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Socialism is the Abolition of Free Markets and  
an Incentive-driven Economy

“There is a popular cliché, deeply beloved by conservatives, 
that socialism and communism are the cause of a low 
standard of living. It is much more nearly accurate to say 
that a low and simple standard of living makes socialism 
and communism feasible.”

J.K. Galbraith

“The underlying motive of so many Socialists, I believe, is 
simply a hypertrophied sense of order. The present state of 
affairs offends them not because it causes misery, still less 
because it makes freedom impossible, but because it is 
untidy; what they desire, basically, is to reduce the world to 
something resembling a chessboard.”

George Orwell 

“Socialism is the society which grows directly out of 
capitalism.”

V.I. Lenin

“Capitalists … would welcome any commercial 
reorganization which would bring them a calmer life. It is, 
we believe, not as a remedy for the miseries of the poor, 
but rather as an alleviation of the cares of the rich, that 
Socialism is coming upon us.” 

Reverend William Cunningham 

INTRODUCTION

A recurring theme of this report 
is that the global economy is not 
healing but is instead slowing down, 
for several reasons. In the Western 
world and in Japan, the headwinds 
for sustainable growth are largely 

caused by governments’ interventions 
through fiscal and monetary policies. 
In Asia and emerging economies 
around the world the slowdown of the 
Chinese economy, which has caused 
industrial commodities to slump, is 
being felt badly. Some economists 
will blame slower structural growth 

on the aging population, global 
warming (or cooling) (who knows?), 
illegal immigrants, increased social 
benefits, and other factors, but the 
root of the problem lies in larger and 
larger governments as a percentage 
of the economy, brought about by 
expansionary fiscal policies. These 
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policies have led to excessive debt 
and irresponsible monetary policies, 
creating a series of bubbles. All these 
factors are interconnected, resulting 
in poor productivity growth, more and 
more socialistic policies, and slow — or 
no — economic growth.

THE CAUSES OF POOR 
PRODUCTIVITY 

A few years ago, I discussed the work 
of the late Professor Richard Gordon 
on why productivity had slowed down; 
and in the May 2015 GBD report, 
entitled “The Most Dangerous Thing 
about Interventions and Regulation 
is to Employ Them Where They Are 
Not Applicable”, I quoted a study 
by John W. Dawson (Department 
of Economics, Appalachian State 
University) and John J. Seater 
(Department of Economics, North 
Carolina State University) published 
in the June 2013 issue of the Journal 
of Economic Growth, entitled “Federal 
Regulation and Aggregate Economic 
Growth”. The gist of Dawson and 
Seater’s study was as follows: 

Changes in regulation offer a 
straightforward explanation 
for the productivity slowdown 
of the 1970s. Qualitatively and 
quantitatively, our results agree 
with those obtained from cross-
section and panel measures of 
regulation using cross-country 
data.… Regulation has allocative 
effects, changing the mix of 
factors used to produce output. 
Regulation’s overall effect on 
output’s growth rate is negative 
and substantial. Federal 
regulations added over the past 
fifty years have reduced real 
output growth by about two 
percentage points on average 
over the period 1949–2005. That 
reduction in the growth rate has 
led to an accumulated reduction 
in GDP of about $38.8 trillion 
as of the end of 2011. That is, 
GDP at the end of 2011 would 
have been $53.9 trillion instead 
of $15.1 trillion if regulation 
had remained at its 1949 level 
[emphasis added].

I mentioned at the time that I had 
some reservations about increased 
regulation having had such a negative 
impact on growth, but clearly there is a 
close linkage between more regulation, 
more socialism, and less productivity 
and economic growth. 

In the May report, I also attracted 
my readers’ attention to an essay by 
The Brookings Institution’s Robert 
Litan and Ian Hathaway of the 
economics and research consultancy 
firm Ennsyte, published in June 
2014, entitled “The Other Aging of 
America: The Increasing Dominance 

of Older Firms”, which linked 
the increase in regulations to the 
increase in the dominance of older 
firms. The study noted that, “Like 
the population, the business sector 
of the U.S. economy is aging. Our 
research shows a secular increase 
in the share of economic activity 
occurring in older firms — a trend 
that has occurred in every state and 
metropolitan area, in every firm size 
category, and in each broad industrial 
sector. The share of firms aged 16 
years or more was 23 percent in 1992, 
but leaped to 34 percent by 2011 — an 

Source: US Census Bureau, BDS, authors’ calculations 

Figure 1  Distribution of Total Firms by Firm Age in Years,  
1978–2011

Source: US Census 
Bureau, BDS, authors’ 
calculations

Figure 2  
Distribution of 
Total Employment 
by Firm Age, 
1992–2011
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increase of 50 percent in two decades” 
(see Figure 1). 

The Brookings Institution also 
noted: “The share of private-sector 
workers employed in these mature 
firms increased from 60 percent to 
72 percent during the same period. 
Perhaps most startling, we find that 
employment and firm shares declined 
for every other firm age group during 
this period” (see Figure 2).

The Brookings Institution further 
stated: 

We explore three potential 
contributing factors driving the 
increasing share of economic 
activity occurring in older firms, 
and find that a secular decline 
in entrepreneurship is playing a 
major role. We also believe that 
increasing early-stage firm failure 
rates might be a growing factor…. 
This leaves some questions 
unanswered, but it clearly 
establishes that whatever the 
reason, it has become increasingly 
advantageous to be an incumbent, 
particularly an entrenched one, 
and less advantageous to be 
a new entrant…. In this essay 
we highlight the flip side of an 
economy that has become less 
entrepreneurial: the shift of 
economic activity into mature 
firms. While this may not come 
as a surprise to some, we think 
the sheer magnitude will. Though 
more research is needed, we think 
that an American economy that 
has become less entrepreneurial 
and more concentrated in 
mature firms could support the 
“slow growth” future that many 
economists have projected…. The 
trends described here raise some 
cause for concern in our view. 
Holding all factors constant, we’d 
expect an economy with greater 
concentration in older firms and 
less in younger firms to exhibit 
lower productivity, potentially less 
innovation, and possibly fewer 
new jobs created than would 
otherwise be the case. The decline 
in the startup rate, coupled with 
the rising share of mature firms 
in the economy, is especially 
disturbing because new firms 

rather than existing ones have 
accounted for a disproportionate 
share of disruptive and thus 
highly productivity enhancing 
innovations in the past — the 
automobile, the airplane, the 
computer and personal computer, 
air conditioning, and Internet 
search, to name just a few. If we 
want a vibrant, rapidly growing 
economy in the future, we must 
find ways to encourage and make 
room for the startups of the future 
that will commercialize similarly 
influential innovations [emphasis 
added].

As I explained in an earlier 
report, Big Business loves regulation 
because it reduces the competition 
from new market participants and 
eliminates the existing competition of 
smaller companies that cannot afford 
armies of accountants, lawyers, tax 
consultants, and powerful Washington 
lobbyists. (See also the quote from 
Reverend William Cunningham, 
above.) As President Calvin Coolidge 
remarked: 

When government comes unduly 
under the influence of business, 
the tendency is to develop an 
Administration which closes the 
door of opportunity; becomes 
narrow and selfish in its outlook 
and results in oligarchy [; but on 
the other hand,] when government 

enters the field of business with its 
great resources, it has a tendency 
to extravagance and inefficiency, 
but having power to crush all 
competitors, likewise closed the 
door of opportunity and results in 
monopoly [emphasis added]. 

Another impediment to 
growth could be on-job-licensing 
requirements, which, according to a 
White House report, could contribute 
to a labour market that is less 
dynamic because workers face greater 
challenges in relocating across state 
lines. Lee Adler, associate publisher of 
David Stockman’s Contra Corner and 
publisher of The Wall Street Examiner, 
recently brought up an article by Nick 
Timiraos (see The Wall Street Journal 
of July 30, 2015), who opined that, 
“Around one in four workers are now 
required to have a license to do their 
jobs, up from one in 20 in the 1950s. 
The [White House] report attributes 
about two-thirds of the growth to an 
increase in the number of professions 
that require licenses — not just barbers 
and hairdressers, but auctioneers, 
florists and scrap-metal recyclers. The 
other third comes from the changing 
composition of the workforce” (see 
Figure 3).

Timiraos adds: 

The report suggests licensing 
requirements could contribute to 
a labor market that is less dynamic 

Source: Council of Economic Advisers, The Wall Street Journal, Lee Adler

Figure 3  Share of US Workers with a State Occupational Licence, 
1950–2008
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because workers face greater 
challenges in relocating across 
state lines. It cites estimates that 
more than 1,100 occupations are 
regulated in at least one state, 
even though fewer than 60 jobs 
are regulated in all 50 states. “The 
data’s pretty startling here,” said 
Jeff Zients, director of the White 
House’s National Economic 
Council. 
 To be sure, the White House 
says occupational licenses offer 
important health, safety and 
labor protections when designed 
and implemented appropriately. 
But the report flags previously 
documented concerns about a 
patchwork licensing system that 
“just doesn’t make sense,” Mr. 
Zients said.
 Landscapers, for example, need 
licenses in 10 states, some of which 
require years of experience and 
education. “The job is the same 
across the country but getting the 
job is a very different process,” Mr. 
Zients said. “Discrepancies like 
these make it harder to go where 
the jobs are.”
 Economists compared 
migration rates for workers in 
the most-licensed occupations 
with those in other fields of 
work. While there were modest 
differences between the likelihoods 
that the two groups would move 
within one state, they found 
substantial differences in interstate 
mobility, with migration rates for 
the most-licensed occupations 
lower by about 14%. The gap 
between mobility rates was even 
more pronounced for younger 
workers who are just beginning 
their careers [see Figure 4]. 
 Of course, “Reform 
Occupational Licensing 
Regulations Now” isn’t likely to 
be a buzzy bumper sticker with the 
political resonance of minimum-
wage increases or tax cuts. But 
the White House says it plans to 
focus on more of these types of 
longstanding challenges facing 
labor markets now that the scars of 
the last recession are fading.
 Economists say the costs of 
licensing fall particularly hard on 

three groups of workers: military 
spouses who frequently move 
across state lines, immigrants who 
have deep knowledge and training 
but can find themselves shut 
out of those fields, and workers 
with criminal convictions. The 
report recommends that licensing 
requirements consider whether 
a criminal record is relevant to 
the license and how long ago it 
occurred.
 Short of pre-empting state 
law, the White House has little 
direct say over what states do. 
President Barack Obama’s budget 
proposal in February included 
$15 million to study the impact of 
occupational licensing, and White 
House advisers say they hope the 
report can encourage legislatures to 
rethink licensing requirements by 
taking several steps.
 First, it recommends limiting 
licensing requirements to those 
that address public health and 
safety concerns. Moreover, states 
should implement cost-benefit 
assessments of licensing standards 
while creating sunset provisions 
that force periodic reevaluations of 
whether certain standards are still 
needed.
 The [White House] report 
says that removing licensing 
requirements tends to be more 
difficult than enacting them, in 
part because licensed workers have 
strong incentives to prevent any 
rollback in rules that make their 
licenses less valuable.
 “It’s basic political science to 
understand why it can be really 
difficult because once you have 
people licensed, you can identify 
who is the protected group of 
people and they obviously benefit 
when people are kept out of their 
profession,” said Betsey Stevenson, 
a labor economist and member of 
the Council of Economic Advisers. 
“It’s harder to identify who is 
hurt.” [Emphasis added.] 

Some labour economists have 
estimated that licensing could result 
in up to 2.85 million fewer jobs 
nationwide, with an annual cost to 
consumers of US$203 billion. 

The White House concluded that 
“the practice of licensing can impose 
substantial costs on job seekers, 
consumers, and the economy more 
generally” and that “eliminating 
irrational regulations would improve 
economic opportunity”.

Occupational licensing is typically 
defended as a way to ensure minimum 
training requirements and to protect 
consumer health and safety. But after 
reviewing a dozen studies on licensing, 
in a range of fields including teaching, 
dentistry and florists, the White 
House concluded that there was no 
“large improvements in quality or 
health and safety from more stringent 
licensing”. According to the White 
House report, only in two out of 
the 12 studies was greater licensing 
associated with quality improvements. 

However, the White House found 
stringent licensing laws often brought 
about “significantly higher prices” for 
consumers. 

Regular readers of this report know 
that I am extremely sceptical of any 
studies published by governments 
and their agencies. But, in this case, 
I think the White House addressed 
an important issue, which is how 
factors such as regulation, licensing 
requirements and, most likely, 
complex patents retard economic 
growth and, by reducing competition, 
lead to “significantly higher prices” 
for consumers. So, in addition 
to fiscal and monetary policies, 
the neo-Keynesians should add 
regulatory policies to their toolbox 
of interventionist policies. There is 
little point in pursuing expansionary 
monetary and fiscal policies (which 
don’t work in the long term anyway) 
when at the same time there is an 
increase in regulatory requirements 
that reduce economic opportunities 
and people’s personal freedom (see 
Milton Friedman’s Capitalism and 
Freedom). 

The other excellent point the 
White House report makes (though I 
find it hard to believe that the White 
House is capable of making any good 
point) is that removing licensing 
requirements tends to be more 
difficult than enacting them. This 
applies also to all other government 
programs and government agencies. 
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Source: Council of Economic Advisers, The Wall Street Journal, Lee Adler

Figure 4  Percent Difference in Migration Rates of Workers in “Most” 
versus “Least” Licensed Occupations

Source: The Joint Center for Housing Studies, Harvard University (www.jchs.harvard.
edu), US Census Bureau, Housing Vacancy Surveys 

Once established, it is practically 
impossible to eliminate them even if 
they have outlived their usefulness. 

I should stress that I am not 
singling out the US as the only 
economy with excessive laws and 
regulations. The same applies to most 
countries around the world. In the 
social republic of France, for example, 
laws and regulations are far more 
ominous than in the US. Wherever 
I travel, businessmen tell me how 
regulations have negatively affected 
their businesses. I suppose that the 
financial sector is well aware of the 
increased cost and lower productivity 
arising from more compliance. Many 
of my friends in private banking 
complain that about half their working 
time is spent filling out forms of one 
kind or another. And what about the 
clients of financial institutions? If you 
open an account with a bank, you 
have to fill out and sign endless forms 
that are so complex they would require 
a month to read all the fine print, 
and even then you wouldn’t really 
understand them. 

However, significantly higher prices 
for consumers are caused not only 
by excessive regulatory requirements, 
but also, in many cases, by monetary 
policies that have unintentionally 
reduced the affordability of goods and 
services. 

THE PROBLEM OF 
AFFORDABILITY 

Numerous factors affect the 
homeownership rate, such as the 
shrinking size of households, the 
decline in the number of marriages, 
increased student debt, growing 
economic uncertainty, the desire for 
greater mobility by young people, etc. 
However, the most important factor 
affecting the homeownership rate is 
affordability — especially for younger 
people (see Figure 5).

As can be seen from Figure 6, for 
elderly people (the 65 years and over 
cohort), who bought their homes years 
ago and ran their financial affairs 
conservatively, the homeownership 
rate has declined the least. However, 
for all the other age groups the 
ownership rate has declined 
alarmingly since 2007, bringing the 

Figure 5  Change in Homeownership Rate According to Age of 
Household Head (percentage points), 1993–2014

entire ownership rate to its lowest level 
in 40 years (see Figure 6). 

Unfortunately, the decline in the 
homeownership rate has come at 
the worst possible time. Following 
the 2007 housing bust, the number 
of households that rent their living 
quarters increased sharply. At the 
same time, rent payments as a 
percentage of median household 
income soared (see Figures 7 and 8). 

I concede that the difference in the 
cost of renting and owning a house 
may not be quite as large as indicated 

in Figure 8, because of property taxes 
and other home maintenance costs, 
but it is still remarkable how the 
homeownership rate collapsed just as 
the financial crisis was unfolding. So, 
when some academic tries to convince 
me that demographics, smaller 
household formation, or some other 
factor is the cause of the decline in the 
homeownership rate, I have to laugh. 
The overriding reason for the decline 
is that the majority of younger 
households have no money (they lost 
it in the NASDAQ bubble collapse 
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Figure 6 
Home Ownership 
Rate, 1965–2015

Source: Gary Halpert, 
Forecasts & Trends 
E-Letter, US Census 
Bureau, Housing 
Vacancy Surveys

Figure 7  Change in the Number of US Households, 2000–2015

Source: Jeffrey Sparshott, The Wall Street Journal

and following the 2007 stock and 
property market decline) and cannot 
afford to buy homes. Period! 

According to The Joint Center for 
Housing Studies, Harvard University 
(www.jchs.harvard.edu ), “The 
cost-burdened share of renters with 
incomes in the $30,000–45,000 range 
rose 7 percentage points between 
2003 and 2013, to 45 percent. 
The increase for renters earning 
$45,000–75,000 was almost as large 
at 6 percentage points, affecting 
one in five of these households. On 
average, in the ten highest-cost metros 
… three-quarters of renters earning 
$30,000–45,000 and just under half 
of those earning $45,000–75,000 
had disproportionately high housing 
costs.…” These numbers are confirmed 
by Zillow, which noted: 

Our research found that 
unaffordable rents are making 
it hard for people to save for a 
down payment and retirement, 
and that people whose rent is 
unaffordable are more likely to 
skip out on their own health care. 
Rental affordability worsened in 
28 of the 35 metro areas covered 
by Zillow. It remained especially 
poor in the New York area and 
pricey West Coast cities. Los 
Angeles renters could expect to 
pay 49% of their incomes in rent. 
San Francisco wasn’t far behind, 
with renters paying 47% of their 
incomes on rent. Even in New 
York and northern New Jersey — 
long considered a pricey place to 
rent — affordability has worsened 
significantly. Renters in the city 
historically paid about 25% of 
their incomes on rent and now pay 
41%. In Miami, a city that was long 
considered affordable but has been 
dramatically transformed by luxury 
condos, renters now pay 44.5% of 
their incomes on rent [emphasis 
added].

In the Wall Street Examiner (July 29, 
2015), under the title “The Fed 
Is Not Just Behind the Curve, It’s 
Driving the Bus Over the Cliff” (www.
wallstreetexaminer.com), Lee Adler 
wrote: “The inflation measures the 
Fed watches really don’t measure 

Figure 8  Median Shelter Cost as a Share of Median Household 
Income, Nationwide, 2000–2015

*Assuming a 30-year fixed-rate mortgage with 20% down payment; includes only 
principal and interest, not property tax or other homeownership costs.
Source: Jeffrey Sparshott, The Wall Street Journal
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inflation. The Fed won’t see what 
its cronies in the government and 
economic establishment refuse to 
measure, which is that we’ve already 
long since passed the Fed’s 2% 
inflation target.” According to Lee, 

[Every three months,] the US 
Census Bureau releases the results 
of its quarterly housing survey. 
We now know that rents rose by 
6.2% year over year in the second 
quarter. But the fictitious number 
that the BLS uses to account for 
housing costs in the CPI, called 
Owner’s Equivalent Rent (OER), 
is only up by +2.9%, year-over- 
year. The difference of 3.3% is 
known by the technical term: 
fudge factor. In this case, the BLS 
is undercounting the housing 
component of CPI by more 
than half [see Figure 9]. Owner’s 
equivalent rent and actual renter’s 
rent account for 31% of the total 
weight of the CPI. Multiplying 
the weighting of this component 
by the 3.3% fudge factor cuts a 
full 1% off the headline CPI and 
1.3% off core CPI. If rent were 
counted accurately, headline CPI 
would be 2.2%, year over year, not 
1.2%. Core CPI (excluding food 
and energy) would be +3.1%, not 
1.8%. 

Adler further explains: 

The BLS counted actual housing 
prices in CPI until 1982, but it 
got too expensive. The Federal 
Government uses CPI to index 
government salaries and benefits, 
and major employers often use it 
for the same purpose. So back in 
1982 business and government 
came together and got the BLS to 
find a way to fudge the housing 
component of CPI so that it 
would understate inflationary 
reality. As a result, over the past 
15 years, on the basis of this factor 
alone, CPI has understated actual 
consumer price inflation by about 
0.5% on average each year. The 
BLS reported average inflation 
of 1.8% per year for the past 15 
years, when it was actually 2.3% if 
rent had been correctly measured. 

Figure 9  US Median Market Rent versus Owner’s Equivalent Rent, 
2000–2015

Source: www.economagic.com, The Wall Street Examiner

That saved the government and 
businesses billions, while likewise 
increasing the burden of inflation 
on government beneficiaries and 
workers whose wages were indexed 
by CPI. 
 There are other measures 
of inflation which show that 
the Fed is way behind the curve 
[healthcare, insurance premiums, 
education, etc. — ed. note]. We 
can’t say for sure that the gap will 
continue to widen, or will even 
remain this wide. A deflationary 
debt collapse is not beyond the 
realm of possibility. In fact, one is 
happening in commodities right 
now, which is one reason the Fed is 
afraid to move off the dime.
 Amazingly, the commodity 
price collapse has not translated 
into downward pressure on 
consumer or producer prices. 
Consumption goods inflation is 
a sticky, sticky thing. Businesses 
don’t like to cut prices. They 
almost never pass falling costs on 
to their customers.
 What we can say is that the 
Fed is conning us, or themselves, 
probably both. Oscar Levant said 
there’s a fine line between genius 
and insanity. If you put 12 genius 
Fed brains in a room, that’s a lot of 
insanity.
 Most Americans, particularly 
the elderly, are paying the price 
for that insanity as our wages fail 

to keep pace with the rising cost 
of living, the interest income on 
our savings remains nil, and we 
are forced to liquidate principal to 
pay the bills. Thus the US middle 
class standard of living perpetually 
erodes.
  Obviously the Fed can foment 
stock market bubbles. It has been 
doing it for the past six years. But 
a healthy stock market eventually 
needs a growing economy where 
members of middle income 
strata are both engines and 
beneficiaries of that growth, 
instead of being forced into poverty 
and government dependency by 
stagnant or even falling real wages 
and loss of interest income.
  Middle income people must 
be able to spend and invest too. 
If growth is confined only to the 
uppermost echelon at the expense 
of everybody else, that’s a trend 
that common sense says can’t 
be sustained forever. But this is 
what the irrational incentive of 
zero interest rates promotes and 
sustains. As long as the Fed uses 
phony inflation data to buttress its 
insistence on maintaining ZIRP, 
these negative trends will persist, 
and will ultimately end badly for 
everybody, including stockholders 
[emphasis added]. 

I have mentioned once again the 
issues of business-stifling laws and 
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Figure 10  Global Liquidity Supply (yearly percent change),  
1988–2015

Source: Ed Yardeni, www.yardeni.com, IMF, Federal Reserve Board

regulations, as well as of affordability, 
because I observe these problems 
wherever I travel in the world. The 
median household is struggling 
everywhere because the cost of 
living has gone up by far more than 
the householder’s wages. This is 
particularly true in countries that have 
had sharp declines in their currencies, 
with the prices of imported goods 
soaring and real incomes tumbling. 
Under these conditions, I really can’t 
see how the global economy will 
“heal” and experience accelerating 
growth. 

There is another factor I wish 
to add to these headwinds: Global 
liquidity is tightening, despite record 
low interest rates around the world 
(see Figure 10). Milton Friedman 
famously opined: “You cannot judge 
the degree of accommodation or 
restrictiveness of monetary policy by 
the level of interest rates.” As can be 
seen from Figure 10, the growth rate 
in global liquidity supply, which is 
defined as “non-gold international 
reserves, plus the Fed’s holding of US 
Treasury and Agency securities”, has 
been tumbling. It is now negative, 
which in the past led to some 
discomfort in the global economy and 
in financial asset prices. 

I assume that the principal reason 
for the sharp deceleration in the rate 
of growth of global liquidity is the 
collapse in oil and other industrial 
commodity prices. Consequently, 
unless oil prices recover sharply in the 
near term, we should expect global 
liquidity to contract further. That 
is, unless central banks around the 
world embark on another massive 
liquidity injection; however, this 
would be as ineffective in reviving 
the real global economy as it has 
been post-2009. (In Japan, the poster 
child of money printing, real wages 
fell 2.9% year-on-year in June, the 
fastest decline in seven months.) 
Furthermore, as Steven Williamson 
of the Federal Reserve Bank of St. 
Louis stated: “There is no work, to my 
knowledge, that establishes a link from 
QE to the ultimate goals of the Fed — 
inflation and real economic activity. 
Indeed, casual evidence suggests that 
QE has been ineffective in increasing 
inflation.” 

Symptoms of tightening global 
liquidity are US dollar strength, 
contracting global exports, and 
weakening lower-quality corporate 
bonds (see Figure 11).

INVESTMENT OBSERVATIONS

Whereas, high-yield corporate bonds 
remain vulnerable (see Figure 11), I 
regard US Treasury bonds as relatively 
attractive (see June and July GBD 

Figure 11  HYG, High-Yield Corporate Bond Fund, 2011–2015

Source: www.stockcharts.com 

reports). Since early July, 30-year 
Treasury bonds are up by almost 
10%. There is one condition under 
which Treasuries would become very 
attractive: if, in desperation, the Fed 
with its inkling of favouring a weaker 
dollar implemented negative deposit 
rates. 

The “big news” in August was 
the modest adjustment in the Yuan 
exchange rate against the US dollar, 
which didn’t surprise me. As I have 
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Figure 12  US Dollar versus Chinese Yuan, 2007–2015

Source: www.investing.com 

pointed out time and again, the 
Chinese economy is weakening 
rapidly. A friend of mine who owns 
dealerships for high-end cars in 
China told me in mid-August that 
car sales had “hit a brick wall” (see 
also comments and Figure 11 in last 
month’s report). Second, considering 
the weakness of other currencies 
against the US dollar since 2011 
the Chinese Yuan became rather 
overvalued, since it continued to 
appreciate against the US dollar (see 
Figure 12). In particular, the Yuan has 
almost doubled in value against the 
Yen since 2013 (see Figure 13). 

What is less clear to me is why 
the Chinese decided to make such a 
small adjustment in their exchange 
rate, which hardly shows up against 
the Yen and other currencies that 
are also weakening against the US 
dollar. China still has a large trade and 
current account surplus. It could be 
that there was some pressure on the 
Yuan because of capital flight, or that 
the People’s Bank of China simply 
followed the Pavlovian policies of the 
other central banks, which consists of 
devaluing their currencies when faced 
with an economic slowdown and a 
decline in exports, as in the case of 
China in July. Two other reasons I can 
think of for moving the exchange rate 
down somewhat are: (1) the Chinese 
government wanted to send a warning 
signal to the world: Don’t mess with 
us, as we, too, can embark on economic 
and financial warfare; and (2) the 
Fed convinced the People’s Bank of 
China’s policymakers that they should 
play a part in the global concerted 
central bank-induced monetary 
inflation and put in place massive 
easing in order not only to stimulate 
the Chinese economy but also to 
provide the Fed with an excuse not 
to increase the Fed fund rate in 2015. 
(This latter scenario really wouldn’t 
surprise me.)

With respect to currencies, there 
is one trade I consider offers some 
upside potential with hardly any 
risk. As I have explained, all Asian 
currencies, including now the Yuan, 
have weakened against the US dollar 
over the last six to twelve months. 
That is, except for one: the Hong 
Kong dollar. Given weakening asset 

Figure 13  Chinese Yuan versus Japanese Yen, 2006–2015

Source: www.investing.com 
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markets in Hong Kong (properties 
and equities) and declining luxury 
good sales (and a slowdown in tourist 
arrivals), I think that a reasonable 
bet would be to expect a lifting 
of the Hong Kong–US dollar peg 
and probably a re-pegging of the 
Hong Kong dollar to the Yuan. 
(Abandoning the Hong Kong dollar 
and replacing it with the Yuan is 
another possibility.) However, I can’t 
see how the Hong Kong dollar would 
be revalued against the US dollar — 
in other words, the risk of incurring 
losses by shorting Hong Kong dollars 
is minimal, while the upside potential 
will depend on whether the Yuan 
declines further, which is likely. 

Concerning equities I have only 
one observation. Emerging markets, 
through a mixture of currency 
weaknesses and worsening economic 
conditions (they are interrelated), 
have been slaughtered and are 
well below the 2009 lows relative 
to the US stock market (see Figure 
14). I am not arguing that this 
underperformance cannot continue 
for a while. The Bank Credit Analyst 
just published an excellent report 
entitled, “The Coming Bloodbath 
in Emerging Markets” (the author 
is Marko Papic, managing editor). 
However, I think that it is likely that 
the US will be the next domino to 
fall. It is hard for me to believe that 
in a global economy that has become 
increasingly connected by free trade 
and capital movements, the stock 
market of “the exceptional society” will 
keep moving up while all the other 
markets in the world hit the dirt.

Below, I am enclosing two 
reports. Ronald-Peter Stoeferle, Fund 
Manager and Managing Partner 
at Incrementum in Liechtenstein, 
writes: “As a market-chosen medium 
of exchange, gold is the antithesis to 
paper money. Debts are claims on 
future paper money payments. A brief 
glance at the overall debt situation 

already reveals that the foundations of 
the global economy haven’t become 
more sound, but rather more fragile in 
recent years.” I agree with everything 
Stoeferle writes about gold, with 
one proviso: in their desperation, 
the interventionists at central banks 
could one day declare gold holding 
to be illegal and confiscate the gold 
held by investors. Consequently, it 
will become increasingly relevant in 
which jurisdiction people hold gold. 
(I suppose that Singapore, Hong 
Kong, and Dubai would be relatively 
safe places.) I should add that my 
friend Michael Belkin, for whom I 
have high regard as a strategist, is very 
positive about the gold mining sector. 
Incidentally, he recently started a gold 
mining newsletter, which I highly 
recommend (mbelkin@attglobal.net).

The second report is by Dominic 
Scriven, founder and CEO of Dragon 
Capital Group (I am a director of 
the Vietnam Growth Fund), and is 
about Vietnam, whose economy is 
performing surprisingly well. As I 

Figure 14  Emerging Market ETF (EEM) versus S&P 500, 2006–2015 

Source: www.stockcharts.com

have done since last year, I continue 
recommending the accumulation of 
Vietnamese equities and properties. 

Before closing this report, I 
recommend that my readers once 
again read the opening quotes. 
Through complex laws and 
regulations, society is moving closer 
to socialism, which will obviously not 
be favourable for economic growth. 
Alexis de Tocqueville observed: 
“Democracy and socialism have 
nothing in common but one word, 
equality. But notice the difference: 
while democracy seeks equality 
in liberty, socialism seeks equality 
in restraint and servitude.” But 
remember the words of the leader of 
the US Socialist Party who, in 1948, 
presciently forecasted as follows: 
“The American people will never 
knowingly adopt socialism, but under 
the name of ‘liberalism’ they will 
adopt every fragment of the socialist 
program until one day America will 
be a socialist nation without knowing 
it happened.”
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Status Quo of the Golden Bull 
Ronald-Peter Stoeferle, Fund Manager and Managing Partner, Incrementum Liechtenstein AG
Landstraße 1, 9490 – Vaduz/Liechtenstein; E-mail: rps@incrementum.li

Figure 1  Total Global Debt in Billions of US 
Dollars (left-hand scale) and in % of 
Economic Output (right-hand scale)

Source: McKinsey, Incrementum AG

The bear market in the gold price has lasted four years 
already. Chrysophiles, i.e. friends of gold, didn’t have 
much to laugh about in this time period. In 2011, our 
long-term gold price target of USD2,300 per ounce, which 
we formulated in 2007, appeared conservative, indeed 
almost pessimistic, compared to the targets of other houses. 
We have however maintained this long-term target in spite 
of falling prices, even though mainstream analysts have 
since then competed in undercutting each other with ever 
lower price targets. In the following, we therefore want 
to provide orientation by looking at where things stand, 
and by critically assessing whether our diagnosis has been 
wrong, or whether a structural change in the market climate 
can in the meantime be discerned.

As a market-chosen medium of exchange, gold is the 
antithesis to paper money. Debts are claims on future 
paper money payments. A brief glance at the overall debt 
situation (Figure 1) reveals that the foundations of the 
global economy haven’t become more sound, but rather 
more fragile in recent years. 

What is in our opinion quite remarkable is the current 
divergence between the actual gold price performance 
and the largely negative perception of many market 
participants. The reason for this is probably that attention 
is primarily paid to the gold price in USD terms. While 
gold moved sideways in dollar terms last year, the bull 
market resumed or continued in nearly every other 
currency. Figure 2 shows the global gold price. This chart 
expresses the gold price not in US dollars, but in the trade-
weighted external exchange value of the dollar. It appears 
as though the correction has ended and the gold price has 
entered a new uptrend in the autumn of 2014. 

The prevailing divergence between perception and 
actual price performance can also be discerned in 

Figure 2  Global Gold Price Back in an Uptrend 
since Autumn 2014

Sources: Federal Reserve St. Louis, Incrementum AG

Figure 3. Last year, gold exhibited a negative performance solely in dollar terms. With a decline of 1.5% the loss was, 
however, quite moderate in the face of a historic dollar rally. One can also see that in euro terms a gain of 12.10% and 
in yen terms a gain of 12.30% was achieved. On average, the performance in the currencies under consideration here 
amounted to a solid 6.16%. Since the beginning of the year 2015, gold has done very well, too. 

Figure 4 depicts the annual growth rate of central bank balance sheets since 2008. It can clearly be seen that the ECB 
has pursued a comparatively restrictive monetary policy since 2008 — which is, however, changing radically now with the 
implementation of “QE”. China’s central bank was likewise somewhat restrictive, at least on a relative basis, with an annual 
inflation of “only” 9.5%. The most aggressive inflationary policy since 2008 has been pursued by the Federal Reserve, 
closely followed by the Swiss National Bank. By comparison, the stock of gold has grown by only 1.6% per year. This clearly 
underscores the relative scarcity of gold versus fiat currencies.

Figure 5 shows that, since 2011, the trend in money supply growth rates and the gold price are diverging. The money 
supply is measured by combining the balance sheet totals of Federal Reserve, ECB, SNB, People’s Bank of China and the 
Bank of Japan. When money supply growth exhibits a greater momentum than the growth in the physical stock of gold, 
the gold price should rise and vice versa. The divergence evident in the chart therefore either points to the fact that the 
gold price correction has gone too far, or that central bank balance sheets will stagnate, resp. decline in the future. Anyone 
who has studied economic history knows how few precedents of sustained declines in central bank balance sheets have 
occurred to date. Consequently, it is to be expected that the gold price will correct the divergence by rallying. 

If one compares gold to stocks (Figure 6), it can be seen that gold exhibited relative weakness versus US stocks 
since the autumn of 2011. However, it appears now that the intensity of the trend is decreasing and the ratio is forming a 
bottom. 
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Figure 3  Gold Price Performance in Various Currencies since 2001

 EUR USD GBP AUD CAD CNY JPY CHF INR Average

2001 8.10% 2.50% 5.40% 11.30% 8.80% 2.50% 17.40% 5.00% 5.80% 7.42%

2002 5.90% 24.70% 12.70% 13.50% 23.70% 24.80% 13.00% 3.90% 24.00% 16.24%

2003	 –0.50%	 19.60%	 7.90%	 –10.50%	 –2.20%	 19.50%	 7.90%	 7.00%	 13.50%	 6.91%

2004	 –2.10%	 5.20%	 –2.00%	 1.40%	 –2.00%	 5.20%	 0.90%	 –3.00%	 0.90%	 0.50%

2005 35.10% 18.20% 31.80% 25.60% 14.50% 15.20% 35.70% 36.20% 22.80% 26.12%

2006 10.20% 22.80% 7.80% 14.40% 22.80% 18.80% 24.00% 13.90% 20.58% 17.24%

2007 18.80% 31.40% 29.70% 18.10% 11.50% 22.90% 23.40% 22.10% 17.40% 21.70%

2008	 11.00%	 5.80%	 43.70%	 33.00%	 31.10%	 –1.00%	 –14.00%	 –0.30%	 30.50%	 15.53%

2009	 20.50%	 23.90%	 12.10%	 –3.60%	 5.90%	 24.00%	 27.10%	 20.30%	 18.40%	 16.51%

2010 39.20% 29.80% 36.30% 15.10% 24.30% 25.30% 13.90% 17.40% 25.30% 25.18%

2011 12.70% 10.20% 9.20% 8.80% 11.90% 3.30% 3.90% 10.20% 30.40% 11.18%

2012 6.80% 7.00% 2.20% 5.40% 4.30% 6.20% 20.70% 4.20% 10.30% 7.46%

2013	 –31.20%	 –23.20%	 –28.80%	 –18.50%	 –23.30%	 –30.30%	 –12.80%	 –30.20%	 –19.00%	 –24.14%

2014	 12.10%	 –1.50%	 5.00%	 7.70%	 7.90%	 1.20%	 12.30%	 9.90%	 0.80%	 6.16%

2015 YTD	 8.02%	 1.53%	 –0.50%	 6.70%	 7.40%	 1.50%	 3.80%	 –6.20%	 2.00%	 2.69%

Average 10.31% 11.86% 11.50% 8.56% 9.77% 9.27% 11.81% 7.36% 13.57% 10.45%

Sources: Incrementum AG, Goldprice.org

Figure 4  Annualized Rate of Change of Central 
Bank Balance Sheets vs. Annual 
Change in the Stock of Gold  
(2008–2015)

Figure 5  Combined Balance Sheet Totals 
Fed+ECB+SNB+PBoC+BoJ in USD 
Billion (2002–2015)

Sources: Datastream, Bloomberg, Incrementum AG Sources: Bloomberg, Datastream, Incrementum AG

Looking at things from the perspective of price inflation momentum is also highly interesting in this context. 
Disinflationary forces have provided an enormous tailwind to financial assets since 2011, which is especially obvious in 
relation to the gold–silver ratio. Thus, there has been an astonishing synchronization since the beginning of the 1990s: a 
rising stock market most often coincides with a declining gold–silver ratio, i.e. with silver outperforming gold.

One possibility to explain this phenomenon is that in previous economic cycles, re-inflation was accomplished with 
conventional monetary policy and thus credit expansion by commercial banks. This affects the real economy more 
quickly and fosters consumer price inflation. This time, re-inflation was attempted by means of central bank securities 
purchases, which led specifically to price increases in investment assets, but wasn’t able to spur consumer price inflation. 

Differentiating between a bull market and a bubble evidently presents difficulties to many market participants and 
observers. In the past years, one has often read about an allegedly “crowded trade” in gold. However, are these Cassandra 
calls really justified? If one looks at the facts, the scaremongering is soon put into perspective. Comparing the market 
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Figure 6  Gold/S&P500-Ratio (monthly) 

capitalization of gold and silver with that of other asset classes, it becomes clear how underrepresented the precious 
metals sector is (see Figure 8).

A glance at the market capitalization of gold mining companies shows a similar valuation discrepancy (see Figure 9). 
Currently, the Gold Bugs Index, which includes the 16 largest unhedged gold producers, is valued at a mere USD80 
billion. Compared to the S&P 500, this market capitalization is tiny; it amounts to a mere 0.4% of the index. The market 
capitalization of Apple alone is almost 820% higher than that of all components of the Gold Bugs Index combined.1

CONCLUSION

We have all become involuntary guinea pigs in an unprecedented monetary experiment, the economic (and sociological) 
outcome of which remains uncertain. Ever more frequently observable phenomena including asset price inflation, chronic 
over-indebtedness, extreme boom–bust cycles, but also the fragile interaction between inflation and deflation are symptoms 
of a problem with a systemic cause. 

Figure 7  S&P 500 (left-hand scale) vs. Gold–
Silver Ratio (right-hand scale, inverted)

Sources: Federal Reserve St. Louis, Incrementum AG Sources: Bloomberg, Incrementum AG 

Figure 8  The Global Financial System Edifice: How Gold and Silver are Valued Compared to Other Asset 
Classes (in USD bn)

 USD bn

Total global debt 199,000

Total global bond market capitalization 139,000

Money supply (World Bank 2013) 94,913

Total global equity market capitalization (June 2015) 73,022

US-private real estate holdings (2014) 23,538

Market capitalization of total above-ground gold (2014) 6,998

Market capitalization of private and central bank gold holdings 2,598

Total market capitalization of all silver ever mined (2014) 846

Market capitalization of Apple (June 2015) 740

Total market capitalization of all silver ever mined, excl. consumption 427

Total gold mined 2014 118

Total market capitalization of largest 16 gold miners (HUI) 83

Total silver inventory 2014 39

Total silver mined 2014 14

Sources: Silberjunge.de, Bloomberg, Reuters, BIS, World Federation of Exchanges, CPM, WGC (Silver: USD16.05, Gold: USD1,182) 
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Figure 9  Market Capitalization of US Indexes, 
Individual Stocks and Gold Stocks 
Compared (USD bn)

It seems obvious to us that the crux of the matter is the current inflationary uncovered debt money system. This 
system requires exponential inflation of the supply of money and credit. A consistent expansion of monetary aggregates 
in the traditional manner is no longer possible in the current phase (as can be seen in Figure 10). Consequently, the 
financial system finds itself in an increasingly unstable situation. 

The endogenous addiction to money supply growth and rising prices is — especially in light of the over-indebtedness 
problem — a central pillar of our thesis that a turning point in the trend of price inflation is close. In the course of an 
interventionist spiral, ever more dubious measures are adopted by monetary authorities in order to force a reflation of the 
economy and higher rates of price inflation. These steps include interventions like quantitative easing, negative interest 
rates, financial repression and possibly even a cash ban. 

Even though we know of countless deterrent examples that show that such aggressive money supply expansion ends 
with “too high” price inflation, this dangerous gamble is being tried yet again. Inflationary policy is always a desperate 
attempt to create artificial prosperity by means of the printing press, which, as any objective assessment shows, will never be 
sustainable. Following the technology and housing bubbles, we are once again right in the middle of another asset bubble. 
While the previous bubbles were focused on individual sectors or specific market segments, we are currently in the midst of 
an entirely different bubble dimension. Government bonds are at the center of the debt money system and represent the 
majority of the assets held by central banks and institutional investors. All available means will be exploited to prevent 
this bubble from bursting. 

Below we list the most important arguments in favor of investing in gold:2

• Global debt levels are currently 40% higher than in 2007.
• The systemic desire for rising price inflation is increasing. 
• Opacity of the financial system — volume of outstanding derivatives by now at USD700 trillion, the bulk of which 

consists of interest rate derivatives.
• Concentration risk — “too big to fail” risks are significantly higher than in 2008.
• Gold is a financial asset that has no counterparty risk. 
We don’t believe this is the right time to warn of the great dangers associated with investing in gold. The potential for 

setbacks has historically been higher in times of high price inflation rates, from which we obviously remain far away (for 
the time being). Even if one does not share our bullish assessment, an overly critical attitude towards any gold investment 
whatsoever in our opinion displays ignorance of monetary history. 

“My fondest dream is that I will give what insurance gold I have to my grandchildren. And that they will give it to 
their grandchildren. If that happens, nothing disastrous occurred in our lifetimes that caused us to part with the 
insurance gold.” — John Mauldin

This is a summary of the 9th annual In Gold We Trust report. The 140-page study provides a “holistic” assessment of the 
gold sector and the most important influencing factors, including real interest rates, opportunity costs, debt, demographics, 
demand from Asia, etc. The report can be downloaded at www.incrementum.li

Figure 10  Credit Growth Deviates from 
Exponential Path (bn USD)

1 Indeed, Apple’s cash pile, which currently sits at approximately USD194 bn, would be enough to buy outright every gold mining company in 
the HUI Gold Bugs Index more than twice over.

2 See Gold Bullion & the Need for Systemic Insurance, Tocqueville Bullion Reserve, Simon Mikhailovich. 

 Sources: Bloomberg, Incrementum AG Sources: Federal Reserve St. Louis, Incrementum AG
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Vietnamese Equities — Back on the Buy List
Dominic Scriven, OBE / CEO, Dragon Capital Group Limited; www.dragoncapital.com

OVERVIEW
Vietnam’s boom–bust episode of the late 2000’s de-railed it as Asia’s Next Tiger and forced the Government to impose 
tough retrenchment policies. The program bit hard, but the country is now reaping its rewards. The economy has turned 
around smartly and has the best macro structure in the entire emerging-market universe. Vietnam has surmounted its 
overheating debacle and learned all the necessary lessons from it.

 The country is now entering the growth phase of the economic cycle, where equities rule. Valuations are low, and they 
are backed by a stable currency, low inflation, and a host of reforms. The reforms show progressives gaining ground ahead 
of Vietnam’s Five-Year Party Congress in February 2016. Yuan devaluation has recently emerged as a concern but can be 
weathered. And stocks now have the basis for big sustainable gains.

  

THE ECONOMIC CYCLE

Vietnam Well into Recovery Phase
Economies go through their well-known phases of 
overheating, slump, reflation and recovery. During 
2010–11, Vietnam was in the slump phase, suffering the 
final stages of currency devaluation and a painful period of 
stagflation. But as fiscal/monetary discipline took hold, it 
began moving towards the recovery phase in 2014.

 In 2012, GDP bottomed at 4.9%, but by the end 
of 2015 it is likely to have cruised back up to 6.6%. We 
expect it to head for 7% sometime in 2016–17. Meanwhile, 
inflation has plunged from 23% in mid-2011 to 2% now, 
and seems likely to remain there for the foreseeable future. 
Inflation has been declining globally, but Vietnam took 
painful steps of its own to tame it. Apart from standard 
austerity, it ended many classic socialist subsidy programs 
and is still raising the price of public services.

The progress of the currency has also been remarkable. 
After devaluations totaling 35%, the Government finally 

Figure 1  The Recurrent Trend

Source: DC, SGI, ML

Figure 2  Inflation 

Source: DC, IMF, GSO, WB

anchored the Dong at VND20,800:$1 in 2011. With inflation whipped, the trade account moving into balance and FX 
reserves quintupling, the new rate held easily. 

Since 2013 there has been a policy of mini-devaluations to help out with export competitiveness. The hit from these 
gradualist moves has been 6.3%, to VND22,100, while other EM currencies have been imploding, and one third of the 
downside has been adjustments forced very recently by the Yuan shock. The Dong’s only real vulnerability is to exogenous 
factors such as this.

Figure 3  VND vs Peers

Source: DC, Citibank, Bloomberg
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Recovery Sustainable
The turnaround has been manifested in the typical shift 
from all-negative to all-positive indicators, i.e. recovery 
of the property market, strong external accounts, robust 
industrial production, accelerating retail sales, a steady 
uptrend in PMI figures, a pick-up in credit expansion, 
improving bank balance sheets and significant progress 
in financial-sector overhaul. This is an impressive list of 
achievements, which shows how handsomely Vietnam’s 
prolonged restructuring is paying off.

The Asian Crisis Precedent
The obvious parallel here is the Asian Crisis of 1997. 
Vietnam has had the same boom–bust cycle ending in 
hyper-inflation, devaluation and bad-debt mountains. 
The cataclysm was touched off by the same factor of going 

Figure 4  Macro Forecasts

Source: DC, IMF, GSO, WB, SBV

into WTO. The country has worked through events with the same policies and rallied with the same energy. Vietnam’s 
experience has actually been less severe because it has remained a strictly domestic affair. It has lacked the acute pressure 
from short-term foreign debt that threatened to bring down the financial systems of the other countries, with failed-state 
implications.

Twin Engines of GDP
Throughout the country’s travails, its export sector has remained a powerhouse, sustaining Vietnam through the boom–
bust crisis and its grueling aftermath. Although the Trans-Pacific Partnership is hanging fire, the EU–Vietnam FTA is a 
huge offset. Meanwhile, export growth and diversification will continue on the back of booming FDI.

Yuan devaluation does not interfere with this because (a) there is probably not too much more to go, and Vietnam 
will meet it part way; (b) Vietnam exports very little to China, but imports from it massively, to fuel the manufacturing 
juggernaut. Thus, there may be actual benefits from the currency shifts that are taking place.

And now the export machine is being boosted by resurgence of the domestic economy. And not just from consumption 
and production, but also infrastructure. Here the development in the last three years has been as much as in the previous 
decade. The Government has moved aggressively on the transport front, especially in Saigon and Hanoi, where bridges and 
roads have multiplied, and metro systems are being built.

This puts a double locomotive behind GDP growth and is the reason why we think it can reach 7% in 2016–17. But if 
improved macro policies have been key, equally important is how they are being followed up by reforms.

 
REFORMS

General
The spate of reforms which have been kicked off since 2014 show the progressive forces that reside within the Government. 
These are often associated with the Prime Minister, Nguyen Tan Dung, who is in the interesting position of having 
overseen the boom–bust fiasco, then engineering the recovery from it. Pundits think the PM’s camp is likely to strengthen 
its position within the Communist Party at the Five-Year Congress in February 2016. If that happens, the pace of reform 
could start to accelerate right after the Congress, much as austerity was imposed in 2011, almost the day the conclave ended 
— and after months of dithering before.

Banking Reform
Vietnam’s moribund domestic economy sector was a direct result of banks being weighed down by NPLs. Banks 
deleveraged hard when the crisis struck: from a peak of 110% in 2011, the LDR fell to 82% by August 2015. Annual loan 
growth averaged 11.8% during this period, mostly back-loaded, while deposit growth was 18.3%. 

Lower LDRs have hampered banks’ earnings, but have improved banks’ ability to deal with liquidity and asset-quality 
problems. The Government kept the interbank market going while adjustments were happening, at the same time as 
drastically tightening prudential regulation to prevent any more spirals of reckless lending.

NPLs, while still high, are continually falling as a proportion of loan books. First, through new lending that has taken 
place, and second, through the considerable amount of write-offs that banks have done over time. During 2012–14, the top 
three listed banks wrote off about $2bn of bad debts, an amount equivalent to one-quarter of their NPLs in 2011. 

Meanwhile, recovery of the property market since late 2013 has greatly improved collateral values. It is useful to 
remember that — unlike in the Asian Crisis countries — Vietnam’s loans were all heavily secured, at ca 135%.
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And finally there is the Vietnam Asset Management Corporation (VAMC) — the country’s “bad bank”. As of June 
2015, it had bought a total $6.6bn of debts from the banking system, with $9.1bn targeted for year-end. After a few more 
measures have been taken, the SBV plans to start selling the NPLs in 2016.

We estimate NPLs at 8% of loans books now, from ca 20% in 2011. With issues getting resolved one by one, it is just 
a matter of time before banks become a growth engine for the domestic economy rather than a drag on it. Banks’ recovery 
will increase their risk appetite and push them to expand new lending. In fact, this is already happening, with loans looking 
to advance 18% in 2015.

Capital Market Reform
 

Raising of Foreign Ownership Limits
In June, PM Dung signed the long-awaited decree authorizing an increase in the FOLs of listed companies to as much as 
100%, from the current 49% for commercial companies, and 30% for financial firms.

The Government, it must be noted, is not applying the decree with any great alacrity. It is waiting to first ascertain 
what industries might need to be exempted from higher FOLs, due to being “sensitive” or “strategic”. It will take a few 
more months to work this out. Also, in the companies that foreigners like best, which are now at or near their limits, the 
remaining stock is closely held by founders or the Government. So it is uncertain how much extra paper will come on to 
the floor in names that offshore investors actually want to own.

Nonetheless the new law is an important milestone, showing a clear intent to begin the liberalization of financial 
markets. And we suspect that after the Party Congress, progress on FOLs will speed up noticeably.

 
Privatization
After a seven-year hiatus, the Government resumed its privatization program at the beginning of 2014, and has since 
equitized about 190 SOEs, on implied market caps of $3bn. Between now and 2017 it has plans to offer stakes in another 
340 SOEs, having an estimated total book value of $25bn. 

There is real progress here, as some interesting companies are now entering the market, and historically SOEs have 
tended to improve all aspects of disclosure, operations and results after their IPOs. Some crown-jewel SOEs will be on the 
block later this year, in mobile telephony, F&B, cement, power, retailing, airport services and energy. And the Government 
has gotten realistic about pricing: auctions start at close to book value, whereas back in the 2000’s initial offers were 3–7x 
book. 

The main caveat is that the IPOs are generally not sell-downs of significant stakes to the general public. This has 
happened on a few occasions but, even adjusting for outliers, the average ownership sold so far has only been about 15%. 
One can also question the pace of privatization: 60 very small companies ytd, out of the 340, including majors, supposedly 
planned by end-2017. 

The IPOs which have taken place, however, clearly mark the start of a process. And as with FOLs, there is likely to be 
accelerated progress after the great gathering in February, as another item on the post-Congress agenda. 

 
Other
FOL hikes and privatization are not the only actions being taken to develop capital markets. The MOF is making plans to 
introduce derivatives trading by 2016, and provident fund management also seems likely to start up then. On the exchange, 
a program is underway to move from T+3 to T+1 settlement, and end the system of pre-placing cash or securities ahead of 
trading.

Property Market Reform
The new Housing Law, which took effect on 1 July, loosens the restrictions on foreigners buying residential property. 
It authorizes (up to certain limits) the purchase of multiple apartments and house units via renewable 50-year leases. 
Developers are very optimistic about the demand that could come from 4.2m overseas Vietnamese and 30,000 resident 
expat executives. As with FOLs, quite a few matters need to be clarified before foreigners can actually take up their new 
privileges. But the law shows positive intent and could play a significant role in supporting the recovery of the property 
market.

 
MARKET OUTLOOK

General
Given strong macro prospects, and the acceleration of capital-market development, we are looking for a sustainable rise in 
the VN Index from late 2015. We believe that the stock market is in a sweet spot for investment, offering a value/growth 
equation that is attractive in its own right and compelling vs Asian peers.
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After several years of fluctuating in a 350–500 trading 
range, the Vietnam Index established itself at 500–600 
from early 2014, but has had trouble breaking out. The 
final component of lift-off is still waiting to fall into place: 
earnings. The domestic economy has been held in recession 
by dysfunctional banks, and that has kept profits relatively 
flat in 2014–15. But these headwinds are abating. We are 
calling for the market EPS to rise 20% in 2016 and for the 
momentum to carry on into 2017.

This will prime equities powerfully. They have had a 
solid year so far, but we expect greater things. And not just 
from the earnings push. As reforms draw in more of the big 
international investors, there is serious scope for re-ratings 
and a final move by Vietnamese companies to regional 
valuations. And this should pave the way, at long last, for 
entry into the global indices.

Figure 5  2016 Comparative Valuations

Source: CLSA, CS, Bloomberg

Market Access — DC Products
Investment remains challenging for foreigners because of FOLs and the small market size. Dragon Capital, which is 
Vietnam’s biggest manager of listed equities, has products giving immediate access to: (a) two closed-end country funds, 
with total AUM of $850m, trading at 20% discounts; (b) a UCITS fund, with AUM of $15m, that is redeemed weekly. 
Performance has tracked bench-marks and greatly surpassed the NYC- and London-listed ETFs. For information, contact 
our Client Group Director, Mr. Fabian Salvi, at fabiansalvi@dragoncapital.com.


