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ONE DIRHAM BUYS ONE CHICKEN

Economic Review

On June 27 the Basel-based central bankers’ bank BIS (Bank of International Settlements), the world’s oldest and arguably most influential 
international financial institution, pointed out in its annual report that “growing domestic and international debt has created the conditions for 
global economic and financial crisis” and that, while no one could predict if and when such international economic imbalances would unravel, 
“time might well be running out”. Well, such comment isn’t really anything new for our regular readers and those familiar with the frightening 
development of the US current account deficit. But it’s interesting that this statement suddenly comes from an official source which many regard 
as even more powerful than the Federal Reserve.

and economic uncertainty? Well, we suggest that you don’t let the banks do the thinking for you, since often what they tell us couldn’t be further 
from the truth.

The reality is that gold and silver are the most stable currency the world has ever seen. One Islamic Dirham, for example (a specific weight of 
pure silver equivalent to 3.0 grams) bought one chicken in the year 600 A.D. Today, 1400 years later, a chicken costs approximately, yes, 1 
Dirham. At the time of the Roman empire a full set of upper-class clothes including quality sandals cost 1 standard gold coin. Today that’s exactly 
the equivalent of what you need to pay for an average business suit, including a nice pair of shoes. In over 1400 years, inflation is zero. Has 
that ever happened to any paper currency ever? You must be kidding! 

Every single paper currency experiment on this planet has ultimately ended in total failure and in complete worthlessness of the currency in 
question, once deficit spending got out of control as is the case again today in most Western nations. There are endless examples of this happening 
over and over again, some of the most prominent being Rome reducing the silver content of its coins (same effect as paper currency) with its 
empire subsequently crumbling, China’s first paper money experiments in 910 A.D. Spain in the 1500’s, France in 1716 and again in 1791, 
Argentina in 1853, United States in 1862, and Germany in 1923. Always the same result - currencies became worthless when deficits got out 
of control. History repeats. 

Gold on the other hand cannot be inflated by printing more of it, and unlike national currencies, it is an asset which does not depend upon 
anybody's promise to pay. A piece of gold is independent of the financial system, and its worth is underwritten by 5,000 years of human experience. 

All the gold that has ever been produced/mined on earth (somewhere between 120,000 and 140,000 tonnes of gold ‘above ground’) would fit 
into one single solid gold cube with edges of about 19 meters (about three meters short of the length of a tennis court). If America’s trading 
partners decided to demand payment for goods in gold rather than payment in USD, the total official US central bank gold holdings (valued at 
USD 120 billion) would, since the trade deficit currently runs at USD 60 billion per month, be exhausted in just 2 months time. All gone in 2 
months time! And banks are still talking of huge reserves??? Interesting.

Is the financial system really in such bad shape? 
We hope not. We hope a solution can be found 
to ensure stability and put growth and prosperity 
back on track. Yet at the same time, as investment 
advisors, we have to point out the reality of the 
situation and prepare for what the economic 
numbers are pointing at, which is not a 
particularly pretty scenario.

This is one of the reasons we have been advising 
clients to allocate some of their assets to gold 
and silver. But these days gold and silver are 
still not very popular with the average investor, 
perhaps not least because every bank you ask 
about gold will tell you that it is a volatile 
commodity for speculators and quite useless 
because it doesn’t produce any interest and 
therefore it cannot protect you against inflation. 
Furthermore central banks are supposed to be 
sitting on huge amounts of gold, just waiting to 
sell, causing the price of gold to fall in the 
process. Yet, is that really true? Is gold not an 
ultimate safe haven, a hedge against inflation
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Investment Focus

PRECIOUS METAL BACKED FUNDS — The first quarter of 2005 saw exceptionally strong demand for gold, with total end-user consumption 
(which includes all identifiable categories of demand) up 26% from a year earlier in tonnage terms and 32% in US dollar terms.

Particular highlights were a 35% increase in Chinese retail investment (attributed to deregulation of the local gold market, concerns over the 
poor performance of equities and perceptions of overheated real estate) and a doubling of retail investment in India as investors looked to secure 
gains from the recent stock market rally.

Worldwide gold investment was also supported by the successful launch of several gold backed funds, which provide investors with a convenient 
method of obtaining the benefits of holding physical bullion without the risks associated with storage.

Over US$3 billion has been invested in gold backed funds since November 2004.  Their sole objective is to purchase physical bullion which is 
then held in a segregated account by a custodian bank.  Each share is redeemable for a physical quantity of gold should the investor wish to 
take possession and shares can be purchased through normal brokerage accounts, allowing gold to be easily mixed with more traditional assets 
in an investment portfolio.  

These funds have attracted many investors who are new to gold and looking to properly diversify their portfolios, as they provide a cost effective 
means of buying, selling, storing, and insuring physical bullion.  Until now, most investors could only participate indirectly in the precious 
metals market, through ownership of mining company shares or precious metals mutual funds.  

Although properly selected mining company shares can yield attractive returns in rising markets, they present a greater degree of risk and volatility 
than ownership of actual bullion.  Unlike most other stocks, creation of gold backed funds is not simply a matter of investment banking fees 
and printing capacity, as each share issued requires an incremental purchase of physical gold.  

Our preferred fund invests one-third of its assets in each of gold, silver, and platinum bullion, regardless of market conditions or short-term 
price trends.  By holding all three metals, the fund’s volatility is reduced and a degree of internal diversification is achieved.  

While gold is regarded primarily as a store of monetary value, platinum and silver are valued as commodities which also tend to track the price 
of gold in the event of a monetary increase in demand.  For instance, with the current high price of oil, the car industry is investing billions of 
dollars to develop hydrogen powered vehicles.  However, today’s experimental hydrogen fuel cells use so much platinum, approximately 60 
grams each, that there is not enough platinum available to replace all of the world’s petrol engines.

The fund is particularly appropriate as an alternative to physical silver, as with its relatively low price (approximately US$7 per ounce) a large 
amount of physical silver bullion must be held if an investor wishes to achieve a reasonable exposure.

Precious metals have an exemplary record as a store of value throughout human history and perform well during times of crisis and highly 
inflationary or deflationary periods - a quality that is not shared by any other investment.

Golden Handshake? 

Times have changed and receiving a sizeable golden handshake at retirement, plus a handsome pension from your employer has all but disappeared. 
Whilst it was never common in Hong Kong to receive such benefits, the companies of the western world who provided such benefits as standard 
practice have ceased virtually all guaranteed benefits, and even the safe haven of social security benefits are being ever reduced to the point 
where for all but the most needy, they are almost meaningless. 

Why is this happening? Firstly most benefits were funded on a money in money out basis, with no investment growth in the middle. Now we 
see people living longer and the post war baby boom is starting to retire. Quite simply, there are more and more people living in retirement and 
proportionately less and less people working. There is simply not enough money being generated by the workers to support the retirees. 

This position won’t improve even after the baby boom has passed by. Why? Because economies are in such debt. The US has enormous debt (most 
western economies do) and a huge budget deficit (both continuing to grow). As has been stated so many times, the factors will affect our 
grandchildren, who will see very little available for educational, medical, and of course social security spending. 

What is the message? You have to look after yourself and your own employees, because the state will not be able to provide. Big companies are 
not doing anything to try and bridge the gap, in fact most are doing quite the opposite. There are a frightening number of underfunded pension 
schemes. Take good old reliable Rover in the UK. It went into liquidation and the most loyal and long serving employees were most penalized. 
The pension scheme was so underfunded that the state guarantee scheme had to kick in. This supported the pension scheme to provide pensions 
up to 25,000 pounds per annum. For the above employees, this is often less than half of what they were due and should have contractually qualified 
for. For those close to receiving their golden handshake, this has totally destroyed their retirement. 

Next month we’ll look at some of the areas which will be most affected, and how they can be addressed by the individual, or the individual 
company, most effectively. Or, contact us if you want to find out earlier.
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