
the fall back from the historic highs
near $50/0z, in 1980. If prices were to
continue to rise strongly, the 61.8%
retracement level would be around the
$32.25/0z level.
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Conclusion and Forecast

The situation in Silver remains very interesting in that the market continues to be in a supply
surplus but prices are rising strongly. On the surface, the rally in Silver looks quite vulnerable
but the economic and fiscal outlooks suggest there is still room to remain bullish and there are
also some exciting potential developments in industrial demand, namely solar cells and Silver-
zinc batteries. The time-line of various events is therefore going to be all important. If
sustainable economic growth is seen sooner rather than later, then there is likely to be
significant investor long liquidation that is likely to lead to a tumble in prices. However, while
concerns over economic recovery remain in place then the markets are likely to continue to be
concerned about governments’ fiscal policies, their debt burden and methods they will use to
try to correct the economic malaise. If the economic uncertainty drags on long enough for
demand from new technology to become meaningful then Silver prices could stay up in a
higher trading range.

Investors’ interest will remain critical. Demand from ETF investors has slowed so far in 2010
and that is a worry as continued high investor off-take is needed to absorb the supply surplus.
Given the economic uncertainty, the potential for more quantitative easing and concerns over
the dollar, we would not be surprised to see investor demand pick-up again and in that case we
could see Silver’s rally continue. However, if investor interest remains subdued then it will
likely make investors nervous and in turn that would increase the risk of a correction.

In the near term, there is a risk of a deeper correction in equities and industrial metals as the
rebounds in these seem to have run ahead of the economic fundamentals. A correction in
equities and industrial commodities would likely cause a pull back in Silver prices too.
However, we think the secondary reaction would see more safe-haven buying, especially if
another period of economic weakness forced the US to take steps that further weakened the
dollar.

Overall we think the longer term outlook for Silver has improved as new technology looks set
to provide new areas of significant consumption, which in turn is likely to see Silver prices
trade at a higher price. In the short-to-medium term we feel that the economic climate will keep
safe-haven demand strong and that could see prices rally further - we would not be surprised to
see $27/0z at some stage. However, Silver could experience some very volatile conditions
before the new industrial applications become a reality, if investors feel confident enough to
liquidate their safe-haven positions. In this case prices could drop sharply and a return to
around the $17.00/0z level would not be surprising.
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SCOTIAMOCATTA is a global leader in metals trading, brokerage and finance. As part of Scotia Capital and a member of

the Scotiabank Group, clients can access a full range of financial products and services.

To obtain additional information on ScotiaMocatta products and services, call one of the offices listed below.
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Toronto

Scotia Plaza

40 King Street West
Box 4085, Station ‘A’
Scotia Plaza

Toronto, Ontario
M5W 2X6

Andy Montano
andy_montano@scotiacapital.com
Tel: 1-416-866-7835

Fax: 1-416-866-6897

UNITED KINGDOM
London

Scotia House

33 Finsbury Square
London

EC2A 1BB

David Wilkinson
david_wilkinson@scotiacapital.com
Tel: 44-20-7826-5931

Fax: 44-20-7826-5948

UNITED STATES
New York

One Liberty Plaza

165 Broadway

New York, N.Y. 10006

Tim Dinneny

tim_dinneny@scotiacapital.com
Tel: 1-212-225-6200
Fax: 1-212-225-6248

MEXICO

Mexico City

Blvd. M. Avila Camacho #1,
Piso 11

Col. Chapultepec Polanco
Colonia Polanco 11560
Mexico

Jose Maria Tapia
jose_tapia@scotiacapital.com
Tel: 52 559179 5142

Fax: 52 55 5325 3527

INDIA

Mumbai

11-13 Maker Chambers VI
1st Floor

220 Nariman Point
Mumbai 400021

Rajan Venkatesh

rajan_venkatesh@scotiacapital.com
Tel: 91-22-6658-6901 (Direct)
Fax: 91-22-6658-6911

New Delhi

Upper Ground Floor
Dr. Gopal Das Bhavan
28 Barakhamba Road
New Delhi 110001

Prem Nath
prem_nath@scotiacapital.com
Tel: 91-11-2335-8789

Fax: 91-11-2335-9342

Bangalore
25/2 S.N. Towers
M.G. Road
Bangalore 560001

Mahendran Krishnamurthy
mahendran_krishnamurthy@scotiacapital.com
Tel: 91-80-2532-5325
Fax: 91-80-2558-1435

Coimbatore

Classic Towers
1547 Trichy Road
Coimbatore 641018

Shankara Subramanian
shankara_subramanian@scotiacapital.com
Tel: 91-422-2304-489

Fax: 91-422-2301-596

HONG KONG SAR
21st Floor, Central Tower
28 Queen’s Road Central
Central

Hong Kong

Alice Lam

alice_lam@scotiacapital.com
Tel: 852-2861-4778
Fax: 852-2573-7869

SINGAPORE

1 Raffles Quay
#20-01, North Tower
One Raffles Quay
Singapore, 048583

Swee Kiang Teo

sweekiang_teo@scotiacapital.com
Tel: 65-6536-3683
Fax: 65-6534-7825

UNITED ARAB
EMIRATES

Dubai

302, Precinct Building 03
Dubai International Financial
Centre

Dubai

UAE

Pramod Mohan

pramod_mohan@scotiacapital.com
Tel: 97 14 228 4757
Fax: 97 14 228 9090
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This report has been prepared on behalf of ScotiaMocatta and is not for the use of private
individuals. The ScotiaMocatta trademark represents the precious metals business of The Bank
of Nova Scotia. The Bank of Nova Scotia, a Canadian chartered bank, is incorporated in
Canada with limited liability.

Opinions, estimates and projections contained herein are subject to change without notice. The
information and opinions contained herein have been compiled or arrived at from sources
believed reliable but no representation or warranty, express or implied, is made as to their
accuracy or completeness. Neither the Bank of Nova Scotia, its affiliates, employees or agents
accepts any liability whatsoever for any loss arising from the use of this report or its contents.
The Bank of Nova Scotia, its affiliates, employees or agents may hold a position in the
products contained herein. This report is not a direct offer financial promotion, and is not to be
construed as, an offer to sell or solicitation of an offer to buy any products whatsoever.

This market commentary is regarded as a marketing communication. It has not been prepared
in accordance with legal requirements designed to promote the independence of investment
research and is not subject to any prohibition on dealing ahead of the dissemination of
investment research.

The Bank of Nova Scotia is authorised and regulated by The Financial Services Authority.
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