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Gold price depends on central banks  
So far this year, gold has shown no sign of any 
speculative price impetus and has been hovering around 
the USD 1600 mark. Despite this, there should still be 
steady demand from central banks keen to continue 
diversifying their currency reserves – in contrast with 
major investors. 
 
The sharp decline in gold prices was driven mainly by 
the negative assessments of major investors such as 
George Soros, who has sold off a large chunk of his 
gold positions. Thus, in mid-February it emerged that 
Soros had sold more than half of his units in SPDR Gold 
Trust, the world's largest gold fund. The sharp fall in 
speculative long gold positions on the commodity 
exchanges reflects the weight his opinion carries in the 
market. Sentiment tipped and investors betting on rising 
gold prices suddenly found themselves in a clear 
minority. The price slide was only halted at a point just 
above the USD 1550 per ounce mark and the hoped-for 
rapid countermovement never materialized. 
 
Performance of Spider Gold Trust holding 

1'000

1'050

1'100

1'150

1'200

1'250

1'300

1'350

1'400

03/09 03/10 03/11 03/12 03/13
 

SPDR Gold Trust holding (in tonnes) 
Source: Bloomberg 
 
Central banks on buying spree 
While investors large and small are thinking twice about 
buying gold in the present environment, preferring to 
adopt a more cautious approach, central banks – 
particularly those in the emerging markets – have been 
taking advantage of the current price lull to continue 
topping up their holdings. A good example is the Bank 
of Korea, which states that it bought a further 20 tonnes 
of gold in February with a view to diversifying its 
currency reserves. This means that South Korea now 
holds more than 100 tonnes of the precious yellow 
metal, although admittedly this quantity still only 
accounts for a comparatively small 1.5% or so of the 
country's total currency reserves. So how far will central 

banks take their drive to diversify their currency reserves 
and what strategic allocation are they targeting for gold? 
They are naturally not very forthcoming on this subject, 
but there are signs of a change of thinking on gold: for 
twenty years central banks were in the selling camp, but 
since 2010 the tide has turned and they have 
increasingly been accumulating gold in their vaults. Gold 
allocations also vary greatly from one central bank to the 
next. According to current statistics, China has only 
invested just under 2% of its huge foreign currency 
reserves in gold – a much smaller figure than some other 
major trading nations. Russia, for example, holds 9.5% 
of its reserves in gold, while Japan's reserves include a 
3.2% position in the precious metal. Given the 
expansionary monetary policies prevalent globally, 
many central banks will probably continue to diversify 
their currency reserves. 
 
Diversification versus yield 
So why are central banks continuing to buy gold? And 
why are hedge funds continuing to sell it? To answer 
these questions, we need to understand market players' 
reasons for holding gold. Whereas large-scale investors 
such as hedge funds benefit from short-term price trends 
and generally focus on the short-term "momentum" of an 
investment, banks attach much greater importance to the 
diversification effect of their investments. 
 
Breakdown of global central bank reserves in 2012 

 
Source: IMF COFER statistics, 2012 
 
 
Chronic trade surpluses mean that many emerging-
market central banks are faced with rising currency 
reserves which they need to invest and manage. Take 
China, for example: according to the US Treasury 
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Department, last year saw Beijing reduce its holdings of 
US Treasury bonds and embark on a further 
diversification of its currency reserves for the first time. 
Although US Treasuries are extremely liquid, the low 
interest rate environment and the Fed's increasingly 
expansionary monetary policy have prompted the 
Chinese monetary authorities to reduce the cluster risk 
posed by US Treasuries. China's central bankers fear 
that the US could resort to the printing press in an effort 
to inflate away its debt, thus diminishing the value of 
China's currency reserves. A further factor is that the 
debt crisis has put the euro – the world's number two 
reserve currency – under pressure and has led to a 
deterioration in the credit standing of the eurozone 
countries over recent months. These developments have 
accelerated the general tendency for central banks to 
move away from traditional investments in an effort to 
diversify and optimize their currency reserves. From this 
perspective, alternatives certainly make sense. Although 
there is no "true" gold allocation in the portfolio, in 
future too China's monetary authorities can be expected 
to channel at least some of their reserves into gold. As 
other emerging-market central banks are also aiming to 
increase the size of the gold allocations in their 
portfolios, the phase of gold “top-up” purchases can be 
expected to continue. 
 
Conclusion: is it time to sell gold? 
This is certainly not the best time to buy gold, but nor 
does it make sense to wind up existing positions. Amid 
the current rise in equities, we should not allow the 
strength of the stock markets to blind us to the problems 
facing the real economy. Against this background, 
keeping a strategic gold allocation in a portfolio could 
well be a useful alternative. The prospect of rising US 
interest rates and the exit of a number of major investors 
have severely dented the positive sentiment surrounding 
gold, precipitating follow-on sales. We too share the 
view that gold only has limited upside potential in the 
current environment. It is generally agreed that any move 
away from zero interest rates, particularly by the Fed, 
would put pressure on gold prices: for one thing, there 
would be less demand for gold as a hedge against 
inflation – given that higher interest rates would provide 
protection against a possible rise in consumer prices. 
How quickly the US interest rate turnaround will emerge, 
though, remains anybody's guess. Nevertheless, certain 
market players – notably the central banks of emerging 
markets –will continue to exploit setbacks in gold prices 
to diversify their currency reserves. For the immediate 
future these forces are likely to be evenly balanced. 
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