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“ True individual freedom cannot exist without economic 
security and independence. People who are hungry 
and out of a job are the stuff of which dictatorships 
are made.”

Franklin D Roosevelt

“ The inherent vice of capitalism is the unequal sharing 
of blessings; the inherent virtue of socialism is the 
equal sharing of miseries.”

Winston Churchill
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Economic REpREssion 
dEbt PRofIlE
In 2009 the Debt Management Office (DMO) embarked upon a programme of gilt sales that was many 
times the size of any previous plans, and with a growing fiscal gap the Treasury’s projections for the defi-
cit implied that ever larger quantities of gilts would be issued for years to come. This will only accelerate 
as growth continues to be underwhelming and the fiscal gap widens. 

Private demand for UK gilts has remained high as evidenced by the collapse in nominal yields, as 
investors have sought bond safe havens away from Europe. 

UK banks have also had to raise their gilt holdings under new FSA regulatory rulings to help bolster their 
liquidity and capital positions. To a lesser degree this applies to UK insurance firms and pension funds. 

Another facilitation of this increase in debt, even in the face of one of the steepest economic cri-
ses since the 1930s, has been an unprecedented increase in the Bank of England’s balance sheet, 
which has allowed the government to borrow at low interest rates. If it had not been for BoE’s QE, 
the UK would most likely not been able to find enough domestic or overseas buyers at such low 
rates. The discount required would have created additional debt servicing strains on and across the 
spectrum of private and public sector debt. 
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In 2008, on the cusp of the financial crisis, the Bank 
of England’s balance sheet stood at £100 billion, a 
number which has swollen to just shy of £350 bil-
lion only 3.5 years later. A staggering £300 billion 
pounds worth of the notional value of the BoE’s 
balance sheet is parked in UK government bonds. 
This means that the BoE now holds about 30% of 
all Gilts outstanding. 

The BoE’s willingness to support the UK govern-
ment’s borrowing demand has pushed govern-
ment expenditure out of its natural range. From 
1970 to 2008 the government expenditure share of 
GDP never rose above 39%.

It has now been running close to or above 40% 
for three years in a row on the back of a significant 
increase in government borrowing largely financed 
by the BoE. Indeed, the BoE has monetized about 
60% of net gilt issuance since the Asset Purchase 
Facility became operational in March 2009. Income 
tax receipts – the single biggest contributor to gov-
ernment revenue – have been flat to down over the 
past three years, necessitating the increase in bor-
rowing the BoE has helped shoulder. 

A similar argument has been made recently in rela-
tion to government tax revenue as percentage of 
GDP. Macro Man recently suggested that since 
1965 the maximum tax revenue raised by any 
UK government has been around 36% of GDP. In 
the US, research has shown that Federal tax rev-
enue cannot sustainably increase beyond 20% of 
GDP (add state and local taxes and you end up at 
around 35-40%). 
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dEmogRaPHIcS and dEbt
Compared to other developed economies the demographics of the UK are more balanced. Fertility 
never fell to below 1.5 children per woman and seems to have recovered back to replacement levels 
in the last decade. Still, a rapid fertility transition which began in the 1960s/1970s and which further 
gained traction in the 1990s coupled with an increasing level of life expectancy for both sexes means 
that the UK economy is going to age considerably over the next 20-30 years. 

The ageing of the UK population is mainly a problem in relation to the ongoing excess expenditure of 
the government and the promises of future healthcare and pensions. The UK workforce is ageing and 
needs to support an ever higher share of elderly who are not working. 

The problem in the UK is principally the same as all other developed economies face: 

•  On any realistic measure the burden of future liabilities (pension, healthcare etc) outweigh future as-
sets and thus the ability to service these liabilities by a significant margin. 

•  Systematic deficit spending and build-up of debt means that too much have already been bor-
rowed from the future and the scope for spending more today at the expense of the future is no 
longer present. 

Source: Bloomberg Source: Bloomberg

Source: Bloomberg Source: Bloomberg
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In the UK, 85% and 90% of a given male and female cohort can now expect to live until they are 65 
which means that almost all workers at some point will become “dependent” in the future. This de-
pendence may then come to rely on their assets and savings or on the government’s ability to support 
them. The difference here is semantics. No matter who ends up supporting those who do not work 
the ability to do so depends on your actions today. Only by saving today, either as a society or as an 
individual, will you be able to consume tomorrow. 

The real and naked truth in this regard is that instead of saving for a future of fewer income earners 
relative to retired workers, the UK (and other countries) have instead borrowed in spectacular fashion. 
Spending today what you do not have invariably borrows from the future and in a cynical sense the 
unprecedented expansion of credit has merely reflected the financial system’s rational response to a 
desire for consumption today relative to tomorrow. 

However, it is unlikely and even impossible that this situation can continue and to make matters worse, 
the payback is coming at a time when the economy’s ability to service a high level of debt is going to 
be in a structural decline. 

The impact on the structural deficit is marked. Unfunded liabilities in the form of pensions and health-
care will be highly problematic for fiscal sustainability. 

UK HoUSIng and dEmogRaPHIcS 
Two obvious questions pose themselves straight away from the point of view of long-term housing 
in the UK:

Will demographics provide tail- or headwinds to the housing market and how will future generations’ 
total wealth be affected by housing?

In the specific context of the UK, ageing will move more slowly than in the rest of Europe mainly due to 
higher fertility rates in the UK . This is a plus for housing in the long run. However, as the UK economy 
ages and as the workforce matures, the demand for additional housing will inevitably wane. The best 
way to think about this that the velocity of housing demand will go down with population ageing; in the 
future, there will be more households in the UK who already own a house (and who are likely to stay) 
than there will be new households with a demand for new (and bigger) houses. Two points are worth 
highlighting in particular. 

•  Older households are less mobile but also less liable to trade up in terms of housing. This adds 
to a lower velocity of housing demand.

•  Older households are less likely or able to take on debt to buy a dwelling. 

These two arguments follow a very simple life-course framework in which housing investment rep-
resent a considerable amount of total investment over a household’s life time. As such investment 
cannot, on average, be done without taking on debt it must be undertaken at a time when there is a 
reasonable chance for the household to be able to pay back the debt over the course of its income 
earning years. 

3 Indeed, this is the case in all the other Anglo-Saxon economies too; Ireland, Australia, the US and New Zealand. 
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In addition to the point above, the structure of 
the housing market will change as the popula-
tion ages, but it is very unlikely that the UK will 
experience a crash in housing due to the demo-
graphics. Even in extremely old countries such as 
Japan, housing does not crash but merely fade 
as an important contributor to macroeconomic 
activity. this absence of housing and real es-
tate as a wealth driver may in fact be the most 
important effect in the UK and other oEcd 
economies. A lot of hopes are still pinned on the 
ability of a succession of generations of young 
households to rely on housing and real estate as 
a store of wealth (and future consumption), but 
the demographics of a developed economy tell 
us that this is likely to be a false hope. 

This is true even if we disregard the more obvious 
driver of a weaker housing market in the form of 
continuously overpriced housing and real estate 
in nominal terms due to a credit bubble. 

The main evidence for the hypothesis of a lower 
velocity of housing demand and not a housing 
crash in the UK as a function of demographics 
can be found in the chart below. 

The chart shows the share of UK households 
reporting the same address as a year ago as a 
function of age. The data is taken from the 2001 
census and clearly shows that once the house-
hold reaches the 35-49 age bracket (based on 
household head) more than 80% reports the 
same address as a year ago. This does not mean, 
obviously, that such households are inherently 
immobile, but this chart shows the logical conse-
quence of households making their main housing 
investment while they are in the 30-45 age brack-
et (roughly speaking). 

The most striking difference in the UK however with 
respect to housing is the role housing has played 
so far as a store of wealth for the UK population. 
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Since 1970, UK house prices have risen almost without reprieve. Together with the chart to the right 
this shows how older households are largely without mortgages, and thus translates into substantial 
net positive equity position in housing for elderly households in the UK. They have not only managed 
to pay down their mortgages, but also built up considerable equity positions in housing. 

For a young household buying today perhaps even on an interest only basis, it is very unlikely that it will be 
able to build up the same kind of equity over its life time as the previous generations have been able to. 

A fascinating data point comes from looking at the figures for identified net personal wealth of persons 
aged 65 or more who died in 2003 (data collected by the HMRC Inland Revenue Statistics). The aver-
age value of net wealth of all people surveyed was £213,060 of which 67% (£143,970) was made up of 
real estate wealth/equity at time of death. The remaining 33% (£69,090) was financial assets. 

For persons with more than £200,000 net wealth the share of housing drops off a bit as such house-
holds tend to hold a larger share of wealth in financial assets. For persons with substantial net wealth 
(more than a £1,000,000) the share of housing drops below 50%, no doubt due to outliers in this cat-
egory with substantial wealth parked in financial assets. 

Still the key point is that for all but the most affluent persons in the UK aged more than 65 (who died in 
2003) more than 50% of their net wealth was made up of housing at time of death. This is a staggering 
figure and shows how the old generation has benefitted hugely from the run-up in house prices in the 
past 3 decades. 

The key premise we have for this report is that the young generation cannot expect their net wealth to 
be buoyed by housing to anywhere near the same extent. In general, in the UK the wealth effect from 
equity in one’s house is significant as we have a nearly 70% ownership of housing and almost 50% of 
a household’s assets are in their house. So if housing falls so does both the equity and potentially the 
income of UK households. 

Anything that upsets the mortgage rates has the potential to cause a severe depression in the UK 
as already stretched incomes will become unable to service household debts. Although we have il-
lustrated there are structural issues impacting the mortgage market and the ability for homeowner’s 
to manage their debt, we believe mortgage rates are at the mercy of an exogenous shock – that of a 
capital flight from the UK gilts (and banks). We will expand on our reasoning in the next section.
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stERling mEss
Our overriding premise is that the UK will experience a precipitous fall in the value of sterling. This could 
arise as a function of expectations of fiscal difficulties, BoE QE impact and or by capital flight from UK 
gilts and hence sterling, as the fear of default from fiscal incontinence gets brought forward. This is a 
precedent we have witnessed in Italy and Spain, except that they don’t have their own currency. 

Foreign investors would want to be compensated for inflation and default risks with both lower sterling 
values and higher bond rates. In truth a buyers’ strike would see bond rates soar to levels that entail 
heightened fiscal unsustainability overnight; a clear case of falling over the fiscal cliff. This is clearly not 
an eventuality that markets are assigning any probability. 

Sterling and gilts have maintained a ‘safe haven’ status in a ‘sea of relativity’. The UK government had 
the luxury of watching their union partners come under fiscal scrutiny and subsequent cries for auster-
ity first. They moved swiftly to jawbone on aggressive austerity measures of their own – a reduction in 
spending and tax hikes to help reduce the fiscal gap and long-term structural UK public debt. The IMF 
and OECD responded to such moves endorsing the UK’s declaration of deficit reduction, providing 
independent support for the UK’s fiscal situation.

But we have illustrated that the reduction in debt has not occurred. It is at best an illusion, at worst a lie. 
The need for government propaganda saying otherwise is obvious enough, of course; rises in market 
interest rates could cause incalculable economic misery, given the extent to which British households 
are leveraged. Likewise implementing the real cuts required to back up a genuine austerity package 
have proved politically unpalatable, as the private sector has not been able to take up the slack in em-
ployment that is entailed when public sector employment will need to be reduced. 

The UK government is fast approaching the moment when investors, especially overseas investors 
(and ratings agencies) finally see through the spin and call in to question the sustainability of the UK’s 
public finances. This leaves a question mark over the risk of a sharp drop in sterling.

Currency devaluations or crises are often associated with fiscal crises. A negative debt dynamic will 
ensue in the UK as overseas investors will be rightly concerned about the value of their gilt (sterling) 
holdings. A drying up of foreign capital is a very real threat. Guillermo Calvo, an Argentinean economist 
coined the term ‘sudden stop’ to describe the abrupt halt of capital in to an economy. We only have to 
point to the European periphery as a recent example of such behaviour, as periphery debt yields rose 
dramatically as capital exited overnight. 

The financial markets will begin to question the sustainability of a low (no) growth economy that is 
highly indebted in all sectors of the economy, public and private. When this happens an economy that 
has external debts as high as 400% of GDP, held primarily in the financial sector, and runs a balance 
of payment deficit will see capital withdrawn overnight. 
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The UK is not as different from the European periphery it may like to think. The main difference is that 
the UK is not going to be choked by the rigidity of the euro. A single currency union is akin to a peg 
as it doesn’t allow countries to devalue their real effective exchange rate, unless they drop out of the 
currency union. The only means by which these countries can remain competitive is by undergoing an 
internal devaluation via a collapse in wages and drop in price of goods produced. This inflicts untold 
hardship on these countries populations. 

The UK can undergo currency devaluation as sterling is free floating. However a rapid decline or crash 
would be highly destabilising for the economy as rates will have to rise in bond markets to compensate 
holders of gilts for an inflationary tax and real capital loss. 

Our real fear is that a sterling crisis could well occur more as a function of a fiscal crisis and the sub-
sequent capital flight from the gilt market than the value of the sterling falling to compensate for a per-
ceived heightened risk of this eventuality. We are saying it could be a reality not an eventuality. 

The more capital flees the more the burden falls on the BoE to help fund the UK; but this will have 
a deleterious impact on the value of the currency which by now will be free-falling. A ‘sudden stop’ 
of capital may not fit the existing theory of currency crashes of first to third-generation models but it 
would not be atypical as, since the end of WWII, we have experienced 5 sterling crises: 1947, 1967, 
1976, 1992 and 2008/09, on average one every 15 years.

The 2008/09 sterling fall although a 25% decline was largely due to the demand for dollars from debt 
deflation that swept the globe and impacted all currency pairs to the dollar. This next sterling crisis will 
be that of sterling itself. No foreign nation needs to own sterling and this is especially so with excessive 
global sovereign debt nations crowding each other out. Overseas creditors will be less forthcoming 
and turn inward to meet their own domestic financing needs. 

In a world of turbulence the UK currency and its bonds have benefited from the best of a bad bunch 
approach and in a financial system so heavily financed by the bank and pension industry - such enti-
ties have little alternatives or often choices but to maintain bond holdings of nations. Given the choice 
of Greek government debt or gilts the immediate choice is easy. But the domino effect of collapsing 
fiscal balances will leave fewer and fewer so called safe havens. 
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HoUSIng WEaltH collaPSE and IncomE fall oUt
If there is a flight from gilts, then the impact on mortgage rates could be catastrophic banks would be un-
der severe duress and need of capital, so lending conditions will tighten and mortgage rates would rise. 
Individuals would not be able to service their debt and defaults would rise. Now clearly a collapse in bond 
prices would also undermine bank equity as their capital base would be destroyed by falling gilt prices 
which help capitalise them and the double whammy of loan impairments from the housing sector. 

The BoE would respond with ‘emergency measures’ and the government would call for help from the 
IMF, US and Europe. The last time we faced this ignominy was when the labour Chancellor had to go 
‘cap in hand’ to the IMF for a £2.3 bn loan, and that was before public spending cuts were enforced. The 
UK can only dream of such a low borrowing need. 

Unfortunately with the globe swathed in debt itself, we are afraid it’s very much everyman for himself.

A sterling collapse and BoE printing would ensure that prices would rise from both imports and domes-
tic price inputs. Today, a fiscal crisis will not be alleviated by a fall in sterling and rates would need to be 
lowered not raised so as not to shut the credit mechanism, but once the market leaves the gilt market, 
rates will rise. 

If the current market yields rise above the economy’s trend rate of growth the public debt ratios will rise 
exponentially. Our assessment of growth is that it will not achieve the average 2.8% required over the 
next decade to offset this eventuality. 

Of course, such loss of capital funding for the UK will only escalate the real risk of domestic directives 
forcing financial institutions to hold more domestic debt. We may even see the introduction of capital 
controls to prevent domestic capital fleeing overseas. We would note desperate times lead to desperate 
measures. As investors and UK citizens we need to maintain freedom over our capital - one such asset 
that facilitates this is gold. 
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tHE End solution
Prime Minister David Cameron announced that the Office of National Statistics (ONS) would start mea-
suring Britain’s wellbeing from April 2011, in order to allow the Government to promote quality of life as 
well as economic growth:

“ From April next year we will start measuring our progress as a country not just by how our economy is 
growing, but by how our lives are improving, not just by our standard of living, but by our quality of life. 
We’ll continue to measure GDP as we’ve always done, but it is high time we admitted that, taken on its 
own, GDP is an incomplete way of measuring a country’s progress.”

The ONS has opened a consultation on its measurement of national wellbeing, inviting views on the de-
velopment of new measures to “cover the quality of life of people in the UK, environmental and sustain-
ability issues, as well as the economic performance of the country.”

The ONS suggests a number of aspects known to affect wellbeing:

• Income and wealth;

• Job satisfaction and economic security;

• Ability to have a say on local and national issues;

• Having good connections with friends and relatives;

• Present and future conditions of the environment;

• Crime;

• Health;

• Education and training;

• Personal and cultural activities, including caring and volunteering.

Commendable as this is, we can constructively respond to all areas of this survey by saying that by and 
large the UK’s wellbeing is pretty rubbish. Cameron may have read Oliver James’s Britain on the Couch, 
but barring prescribing liberal amounts of pure MDMA to boost serotonin levels, we may all be better off 
taking liberal doses of ketamine. Perhaps the youth of the day have got it right. 

We do hope though to offer some more constructive solutions. Drugs, like money printing and low inter-
est rates, merely offer momentary release from our problems. Like drugs, as the effects begin to wear 
off, the outstanding issues we have masked come back with a heightened vengeance. Unfortunately, 
continued liberal sprinkling of money will have to be bigger and bigger as its marginal utility lessens. 
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monEtaRy REfoRm bEgEtS PolItIcal REfoRm
We believe that to offer a long-term solution to the UK economy we need monetary reform which will 
instigate meaningful political reform, by limiting the impact of the State in the economy as the issuance 
of money is returned to the free market under an independent judicial system. 

In offering solutions we would advocate the tenets of the Cobden centre. It was founded in the spirit of 
the philosophies espoused by the 19th century British manufacturer, and classical-liberal thinker who 
became MP for Stockport, near Manchester. His beliefs in free trade, as exemplified by his implementa-
tion of anti-protectionist legislation of the Anti-Corn Law League, are the cornerstone of modern eco-
nomic society today. He was a true libertarian. 

cobdEn’S laW
The Cobden Centre (TCC) was established to promote social progress through honest money, free trade 
and peace. We would thoroughly support their vision articulated here:

“ Our vision is of a peaceful, open and free society based on a stable, sustainable economy in which ev-
eryone has the opportunity to participate in constantly growing real prosperity.”

Based on sound scholarship, (primarily the Austrian School) they argue that such a society must be built 
on honest money; of which we at Hinde are advocates.

Honest money means an end to credit expansion and false booms followed by financial crises with ap-
palling human cost. It means an end to inflation of the money supply and hence prices. Honest money 
is the key to social progress in the 21st century.

Therefore:

•  TCC believe that social progress comes when private property is secure and all people enjoy an in-
crease in their real income. They believe that the reduction of relative poverty and the increase of gen-
eral prosperity will make society more orderly, stable and free.

•  TCC believe that, today, the first condition to secure private property, to diminish widening wealth in-
equality and to establish a stable, sustainable economy for the benefit of all is honest money.

•  TCC believe that the method of increasing real income for all people is a social system of indepen-
dence, interdependence and mutual cooperation: the free market.

TCC believe, with Richard Cobden, that with honest money and free trade, international peace and social 
progress will follow. We also endorse Cobden’s view that:

“Peace will come to earth when the people have more to do with each other and governments less.”
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We would dryly note that Cobden’s law should not be mistaken with Coughlin’s Law – ‘Bury the dead, 
they stink up the place’, which is a very a propos analogy for how most advanced countries are trying to 
bury their debt and ailing assets under the veiled legality of QE and financial repression.

In October 2010 the BoE Governor, Mervyn King, made a big intervention into the debate on banking 
reform. In a speech at Buttonwood, New York, he listed some radical proposals for the Independent 
Commission on Banking to review:

• Forcing the riskiest banks to hold capital “several times the magnitude” of requirements at present.

• The Volcker rule-style enforced breakup of banks into speculative and non-speculative arms.

•  The “Kotlikoff proposal”, which forces banks to match each pool of risks with a requisite amount of 
capital, preventing losses in one spilling over into another.

• Stunningly, Mervyn King imagines the “abolition of fractional reserve banking”

“ Eliminating fractional reserve banking explicitly recognises that the pretence that risk-free deposits can 
be supported by risky assets is alchemy. If there is a need for genuinely safe deposits the only way they 
can be provided, while ensuring costs and benefits are fully aligned, is to insist such deposits do not 
co-exist with risky assets.”

It is encouraging that a central banker, although recognising that such radical reforms should not be 
implemented overnight, does believe they are a better long-term solution to preventing banking crises; 
especially those borne out of boom bust cycles. 
 
We would promote a free banking system, one with no central bank monopoly of money, but one where 
the rule of law resides over private banking. It is probable that commodity money such as gold is eco-
nomically inefficient but it is trustworthy and honest; whereas fiat money production is monopolistic and 
open to transgressions (abuse) by government and a weak central bank. Encrypted electronic cash, 
backed by gold may well come to rival fiat currency systems especially with the rise of mobile payment 
systems under private enterprise. 

A thoughtful piece on limiting fractional reserve banking is given by Toby Baxendale, an Austrian scholar, 
an accomplished entrepreneur and Chairman of TCC: A day of reckoning: how to end the banking crisis 
now. This is one of ten plans cited for financial reform, by the Cobden Centre staff, fellows and board 
members who span academia, finance and politics – ‘Ten Plans for Financial Reform’. 

The objections to limited banking or 100% reserve-banking are covered and although not a definitive 
they really begin the debate that should never had to occur ie who does your money belong to when on 
deposit at the bank. Give you a hint – it is not yours. By addressing this basic ‘property’ right we would be 
beginning the ‘road to economic freedom’, such reform would enable a return to prosperity that is more 
stable and far reaching and less prone to boom-bust cycles. Although we acknowledge that nature has 
cycles, they need not be as excessive as the cycles created by credit expansion and contraction. 
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fRactIoUS banKIng
At present we have a banking system that exists within the framework of the central bank, which pro-
motes monetary inflation and the destruction of the process of real wealth generation through fractional 
reserve banking. In this system the more unrestricted the banks are the more money out of “thin air” 
(shadow banking) can be generated and hence greater damage is inflicted upon the wealth generation 
process. This must be contrasted with genuine free banking, ie the absence of the central bank, where 
the potential for the creation of money out of thin air is minimal.

For some time we had to get our head around the idea that banks should be regulated to prevent them 
creating excessive credit, as this would conflict our desire to maintain free markets. Murray Rothbard 
supplied us the answer to our conundrum:
 
“ Many free–market advocates wonder: why is it that I am champion of free markets, privatization, and 
deregulation everywhere else, but not in the banking system? The answer should now be clear: Bank-
ing is not a legitimate industry, providing legitimate service, so long as it continues to be a system of 
fractional-reserve banking: that is, the fraudulent making of contracts that it is impossible to honour.”

As Dr Frank Shostak puts it, it was the introduction of financial de-regulation and the dismantling of the 
Glass–Steagall Act in the 1980s that resulted in fierce competition between banks. The previously fixed 
margins were severely curtailed. This in turn called for an increase in volumes of lending in order to main-
tain the level of profits.

In the present central banking framework this increase culminated in an explosion in the creation of credit 
out of thin air – a massive explosion in the money supply. In the deregulated environment, banks’ ability 
to amplify Fed’s pumping has enormously increased.

SolvEntS
Reality or cynicism - in the near term we do not believe there are any quick or sure fire remedies that 
would prevent the UK from coming under greater fiscal scrutiny. The free markets, if we can call them 
that, will likely execute a damning appraisal of the UK debt dynamics as we outlined. So it is most likely 
that long lasting reform cannot be implemented soon enough to effect change in the next few years. 

Also a change from fractional reserve banking to ‘limited’ reserve banking would affect substantial near 
term damage on a financial system that’s capital structure is propped up on leverage and preferential 
tax treatment of such leverage. 

We would note that regulatory oversight is meaningless until we have demarcation of retail and invest-
ment banking. We constantly tell our clients that we are regulated by the FSA, as if this gives us some 
credibility. In truth it is as meaningless as it was in the case of MF Global, who were permitted, just as 
other brokers have been, to rehypothecate (gamble) with segregated client money. We at least hold 
most of our assets in allocated physical gold, which is a form of limited deposit banking.
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WEaltH of a natIon, tHE UK
When writing this piece we came across Mckinsey’s consultancy piece on the UK, called appropriately 
“From austerity to prosperity: Seven priorities for the long term”. Disappointingly it doesn’t address the 
fundamental issue that the UK needs monetary reform but it does address how growth could be ob-
tained. The tenets of their piece follow largely those we spelt out in our Wealth of Nation – HindeSight 
Letter April 2012; here is an excerpt from our letter:

 In their book Why Nations Fail: The Origins of Power, Prosperity and Poverty they illustrate historically 
and contemporaneously how nations sustain prosperity by encouraging an openness of society, willing-
ness to permit creative destruction and democratic rule of law. It is the relationship between man-made 
economic and political institutions that fosters these aspects of the nation. Those institutions that pro-
mote real growth through productivity enhancement and encourage progressive innovation will thrive, as 
opposed to those that move towards repressive institutions of the State will stagnate and fail.

The cornerstone of any nation developing its primary resources to maintain wealth has largely been held 
to be due to labour productivity, which in turn is driven by the interaction of these factors:

1. Quality of human capital, well-educated and flexible

2. Innovation and ability to move up value chain, (technical training, and growing R&d)

3. Strong core physical infrastructure maintained by high gross capital formation

4. flexible and transparent business climate, with regulatory and legal transparency

5. favourable demographics

6.  Economic freedom: 
 
• Rule of law (property rights, freedom from corruption); 
 
• limited government (fiscal freedom, government spending); 
 
• Regulatory efficiency (business, labour and monetary freedom); and 
 
• open markets (trade, investment and financial freedom).

The UK needs to adhere to these areas and it needs to reduce the impact of the State, which has cre-
ated an overwhelming sense of entitlement through an over-inclusive welfare system. This sense of en-
titlement is exacerbated as those who have access to land and finance are enriched by the inflationary 
monetary system we have today. In a world of instant access and consumerism – ‘if they can have it, then 
so can we’ applies. The social divide has increased most in the UK than any other OECD country as we 
have depicted in the section – A Nation Divided. 
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As the sociologist Erich Fromm would have put it, we have moved from a state of “being” to a state 
of “having”. Now we are obsessed with what other people think of us, and we’ve lost touch with our 
own feelings.

We offer some ideas, not definitive or exhaustive for promotion of prosperity or enhancement of the 
‘Wealth of Our Nation’.

Key policy recommendations for addressing Inequality: 

to reduce the social divide one needs to reduce the welfare state.

•  Employment is the most promising way of tackling inequality. The biggest challenge is creating more 
and better jobs that offer good career prospects and a real chance for people to escape poverty. We 
need to encourage small business enterprises and make it easy to employ as well as let unproduc-
tive workers go .

•  Investing in human capital is key. This must begin from early childhood and be sustained through 
compulsory education. Once the transition from school to work has been accomplished, there must 
be sufficient incentives for workers and employers to invest in skills throughout the working life. Vo-
cational education should be encouraged and given equal emphasis.

•  Reform tax and reduce the size of the welfare state. The benefit system is the most direct instrument 
for increasing redistributive effects. Large and persistent losses in low-income groups following 
recessions underline the importance of government transfers and well-conceived income-support 
policies. However, benefits should be altered so as to provide a minimum safety-net and encourage 
vocational job skills. Giving payment for such training also gives individuals a sense of purpose and 
meaning rather than a sense of hopelessness.

 
  (If we move to our vision of a sound monetary system this would allow the UK to easily  reform taxa-

tion and make more streamline. For income we would then advocate a flat tax. We believe this would 
encourage entrepreneurship. Our income and savings should be equally taxed, to meet services 
and minimum welfare needs. In effect entrepreneurs would be rewarded for the creation of real sav-
ings through production.)

•  The growing share of income going to top earners means that this group now has a greater capacity 
to pay taxes. It will be tempting for governments to further increase the progressiveness of the tax 
system to capture a larger share of wealthier individual’s tax gain. But this would be wrong. 

  (Unfortunately in a fiat currency system, individuals who build and more importantly receive money 
first (government and associated entities) will accumulate assets which will inflate in price before 
others receive money. Such entities grow rich at expense of others. It’s not a meritocracy. Occupy 
Wall Street are right to be angry but they have not comprehended the extent of monetary enrich-
ment. Lobbyists and cronyism is a by-product of a corrupted monetary system. If you can get policy 
directives changed to promote your business sector you know the money will be readily available, 
likewise you can employ borrowed earnings to ‘buy’ your cause.)
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•  Entrepreneurship does not exclude individuals who provide services for the community, nurses, 
fireman etc. Far from it. Social reforms could encourage community ownership of hospitals, social 
amenities, along the lines of ‘friendly societies’. Welfare support can be provided by the private 
community. We would advocate a move to welfare without the state or at least greatly reduced state 
involvement. 

•  The provision of freely accessible and high-quality public services, such as education, health, and 
family care, is important; but one that is created and owned by the community. A form of mutualisa-
tion or stakeholder interest. The people own the services not the State. 

  Friendly Societies or mutual organisations can be instated for a number of community businesses 
including insurance and savings banks (regional or even national).

•  Aging demographics needs to be addressed. A lot of equity is in housing for the elderly, perhaps us-
ing reverse mortgages they can take out prudent amounts of equity to fund themselves or the next 
generation; thereby alleviating welfare payments.

Key policy recommendations for creating prosperity:

UK needs to contain its public debt whilst encouraging private-sector investment, which will 
enable growth.

Our tax system suffers from over-burdensome red tape, according to the 2020 Tax Commission, 
the Tolley’s Tax Guide (complete version) was 11,520 pages long in 2009, more than double the 1997 
figure. We would note War and Peace is 1,204 pages. You get the picture.

We agree with the 2020 Tax commission (www.2020tax.org) on their main premises:

“ The reality is that families and businesses in the UK are still taxed far too much. The UK has the 
world’s longest tax code – which has more than doubled in the last 13 years – and the costs of ad-
ministering this system have soared at the same time.”

“ For too long policy in a variety of areas, from welfare to business support, has seen the Government 
tax people and businesses too much and then hand some of it back as tax credits or grants. The 
VAT hike has come in, as well as fuel duty; the level of employers’ National Insurance Contributions 
offers weak incentives for employers to hire more staff and grow their business; hard-working fami-
lies have less of their own money in their pockets and even face substantial taxes when they die; the 
complexity of the tax system means that mistakes are all too common.”

The point is to have a structural overhaul of the tax system to make it simpler. Introduction of flat taxes 
are not regressive they arguably promote meritocracy especially when introduced into a society that 
reduces its reliance on the welfare state and even creates its own ‘privatised’ community welfare. 
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Some 80 years ago, Lord Clyde, President of the Court of Session, ruled: 

“ No man in the country is under the smallest obligation, moral or other, so to arrange his legal rela-
tions to his business or property as to enable the Inland Revenue to put the largest possible shovel 
in his stores. The Inland Revenue is not slow, and quite rightly, to take every advantage which is 
open to it under the Taxing Statutes for the purposes of depleting the taxpayer’s pocket. And the 
taxpayer is in like manner entitled to be astute to prevent, so far as he honestly can, the depletion 
of his means by the Inland Revenue.”

•  Tax reform to encourage business investment environment in the UK, and growth of medium-
sized enterprises. Corporation tax has been lowered but we are still less competitive than most.

•  Encourage more Richard Bransons – more entrepreneurs and this starts in the classroom.

•  Reduce regulation of multinationals. Work with them to encourage them to make long-term invest-
ment in the UK. This means controlled but open immigration.

•   Improve technology gap by encouraging tax efficient schemes for private enterprises to invest in 
start-ups and mid-sized firms. This does not mean preferential taxation on private equity groups 
using loopholes in accounting.

•   We need to rebuild our energy infrastructure – encourage investment in exploration, efficiency of 
usage and production. This has been encouraged.

•  We need to rebuild our transport infrastructure. We invite private and overseas investment by providing 
attractive taxation in return for domestic employment of qualified workers and training of UK workers; 
but they are subject to usual employment law not a quota system that enforces employment.

•  UK health industry needs to migrate to private and community ownership.

•  Pension reform and protection of workers’ rights need to be addressed. They have become tooin-
flexible and a drag on efficiency of businesses.

•    We should develop healthcare in conjunction with revenue from bioscience and pharmaceutical-
industry that is growing here based on our expertise and education system.

For the UK financial system the solution is almost certainly some combination of better mechanisms, 
rules, and prudent business practices aimed at increasing the level of reserves and thus resilience,
in the system in the short term. But in the medium term we need to completely overhaul the banking 
system. Excessive credit cannot be allowed to encourage individuals to create their entire prosperity 
out of house ownership. Rising prices is not a signal of wealth creation it is a symptom of the rise in 
credit from monetary expansion in a fiat currency system.

Growth is the best answer to excessive sovereign debt but this is merely wishful thinking at this 
stage in the debt cycle. The best way to have sustainable growth and hence wealth is not to have so 
much debt in the first place. If the money supply is stable then prices will be stable and productivity 
will provide cheaper priced goods. Our purchasing power will go up in tandem.
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all oUR PomP of yEStERday
cameron needs to have his thatcher moment.

Cameron needs to get radical - he needs to offer hope where it is diminishing not only by the week but 
by the hour. But the Coalition is creating an impasse. 

We can’t help but sense that the handing over the Olympic torch in Greece to Britain was more sym-
bolic of the passing of economic woes. We wish it were not, but we cannot stand by and walk with our 
Eyes Wide Shut. It is our fiduciary responsibility both as an investment management firm to protect our 
clients’ wealth whilst it is our right as free citizens to help maintain the democratic landscape by offer-
ing solutions on first monetary and political reforms, some of which we have highlighted in this letter. 

EPIlogUE
Today Great Britain still holds a pre-eminent place in the economic and geopolitical landscape of the 
21st century; and today it arguably still holds a key foothold in international politics as well as remain-
ing the 7th largest economy in the world. But how sustainable is this?

Britain rose to power on the crest of the Industrial Revolution, and no empire has been larger or more 
diverse than the British Empire. At its zenith in the 1930s, over 42 million Britons governed some 500 
million subjects. Britannia truly ruled the waves and over a quarter of the earth’s surface was painted 
pink on the map. Yet as quick as she came, she faded even faster. What took three generations to build 
was gone in one, often amid tremendous bloodshed and misery. Britain has a ghost of an empire, a 
rescinding Commonwealth of sea-girt dependencies, and one now skirt tailing a failing US Imperial-
ism. The Empire left at best a legal code, a universal language and sporting endeavours, but at worst 
it has left failed and feuding states. 

The cornerstone of a country’s wealth need not be determined by its geographical and economic 
expanse, but by its legal and institutional framework. Notwithstanding autarchic wealth, if a nation 
has a legal system which encourages the ‘rule of law’, an independent judiciary, limited government, 
regulatory efficiency and open markets then a country is highly likely to prosper with less inequality 
across the nation. 

The rule of law is one that protects private property rights and freedom of exchange. The judiciary is 
one that is independent of influence from centralised executive and legislative branches as well as 
government. So in this sense it tolerates minimum corruption that can come hand in hand with such 
influence. This means limited government and a nation which is highly supportive of business so that 
regulation is light-touch and doesn’t stifle the prospects of business growth and development. And 
finally this is only enhanced by the encouragement of open market behaviour within this institutional 
framework so that there are low barriers to entry in terms of competition in all areas of the private sec-
tor economy - trade, investment and finance.
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Courtesy of massive public borrowing and low interest rates the public has been highly shielded 
from the pain of recession. Touching on the concepts introduced in last month’s Investor letter, 
Wealth of a Nation, we perceive the UK’s ‘wealth’ to be highly endangered, because its pillars 
of economic freedom are under threat from excessive indebtedness. 

This indebtedness manifests itself from an over inclusive welfare state, and a nation that persists in 
defining itself by too much emphasis on expressing its wealth by house ownership. To recall from 
our last letter it is our consideration that the credit cycle is the primary driver of long term business 
cycles which are inherently entwined with property cycle boom and busts. The UK is a shining ex-
ample of this. 

Economic freedom is the key to the long lasting ‘wealth of a nation’. All other aspects of society will 
thrive if a nation adheres to this ideal. Unfortunately, as we have demonstrated, excessive imbal-
ances in property cycles have accelerated this loss of freedom in the UK. Property cycles propa-
gated by credit availability, the use of property as collateral, and Western nations’ institu-
tional aversion to countenance deleveraging in the economic system have amplified swings 
in long-term economic (business) cycles.

We have explored how the UK, saturated in debt, has a stark choice should it wish to prosper in the 
future, or fail. Unfortunately, we believe that a nation will tend to bankrupt its citizens before 
it bankrupts itself; especially under fiat currency systems when they have the temptation to fund 
a welfare state through continued deficit financing. This is the case in the UK today. So until such 
time as we have monetary and political reform in the UK, one’s purchasing power and civil liberties 
will become ever diminished.

And yes the cynics amongst you will not be surprised to know we would recommend gold in your 
portfolio as a means to protecting oneself against such loss of economic freedom. Of course we 
would recommend Hinde Gold Fund, because we offer an allocation to physical gold accompanied 
with returns in excess of the gold bullion price in USD, EUR or GBP. And we aim to continue to do so. 
We would of course be delighted to close the fund should gold become part of the monetary 
system again, but until such time a varying, but never insignificant – or zero – percentage of 
one’s portfolio should be always be held in physical gold. 
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