Australia > Commodities

Gold Market Update

31 October 2013

9 National Australia Bank

e The average price of gold eased by around 2%:% in
October, though the daily spot price generally
strengthened over the second half of the month and is
currently trading at around $1,340 per ounce.

e Goldis set to record its first annual price decline
since 2000, with demand for the shiny metal dwindling
on reduced fears of a bad event and the outlook for
still soft inflation.

e The price of gold has been supported by softer US
data over recent weeks, which have lengthened the
chances of later Fed stimulus withdrawal. This pattern
is likely to continue until markets have more certainty
around the timing of and the size of the withdrawals.
Another source of uncertainty has been the recent US
shutdown and the US debt ceiling debate, which has
provided further support to safe-haven gold.

e Researchers at the CSIRO believe they have
discovered a way to make gold exploration much
quicker and cheaper, after finding veins of gold in the
leaves of eucalyptus trees. It is believed that leaves
with gold may indicate the presence of gold deposits
up to 35 metres beneath the surface.

e While Indian demand is typically strong in the first
week of November during the Indian Diwali festival —
the biggest gold buying period of the year —the high
price of Indian gold is likely to keep demand relatively
soft this year.

Recent Price Developments

Over most of October, financial markets were intently focused on
political events in Washington. This was highlighted by the partial
US government shutdown, although the focus increasingly turned
towards the looming requirement to increase the Federal
government’s debt limit. Failure to do so would have extremely
serious consequences. The partial shutdown of the Federal US
government began on 1 October with the failure of Congress to
agree on a bill to fund the government. While the shutdown was
anticipated to have only a relatively small impact on GDP growth,
the broader concern was how the requirement to increase the
Federal government’s debt limit would affect consumer and
business confidence, which could damage other parts of the
economy as occurred around the 2011 debt limit debate. The
general uncertainty has seen a tick up in the VIX measure of
financial market volatility but it has not reached a particularly high
level. Nonetheless, gold was not unscathed, with the price of the
shiny metal swaying between around US$1,250 and

US$1,330 per ounce through the first half of October when the
shutdown was in place. Data is yet to confirm the full impact of the
government shutdown on the US economy during October but it is
expected to be relatively small. In mid-October, a US Budget deal
was reached, extending US borrowing authority through

7 February 2014 and restoring federal funding through to

15 January. While this is a positive step in the immediate term, it
still threatens further problems early next year.
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Another source of uncertainty has been the eventual timing of the
withdrawal of US Fed stimulus. Rising expectations that the US
Fed will postpone tapering its $85 billion monthly debt buying
program and maintain current easy monetary conditions provided
support to the price of gold in October. The reason for the
expected delay largely reflects soft economic data in the US.
Recent poor US jobs data provided evidence that the economy is
not yet on a sustainable growth path, boosting confidence that
tapering will be delayed until early next year. For gold, any sign of
continued stimulus increases the risk of higher inflation in the
longer term, and given gold’s use as an inflation hedge, this
drives up demand for the shiny metal.

Over October, the price of gold fluctuated widely largely on the
back of US uncertainty. The average price rose by a modest 1%
in October, to be trading at around US$1,340 per ounce currently.
This followed no growth in September and a 5% rise in August. In
year ended terms, the price of gold in October was around 25%
below levels recorded in the same month of the previous year.

Since peaking in late 2011, there has been a clear shift in
expectations about the future path of the gold price. Prior to the
most recent price slump, there was significant speculation that the
price would push through $2,000 per ounce. Almost two years
later, many are now forecasting gold to crash below $1,000 per
ounce within the next year or two. Compounding the current
weakness in the gold price is the relative strength of other asset
classes that have benefited significantly from extremely loose
monetary policy, including equities, real estate investment trusts,
listed infrastructure and riskier forms of debt. While very
accommodative monetary policy conditions have helped to
support the perceived values of these alternative investments, just
like gold, they too remain vulnerable to future changes in policy
settings.

Gold’s inverse relationship with the US dollar has continued
through October, with the recent softening in the US dollar
coinciding with a rise in the price of gold. The US currency has
fallen back over recent weeks reflecting changed views about the
outlook for the commencement of Fed tapering following softer
data outcomes and the partial US government shutdown. This

National Australia Bank Group Economics | 1



has made investors less certain about the outlook for the US
economy. The shift in market sentiment has seen investors limit
their demand for US denominated assets and flock towards more
desirable safe haven assets, such as gold.

Gold Price and the US Dollar (Daily)
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Gold Demand

The trend in gold demand has been highly influenced by events in
the US, including the likely timing of Fed tapering and the
outcome of the requirement to lift the debt ceiling. With the market
currently anticipating no change to the Fed'’s asset buying
program until early 2014, investors seem comfortable holding gold
in their investment portfolios, Central banks also continue to
purchase gold, but demand is dwindling on reduced fears of a bad
event and the outlook for still soft inflation. However, demand
from the world’s largest gold consumer India is under threat as its
government tries to rein in the economy’s large current account
deficit, with gold becoming the main casualty.

Central Bank Gold Holdings (Tonnes)

Tonnes Tonnes
China
1000 — 1000
Russia _ _—
800 _— 800
600 e 600
///// India
400 400
. Turkey
Mexico
200 200
0 Australia ,>/ . 0
2008 2009 2010 2011 2012 2013

Source: World Gold Council

Central bank net gold buying has persisted into 2013, although
the pace of purchases has lessened considerably over recent
quarters. Central bank purchases amounted to around 71 tonnes
in the June quarter, down from 110 tonnes in the March quarter,
representing the smallest outcome in two years. The pull back in
the pace of purchases by central banks has been especially
apparent in the emerging markets, which seems to reflect these
banks having less cash to add gold to their reserves as a result of
currency fluctuations and capital outflows this year. Nonetheless,
there remain a number of economies that continue to increase
their holdings of gold, notably Russia which has increased its gold
reserves by almost 20% since the gold price peaked at above
US$1,920 per ounce in September 2011. Surprisingly, however,
the IMF reports that Russia sold 12,000 ounces of gold in
September. Turkey has also continued to increase its holdings of
gold at a very rapid pace since September 2011 (see Graph).
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India has historically been the largest consumer of gold, but China
may be set to take the number one spot this year due to the
Indian government trying to curtail a huge current account deficit
and a weak currency. This has prompted the government to lift
the import duties on gold to a record 10%, with 20% of all
imported gold to be re-exported as jewellery. As a result of the
restrictive import conditions, gold supply in India has become
increasingly tight and premiums have risen to above US$100 per
ounce over London prices. It is expected that Indian gold demand
will remain strong during the upcoming Diwali festival in
November, India’s biggest gold buying period of the year,
providing additional support to the price of gold. However, the
demand may be relatively softer than in previous years given the
already high price of Indian gold.
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A diminishing source of gold demand is hedging activity among
producers, which is the practice of selling future production at
fixed prices to insure against risk. With copious amounts of
money printing by central banks around the globe failing to
materially lift inflation and inflation expectations, the outlook for
the gold price has fallen, causing a notable fall in de-hedging
activity. In the June quarter 2013, the global hedge book is
estimated to have declined by around 15 tonnes to around

97 tonnes of physical demand (see Graph). The reduction in the
size of the global hedge book appears to reflect scheduled
deliveries or option expiries as hedge positions mature, though
there does not appear to be a conscious decision by hedge
producers to increase hedge cover in the softer price
environment.
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Gold Investment

US Net Long Open Positions in Futures and Derivatives
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Data from a selection of US exchange traded gold funds (ETFs)
have highlighted the sharp decline in gold holdings since the
beginning of this year, with investors losing faith in gold as a store
of value. More recent gold investment activity, while still soft
relative to history, has picked up a little over recent weeks, as
shown by a recent increase in US net long open positions in
futures and derivatives. Much of the improvement in gold mining
funds has been in response to recent soft US data, including
consumer sentiment, manufacturing and jobs data, which together
have helped to lessen the chance of any immediate tapering of
Fed QE. This sentiment has been positive for gold as well as
other asset classes, such as equities. Nonetheless, overall trading
in the gold investment market has been relatively quiet of late.

Gold Supply

Research conducted by the CSIRO has the potential to make gold
exploration much quicker and cheaper for mining firms. It is
believed that eucalyptus trees sitting above gold deposits buried
deep underground draw gold out of the ground in search for
moisture during times of drought. Researchers have discovered
veins of gold (around 1/5th the diameter of a human hair) in the
leaves of eucalyptus trees. According to the research, the
absorption of gold “promotes confidence in an emerging
technique that may lead to future exploration success and
maintain continuity of supply”. For mining firms, this discovery
could reduce gold exploration costs in a way that will also limit
environmental damage from unnecessary drilling.

Gold veins discovered in the leaves of eucalyptus trees

The lower price of gold relative to recent history is putting
increased pressure on some gold producers, particularly those in
South Africa where costs have surged rapidly over recent years
due to rising wages and environmental pressures. However, even
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if the current soft price environment does put the brakes on future
capacity plans, already committed mines will begin to yield
production over the next year, which could see production rise
from its current high level. Furthermore, gold used in electronics
accounts for around 10% of gold demand, and given the short-life
span of most gadgets, the flow of recycled gold should contribute
more to supply in coming years.

Outlook

Volatility is likely to remain a key theme in commodity and
financial markets in the near term, with uncertainty over the timing
of the withdrawal of central bank stimulus continuing to be an
important driver of prices. While actual activity data have been
important, data have not necessarily shifted gold in the traditional
way. The price of gold is getting a boost from softer US data due
to the expectation that weaker data lengthens the chances of later
Fed stimulus withdrawal. This pattern is likely to continue until the
timing of and the size of withdrawals becomes more certain.
While the price of gold has lost around % of its value over the past
year, market jitters stemming from central bank stimulus
uncertainty have reminded market participants of gold’s safe-
haven qualities and its role as a store of value.

The very high price of gold denominated in Indian Rupees is likely
to limit Indian demand for gold in the near term. While Indian
demand is typically strong in the first week of November during
the Diwali festival — the biggest gold buying period of the year —
the high price of Indian gold is likely to keep demand relatively
soft this year. This is likely to limit potential growth in prices during
November, especially when compared to increases over previous
years; the average price of gold over the past decade (in US
dollars) has risen by 3.0% in the month of November, compared
to average monthly growth over the same period of 1.2%. In
China, things also remain uncertain, with authorities determined
to keep a 7% floor under economic growth. While slowing
economic activity could weaken underlying support for the shiny
metal, Indian and Chinese buyers are likely to continue to
purchase gold because for these countries, this is the traditional
way to preserve wealth.

Taking all of these factors into account, as well as the outlook for
rising global gold supply, it is our expectation that prices will hold
up in the near term, before gradually softening over the forecast
horizon as uncertainty dissipates. While external influences are
likely to keep demand for gold varied over the remainder of 2013,
we generally expect the price to moderate to around US$1,300 an
ounce by the end of 2013, before gradually softening to around
US$1,110 an ounce by the end of 2014, as growth in the major
advanced economies regains momentum and investors increase
their demand for riskier assets.
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Quarterly Price Profile

Gold Price Forecasts — Quarterly Average

Actual Forecasts

Sep 13 Dec 13 Mar 14 Jun 14 Sep 14 Dec 14 Mar 15 Jun 15 Sep 15
Gold - US$ 1328 1300 1250 1200 1150 1110 1060 1060 1060
Gold - AU$ 1450 1400 1370 1350 1330 1310 1280 1290 1300

Sources: Thomson Datastream; NAB
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Important Notices

Disclaimer: This document has been prepared by National Australia Bank Limited ABN 12 004 044 937 AFSL 230686 ("NAB"). Any advice contained in
this document has been prepared without taking into account your objectives, financial situation or needs. Before acting on any advice in this document,
NAB recommends that you consider whether the advice is appropriate for your circumstances. NAB recommends that you obtain and consider the
relevant Product Disclosure Statement or other disclosure document, before making any decision about a product including whether to acquire or to
continue to hold it. Products are issued by NAB unless otherwise specified.

So far as laws and regulatory requirements permit, NAB, its related companies, associated entities and any officer, employee, agent, adviser or
contractor thereof (the "NAB Group") does not warrant or represent that the information, recommendations, opinions or conclusions contained in this
document ("Information") is accurate, reliable, complete or current. The Information is indicative and prepared for information purposes only and does
not purport to contain all matters relevant to any particular investment or financial instrument. The Information is not intended to be relied upon and in all
cases anyone proposing to use the Information should independently verify and check its accuracy, completeness, reliability and suitability obtain
appropriate professional advice. The Information is not intended to create any legal or fiduciary relationship and nothing contained in this document will
be considered an invitation to engage in business, a recommendation, guidance, invitation, inducement, proposal, advice or solicitation to provide
investment, financial or banking services or an invitation to engage in business or invest, buy, sell or deal in any securities or other financial instruments.

The Information is subject to change without notice, but the NAB Group shall not be under any duty to update or correct it. All statements as to future
matters are not guaranteed to be accurate and any statements as to past performance do not represent future performance.

The NAB Group takes various positions and/or roles in relation to financial products and services, and (subject to NAB policies) may hold a position or
act as a price-maker in the financial instruments of any company or issuer discussed within this document, or act and receive fees as an underwriter,
placement agent, adviser, broker or lender to such company or issuer. The NAB Group may transact, for its own account or for the account of any
client(s), the securities of or other financial instruments relating to any company or issuer described in the Information, including in a manner that is
inconsistent with or contrary to the Information.

Subject to any terms implied by law and which cannot be excluded, the NAB Group shall not be liable for any errors, omissions, defects or
misrepresentations in the Information (including by reasons of negligence, negligent misstatement or otherwise) or for any loss or damage (whether
direct or indirect) suffered by persons who use or rely on the Information. If any law prohibits the exclusion of such liability, the NAB Group limits its
liability to the re-supply of the Information, provided that such limitation is permitted by law and is fair and reasonable.

This document is intended for clients of the NAB Group only and may not be reproduced or distributed without the consent of NAB. The Information is
governed by, and is to be construed in accordance with, the laws in force in the State of Victoria, Australia.

Analyst Disclaimer: The Information accurately reflects the personal views of the author(s) about the securities, issuers and other subject matters
discussed, and is based upon sources reasonably believed to be reliable and accurate. The views of the author(s) do not necessarily reflect the views of
the NAB Group. No part of the compensation of the author(s) was, is, or will be, directly or indirectly, related to any specific recommendations or views
expressed. Research analysts responsible for this report receive compensation based upon, among other factors, the overall profitability of the Global
Markets Division of NAB.

United Kingdom: If this document is distributed in the United Kingdom, such distribution is by National Australia Bank Limited, 88 Wood Street, London
EC2V 7QQ. Registered in England BR1924. Head Office: 800 Bourke Street, Docklands, Victoria, 3008. Incorporated with limited liability in the State of
Victoria, Australia. Authorised and regulated in the UK by the Financial Services Authority.

USA: If this document is distributed in the United States, such distribution is by nabSecurities, LLC. This document is not intended as an offer or
solicitation for the purchase or sale of any securities, financial instrument or product or to provide financial services. It is not the intention of
nabSecurities to create legal relations on the basis of information provided herein.

Hong Kong: In Hong Kong this document is for distribution only to "professional investors" within the meaning of Schedule 1 to the Securities and
Futures Ordinance (Cap. 571, Laws of Hong Kong) ("SFO") and any rules made thereunder and may not be redistributed in whole or in part in Hong
Kong to any person. Issued by National Australia Bank Limited, a licensed bank under the Banking Ordinance (Cap. 155, Laws of Hong Kong) and a
registered institution under the SFO (central entity number: AAO169).

New Zealand: This publication has been provided for general information only. Although every effort has been made to ensure this publication is
accurate the contents should not be relied upon or used as a basis for entering into any products described in this publication. To the extent that any
information or recommendations in this publication constitute financial advice, they do not take into account any person’s particular financial situation or
goals. Bank of New Zealand strongly recommends readers seek independent legal/financial advice prior to acting in relation to any of the matters
discussed in this publication. Neither Bank of New Zealand nor any person involved in this publication accepts any liability for any loss or damage
whatsoever may directly or indirectly result from any advice, opinion, information, representation or omission, whether negligent or otherwise, contained
in this publication. National Australia Bank Limited is not a registered bank in New Zealand.

Japan: National Australia Bank Ltd. has no license of securities-related business in Japan. Therefore, this document is only for your information
purpose and is not intended as an offer or solicitation for the purchase or sale of the securities described herein or for any other action.
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