Take the Money and Run
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If the U.S. does not take policy steps to reduce its need for external financing before it exhausts the world’s central banks’ willingness to keep adding to their dollar reserves—and if the rest of the world does not take steps to reduce its dependence on an unsustainable expansion in U.S. domestic demand to support [economic] growth—the risk of a hard landing will grow....a sharp fall in the value of the U.S. dollar, a rapid increase in U.S. long-term interest rates and a sharp fall in the value of a range of risk assets including equities and housing.






-- Nouriel Roubini and Brad Setser, February 2005
    Americans used to live in a debtor’s paradise.  This is not to say money was easy to beg, borrow, or steal in the United States.  But rather that Americans appeared to have few second thoughts about spending more than we can earn as individuals, corporations, and a nation.  Credit cards behind?  Establish a new line of cash from another lender.  Can’t find the capital for an acquisition or merger?  No worries, Wall Street can put together a finance package.  Need to pay for ongoing wars in Afghanistan and Iraq while simultaneously maintaining a social safety net?  Fear not, someone from Asia, Europe, or the Middle East is sure to purchase the newly minted U.S. Treasury notes.  At some basic level it all seems so simple—we in the United States live beyond our means by promising to repay the money sometime in the future, and we like it that way.  

    Perhaps it would be more appropriate to say it all used to seem so simple.  The sub prime crisis of 2007 has put a lid on personal and corporate spending, and foreign governments appear increasingly less interested in purchasing securities printed in Washington.  While this personal and corporate credit pinch is certainly disquieting, there are signs the Federal Reserve and politicians desire a means of substantively addressing the problem.  The real concern, however, is what to do about the lagging interest in out national debt?   What happens if foreigners stop buying U.S. Treasury notes in favor of more lucrative options elsewhere?

    This quandary is the very real peril and potential America is presented by the emergence of sovereign wealth funds.   Peril, as our access to cheap money—particularly as individuals and an independent nation—may be coming to a halt, regardless of Washington’s best efforts.  Potential, in that the emergence of sovereign wealth funds may point to a means of ultimately addressing the growing global trade imbalance and resolving Washington’s longstanding concerns about the future of social security and other government-run social welfare programs.  But in order to understand how we proceed in the face of this new challenge, one must understand what stands before us.

    International finance is on the cusp of a fundamental change—with potentially profound implications for the United States government and American consumers.  With remarkably little fanfare, the premises underpinning financial structures put into effect after World War II are quite literally being placed on their head.  The assumption money would always flow from the developed to the developing world–specifically from the United States to Asia and the Middle East—has been essentially reversed.

   Profligate American spending on consumer goods and a continued world-wide demand for petroleum has resulted in a situation where the United States is now compelled to approach nations in Asia and the Middle East with hat in hand—hoping for a stream of private and public investments necessary to subsidize our apparently insatiable ability to spend tomorrow’s earnings today.    

    While some economists and the occasional politician have warned this situation cannot continue indefinitely, the truth of the matter is that—until very recently—it largely appeared these warnings were little more than sophisticated versions of Chicken Little’s dire prediction.  Cries the “sky is falling” were rebuffed by pointing to ledgers showing low interest rates and by highlighting a foreign demand for U.S. Treasury notes that has underwritten federal deficit spending to the tune of $2 trillion.  

    Despite trade imbalances totaling almost $800 billion a year and recurring annual government deficits approaching $300 billion, the average American consumer could still purchase a home with a 30-year mortgage of approximately 6% and drive a new car at even lower interest rates.  All largely made possible by the fact government investors outside the United States—primarily central bankers in Tokyo, London and Beijing—were purchasing our national bonds at a rate that allowed Washington to avoid competing with American consumers for access to money.
 

Traditional Central Banking Rules…

    This outside willingness to purchase U.S. debt can be explained by guidelines widely accepted within the world’s central banking community.  In layman’s terms, the “rules” work like this, once a nation accrued foreign exchange earnings it was the central banker’s job to invest that money in a safe place where it could be quickly accessed.  As any good banker is taught, this meant finding a relatively risk-free investment where regulatory conditions ensured the rules would not suddenly be changed in favor of the debtor.  As one might guess, there were really only one or two places on the planet where this was true—the United States and a few countries in Europe.  Before the formal establishment of the European Union, however, it is fair to day there really was only one place for these national investments—the United States.

    Furthermore, central bankers learned, it paid to keep a substantial amount of money in these foreign exchange accounts.  Failure to have sufficient cash on hand—or at least available in readily accessible accounts—could result in fiscal crises that caused collapse of currency values, national economic emergencies, and even changes in government.  The result, not only were central bankers fiscally prudent, their political bosses demanded this practice be observed in nearly every circumstance.  This was particularly true in Asia, where the financial crisis of 1997-98 stimulated government accumulation of foreign exchange reserves at rates probably unanticipated by architects of the existing international financial system.       

    The caveat “probably unanticipated” has to be employed at this point because, one discovers, there is no definitive requirement as to the amount of money any one nation should maintain in foreign exchange reserves.  The most widely recognized “recommendation” concerning the size of these accounts suggests holdings equivalent to the total cost of three months of imports.
  That is, a nation’s fiscal reserves should be sufficient to pay for the foreign goods necessary to maintain factory production and operate the domestic economy without other sources of income for 90 days.
 

    At present, only a few nations with foreign exchange reserves acquired primarily through trade are potentially capable of meeting this requirement.  For instance, Japan, with an estimated $1 trillion in foreign reserves, is thought to be able to purchase up to 20 months of necessary imports.
  China, with more than $1.5 trillion in foreign exchange reserves is also thought to have met the mark—but is nowhere near the standard set in Tokyo.  Chinese central bankers are said to believe foreign exchange reserves totaling over $1.1 trillion are necessary to keep the 3 months of foreign goods flowing into the country.
  
    Note the focus above is on foreign exchange reserves acquired through trade—or more specifically, favorable trade imbalances.  Nations specializing in the export of petroleum face a significantly different situation.  Oil price increases over the last four years have generated foreign exchange reserves for these countries previously deemed unfathomable. 
   While Kuwait, Saudi Arabia or the United Arab Emirates must literally almost import everything, the favorable balance of payments associated with oil priced at $100 or more dollars a barrel essentially renders moot the potential problem of sufficient foreign exchange reserves.   As a consequence, some members of the Organization of Petroleum Exporting Countries (OPEC) are in the process of establishing foreign exchange reserves with holdings beyond the upper-most quartile of any existing savings requirement model.  

    In any case, the accumulation of foreign exchange reserves above the recommended “prudent” minimum, creates an interesting problem for central bankers who share a classical education in economics—what to do with the excess?  Economists are prone to talk about opportunity costs.  As in, “what is the opportunity cost of continuing to place these growing reserves in traditional investments—U.S. Treasury notes—vice exploring options elsewhere?”  As it turns out, the lost opportunities are considerable, particularly when one is speaking in terms of billions, nay hundreds of billions, of dollars.

    The simplest solution is for the banks to put these “excess” holdings into circulation by printing more money.  The problem is that such a move risks stimulating inflation and devaluing a nation’s currency.  The inflationary concerns, in fact, appear to be one of the primary reasons Beijing has been so cautious about turning China’s favorable trade imbalance into increased income for the average citizen. 
    By holding down the supply of money in circulation, Beijing restrains inflation and thereby maintains lower labor costs—essentially setting the conditions for continued international demand for cheap Chinese goods.  One can argue this is unduly punitive for the average Chinese citizen, but with 1.3 billion people to feed, cloth, and house, Beijing appears willing to suffer international criticism of this tight monetary policy almost indefinitely.  Chinese leaders, it seems, favor the argument it is better to have underpaid labor than massive unemployment.

    So simply placing the excess foreign earnings into circulation is out.  Then what?  Here is where the classically trained central banker and would-be venture capitalist part ways.  The classically trained central banker would simply go in search of safe investments for the growing foreign exchange reserves.  Historically this meant purchasing U.S. Treasury notes, resulting in a typical return of between 2 and 5%—before inflation. 

    Now, consider the following scenario, you are a Chinese central banker who has been charged with investing “excess” foreign exchange holdings and you have a penchant for capitalist practices—not an unheard of situation.  You, as the central banker/capitalist, realize these funds can be placed in more risky investments because the money in question is not required for safe operation of the national economy.  
    You also know it is possible to earn more than a 2-5% return simply by opening a savings account in China.  How?  First, a typical Chinese passbook account earns approximately 4% annual interest.  Second, by investing at home the money will annually appreciate against the dollar anywhere from 4-8% depending on Beijing’s willingness to adjust yuan values on the international currency market.  So simply by investing in a savings account at home, the would-be central banker/capitalist would earn between 6 and 7% more than a more conservative counterpart who purchases U.S. Treasury notes.

    This discovery presents an interesting dilemma for central bankers.  Charged with serving the public good—maintaining an economy and protecting national treasure—he or she has now come to the realization historic means of accomplishing this task are actually of marginal value.  That is, the traditional central bank investment in U.S. Treasury notes is costing taxpayers in the form of a lost opportunity to earn greater returns elsewhere.  But, the central banker also has a fiduciary responsibility to ensure funds are avail to meet short term requirements—to provide the monies necessary for currency stabilization and other economic contingencies.  What to do?

    The answer to this dilemma is establishment of a government-operated investment fund that controls a pool of cash separate from the monies reserved for currency and liquidity management.  The first such funds appeared in the 1950s as a means of banking earnings from exhaustible natural resources.  Initially called “future generations” or “revenue equalization reserve” funds, these accounts were intended to move a percentage of profit from natural resource exploitation efforts into savings that would continue to pay dividends after the “goose that laid the golden egg” was dead. 

    These savings accounts are now commonly referred to as “sovereign wealth funds.”  More specifically, sovereign wealth funds can be distinguished from foreign exchange reserves by classifying the former as “a by-product of national budget surpluses, accumulated over the years due to favorable macroeconomic, trade and fiscal positions, coupled with long-term budget planning and spending restraint.”
  

Why the Interest in Sovereign Wealth Funds
    If sovereign wealth funds—or their semantic equivalents—have been in existence for more than 50 years, why the “sudden” interest?
  First, the number of nations seeking to establish and employ this form of investment—with sizable funding—has dramatically increased in the last 15 years.

    During a study of the existing 20 largest sovereign wealth funds, analysts at Oxford Analytica discovered only 7 were in existence before 1990, 6 more were established in the following 10 years, and 7 more have opened their doors since 2001.
  Furthermore, international interest in these investment vehicles continues to grow, as rumors of an impending Saudi, Japanese, and/or Indian fund appear regularly in finance-focused journals, newspapers, and websites. 

    The amount of money available to these government investment vehicles is the second reason sovereign wealth funds have become the topic du jour.  The International Monetary Fund (IMF) estimates these funds accounted for no more than $500 billion in 1990.
  When the article coining the phrase “sovereign wealth funds” was published in May 2005, the author argued the “aggregate total of this asset pool globally” was approximately $895 billion.
  In 2007, that figure had expanded to $3.3 trillion,
 and was estimated to be growing at an annual rate of over $1 trillion—suggesting the sovereign wealth funds could control over $12 trillion by 2015.
 

    While insurance company holdings, mutual funds, and central bank-controlled foreign exchange reserves do, and probably will, continue to dwarf these government investment vehicles,
 there are two factors unique to sovereign wealth funds and their associated money that appear to cause the greatest concern.  First, the fact this cash pool is controlled by national entities and not private investors.  Second, the relatively small number of governing entities involved—roughly 20 major players.  (To help frame the conversation, consider the fact hedge funds currently manage approximately $1.5 trillion, but do so through over 7,000 separate firms.)

    Quite simply, sovereign wealth funds are coming to be feared as potential practitioners of “soft power”
—richly endowed government offices that might be more interested in international politics than profit.  This specter has given rise to questions about the potential for “state capitalism”—strategic acquisition in the pursuit of national objectives—in countries where these investment vehicles are seeking to purchase assets.

    Finally, sovereign wealth funds have become a growing source of concern for national policy makers as a result of the perceived lack of transparency associated with the operation of these official investment vehicles.  In the United States, this perceived lack of transparency has generated multiple congressional hearings and resulted in at least two different means of defining and measuring desirable operating procedures.  In Europe, sovereign wealth fund activity has raised political hackles in France and Germany, and even resulted in calls for increased opacity in normally foreign-investment friendly Great Britain.  

    While much of Asia has yet to publicly join this protectionist fervor, similar sentiments have emerged in Japan and there are voices expressing concern in Australia and New Zealand.  In short, the apparently secretive manner in which these funds are perceived to govern has resulted in an international effort to monitor and modify their behavior—an effort embodied in an ongoing IMF drive to establish and publish a set of “best practices” for sovereign wealth funds.

    What does not appear to be capturing attention, however, is the consequence of sovereign wealth fund investors turning away from U.S. Treasury notes in favor of options that provide greater returns.  In fact, during off-the-record discussions with top-ranking U.S. Treasury and Commerce officials I discovered an attitude best characterized as remarkably dismissive of this concern.  The prevailing sentiment seems to be “foreigners will always want to purchase official U.S. securities.”

    Research on sovereign wealth fund managers’ evolving investment patterns suggests this dismissive attitude may be dangerously misplaced.  While a bulk of foreign direct investment is still headed into Western nations, beneficiaries of the global trade imbalance and oil price spike are exhibiting a growing tendency to keep the money closer to home.  For instance, over the last two years Singapore’s Temasek Holdings has gone from placing 34% of its investments in other Asian nations, to 40% in 2007.
  The head of Kuwait’s sovereign wealth fund explained the logic behind this transition when he told reporters in August 2007, “why invest in 2% growth economies, when you can invest in 8% growth economies?”

Placing the Problem in Context
    As such, the rise of sovereign wealth funds suggest Washington’s day of fiscal reckoning is close at hand.  The world’s central banks appear to be losing interest and/or willingness to further fund our profligate spending.  Spurred by official and public demands to earn a greater return on invested taxpayer monies, foreign government bankers are turning away from U.S. Treasury notes—and may even be losing interest in Wall Street.
    Why?  Primarily dismay at Washington’s inability to put its fiscal house in order.  As the Financial Times reported in mid-July 2008, “some of the world’s largest sovereign wealth funds are seeking to scale back their exposure to the U.S. dollar in a sign of global concern about the currency.”  According to the Financial Times, this scaling back includes an unnamed Persian Gulf fund that reduced its dollar-denominated funds from 80% of total holdings in 2007 to 60% in 2008, and China’s State Administration of Foreign Exchange (SAFE)—keeper of Beijing’s ever mounting foreign exchange reserves.  SAFE, the newspaper claims, is now seeking to diversify its overseas holdings by striking deals with private equity firms in Europe.
  

    But, you argue, these are isolated cases, certainly there are more fish in the financial sea?  Yes, and, there is an even larger universe of investment opportunities.  Let’s return to the Financial Times story again.  It turns out SAFE’s move, “is significant because…[China] has lagged behind other governments, such as Singapore, in diversifying it currency exposure.”
  Is this move a sign of Chinese willingness to finally employ their fiscal nuclear option?  Is Beijing about to blackmail Washington by threatening to dump China’s approximately $500 billion in U.S. Treasury notes. 
    No.  According to the Financial Times, “by allocating money to Europe-based private equity firms, SAFE could diversify away from the dollar, at least at the margin, without spooking the currency markets and driving the dollar down in a disorderly manner.”
  Nor, I would note, are the Chinese alone in this flight from the dollar.  Kuwait has severed its currency link with the dollar, and the United Arab Emirates—home to the world’s largest sovereign wealth fund—may not be far behind.  An official at the Abu Dhabi Investment Authority had this to say of his nation’s monetary peg to the U.S. dollar, “we are importing inflation for no reason.”
     
    Other signs of this fiscal flight from U.S. shores?  The U.S. Treasury International Capital report for May 2008 revealed that over the preceding 12 months American banks sustained a $422 billion decline in dollar deposits held by private foreign investors.
  What this means is that private foreign investment in all U.S. securities fell to a total of $600 billion—down from the over $1 trillion mark achieved in the previous year.  
    This loss of private interest in dollar-denominated assets was felt across the board—with one exception, long-term Treasury notes.   More specifically, the Treasury report for May 2008 revealed purchases of corporate bonds over the previous year had declined from $534 billion to $172 billion.  Sales of U.S. equities during the same period were down from $174 billion to $65 billion, and movement of U.S. government agency bonds had declined from $154 billion to $126 billion.  Treasury security sales, on the other hand, were up—from $182 billion the preceding year to $225 billion between June 2007 and May 2008.  
    Why the spike in Treasury securities sales to private foreign investors—a “flight to safety” according to one financial analyst.
  A second school contends this spike in private purchases of Treasury notes is actually foreign governments working through commercial entities.  (This explanation—as we shall see shortly—lends credence to the argument there is an effort afoot to prevent further decline in the dollar’s international value.  If so, this spike in “private” acquisition of U.S. Treasury securities could end as abruptly as it began—particularly as other nations unpeg their currencies from the dollar and, therefore, are less concerned about propping up the green back.)  

    A similar breakout for foreign government transactions on U.S. shores during the June 2007 to May 2008 time period reveals a markedly different story.  According to the May 2008 Treasury International Capital report, during the preceding 12 months, total official foreign investment increased by $57 billion.  This included a $37 billion spike in the official foreign purchase of corporate bonds—from $2 billion to $25 billion.  A $29 billion increase in the acquisition of corporate bonds—from $33 billion to $62 billion—and a $19 billion lift in Treasury note sales—from $60 billion to $79 billion. 
    The one decline—a $29 billion drop in the official foreign purchase of government agency bonds.
  As with the spike in private investment in U.S. securities, this apparent continued interest in official dollar-denominated assets is likely the result of foreign governments attempting to maintain the value of the greenback on international currency markets.
  As we shall see shortly, there is little reason to believe this phenomena is going to last.             

    At this juncture in the conversation the reader is pardoned for expressing puzzlement.  Yes, I opened this discussion by highlighting reports suggesting foreign governments were seeking to divest themselves of dollar-denominated funds.  And, yes, I then proceeded to Treasury data showing private foreign investors were indeed departing U.S. shores, but that also indicated official foreign investors appeared to be sinking more money in American securities.  So, you ask, what is one to make of this apparently contradictory evidence?  Are sovereign wealth funds preparing to take the money and run—or is this shift in investment patterns simply a case of investors chasing profit-making opportunities?  To answer that question we need to change gears and take a moment to discuss the current international monetary “system”—or at least what remains of the 1944 Bretton Woods Agreement.     

Back to Bretton Woods

     In July 1944, 730 delegates from the 44 allied nations gathered at the Mount Washington Hotel in Bretton Woods, New Hampshire, for the United Nations Monetary and Financial Conference.  The three-week conference resulted in the signing of the Bretton Woods Agreement—a system of rules, institutions, and procedures designed to regulate the international monetary system and thereby avoid a repeat of the conflicting national policies that contributed to the Great Depression of the 1930s.
  The chief feature of the Bretton Woods system was an agreement each nation would adopt a monetary policy that maintained the exchange rate of its currency within a fixed value.

    The devil, as the saying goes, is in the details.  While the intention of the original Bretton Woods Agreement was to establish a “pegged rate” currency regime based on the gold standard, in reality the delegates established a principle “reserve currency”—the U.S. dollar.  Under this gentlemen’s agreement, Washington promised to link the dollar to gold at the rate of $35 an ounce, and other nations would then “peg” their currencies to the U.S. dollar.  As such, the original Bretton Woods Agreement—henceforth “Bretton Woods I”— directly lashed the currencies of a re-emerging Europe and Japan to the U.S. dollar.  This meant the value of all other currencies were to be based on their dollar conversion rate.  (For instance, in 1948 it took 3.33 Deutsche Mark to equal a single U.S. dollar.
)  This standard was intended to facilitate free trade, avoid nationalist arguments over monetary values, and foster recovery from the Second World War.  

    Under Bretton Woods I, U.S. dollars became the international currency.  This preeminent role was based on the promise that every dollar a foreign government held could—on demand—be converted into gold.   (Thus the phrase, “as good as gold.”)  As a whole, Bretton Woods I worked because the U.S. was the world’s largest economy—and had accumulated a remarkable stockpile of gold as a result of payments made during World War II.   (The U.S. reportedly held $26 billion in gold reserves at the end of World War II, 65% of the international total estimated to be approximately $40 billion in 1945.)  And, more importantly, because Washington was willing to facilitate development of a trading pattern that enriched the recovering economies in Europe and Japan at the United States’ expense. 

    In any case, Bretton Woods I initially lived up to its promise.  While Europe struggled with a balance of payments problem between 1945 and 1950, the Marshall Plan and U.S. efforts elsewhere served to revive the international economy.  In 1950, the balance of payments reversed direction—with moneys flowing out of the United States and back into central banks throughout Europe.  While this could have resulted in a run on Washington’s gold stockpile, most nations chose to forgo converting dollars to hard metal.
    Why?  U.S. trade deficits kept the international economy liquid and promoted further economic development in exporting countries.  Furthermore, with gold set at a fixed price, holding dollars was more lucrative than acquiring a bank vault of bullion.  Dollars could be used to earn interest—gold holdings were simply not as easy to convert into a return on one’s investment.
  Keep these observations in mind as we proceed.  The lessons learned in London, Paris, and Rome were to be carefully studied and applied in Beijing, Singapore and Seoul.  Furthermore, there is mounting evidence finance ministries in Kuwait, Saudi Arabia, and the United Arab Emirates (UAE) have been reading from the same aging crib sheets.

    The trade imbalance that spurred Europe’s recovery in the 1950s proved a dual-edged sword.  In 1960, economist Robert Triffin stood before members of the U.S. Congress and laid bare the essential nature of the beast.  According to Triffin, the U.S.—and international community—were confronted with a fundamental dilemma.  If Washington successfully ended its trade imbalance the international monetary system would lose the liquidity necessary for continued economic development.  However, if the U.S. allowed this trade imbalance to continue indefinitely the mounting deficits would erode confidence in the dollar and potentially foster international instability.
  

    Triffin’s warning did not go unheeded.  Fixes included establishment of the “London Gold Pool”
 and Kennedy administration policies aimed at encouraging exports.  Nonetheless, by the late 1960s it was clear Bretton Woods I was no longer a viable means of governing the international currency system.  The “official” end to Bretton Woods I came on 15 August 1971, when then-President Nixon “closed the gold window”—ending the dollar’s direct convertibility to bullion.  Nixon’s decision—apparently reached without consultation with members of the international monetary system or his own State Department—effectively left the dollar in “free float” on currency exchanges.  

     Efforts to address this situation resulted in 18 months of negotiation and, finally, the February 1973 “Smithsonian Agreement.”  Under the Smithsonian Agreement, national currencies were all free to float independently.   That is, the value of a currency was/is based upon international perceptions of a particular nation’s economic strengths and weaknesses.  In place of the “gold standard,” a currency’s place on the monetary exchange market could fluctuate based on economic, military and political performance—at home and abroad.

    This is not to say, however, the fundamental economic principles underlying Bretton Woods had been buried and forgotten.  In 2003, Michael Dooley, David Folkerts-Landau, and Peter Garber released a paper titled, “An Essay on the Revived Bretton Woods System.”
  According to the authors, the international economic and political system existent during Bretton Woods I is best envisioned as consisting of a “core” and “periphery.”  The United States served as the core, while Europe and Japan constituted an emerging periphery.  According to Dooley, Folkerts-Landau, and Garber, “the periphery countries chose a development strategy of undervalued currencies, controls on capital flows, trade reserve accumulation, and the use of the [core] as a financial intermediary that lent credibility to their own financial systems.  In turn, the U.S. lent long term to the periphery, generally through foreign direct investment.”
  

    As Dooley, Folkerts-Landau, and Garber understood economic history in 2003, the collapse of Bretton Woods I was the result of growing prosperity in Europe and Japan.  However, they go on to argue, the subsequent period of free floating exchange rates was “only a transition during which there was no important [economic] periphery.”
  (As Dooley, Folkerts-Landau, and Garber put it, “the communist countries were irrelevant to the international monetary system.”)  
    Europe and Japan, Dooley, Folkerts-Landau, and Garber contend, have now been replaced by an “Asian periphery” that is proceeding down the same path as their predecessors in Berlin, Paris, Rome and Tokyo.  That is, “the dynamics of the international monetary system, reserve accumulation, net capital flows, and exchange rate movements, are driven by the developments of these periphery countries”—with the U.S. again serving as the “core.”  The result—emergence of Bretton Woods II.

    Why Washington at the center?  According to Dooley, Folkerts-Landau, and Garber:

Asia’s proclivity to hold U.S. assets does not reflect an irrational affinity for the U.S.  Asia would export anywhere else if it could and happily finance any resulting imbalances.  But the U.S. is open; Europe is not.  Europe could not absorb the flood of goods, given its structural problems and in the face of absorbing Eastern Europe as well.  So Asia’s exports go to the U.S., as does its finance....

The bottom line, Dooley, Folkerts-Landau, and Garber would have us believe the economic relationships critical for Bretton Woods I have been revived in Bretton Woods II—with the periphery using trade imbalances with the U.S. to finance domestic economic development.  In turn, the periphery supports American spending by investing in the U.S.; purchasing corporate and government debt that American consumers no longer have the cash to acquire. 
   The problem with this picture?  We still appear ensnared in Triffin’s dilemma.  At some point U.S. spending will dramatically slow—thereby causing significant economic woes in the periphery—or, Asian bankers and consumers will lose faith in the weakening dollar and thereby foster international instability.  In either case, Bretton Woods II should either unravel like its predecessor and/or the international monetary system will enter another transition period.

    But here is where we part company with Triffin—and add new dimensions to Dooley, Folkerts-Landau, and Garber’s argument.  When Robert Triffin stood before Congress in 1960, there was no realistic replacement for the United States as a global economic generator.  That is certainly not the case today.  And, when Dooley, Folkerts-Landau, and Garber were crafting their 2003 paper, oil prices had yet to so astoundingly enrich a select set of Middle East nations.  These fundamental changes in the international economic and political environment gave rise to a new school of thought—Bretton Woods II is indeed on its way out, and in a manner suggesting we are not simply in for another “transition” period.

    At a February 2005 seminar organized by the Federal Reserve Bank of San Francisco and the University of California-Berkeley, Nouriel Roubini
 and Brad Setser presented a paper titled “Will the Bretton Woods II Regime Unravel Soon?  The Risk of a Hard Landing in 2005-2006.”  The opening line in Roubini and Setser’s paper sets the tone for the argument to follow: “the defining feature of the global economy…is the…U.S. current account deficit.”
  According to  Roubini and Setser, the U.S. current account deficit—estimated to be more than $800 billion in 2008
—serves  to absorb at least 80% of international savings not invested at home and has, in recent past, been 90% financed by foreign central banks. 
    All grim statistics, but not news.  The real show stopper from Roubini and Setser comes on page three of their paper, when the two authors argue, “the scale of the financing required to sustain U.S. current account deficits is increasing faster than the willingness of the world’s central banks to build up their dollar reserves.”  The potential consequence?  “The risk of a hard landing for the U.S. and global economy will grow.”
   

    As Roubini and Setser understand the current international monetary system—Bretton Woods II—foreign central bank investments in the United States have “limited the impact of large deficits on the [sale of Treasury securities] and helped to keep U.S. interest rates low.”  “Low interest rates,” they continue, “increase the value of a wide range of assets—including housing—and thus encourage Americans to borrow against their existing stock of assets, and to otherwise let asset price appreciation substitute for savings.”  (Keep in mind, this was written 18 months before the subprime market debacle and the collapse in American housing prices—clearly, more than one analyst was predicting problems and telling the Fed.)  
    How evident was this requirement for foreign investment and lack of U.S. savings in 2005?  According to Roubini and Setser, “the stock of [Treasury securities] held by U.S. investors has stayed constant since 2001 even though the overall stock of U.S. debt has increased dramatically.”  As such, they conclude, “foreign central banks actual holdings of Treasury bonds no doubt exceed their recorded holdings.”
   

    Now what happens if these foreign investors find a more lucrative place to sink their money?  What if—as the Treasury reports cited earlier indicate—financial flows back into the U.S. appear to be dramatically slowing?  As Roubini and Setser logically argue, there is a very real potential U.S. interests rates will begin to climb.  This increase can be attributed to a number of inter-related factors.  For instance, there is no ready replacement for this set of central bank investors—who, since 2000, are thought to have acquired between 80 and 90% of all new Treasury notes.  And then there is the problem of central bankers leading a pack of investment sheep.  Should the central banks begin to walk away, Roubini and Setser go on to note, there is a high probability other investors will do likewise.  
    This coattails effect captures two dynamics—a move away from dollar-denominated assets by central banks suggests the U.S. currency could lose even more value, and raises the possibility these investments are no longer as “safe” as they were once considered.  In any case, Roubini and Setser come to the conclusion a marked decline in foreign central bank investment in U.S. Treasury notes could result in a 200 basis point increase in American consumer interest rates.  In short, Roubini and Setser join a significant pool of analysts who believe your interest rates on a car or home loan could rise by as much as 35% in the event foreign governments turn to investment options outside the United States.
  

    But none of this addresses the issue of Bretton Woods II demise.  Are we really that close to a fundamental change in the way the international monetary system operates?  I, for one, would argue yes.  Why? First, as Roubini and Setser so ably argue, maintaining Bretton Woods II requires the key Asian—China, Japan, Singapore, and South Korea—players do more than just hold onto their existing U.S. shares.
  
    In order for Bretton Woods II to continue these Asian central banks—and their counterparts in the Middle East—must continue to substantially add to their U.S. holdings.  My suspicion is that the shift of private investment away from America we discussed earlier is simply an indication of things to come.   Private investors, as a rule, are always ahead of their government counterparts.  If private foreign investors are pulling away from the U.S., foreign government investors—particularly sovereign wealth funds—can not be far behind.

    The second reason I believe Bretton Woods II is on the wane can be directly attributed to greed.  As Roubini and Setser so ably argue, “at current interest rates, U.S. dollar assets do not compensate foreign investors fully for the risk of future dollar depreciation…. Consequently, financing the U.S. is more a burden than an opportunity.”
  I would add one more insight to this conversation.  As we previously noted, in 2008 foreign central bankers and sovereign wealth funds are not caught in Triffin’s dilemma for the simple reason that there are now numerous other places to sink one’s money. 
    Collapse of the U.S. dollar does not ipso facto have to equate to a catastrophic loss around the world—nor does it necessarily imply the entire international economic system will be plunged into instability.  The “deep pockets” resident in Asia and the Middle East should be capable of sustaining economic development—admittedly at lower levels—with or without significant U.S. participation.  In short, the entire international system is not solely dependent on the U.S. to drive economic growth in the periphery through continued trade imbalances and deficit spending.  As the emergence of sovereign wealth funds ably demonstrates, there are now other players more than capable of sharing the burden. 

    A quick note on what a Bretton Woods III international monetary system might look like before we return to sovereign wealth fund-specific concerns.  First, it seems highly unlikely there will ever be a complete decoupling of a developed economic core, and the developing periphery.  As such, there will always be a need for the core to spend more on periphery-provided goods and services as a means of promoting development in these “newer” economies.  (To say nothing of the fact good economic sense promotes such spending patterns—a penny-wise capitalist always shops where the best deal is to be found.)  
    Furthermore, as many of the periphery nations are unable to domestically incorporate these earnings without abetting runaway inflation, this “core” money is likely to be returned in the form of investment.  But here’s the rub.  The “core” is no longer simply to be found in North America.  Under Bretton Woods III this core could include Brazil, China, India and Russia.
  In other words, we are moving further away from Triffin’s dilemma.

    Second, the dollar’s central role in the international monetary system will likely diminish to a “partnership” or even trilateral relationship.  As one analyst put it, “the dollar’s global monopoly will give way to a duopoly of the dollar and the Euro.”
  Certainly this “duopoly” is one option—but with the Euro apparently poised to decline in value almost as precipitously as the dollar, one can make the case for addition of a third player.  These options could include the Japanese yen or China’s renminbi—either of which is backed by large foreign exchange reserves and economies that at least have the potential to rival their Western counterparts.

    Finally, there is a potential for a further “regionalization” of the international monetary system under Bretton Woods III.  In this scenario, we have the emergence of additional Euro counterparts—for instance the long-awaited “Khaleeji”
 in the Middle East—and a similar development in Asia.  Under such conditions the “core” and “periphery” could be divided into three or four subsets.  The United States and Brazil might serve as a “core” economy for North and South America, while the European Union and Russia anchor Europe and the Mediterranean states.  The Gulf Cooperation Council (GCC) could be the core for the Middle East and Non-Mediterranean states in Africa, while China and India serve a similar role in central and Southeast Asia.  Ironically, this regionalization would almost inevitably result in monetary conflicts along the “seams,” thereby promoting a revisit of the entire Bretton Woods Agreement.  

    What all this suggests is that the international movement away from the dollar signaled by the emergence of sovereign wealth funds could fundamentally change the international monetary system.  I am not suggesting dependence on nations that serve as “economic engines” will disappear.  But rather, that we appear poised for the emergence of a more “democratic” international monetary system.  In place of Bretton Woods I or II—where periphery economies depended on the U.S to maintain favorable trade imbalances—a Bretton Woods III could witness the rise of several “cores” that support smaller peripheries and resultantly do not generate such large and potentially unsustainable balance of payment imbalances.
    This vision comes with a significant political setback for Washington.  A “democraticization” of the international monetary system would curtail the United States’ ability to dictate rules and open the way for other players to balance what has been—since World War II—Washington’s largely unchallenged seat atop the “free market” international economic and political system.

Back to the Present

    For the moment—2009—it does not appear as though Washington will have to grapple with the consequences of Bretton Woods III in the immediate wake of the November 2008 presidential election.  As of early August 2008, oil exporting countries in the Middle East were still pouring capital from their central banks into the U.S. Treasury.
  This cash flow appears primarily driven by efforts to maintain the value of the U.S. dollar.  
    Having decided to retain currency pegs to the U.S. dollar, UAE, Saudi Arabia, Qatar, Oman, and Bahrain are confronted with a growing problem.  The 33% decline in the dollar’s value against the Euro since 2003 has been accompanied by similar currency degeneration in these Middle Eastern states.
  The result has been a surge to double-digit inflation.  With oil ranging between $120 and $150 a barrel, however, these major oil producers have struggled to place a finger in the dike by shifting their windfall into U.S. Treasury securities.  

   For the record, I want to make clear this “band aid” is unlikely to last.  I come to this conclusion for three reasons.  First, with inflation running at 10% in Saudi Arabia and UAE—and 14% in Qatar—these governments are going to seek solutions to their fiscal nightmare.
  Second, cash flows generated by high oil prices are estimated to push net GCC foreign asset holdings above $1.6 trillion by January 2009, thereby opening the door to multiple investment options outside the United States.
  And, third, the Gulf rulers already have a positive example of what decoupling from the dollar will do for one’s economy.

    In May 2007, Kuwait announced its decision to drop the dinar’s peg to the dollar.  According to Kuwait’s central bankers, this move to abandon the dollar was a direct result of the U.S. currency’s plunging value.  As Salem Abdel Aziz al-Sabah, governor of Kuwait’s central bank told reporters, “the significant drop in the exchange rate of the American dollar against other major currencies had a negative impact on the Kuwaiti economy over the past two years.”
  The immediate results of this decision are best described as a mixed blessing.  Since May 2007, the Kuwaiti dinar has appreciated against the dollar by 7.9%,
 but as of May 2008 inflation in Kuwait was still running at over 11%.
  This continued inflation is not completely unexpected.  The spike in oil prices has caused significant cost increases in transportation, food stuffs, and almost all other commodities.  As such, Kuwait’s decision to decouple from the dollar is likely to prove wise in the long run—but not resolve inflation concerns in the near term.

    There are certainly indications other Gulf Cooperation Council members believe Kuwait’s decision to end its dollar peg was a step in the right direction.  In early July 2008, the UAE central bank announced the Emirates would end their 30-year long tie to the U.S. dollar by June 2009.  According to UAE central bank governor Sultan Bin Nasser al-Suwaidi, the dirham’s peg to the dollar was limiting the Emirates’ ability to control inflation in the face of rising wheat, rice and other product prices.
    In place of exclusive ties to the dollar, UAE was said to be considering linking the dirham to “a basket of currencies” including the dollar and the Euro.  UAE’s final comment on the decision, “pegging was adopted when oil prices were low and the greenback was still at the height of its strength.  Today, the dollar is falling relentlessly and oil prices are skyrocketing.  This new reality calls for a rethink of monetary policies.”
    

    UAE is not alone in coming to this conclusion.  For instance, Qatar has reportedly reduced its exposure to the dollar by 60%—distributing the country’s reserves between the dollar (40%), Euro, (40%) and a basket of other currencies including Japan’s yen and London’s pound.
  Other GCC members are also said to be seriously contemplating a move to break with the dollar.  
    In May 2008, Kuwait’s Finance Minister told reporters other Gulf States are considering the option and then declared, “some countries will do what we are doing.”
  All of this means the Gulf Cooperation Council efforts to prop up the dollar by dumping money into U.S. Treasuries may be coming to an end sooner rather than later.  Like other international investors, the GCC members understand they can earn a greater return on their investment by looking outside the United States—or at least somewhere besides U.S. Treasury notes.

One More Look at the Warnings about “State Capitalism”

    At this point it would appear safe to conclude the emergence of sovereign wealth funds appears to signal the end of Washington’s preeminent position atop the international monetary system, but should we conclude the government investment vehicles are also indications of further challenge to the United States’ place in the international political hierarchy?  Are we indeed confronted with the emergence of “state capitalism,” “the use of government controlled funds to acquire strategic stakes around the world”?

    In newspaper articles and presentations before U.S. Congressional committees, Gerald Lyons, a senior British financial analyst, has warned sovereign wealth funds could be used to purchase a stake in strategic industries—energy, the financial sector, or telecommunications—or secure key commodities and resources—i.e., zinc, rice, and oil.
  Is Lyons right?  Does Washington need to be on the watch for these potential dangers to the United States’ national interests and national security?

    The jury appears to remain out on this question.  In mid-July 2008, The Wall Street Journal ran a commentary titled “Don’t Pick on Sovereign Wealth Funds.”  The article’s authors suggested Lyons’ proposed angst was misplaced.  Rather than focusing sovereign wealth funds, the authors instead contend:

The broader use of finance as a foreign policy tool is an increasingly important 21st-century phenomenon.  Sovereign wealth funds, though, don’t necessarily pose the biggest risks in this category.  If a country wanted to use financial tools to advance its foreign policy, it would more likely do so through the use (or threat of use) of its generally much greater central bank reserves to affect currency markets.  While sovereign wealth funds are believed to control about $3 trillion worth of assets, the IMF estimates that government-owned central bank reserves exceed $7 trillion.

Needless to say, this argument did not meet with unanimous support.  In a response published a short week later, Edwin Truman, designer of the sovereign wealth fund “scoreboard,” declared, “sovereign wealth funds are political because they are owned and ultimately controlled by governments.  It is naive to think that they can or should be treated as apolitical in general or because particular government owners are currently among friends or allies in which they invest.”
  So who is correct?  Those who would contend sovereign wealth funds are largely neutral investment vehicles focused on the bottom line?  Or their critics, who argue sovereign wealth funds are by definition political animals and therefore must be carefully monitored?

    There are reasons to believe both sides are correct.  While a number of the sovereign wealth fund investments appear efforts to duplicate the profits generated by endowment management teams at Harvard and Yale, there are also signs the government investment vehicles are indeed being employed in support of state capitalism.  
    Consider for a moment two stories on sovereign wealth fund investment published in mid-August 2008.  In an item run on 10 August 2008, the New York Post announced a sovereign wealth fund had “earmarked $29 billion” to purchase foreclosed residential properties in the United States—and had hired a West Coast mortgage broker to search for “bargains.”  The New York Post went on to note some foreclosed properties were selling for 60-80 cents on the dollar, suggesting there was certainly money to be made in this asset class.

    Now we turn to an article the Washington Post ran on 12 August 2008.  In a story titled “Sovereign Funds Become Big Speculators,” the Washington Post declared, “sovereign wealth funds…are now among the biggest speculators in the trading of oil and other vital goods, like corn and cotton, in the United States.”  According to the Washington Post, the U.S. government agency charged with regulating the market had not picked up on this activity because the sovereign wealth funds were investing through “swap dealers,”
 who often operate on unregulated markets.  Of note, the Washington Post, then went on to state the sovereign wealth funds engaged in the commodity trading were not from oil-producing countries—instead, the bulk of the activity appeared to originate with Asian-based government investment vehicles.
   

    What are we to make of these two stories?  The item from the New York Post would appear to indicate at least one sovereign wealth fund is looking to profit from the U.S. housing crisis.  While we can bemoan the mean-spirited nature of this investment, the properties clearly can not be removed from the United States and are, therefore, likely to eventually once again land up in American hands.  My vote, profit-motivated behavior.
  Now, what about the commodities speculation?  This story is a more difficult read.  I can understand how some readers would argue this is a case of strategic investment—governments using sovereign wealth funds to purchase future rights to scarce resources. 
    On the flip side of the coin, I also have empathy for readers who conclude the sovereign wealth funds were simply engaging in profit-motivated commodities speculation.  In either case, this second story should cause policy makers to consider the viability of our existing foreign investment laws and regulations.  Is Washington really unable to monitor the activities of swap dealers?  And what are we doing to ensure a foreign government is not engaged in commodities speculation as a means of further burdening U.S. taxpayers with higher prices?  Quite simply, the second story lends credence to those who warn about the dangers of state capitalism as it abetted by the emergence of sovereign wealth funds.

Where Does this Leave Us?

    By now it should be clear not all members of the international community share Washington’s concerns about sovereign wealth fund motivations.  For instance, the European Union is doing its best to reach out and welcome these foreign government investors.  This includes the Germans, who while seemingly bent on passing “protectionist” legislation intended to ward off potentially hostile sovereign wealth funds,
 are working overtime to convince Middle East investors their money remains welcome in Berlin.
    Even Tokyo—renowned for being relatively unfriendly to foreign funds—has sought to throw out the welcome mat.  On 4 August 2008, Japan’s new trade minister told reporters, “our basic stance is to welcome these investments by state funds.”  He went on to state, “some sovereign funds are investing in Japanese enterprises that have accumulated bad loans, other funds target companies that have developed new, cutting-edge technologies.  Either way, those investments should lead to Japan’s economic growth.”

    I, for one, would contend the United States should assume a similar position.  The 28 July 2008 announcement that the U.S. federal budget deficit will reach $482 billion in fiscal year 2009 is yet another sign of Washington’s continued dependence on foreign investors.
  Nor does it appear a change in presidential administrations is going to diminish this requirement.  
    According to the Tax Policy Center, a joint project sponsored by the Urban Institute and the Brookings Institution, Senator Obama’s budget plans would add approximately $3.4 trillion to the national debt by 2018, while Senator McCain’s proposal would increase the national debt by almost $5 trillion during the same time period.
  The bottom line, whether one likes them or not, the United States is going to require investments from sovereign wealth funds if we are to recover from the current economic slump and continue enjoying the lifestyle to which many of us have become accustomed.

    It is not only our lifestyles, however, that may be endangered by a press to enact protectionist legislation aimed at warding off potentially hostile foreign investors.  The United States’ increasingly precarious fiscal situation could significantly curtail Washington’s foreign policy options.  This is particularly true of U.S. decision-makers efforts to employ the full spectrum of national power—diplomacy, the military, information, and economics. 

    What do I mean?  Consider the following observations from Jonathan Kirshner’s seminal text, Currency and Coercion: The Political Economy of International Monetary Power.  Published in 1995, Kirshner’s book is a poignant history lesson on why it pays to maintain the value of one’s currency.  According Kirshner, there are three means of exercising what he calls “international monetary power.”  These are: currency manipulation; the fostering and exploitation of monetary dependence; and, the exercise of systemic disruption.
  
    Kirshner argues currency manipulation is the “simplest instrument” of monetary power, and that it can be used in a positive or negative manner.  Positive currency manipulation is an effort to maintain the value of a particular nation’s money—think of England and France in the 1960s…and, more recently, and pertinently for our argument, the apparent GCC member states’ campaign to maintain the dollar’s position on international currency markets.  Negative currency manipulation is an effort to drive a currency away from a preferred value—typically down.  Why execute such a campaign?  As Kirshner notes, negative currency manipulation “can cause increased inflation, capital flight, difficulty in attracting new foreign investment, real debt burden, and a reduction in…living standards.”
  This, quite simply, is the threatened Chinese fiscal nuclear option come to life.

    The fostering and exploitation of monetary dependence hinges upon a particular state’s vulnerability to economic shifts within another nation.  This type of monetary dependence, according to Kirshner, has historically been associated with the establishment of formal or informal currency zones, areas, or “blocs.”
  For instance, prior to the collapse of the Soviet Union there were two prominent currency areas—the U.S.-dominated Bretton Woods I, and the Moscow-led Council for Mutual Economic Assistance (COMECON).  
    The fostering and exploitation of monetary dependence within a bloc was relatively straightforward, as expulsion from one or the other ultimately suggested almost immediate failure for the economy targeted by this move.  Furthermore, forced removal from Bretton Woods I or COMECON would likely have also resulted in a change of government for the nation involved.  On the flip side of the coin, staying within a currency bloc could certainly be beneficial for one’s political career and national economy—think of Castro in Cuba or de Gaulle in France.

    Finally, Kirshner argues, monetary power can be exercised through systemic disruption.  According to Kirshner, systemic disruption is the “threatened or actual disruption of monetary arrangements to destroy the system or to extract some other benefits.”
   There are two types of states said to be most vulnerable to this type of monetary power:  (1) small system members who do not have the wherewithal to fend off threatened changes; and (2) the dominant state, who values the political rewards of leading the system.  
    The states most likely to disrupt a system?  Mid-sized nations, who have sufficient power, but lack a dominant stake.  Kirshner points to France as a classic case of a mid-sized state in such a situation.  More specifically, he refers to the role Paris played in unraveling Breton Woods I.  My own suspicion is that a similar role is now open to UAE, Saudi Arabia, or China—states that could use their existing foreign exchange reserves to compel a revision of the existing monetary order.

    My point here, however, is not to highlight states that could use their current wealth as an instrument of national power, but rather to highlight Washington’s apparent inability to follow suit—or even prevent such a move.  While the United States’ willingness to incur seemingly endless trade deficits served to foster economic development in the periphery and subsequently enrich the oil exporters, it has done very little for our own interests over the last 10 years.  We were not able to fiscally coerce Europe into joining the 2003 invasion of Iraq, and it does not appear Washington will be able to exercise monetary power as a means of preventing a GCC decoupling from the U.S. dollar. 
    Furthermore, it does not appear Washington will be able to use monetary power as a means of changing Beijing’s human rights policies—or as a means of deterring Moscow’s “imperialistic” behavior in Georgia or Ukraine.   The world has changed—and our fiscal policies have left us poorly equipped for operating in the emerging international economic and political environment.  As such, it seems safe to conclude Bretton Woods III will be absent a Washington able to employ monetary power as an element of the United States’ international diplomatic “kit bag.”

Sovereign Wealth Funds—the Peril and Potential for America
    The rise of sovereign wealth funds is a milepost on the road to change.  In this case, we are witnessing the emergence of a new international monetary system—a system in which carefully marshaled foreign exchange reserves could become a legacy of the past.  Rather than sink hard-earned cash in the United States’ “safe” national debt, central bankers of the world appear prepared to assume the title of “entrepreneurial investors.”  Pressed to garner greater returns than the 2-4% historically offered by U.S. Treasury notes, these bankers are off to seek profits in Brasilia, London, Moscow, New Delhi and Shanghai. 
    At first blush, this move should appear promising—such activity is, after all, a complete expression of faith in Adam Smith’s market place—but on further examination bodes poorly for Washington.  It now appears 50 years of U.S. dependence on the largess of strangers is about to come to an end.  U.S. consumers and politicians are going to no longer be able to depend on access to cheap money as a means of affording a lifestyle significantly beyond our means.

    Sovereign wealth funds are, however, more than a sign of change to come, they also represent a potential arrival of the bill collector.  As central banks turn increasingly larger slices of an nation’s foreign exchange reserve over to aggressive investors, these is apt to be an associated decline in the propensity to sit on nonperforming loans.  In this case, I am explicitly referring to low-interest U.S. Treasury notes.  The subsequent loss of foreign subsidies for our deficit spending means one thing—higher interest rates.  
    This spike in the cost in borrowing will either result from increased competition within the nation—the U.S. government competing with private consumers for access to scarce money—or without, a demand for greater return on capital lent to Americans from abroad.   Regardless of where the increased burden originates, the result will be the same—lower demand for high-value goods, i.e., cars and houses, and enhanced attention on how the government uses our hard won tax dollars.

    This focus on Washington’s bottom line is not without merit.  Consider, for instance, the much discussed Social Security “fund.”  After spending the greater part of a year focused on sovereign wealth funds, I can tell you what I think the word “fund” means—a pool of existing money.  The U.S. government—or at least our elected representatives—seem to believe “fund” has an entirely different definition. 
    In Washington, a “fund” is a collection of promissory notes that have no fiscal backing other than a threat to tax future income.  I am not kidding.  Here is what Clinton Administration had to say about the Social Security Trust Fund in 2000:

These [Trust Fund] balances are available to finance future benefit payments and other trust fund expenditures—but only in a bookkeeping sense.  These funds are not set up to be pension funds, like the funds of private pension plans.  They do not consist of real economic assets that can be drawn down in the future to fund benefits.  Instead they are claims on the Treasury that, when redeemed, will have to be financed by raising taxes, borrowing from the public, or reducing benefits or other expenditures.
 

    According to the Congressional Research Service (CRS), this mythical trust fund is nothing to be scoffed at.  If the CRS analysts have done their math correctly, at the conclusion of 2007, the Social Security Trust Fund was reportedly worth $2.24 trillion.  That’s right, $2.24 trillion—and by 2026, the nadir of the Fund’s cumulative process, the Social Security Trust Fund is supposed to hold $6.03 trillion.
 
    Imagine what could be done with that money if: (1) it were actually existent; and, (2) the cash was invested as wisely as the money available to the teams at Harvard and Yale’s endowment funds.  Instead of worrying about Social Security going “bankrupt” in 2042,
 we might instead be back to considering employment of monetary power and paying down the federal deficit.  That’s what an American sovereign wealth fund could accomplish—if we had the money to establish such a beast.  At the moment Washington would have to go abroad and borrow the money for such a venture.  I’m not betting on the number of takers given our current fiscal management shortfalls.   

    I would note, California has come to realize the benefit of operating in such a manner.  As of August 2008, the California Public Employees’ Retirement System (CalPHERS) was managing an investment portfolio worth $248.4 billion.  Over the last 5 years, the CalPHERS investment team has provided returns ranging from 23.3% in 2003 to 10.2% in 2007.  No mean feat, and certainly better than the zero percent return offered by the so-called Social Security Trust Fund.  The CalPHERS beneficiaries appear to believe so—at least the 1,086,900 active and inactive members and the 455,208 retirees.
  
    What CalPHERS—and Harvard or Yale—demonstrate is that a sovereign wealth fund in the United States could work to the taxpayers’ benefit, and be potentially quite lucrative.  In the interim, we will simply have to watch as from the sidelines as other nations’ leaders turn capital stockpiles into a net benefit for their own citizens rather than subsidizing the American way of living. 

    As Americans look forward to 2010 and the decade that follows, I think it is safe to conclude the world will be a very different place.  Pax-Americana has come and gone—as has our ability to seemingly demand or dictate a standard of international behavior beneficial for free trade and the emergence of additional democracies.  This is not to say Adam Smith’s market place has become passé—far from it.   But rather that our place atop the global economic, military and political hierarchy no longer appears secure—or even unchallenged. 
    How did this happen?  Theories intended to explain the changes are legion, but perhaps none better fits our current fiscal dilemma than the words offered in Hamlet over 500 years ago.  “Neither a borrower nor a lender be; for loan oft loses both itself and friend, and borrowing dulls the edge of husbandry.”
  Aye, we clearly appear to have gained little from our spending on good manufactured in the periphery and lost our edge on husbandry.  It only remains to be seen if the purveyor of a sovereign wealth fund will offer us a chance to improve our future skills.       
Epilogue

In the meantime the world is going to get poorer, standards of living are going to get worse and it’s not going to be pleasant.


 -- Sameer al-Ansari, Chief Executive Dubai International Capital, January 2009

    The events of late-September and early-October 2008 provide a gloomy setting for my revisit of events on the sovereign wealth front.  Over the course of 8 trading days, the U.S. stock market dropped 22%--a dismal figure that even surpassed Wall Street’s dark performance during the Great Depression.  Perhaps even more telling was the tally of losses associated with the markets’ plunge from all-time highs achieved in October 2007.  According to The Wall Street Journal, “investors' paper losses on U.S. stocks now total $8.4 trillion since the market peak.”
  In less than 12 months, commercial equities—literally around the world—had seemingly gone from the investor’s asset class of choice to a burden everyone wanted to unload.

    This was particularly true of stocks associated with financial institutions in the United States and European Union (EU).  Between July 2007 and October 2008, some of the largest financial institutions in the world lost anywhere from 30 to 50% of their market value.  This, of course, says nothing of Wall Street’s five major investment banks—Bear Sterns, Goldman Sachs Lehman Brothers, Merrill Lynch, and Morgan Stanley— which effectively ceased to exist in their original form by the first week of October 2008.  For American bankers the bill generated by unprecedented levels of sub-prime mortgage lending
 and an unrealistic dependence on escalating housing values
 had come due—and no one in the private equity world appeared willing to pay.  

    Not that we should have been surprised by this development.  Signs of a banking/credit crisis had emerged by mid-summer 2007, and in December 2007 Warren Buffett was bluntly warning there were no deals in the U.S. financial sector that, “cause me to start salivating.”
   Certainly the sovereign wealth funds understood Buffett’s message, as their interest in the U.S. financial industry essentially disappeared by May 2008.  Quite aware of the fact their approximately $60 billion investment in American banking was largely vanishing before their eyes, the sovereign wealth fund managers went in search of greener pastures—or simply placed money in the safest place one could find, U.S. Treasury notes.  In fact, it now seems these government investors had become as conservative as their counterparts at the central banks.   

    Needless to say, this sovereign wealth flight from financial equities has not gone unnoticed.  In mid-September 2008, the New York Times published an article titled, “To Avoid Risk and Diversify, Sovereign Funds Move on from Banks.”  According to the Times, “as the American investment banking industry seems to teeter, many investors are asking why the sovereign wealth funds from the Middle East have not stepped up....The explanation is simple, bankers in the region say.  Plenty of other, more attractive assets are out there right now.”
  As Badar al-Saad, the Kuwait Investment Authority manager, told Al Arabyia Television, “we are not responsible for saving a bank, an economy, or anyone.”  He went on to argue, “it is the business of the central banks in these countries.  We are long term investors and we have long term social and economic obligations to our country.”
  A seemingly reasonable response, but not what Wall Street wanted to hear.  

    On 6 October 2008, The Wall Street Journal ran an article titled, “Caution, Inexperience Limit Extent of Asia’s Newfound Clout in Crisis.”  While specifically aimed at Asian investment practices during the ongoing credit crisis, it required little reading between the lines to discern the Journal’s apparent intent—sovereign wealth managers everywhere were holding out on the West because they lacked the courage or investment moxie necessary to tackle the current situation.  According to paragraph one of the Journal’s story, “Asian institutions’ caution and relative lack of international experience are limiting the extent of their newfound clout.”
  It is not until paragraph six that we learn the rest of the story.  “Sovereign wealth funds...have largely stayed on the sidelines in recent months, after big investments last year—some of which performed poorly.”
  How poorly?  As the Journal eventually admits, for example, “Morgan Stanley shares have fallen 50% since the China Investment Corporation investment in December 2007.”  This type of performance should fail to impress any investor, not just the cautious and inexperienced. 

    Of note, an equally pejorative story appeared in the Washington Post.  Titled, “Gulf States Lose Their Swagger Amid Regionwide Sell-Off,” the article focused on comments from a U.S.-based analyst who argued, “stock markets in [the Middle East] are still immature, both in terms of regulation and investors’ experience.”  The Post—like the Wall Street Journal—did disclose until late in the story that sovereign wealth fund financial losses in the Middle East could be directly attributed to investments in the U.S. and Europe.
  (A story with similar verbiage had previously appeared in the Financial Times.  Running under the headline, “Sovereign Wealth Funds Appear to have Lost Their Way,” the article declared, “the forward march of the sovereign wealth funds seems in slight disarray these days.”
)  

    In hindsight, it seems this sovereign wealth fund flight from the markets was prudent, but too late.  In January 2009, the Financial Times reported sovereign wealth funds also took a battering on the equity markets—incurring losses of 25-30%.
  (The U.S. Council on Foreign Relations estimates Middle Eastern funds lost up to $400 billion.
) More than a few fund managers learned a painful lesson, and are now very shy about returning to the equities markets.   Speaking on the sidelines of the annual World Economic Forum in Davos, the head of Dubai’s sovereign wealth fund offered this observation.  “We’re still very nervous about making some big bets—we see the financial crisis getting worse.”
  The managing director of Malaysia’s strategic investment fund was equally cautious.  In his Davos interview Azman Mokhtar declared, “many sovereign wealth funds will be hunkering down.”  It was Mokhtar’s next statement, however, that should send shivers down any would-be American consumer’s spine—“I hope there will not be a big pull out from lending to super borrowers (like the U.S. Treasury), because of the global consequences.”
        

    Mokhtar’s warning has yet to be realized, but his fears are well founded.  At the macro-level, there has clearly been a short-term move to U.S. Treasury notes.  The Treasury Department’s “Major Foreign Holders of Treasury Securities” report on 16 October 2008 suggests a shift to this “safe” haven was already underway by January 2008.  Consider, for instance, Beijing’s U.S. Treasury holdings between December 2007 and August 2008.  In December 2007—when analysts were warning of China’s apparent intention to begin selling U.S. bonds—Beijing had $477.6 billion invested in Treasury notes.  In January 2008 that figure was $492.6 billion; in April 2008, $502.0 billion; in July 2008, $518.7 billion; and, in August 2008, $541.0 billion.
  A similar pattern is also evident in U.S. Treasury note acquisitions by the “Oil Exporters”—a group of nations including Kuwait, Qatar, Saudi Arabia and the United Arab Emirates.  

     News stories suggest bond purchases escalated during September and October 2008.  According to The Wall Street Journal, central banks increased their stake in U.S. Treasury notes by approximately $100 billion between mid-September and mid-October 2008.  The Journal then goes on to argue, this decision, “signals foreigners’ confidence, which is critical to the U.S. financial system.”
  Hold on.  I would immediately counter that what this investment reveals is central banks fleeing for the safest investment they can find—and purchases by nations who stand to significantly benefit from maintaining the existing international financial order—it is not a an overwhelming statement of confidence in Washington’s ability to iron out the current mess or reduce America’s ever-mounting national debt.

    What causes me to come to this conclusion?  Two sets of data.  The first is to be found in the 16 October 2008 Treasury Department report on “Major Foreign Holders of Treasury Securities.”  At the same time China, and the oil exporters with currencies linked to the dollar, were busily purchasing U.S. Treasury notes, nations with options and less direct stakes in the existing international financial order were busy looking elsewhere.  Consider, for instance, Norway’s record of U.S. Treasury note purchases between December 2007 and August 2008.  Despite the fiscal glut Oslo was enjoying as a result of skyrocketing oil prices, Norway’s U.S. Treasury note holdings in December 2007 totaled a mere $26.2 billion.  In January 2008 that figure had climbed to $33.6 billion; in April 2008, $45.3 billion; but, in July 2008 had dropped to $41.8 billion; and, in August 2008 to $41.3 billion.
  Hardly a rush to purchase “safe” U.S. bonds.  

    Even more striking is Singapore’s track record during the same time period.  In December 2007, Singapore held $39.8 billion in U.S. Treasury notes.  In January 2008 that figure had declined to $38.6 billion; in April 2008, $33.5 billion; in July 2008, $31.4 billion; and, in August 2008, $31.0 billion.   Finally, we are again receiving indications that Beijing is preparing to cease large-scale Treasury note purchases.  Speaking with the New York Times an economist employed at the Royal Bank of Scotland put it this way, “all the key drivers of China’s Treasury purchases are disappearing—there’s a waning appetite for dollars and a waning appetite for Treasuries and that complicates the outlook for interest rates.”
  Clearly, these national investors were not rushing to the dollar—which brings me to the second set of data, sovereign wealth fund purchasing patterns during the run-up to the credit crisis.

    While Warren Buffett, the“Oracle of Omaha,” is hardly offering deep analytical insight with his assessment that equities tend to pay greater dividends than fixed income holdings,
 sovereign wealth fund managers appear skeptical of his mid-October 2008 call for a return to the American or European stock markets.  In fact, a sovereign wealth fund flight from the U.S. market was already evident in the second quarter (April-June) of 2008 according to a Monitor Group report.  In an update to its June 2008 publication, “Assessing the Risks: The Behaviors of Sovereign Wealth Funds in the Global Economy,” the Monitor Group—a Cambridge, Massachusetts-based financial consulting firm—highlighted four trends that bode ill for U.S. and European markets:

1. During the second quarter of 2008, sovereign wealth fund investment in North America dropped dramatically.  In the first quarter of 2008 there were 7 sovereign wealth fund deals in North America totaling $23 billion—in the second quarter of 2008 this dropped to 4 deals totaling less than $1 billion

2. During the second quarter of 2008, sovereign wealth fund investment shifted away from financial services.  In marked contrast with the first quarter of 2008, when sovereign wealth funds signed 13 deals financial sector deals worth over $43 billion, during the second quarter of 2008 this had dropped to 10 deals totaling an estimated $4 billion  

3. During the second quarter of 2008, sovereign wealth funds continued to actively invest in emerging markets.  More than half of the known ventures including sovereign wealth funds during the second quarter of 2008 were in emerging markets—a total of 26 deals worth approximately $15 billion 

4. During the second quarter of 2008, half of the sovereign wealth fund deals—by value—were in real estate.  Between April and June 2008, there were 12 of these real estate transactions worth a grand total of $13.7 billion
 
    Selective Flight from Financial Sector: In April 2007, sovereign wealth fund managers essentially ceased their acquisition of shares in Western financial institutions.  Examples of this flight from the financial institutions’ equities market abound.  In August 2008, the Korea Investment Corporation turned down a reported $5 billion deal with Lehman Brothers.
  In September 2008, the manager of Norway’s Government Pension Fund-Global told reporters Oslo’s fund was “cool” on taking part in recapitalization of the U.S. financial sector for fiscal and political reasons.  As Yngve Slyngstad put it:

We are a long-term investor...investing with financial interest.  Currently the game in the U.S. financial sector looks more short-term, more political and is more momentum driven.  And with our approach in investing, these are not necessarily the circumstances that we feel so comfortable with...We have had a credit crisis, a liquidity crisis, and now a banking crisis.  You don’t go through this type of situation without having some sort of (new) regulations.

Similar sentiments—as we noted above—were expressed throughout the Middle East, where sovereign fund managers either were directed to assist ailing domestic markets
 or were seeking regional opportunities.
  

    This is not to say the sovereign wealth funds are completely avoiding investments in Western financial institutions—or that no sovereign wealth fund has profited from these investments.  Singapore’s Temasek Holdings is a classic case-in-point.  In what can best be described as outstanding business skills, Temasek parlayed its original $2.5 billion investment in Merrill Lynch into a $5.9 billion stake
—that may have ultimately yielded $1.5 billion in profit when Bank of America purchased Merrill Lynch for an estimated $50 billion.
 (I would also note that Temasek ultimately owned a 14% stake in Merrill Lynch—a development that drew no comment from Capitol Hill.
)  

    The China Investment Corporation (CIC) could be headed down a similar path.  While CIC’s original $3 billion investment in Blackstone has declined in value by almost 70%, on 16 October 2008 the Blackstone Group announced a decision to raise the Chinese sovereign wealth fund’s ownership limit in the firm from 9.9% to 12.5%.
   (A second significant push above the 10% ownership mark that drew no backlash from the politicians in Washington.)  According to press reports, CIC will be allowed to purchase the additional shares in Blackstone at market price—approximately $9.50 per stake, a marked improvement over the $29 a share the China Investment Corporation paid in the spring of 2007.
  Could this deal be as lucrative as the Temasek holdings in Merrill Lynch?  Only Blackstone’s performance, and time, will tell.  Given CIC’s insistence it is in for the long-term, Beijing appears willing to wait and see.

    Turning/Returning to Emerging Markets: As the Monitor Group study found, sovereign wealth funds are increasingly turning to emerging markets.  At this stage in the global credit crisis this focus can be explained at two levels—the first is a continuing search for profits, the second is related to many governments’ effort to save domestic economies.  Let’s open with the search for profits.  In mid-September 2008, the Government of Singapore Investment Corporation declared an intention to pursue a greater stake in emerging markets.  While this statement was typically short on details, the Singaporean fund did note its stake in U.S. assets had declined 5% over the last 2 years, while investments in Asia now account for 23% of the fund’s investments.
 (In a further sign of this shift to more lucrative options, The Government of Singapore Investment Corporation also announced its share of fixed-income investments now constituted about 25% of its portfolio—down from about 75% in the early 1980s.
 

    In mid-October, the Kuwait Investment Authority told reporters it was preparing to further investigate options in the Gulf Region and North Africa.  According to the Executive Director of Kuwait Investment Authority’s General Reserves Fund, “we need to strengthen our investments in the Arab countries during the coming stage…Egypt and Morocco are among countries in which we will focus on for years.”
  Finally, in late October 2008, Norway’s Government Pension Fund-Global announced plans to invest $2 billion in India’s Bombay Stock Exchange.  According to the Deputy Secretary General of the Norwegian Finance Ministry, there is "potential in India, though its financial markets still have to go a long way."

    The second explanation for this sovereign wealth fund focus on emerging markets is directly linked to the global credit crisis—and subsequent official bids to shore up ailing domestic industries and markets.
 As Stephen Jen, the global head of currency research at Morgan Stanley so aptly stated, this focus on domestic markets “makes good sense.”  He went on to note, “by investing at home, [the sovereign wealth funds] do three things, they support their own assets, they keep trophy assets in domestic hands, and when they convert dollar holdings to buy domestic assets, they’re intervening and supporting their currencies.”
   

    There is certainly no shortage of evidence to support Jen’s hypothesis.  In Beijing, the China Investment Corporation has been employed to shore up the nation’s distressed stock market and rally share prices for the Bank of China, the China Construction Bank, and the Industrial and Commercial Bank of China.  Kuwait and Russia have taken a similar course of action.  In September 2008, the Kuwait Investment Authority placed more than $1.1 billion in the Kuwait bourse as a means of arresting a slide in share prices.
  On 20 October 2008, Russia’s Finance Ministry announced Moscow’s National Wealth Fund would be put to a similar use—declaring an intent to invest $6.9 billion in domestic stocks as part of an effort to halt the flight of foreign investors from that country’s equities market.

     Shopping for Real Estate: There has been no shortage of press reports concerning the continuing sovereign wealth fund interest in real estate.  In an apparent bet on the prospect of an ever-growing global population and thus an equal expansion in the demand for housing, sovereign wealth funds have maintained their interest in international real estate.  In early September 2008, the Abu Dhabi Investment Authority acquired a $280 million stake in a new office-tower project overlooking Australia’s Sydney Harbor.
  In mid-September 2008, a report published by the world’s largest property consultant—CB Richard Ellis—declared sovereign wealth fund spending on commercial real estate could reach $725 billion by 2015.  The firm’s chief economist told reporters, “given that the real estate sector’s investment characteristics—current income combined with long-term appreciation—closely match sovereign wealth fund requirements, we expect them to increase their weighting of commercial property.”  Likely targets for these investments, Japan and the United Kingdom.
  In what appears a logical step in this direction, in late September 2008, the Qatar Investment Authority acquired a 20% stake in Chelsfield, a London property group.  QIA is thought to have paid approximately $160 million for its share in Chelsfield.

    In early October 2008, a Singapore-based property investment manger declared its intention to raise over $1 billion from Middle Eastern sovereign wealth funds seeking to purchase real estate in Asia.   According to the president of Pacific Star—the property management firm in question—“our strategy has always been to focus on prime properties which have been much less affected by the financial turmoil.”  In this case, the real estate of interest is said to be in Japan, South Korea, and Vietnam.
  Speculation on sovereign wealth fund interest in real estate is also rampant in Europe.  A day after Pacific Star announced its search for sovereign wealth fund investors interested in Asian real estate, financial analysts in Europe declared German properties were also a “stable option.”   In this case, sovereign wealth funds were said to be interested in commercial real estate in Berlin, Cologne, and Munich—German cities where revenues from the sales of office, retail, and other business properties were down 75, 82, and 68%, respectively.  The German housing market was also offered as “a safe, if unspectacular, bet.”

    Other Options on the Table: While flight from the U.S. and financial instructions to emerging markets and real estate is the most evident trend in sovereign wealth fund investment, other spending patterns have also come to the fore.  According to the U.S. Commodities Futures Trading Commission, as of June 2008, sovereign wealth funds had spent approximately $20 billion on investments in commodities futures.  The funds were said to be focused on gold as a hedge against a continued drop in dollar values, and agricultural products.
  Financial analysts also noted the sovereign wealth funds remain interested in energy-related futures and related joint-ventures.  Evidence of this interest includes Kuwait’s stake in British Petroleum (BP), the United Arab Emirates’ joint energy ventures with General Electric (GE), and Temasek’s acquisition of shares in oil rigs, alternative energy, and Orchard Energy.
  

    In addition to this spending on commodities and energy options, the sovereign wealth funds have joined other major investors in an international effort to hoard cash.  In an article published 12 October 2008, the International Herald Tribune reported the Abu Dhabi Investment Authority now has a cash position totaling between 10 and 20% of the fund’s approximately $850 billion—or an estimated $100 billion.  The Kuwait Investment Authority is also thought to be accumulating cash—but no estimate is available on the amount thought to be stowed in the fund’s coffers.
  On 16 October 2008, the Economist took this story a step further, arguing, ‘sovereign wealth funds have assets of $2 trillion to $3 trillion, much of which is sitting idly in American Treasury bonds.”
  The cause for this cash hoarding?  Loss of faith in the international stock markets—particularly during the ongoing credit crisis.
  A more specific assessment came from Brad Setser, an international finance analyst at the Council of Foreign Relations.  As Setser put it, “sovereign wealth funds are piling up cash because there has not been a big reward for putting your money to work.”
 
The Road Ahead

     Washington’s efforts to address the immediate economic crisis with an $800-900 billion stimulus package has not put sovereign wealth fund managers at ease.  While few economists debate the need for this stimulus package, there is a growing sense of concern as to the possible long-term consequences associated with borrowing and/or simply printing all this additional money.  The greatest worry?  All of this spending will generate inflation—and devalue the dollar.
   There are, however, those who argue this is not the case.   Jeff Madrick, senior fellow at Schwartz Center for Economic Policy Analysis and author of the November 2008 book The Case for Big Government, contends:  “The recession is already so deep that extra money in the system will not cause inflation in the foreseeable future, or even in the long term," he said. "As the economy tries to recover, there will be too much unemployment and too many unused factories and stores for inflation to accelerate.”

    In any case, as the events of September and October 2008 unfolded a number of acquaintances asked if I would be rewriting my “lessons learned” from a year of studying sovereign wealth funds.  No, I replied, but perhaps there is a need to go back and reconsider the “peril and potential” for America these funds now present.  I’ve done that—and there seems little need for a fundamental rewrite.  I would note, however, that all previous timelines are certainly off the table.  As long as foreign investors believe their money is safest when stowed in U.S. Treasury notes there is no danger of our government running out of cash.  However, when the markets stabilize, we are likely to find ourselves worse, not better off, as a result of this short-term infusion.  Washington’s decision to tackle the credit crisis through a bailout package only means the annual deficit and overall national debt have grown larger.  A prudent international investor will note the U.S. national debt is likely to reach 100% of our gross domestic product (GDP) in 2009—a marked change from the approximately 65% of GDP we reached in 2006. 

    Furthermore, the lack of individual and government savings in this country means all the money Washington has used for bailouts and economic stimulation has to be borrowed from abroad.  (While U.S. consumer savings have now increased,
 the holdings are insufficient to meet our new national debt obligations.)  Capitol Hill appears to have gone in search of a short-term fix—nothing like trying to placate voters right before a national election—with seemingly little thought about what could happen as a result in the coming 2,5 or 10 years.  Over the long term, all this new money is likely to drag down the value of the dollar, increase inflation at home, and encourage Middle East nations to renew efforts to decouple their currencies from a weakened greenback.   Add to this Federal Reserve efforts to prevent or shorten a recession by lowering interest rates, and one has the perfect reason for sovereign wealth funds to seek investment options anywhere but the United States.  On second thought, sovereign wealth funds will come back to shop in America—but it will be to purchase real estate and increasingly larger shares in corporations that have no were else to turn.

    And what about U.S. policy concerning sovereign wealth funds?   Given Wall Street’s plight since September 2008, and the ailing state of America’s largest banks, there now appears little interest in pursuing tougher investment laws that could discourage any potential source of capital.  Recall that in September 2008 Singapore was allowed to purchase a 14% stake in Merrill Lynch and that in October 2008 China was offered the possibility of acquiring a 12.5% share in Blackstone—all without any comment from Congress or the White House.  It seems the current search for cash has overwhelmed all previous laments that America’s national security was on the sales block. Not that this is such a bad thing.  While our economic conditions may prove less than appealing for a potential foreign investor, the decline in threats to impose odious restrictions on their behavior could be a compensatory factor working in our favor.  (One has to wonder when the Europeans will come to a similar conclusion—particularly in light of comments coming from France, Germany, and Italy.)

    Regardless of what Congress and the White House choose to do on the regulatory front, I continue to assert sovereign wealth funds represent the day of reckoning for Washington’s history of poor fiscal management.  The credit crisis of 2008 may serve to delay that reckoning, but it will not halt the bill collector in his tracks.  Unless Americans choose to live within our means, we will remain beholden to investors from abroad.  The current woes Wall Street has brought to our—and their—front doors has likely done little to improve our future ability to continue winning the hearts and minds of these potential   financial suitors.  

    The consequence—while not immediately apparent—will be felt on the domestic and foreign policy fronts.  Eventually, Washington’s dependence on borrowed money is going to risk imposing higher interest costs on all consumers.  The bottom line, federal and state spending is going to have to be reduced.  These cuts may be more palatable once the American electorate understands continued government spending can only occur with significant increases in interest rates—but one has to wonder how many times an elected official has to explain cash is a scarce commodity and “basis points” before this argument wins the day.

    The cost on the foreign policy front is equally formidable.  As the Council on Foreign Relations noted in a September 2008 publication:

The United States shaped global norms—and could use the threat to limit countries’ access to the U.S. financial market to try to shape their behavior.  Today borrowers from around the world looking to raise funds already are traveling to the Gulf States or to China rather than to New York to explore their options.  There is less pressure on other countries to conform to U.S. financial norms—and less scope for the U.S. government to use other countries’ desire to raise funds in the United States to shape their policies.

According to the Council on Foreign Relations the ultimate result of this situation is that, “the United States will have less influence, and non-democratic countries will likely have a much larger voice in global economic governance.”
  I would hasten to add this may already be true about influencing domestic politics abroad.  Polls in China and Russia already indicate a preference for authoritarian regimes that maintain economic growth.  After all, where would you rather live, Singapore or Thailand?  I suspect most Chinese and Russians would choose Singapore.
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