Why Gold? Why Now?
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The following article is a summary of a presentation offered to the public by the advisors at Trust Wisconsin, 124 West Huron, Berlin.
Gold has certainly been in the news lately! Currently its price per ounce has risen to record levels – over $1200 per ounce! All this interest in gold is not that new though. For nearly two years there has been growing interest, triggered by the credit crisis, a recession, future uncertainties regarding inflation and the value of the US Dollar itself! The debt crisis of Greece and other European nations has renewed gold’s interest and demand is ever-increasing. 
For the average investor, gold’s image, and to some extent silver, has been tarnished (if you’ll pardon the pun) and relegated as something unattractive and appealing only to “gold bugs” or crazy old men who live in caves. Nothing could be further from the truth, if history is any judge. Gold has been valued in civilizations for nearly 6,000 years. Its use as a medium of exchange goes back at least as far as the kingdom of Lydia in 700 B. C. Ever hear of “Croesus”? 

The key to understanding gold and silver and its place in civilization is largely based on lessons from history. The Lydian’s used gold as “money” to help trade within their kingdom and beyond. Ancient Rome and Greece used gold and silver as their coinage; eventually developing a blend of the two they called “electrum”. Gold was the preferred medium of exchange due to several factors: it was scarce, the supply was not easily increased, it was malleable and had many uses, and it was naturally pleasing to the eye. No other metal, save perhaps silver, came close. Gold not only became a medium of exchange, but also embodied wealth.
Well then, how did we get from gold to paper money?

There are two views regarding the first use of paper money. One comes from the Far East – China - where around 600 A.D. paper was used to represent letters of credit for transfer of merchandise over long distances. The earliest usages were for emergency uses only and these notes tended to have a very limited useful life. Chinese coins had holes in them so they could be strung together for carrying. However, wealthy merchants did not want to transport multiple strings of heavy coins and so gave them to a trusted person for storage and received a receipt, which would be redeemed for the coins upon return. Later, around 800 A. D. paper money was used in areas where there was a shortage of the hard metals often used for money such as gold, silver, bronze and iron. Nonetheless, the notes were guaranteed to be redeemable back into hard coin. In each of these cases, the local governments were quick to take over the issuance of paper money.
 The most famous issuer of paper money was the Chinese ruler Kublai Khan in the 13th century. He established the credibility of his paper money by requiring the provincial governors to sign and stamp the currency and that forgery and non-acceptance of this currency by merchants was punishable by death. He also solidified the use of his paper money by eliminating its competition - gold and silver; confiscating it all, even that brought in by foreign traders. Marco Polo was so impressed by the Chinese system of currency he wrote about it in his journals. He even noted that the Khan created so much paper money that it must have amounted to “all the treasure of the world.” Through the overproduction of paper money, however, its value eventually collapsed and by 1455 the use of paper money in China disappeared for several hundred years. 
In western civilization, the widespread use of paper money is usually credited to the European gold storage merchants around 1660. Gold, as a measure of wealth, was almost universally accepted. But due to its weight and bulk, storage was preferred to carrying it around. Trusted goldsmiths that began to store others gold became banks and issued receipts for deposited gold. Because it believed that these receipts were redeemable in the deposited gold, and they were easier to deal with than the actual gold, they became an accepted means of exchange. The gold bankers soon drew the attention of governments and developed a close relationship that remains to this day. Primarily because these receipts represented stored gold, people had accepted them.
Interestingly, there are many historical examples where the ease of creating receipts had led to their production exceeding the amount of gold they represented. In times past when this happened and holders of these receipt called for their redemption, banks and governments collapsed. Today, the use of precious metals derivatives foreshadows the same jeopardy. In testimony at the Commodities Futures Trading Commission hearing in March 2010, it was revealed that the leverage in the gold markets is approximately 100 times the physical amount available. At this hearing, former Goldman Sachs commodities analyst and gold expert at CBM Group, Jeffery Christian, verified that the gold market is leveraged 100 to 1. Ironically, he was not concerned with a default, because numerous mechanisms exist for cash settlement. However, this is by definition a default when the physical metal is demanded. 
Like water when someone is thirsty, or candlelight when the electricity fails, gold has its place. Historically it is a store of value when the paper money fails.
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