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Executive Summary
Thailand Development Research Institute

The financial crisis that broke out upon the floating of the Baht on July 2, 1997
has had a significant impact on the gold jewellery industry. Total industry sales are
estimated to have fallen by 80% from Baht 35 billion before the crisis to Baht 7 - 8 billion
by the end of 1998, while employment approximately 50% from 221,000 during the same
time period. About 2000 out of 8000 retail stores have folded, one wholesaler out of 15
has closed and approximately half of hundreds of mainly small-scale subcontractors in

production have also ceased operation.

The crisis reveals that domestic gold demand is highly sensitive to the overall
economic condition. Results from an econometric study shows that the local gold
demand is not sensitive to the price level, but highly sensitive to the income level -- i.e.,
the level of real GDP per head. The income elasticity of the demand for jewellery gold
in Thailand is found to be slightly greater than 1 during the pre-crisis period, but when
the time series is extended to include the crisis, the figure is as high as 6.87. That is,

demand seems to be highly sensitive to income swings.

This may explain the unique characteristic of the local market that gold products
are seen as savings rather consumer goods. As savings are by definition residuals of
disposable income less expenditure, as income falls, savings falls accordingly, unless
consumption can be squeezed. But when the decline in income is sharp and
unexpected as is the case in this crisis, little adjustment can be made in the
consumption pattern. Hence, the fall in income has led to a one-on-one fall in savings --

i.e., demand for gold jewelleries.

In light of this finding, the growth of this industry seems rather bleak. Economic
growth in Thailand is unlikely to return to the levels prevailed during the bubble era. |If
the econometric study is accurate, falling bullion prices induced by the dumping of
bullion gold by various central banks will not be able to stimulate domestic demand
unless the level of income of the lower income group rises. It will take several years until

the industry can hope to return to the pre-crisis level of sales.



The industry consists mainly of small-scale family-run firms that are foreign to
modern technology and unfamiliar with marketing techniques. We hypothesize that
past buoyant domestic market has rendered these firms rather inert. This is no longer
the case, however. With the burst of the economic bubble and the subsequent shrinking
of the domestic market, the industry will have to rely less on the domestic market and

refocus their growth strategies on the export market.

The export market is very small. While gold demand in 1996 is estimated at 109
tons’, the export volume was a mere 2.76 tons®. Currently, there are only three to four

main exporters, one of which claims about 80% of the total export value.

While the family-run business tradition may have limited the growth potentials of
local gold stores, underground operation has certainly kept them away from the
limelight. Smuggling is rampant. So is tax evasion. With such a record, these firms
must keep a low profile. For example, production must be kept simple and hidden so as
not to attract the attention from tax authorities. Import of modern machinery might also
give away clues to the production of illegitimate gold. As a result, productivity in this
industry and the value-added of the product sold hardly increased in the last decade.
This is evident from the data which showed that the spread between the "buying" and
the "selling" price of gold - i.e., the cost of production -- has remained at a mere 100
baht for the last decade. It is thus evident that the industry has not offered any
improvement in human skills development nor product innovation through the use of
modern technology, design nor marketing techniques. Products currently sold are
marginally different from sales of gold bars. Thus, getting gold businesses out of the

underground economy is a prerequisite for the industry's future development.

The best moment to do so is now, as the cost of being underground has proved
particularly heavy during this crisis. First, the businesses have had to shoulder a
particularly heavy tax burden as more tax revenues are "squeezed" out of them to make
up for falling revenues elsewhere. The study reveals that both the income and value-

added tax burden of the industry increased sharply during the crisis. In 1995 the total
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value-added tax revenue collected was 113 million baht. This represented only 4.61 per
cent of the total tax receipt. In 1997, 107 million was collected, while estimated sales
dropped almost more than 80 per cent. The actual tax collected is estimated to
represent approximately 35 per cent of the total tax receipt. Similarly, the share of the
actual income tax collected as a percentage of the total tax dues surged from 39.04 per
~cent in 1995 to 180 per cent in 1998. This implies that the underground business faced

a heavier tax burden than does its legitimate counterpart.

The second disadvantage of being underground during this crisis is that, with
bad track records, gold jewellers can hardly expect the kind of assistance the

government handout to other industries.

There are clear gains to be had for both the Internal Revenue Department and
the gold jewellers. Enormous amounts of money are paid to smugglers each year. If a
scheme can be devised, such money can be diverted instead to the Treasury. More

revenue for the government; clear records for gold jewellers.

Many jewellers interviewed have expressed strong desire to quit the
underground economy and establish a new clean record. However, they still have

reservations due to the following problems:

1. If only few stores become legitimate and pay all the tax dues, these stores

would not be able to compete with those that choose to remain iliegitimate.

2. In becoming legitimate, past income statements will have to be disclosed.
There is thus a risk that the Department of Internal Revenue will bill the

accumulated unpaid tax dues over numerous years.

3. The value added tax burden will push up the price of jewellery gold.
Considering the fragility of the market at the moment, a price rise may

suppress demand and thus jeopardize the recovery.

From the concerns expressed, it can be gathered that any scheme to make

these businesses legitimate will have to 1) involve sufficient number of jewellers,

11T



" especially larger ones 2) provide an amnesty clause and 3) include deals that may

involve reduced VAT burden in exchange for a widened tax base.

The Association of Gold Merchants began lobbying for tax exemptions for
import of bullion gold since 1994. In 1996 they lobbied further for VAT exemption for
gold ornaments, or to have the VAT applied only to their "added value". Both requests
received no response from the government, however. This may due to the fact that the
industry remains in most part illegitimate. Nevertheless, as a move in favour of those
who operate a legitimate business, import of bullion gold for export purposes are

exempted from the VAT.

TDRI believes that import and trade in bullion gold should be exempted from
the VAT. This is also the view shared by tax authorities. There is economic rationale for
VAT tax to be collected only on the "added vale” portion of gold jewellery. Part of the
gold supply comes from recycled gold that has already been taxed. But not every gold
piece is produced from recycled golda. Thus, one must take into consideration of the
ability to distinguish new gold from recycled gold. It is of utmost importance that any tax

deals made with the gold industry do not entail a special treatment.

TDRI suggests that the Department and the Association of Gold Merchants
take this opportunity to strike a deal to end underground activities. First, the
Department may consider alleviating the tax burden on retail stores, as well as
consumers, by offering the stores " VAT tax credits". In return, the Association will have
to guarantee a minimum tax revenue that will be greater than that expected under the
previous tax regime. To be able to meet the minimum target, however, members of the
Association will have to declare sufficient large sales revenue such that the larger tax
base will compensate for the revenue loss from tax credits. Also, a joint auditing
committee between the Department and the Association should be set up to oversee
annual income statements of firms that decide to come aboard. Finally, a study group
should be set up to study the details concerning such deals. Such a group may. consist

of concerned authorities, gold jewellers and academics.

* Itis estimated that gold scraps contribute roughly 25% of the total gold supply.
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