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We are grateful to N M Rothschild & Sons for providing the gold bars shown on the front cover. This

depicts the issue of market liquidity—the mobilisation and lending of gold used in a wide range of
transactions—which is described in a special article in Chapter 5 of this Survey.
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Unless otherwise stated, all statistics on gold supply and demand are expressed in terms of
fine gold content.

troy ounce (0z) = 31.103 grammes
tonne = 32,151 troy ounces
carat = gold purity in parts per 24

Prices:

Unless otherwise stated, US dollar prices and their equivalents are for the PM fix of the
London Bullion Market.

Terminology:

Western World = World other than China, CIS, Mongolia and North Korea
“.” = not available or not applicable

“0.0” = zero or less than 0.05

“dollar” refers to the US dollar unless otherwise stated

“Western investment” refers to Europe and North America

Throughout the tables, totals may not add due to independent rounding.
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BRMEE  Overview and Outlook

The apparently inexorable decline in the
gold price during 1997 was the clearest
sign of an oversupplied market. A
substantial increase in supply was absorbed
only thanks to the price falling to a level
which produced the required price-elastic
reaction in the form of increased jewellery

offtake and bar hoarding investment.

A statistical description of the year
includes many records, both for the
absolute levels of many of the principal
market components and also for year-on-

year rates of change. The average US

dollar gold price of $331.29 was a 12-
year low in nominal terms and a 26-year
low in real, inflation-adjusted terms. The
fall in the average price compared with
the 1996 level, at 14.6%, was the sharpest
decline since 1984. By the middle of
December, the price had reached the
year’s low of $283.00, just below the
1985 low of $284.25, though the depths to
which the market had sunk by then can be
appreciated when converting the latter
figure into constant 1997 dollars, namely
$424.

FH Table 1 R {4 OEAFER () World Gold Supply and Demand (tonnes)

1988 1989 1990 1991 1992

In attempting to understand the
combination of market fundamentals and
sentiment which resulted in this dramatic
weakening of the price last year, two
questions stand out. Firstly, how and
where was the large volume of incremental
supply generated and secondly, why did
the price have to fall so much to produce
the required response from the demand
side? The answers to these questions can
be found from a careful reading of the

information in Table 1.

1993 1994 1995 1996 1997

£t Supply
WEE £ Mine production
BEHES Official sector sales
H4E4% Old gold scrap
&% Gold loans
W& 85 Forward sales
EW3% 5 Option hedging
W EE Implied Disinvestment

1908 2063 2133 2159 2234

- 434 198 111 622
394 393 530 480 487
164 78 5 - -
126 115 222 96 156

63 - 7 i5 103
91 2 - 304 -

2287 2278 2273 2357 2464

464 81 173 275 406
574 615 623 640 611
215 158 466 30 329
- 57 92 101 184
- 173 - 108 260

RN Total Supply

2746 3085 3095 3166 3602

3541 3362 3627 3510 4254

#HR Demand
32 Fabrication
HHi Jewellery
EF Electronics
B &% (35%8) Official coins (sales)
H'E Other
B ¥ 43 Total Fabrication
% ¥E& Bar hoarding
E 4 Official sector purchases
f§4 Gold loans
EH% 5 Option hedging
¥ & Implied Investment

1645 2039 2188 2358 2760

207 209 216 205 176
130 141 123 143 93
147 152 156 162 178

2130 2541 2683 2868 3208
461 530 224 252 282
155 - - - =

- - - 45 85
— 15 — - —
- - 188 - 27

2553 2615 2780 2837 3328

180 191 206 211 237
117 80 84 63 929
187 194 210 212 226
3037 3079 3280 3322 3890
162 231 306 182 337
65 52 23 5 28
35 - - - -
242 - 17 - -

#MFB R Total Demand

2746 3085 3095 3166 3602

3541 3362 3627 3510 4254

H4EM Gold Price

436.87

380.79 38359  362.26  343.95

(R T EBREET,/$7) (London PM US $/oz)

359.82 384.15 384.05 387.87 331.29

F 1 IFIAG R L B R RR L T B R B S BT - F AR EEFER R 15 R E T Hat B - KL
Bt BRE > ERMB WA LEEREEN EHHTHHIHE -
Table 1 shows the gold market on a World rather than a Western World basis. The figures shown as implied investment and disinvestment are the residuals
required to ring supply and demand into balance. Sometimes referred to as Western investment, they reflect the market impact of the activities of investors

in Europe and North America.
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BRAMBE  Overview and Outlook

On the supply side, the table indicates that
apart from old gold scrap, every component
showed an increase last year, ranging
from a perhaps surprising 4.6% rise in
mine production, to the order-of-magnitude
jump in supply from forward sales.
Between these extremes, there were very
large increases in supplies from official
sector sales, option hedging and implied

disinvestment.

That mine production increased so
substantially, especially after a similar
increase the previous year and in a two-
year period of weakening prices, requires
its own explanation. In brief, the rise in
output was the result of the start-up of
substantial new capacity which had been
in the pipeline during the previous two to
three years. The increase in mine
production over the past two years may
not have helped investor sentiment towards
gold but neither was it a key factor in

explaining the price weakness.

Nor could it be claimed that the recycling of
scrap was responsible. Although the market
crises in East Asia resulted in a massive
dishoarding of old jewellery, as local gold
prices exploded in the second half, this
effect was more than offset, at least in terms
of the 1997 statistics, by a price-related
decline in scrap supply elsewhere.
Nevertheless, towards the end of year, the
perception of a surge of old scrap from the
region did not help sentiment. This was
reinforced by the publicity given to the
highly successful semi-official campaign in
South Korea to mobilise scrap during the
first quarter of 1998.

Turning now to the supply components

that really did the damage last year, these

can be summed up in one word-liquidity.
The front cover of this Survey attempts to
represent the cardinal role played by a
massive increase in market liquidity in
determining the course of the gold price
last year. Simply expressed, liquidity refers
to the pool of gold available to the market
for borrowing and lending purposes and
which, in the case of gold, is largely
associated with the trading of gold on a
loco-London basis and the presence in
London of substantial official sector gold
holdings owned by many different central
banks. It is the availability of this metal
that permits a whole range of derivative
transactions to be efficiently carried out,
the most significant for the gold market
being hedging (mostly by producers) and
short-selling (essentially by US-based

funds). There are, however, many other

activities in the gold market which rely on
an efficient forward market and thus on
the continued availability of liquidity (eg,
the funding of refiners’ and fabricators’
working capital and the provision of

consignment stocks of bullion).

But liquidity is not just about book-
keeping entries or nominal changes in
ownership of an ill-defined pool of loco-
London gold. Its significance to the gold
market is, instead, that for many of the
transactions described above, there is a
physical counterpart to the borrowing and
lending. In more concrete terms, the
lending of gold to the market, in most
cases by a central bank in order to
generate a return on its gold holdings,
results in a physical sale, either directly
by the borrower, or after a series of

interconnected transactions.

] ‘
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BRFAEE Overview and Outlook

There is, of course, nothing new in all this.
The Gold Survey has included separate
supply items for the various components of
gold loans, forward sales and option
hedging from Gold 1991 onwards.
Similarly, it has been recognised for the
past several years that the bulk of implied
disinvestment no longer stems from the
physical sale of old bullion hoards but
instead from the borrowing and selling of
gold from the pool of liquidity provided to
a very large extent by the official sector.
What is new, however, as far as last year’s
figures are concerned, is the tremendous
increase in the quantity of lending and the
associated increase in supply from the
above-mentioned components. This can
clearly be seen (Figure 1) in the record
combined contribution to supply from
forward sales, option hedging and implied
disinvestment last year — a total of 773
tonnes, or just under a fifth of total market

supply in 1997.

Although this quantity is the net result of
a myriad of decisions by those involved in
the many areas of the gold business which
use liquidity, there are probably two factors
which underlie them all — perceptions
about the future of the gold price and the
cost of borrowing gold (namely the leasing
rate). What makes gold so special and
indeed results in the large number
mentioned above, is the relatively low
level of leasing rates, — for a 3-month
deposit, these averaged 1.92% in 1997 —
in comparison to the cost of borrowing
say, dollars. This in turn reflects the
willingness of official sector holders to
lend gold cheaply, something which they

did in record amounts last year.

But increased lending was only one aspect,
though arguably the most important one,
of the official sector’s presence in the
gold market in 1997. The other, perhaps
more visible activity was as a net seller of
some 406 tonnes of gold. Although by no
means a one-way street, in that the net
quantity included gross purchases of 438
tonnes as well as gross sales of 844
tonnes, the overall impact on sentiment of
the sales which were announced (and the
fear of continued sales in the future) was

very negative.

As mentioned above, perceptions about
the future gold price play an important
part in the thinking of hedgers, investors
and speculators. Thus the reports of official
sector sales had an additional effect apart
from the actual physical supply resulting
from the sales: namely the tendency to
persuade hedgers and speculators to sell
gold. Not only that, but the official sector
often then facilitated the resulting
transactions by providing the bullion trade

with the liquidity required.

Thus at various times during the past
year, official sales, hedging and short
selling seemed to feed on one another,
with the result that the price was driven
relentlessly downwards. For instance,
during the year’s two major short-covering
rallies, the upside movement was
terminated by producer sales, allowing the
funds to cover their positions relatively
cheaply and leaving the price at a lower

level than in the previous “cycle”.

Turning to the demand side, Table 1 and
Figure 2 also show some dramatic

increases. Thus, bar hoarding almost

doubled to reach the highest level since
the late 1980s; the use of gold in
electronics jumped to a new record level
(this being not so much a price-elastic
response but rather a reflection of gold’s
useful role in a rapidly growing industry);
and jewellery fabrication leapt to easily
the highest level ever, surpassing the
previous year’s record demand by no less
than 17%. The coin sector, though no
longer the force it was in previous decades,
showed a robust recovery, with offtake
rising to a five-year high. The pattern of
coin sales last year illustrated the fact that
buyers in the industrialised West can also
behave in a price-elastic fashion.
Somewhat similarly, jewellery buyers in
Europe and North America increased their
consumption of jewellery last year in part

because of the lower gold price.

11
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However, the real price-elasticity of the
gold market was found, as always, in
Asia, where retail mark-ups are low enough
that when the bullion price falls, the price
of jewellery falls almost equally fast.
Thus in the Indian sub-continent and the
Middle East, jewellery fabrication rose by
41% and 31% year-on-year respectively.
Looked at another way, the use of new
bullion (ie, excluding local scrap) by the
jewellery manufacturers in these regions
increased even more sharply, by 66% and
72% respectively.

In East Asia, however, there was a very
different story. After a good first half, the
outbreak and spread of the market crises
which afflicted first Thailand in July, then
Indonesia and eventually South Korea in
December had a devastating result on the
gold jewellery business across the region.
This was in part due to their economic
impact, leading consumers to cut spending,
but the main effect was to produce a
mirror image of the price-elastic surge
noted above. Thus in East Asia, the rise of
local gold prices in the second half due to
massive devaluations of the affected
currencies pushed offtake down. Thanks
to the solid performance in the first part
of the year, the full impact of the crisis
was not reflected in the aggregate numbers
for 1997 but even so, East Asian jewellery
fabrication fell by almost 5% last year.

Trends in 1998

Although the gold price fell to a fresh 13-
year low of $278.70 in early January, over
the following three months it has steadily
recovered, reaching $310 by the end of

April. That this occurred in spite of two
further announcements of official sales
(the more significant of these, by the
Belgian central bank, in mid-March,
concerning the sale of 299 tonnes) suggests
that a rather different mood has replaced
the gloom which descended on the market
last year. The issue of European Economic
and Monetary Union (EMU) which has
dogged the gold market for the last several
years, took a major step forward on Ist
May with the confirmation that all eleven
of the candidates for membership in the
first wave had been accepted. This decision
may be interpreted by the markets in
various ways, one at least — the possibility
of a relatively soft euro — possibly being
rather positive for gold. However, the real
question for the gold market is the level
of gold holdings in the new European
Central Bank and the associated one of
what will happen to the gold balances left
with the central bank members of EMU.
The recent price trend and various
comments by market participants suggests
that the market as a whole is somewhat
more sanguine about this question than

was the case last year.

Looking at physical supply and demand
within the gold market itself, the outlook
appears less discouraging than it did some
months ago. Thus the worst may now be
over in terms of the impact of East Asian
dishoarding, though it is likely that demand
in the countries affected by the crisis will
remain depressed for some time.
Meanwhile, the strength of Indian, Middle
Eastern and Chinese demand in the first

quarter showed no sign of abating.

Mine production in 1998 is most unlikely
to repeat anything like last year’s growth,
although a number of projects are still
being developed and a few large new

mines have yet to reach full capacity.

But returning to the key issue of liquidity
and the related impact of the mobilisation
of bullion stocks (as summarised in Figure
3) to fund producer hedging and short
selling, the last few months have seen
signs of much less supply from these
areas. Towards the end of April, the funds
seemed to have moved onto the long side
and there were more reports of producer
buybacks than new hedging programmes
in the first months of the year. On the
other hand, new hedging cannot be ruled
out, especially with the Australian dollar
price looking quite strong recently. Prices
at or above recent levels could once again
prove irresistible to funds and producers
alike. But the current mood suggests that
it is most unlikely that the gold market in
1998 will have to cope with as big a flood
of liquidity as almost drowned it in 1997.

13



 EEES

Gold Prices

EEEI7HE TEFLURRZRIHEES » BULHR - B REERKE BB
HLEFEFHRERHTEHSE LB W BE 7B EFH - 1997F BT FFE
BIEH£331.29% 0 - 2 H 1985431726 TTLAKBI RGN - TTEE T HIBEE
B T14.6% » B H1984FUIKFEE T EEERAKNFH - CELEFE=HEELHE
BETE - (HHEE TEMEENR > BEHFEEBEE  BZEI2FERNHE
2 WHI2A 120 BB H 18F KA IE2283.00%TC - BHCETHHFEELS
HERFRPITES AT B ARE I ESKTFHEL » TTETEER MR T
ETLEENTE - E2EWEHMERUR—BFEERNE > BFIREF1EE - &
1ERNTRHESEY EEZEL -

ZFEEFSETHRREZNHRRRE —RIIPRBITHAT  REEERES > 0E
BHNESE R EB/RARRESHETRL RO -

H &I LA LIBBAE R 199645 1K B 19 366,555 TE B8R 15 > BEE T W P REBITINLA
BHERESHES0MESEKESEERTE  22A+a > SEEBBEIZTET -
—RAE > HEFESNTERERZITRSE  EMBEANESCEXMER
REMHAEL - &EESA LA -SRI TERBITBANES - BEHER
EERAREEERESHEUE) —BFMAEEEESNTITH -

¥ 2B : Gold Prices, 1996-97

YA 8
1996 1997 T8 1997
- 1A MRS y-0-y FRNEE
Average Average Average Intra-year
% %
%3t/ %8 USS/oz 387.87 331.29 -14.6 -20.8
W42 Rand/kg 53,466 48,993 -8.4 -18.0
Wit/ %5 AS/oz 495.99 445.02 -10.3 4.1
EREER,/ AT DM/kg 18,750 18,442 -1.6 -8.1
Bt/ 5 Yen/g 1,355 1,286 5.1 -113
&L,/ 1052 Rupees/10g 5,191 4,556 -12.2 -19.3
#% #+ Baht/oz 9,830 10,109 2.8 45.1
ENfEJ&,/ 5 Rupiah/g 29,209 30,044 2.9 86.0
#HE4s /% F Ringgit/oz 976 919 5.8 18.4
%E, 7 Won/g 9,705 9,802 1.0 482
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E2EM® Gold Prices

1997 saw the most dramatic fall in the price for many years, while by contrast,
currency turmoil in parts of East Asia led to double digit percentage rises in local
gold prices in the second half of the year. The average London PM Sfix in 1997, at
$331.29, was the lowest since 1985°s $317.26, while the year-on-year fall of 14.6%
was the sharpest drop since 1984. The price fell steadily during the first three
quarters of the year, but the rate of decline then accelerated, taking the price down in
an almost straight line to a series of new 12-year lows and ultimately to an 18-year
low of 8283.00 on 12th December. The price was driven down by a potent
combination of central bank selling and market fears about the level of future official
sales, though the strengthening of the US dollar exacerbated the fall in the dollar gold
price. Producer hedging was also a major factor, particularly in the fourth quarter.

Figure 4 shows the main developments which affected the price.

and absorbed by the market. Prices were
kept under pressure by the Swiss National
Bank’s statement, in early March, that it
was examining the possibility of
mobilising its gold reserves to finance a

new humanitarian fund.

On 3rd July, the Reserve Bank of Australia
announced that it had sold 167 tonnes -
two-thirds of its gold holdings - in the
first half. The negative impact of the
announcement was exacerbated by the

accompanying comments on the relative

of This

announcement, combined with the recent

merits holding  gold.

The most important feature underpinning
the fall in the price last year was the series
of announcements by central banks, either
of actual sales or of new lending and in
other cases, revealing the probability of

future mobilisations.

With the market having opened in January
at $366.55, just below the 1996 low, the

[& % Figure 4

price fell sharply in the wake of the Dutch
central bank’s statement on 13th January
that it had sold 300 tonnes: by mid-
February, the price had fallen to the $337
level. Not for the first or last time, the
market’s reaction to an official sale was
thus to push the price down, even if the

gold involved had already been delivered

B e (3873 F/r € BB Gold Price in London, PM Fix, Weekly Averages
EIT/# ] - HEWEE B 19974 17 2 HIE 8= 100E #4351 US$/oz; other currencies reindexed to 2nd January 1997 = 100

devaluation of the Thai baht proved too
much for gold, whose price dropped by $8
on 4th July and by a further $7 over the

next week to a 12-year low of $317.30.

A report on 24th October that a Swiss

government advisory group had
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