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Financial analysts and the press are virtually unanimous in blaming the central banks and financial intermediaries in the private sector of the Western industrial countries for the current financial turmoil, which may yet cause a recession in the United States and seriously depress economic activity in the rest of the world.

However, there is no mention of the role played by the activities of Sovereign Wealth Funds (SWF).  Additions to the financial asset holdings of these funds have the same effects as fiscal surpluses run by governments.  As such, they reduce the global demand for goods and services by consumers and firms, which then has to be restored through easier monetary policy to maintain economic prosperity.  

The Bank of International Settlements has proposed the creation of more regulation and oversight of financial intermediaries in the private sector and has the support of governments for these policies.  While these proposals are expensive to administer and may stifle competition and innovation, they do nothing to address the fundamental problems caused by the activities of SWFs.

The Financial Stability Forum of the Bank for International Settlements (BIS) in Basel in its Report of April 7, 2008 summarized the dominant views of the causes of the current crisis.  It notes that in the years leading up to the present turmoil, there was “an exceptional boom in credit growth…fed by benign economic and financial conditions, including historically low real interest rates and abundant liquidity”. 

According to the Report, these conditions induced financial intermediaries to engage in damaging policies:  poor underwriting standards, shortcomings in firms’ risk management practices, poor investor due diligence, poor performance of credit rating agencies, weaknesses in disclosure, and weaknesses in regulatory frameworks.  

All of these and more problems arose in the context of financial innovation that involved the creation of new credit instruments, especially the practice of issuing bonds that are backed by claims on bundles of individual mortgages, which channelled very large amounts of funds into the mortgage retail market.

What are SWFs and what do they do?  These funds have come to the attention of the public primarily through their controversial equity investments in Western firms that own large deposits of natural resources, are icons of national identity or provide owners with access to military secrets.  The SWFs also have caught the attention of Western financial intermediaries as the buyers of large amounts of bonds and equities.

The International Monetary Fund (IMF) decided to study SWFs and in February 2008 published a “Work Agenda” to set the stage for a more detailed analysis.  The first item of the agenda is the definition SWFs, which it says are

 “...special purpose public investment funds…that are owned or controlled by the government, and hold, manage or administer assets primarily for medium- to long-term macroeconomic and financial objectives.  The funds are commonly established out of official foreign currency operation, the proceeds of privatizations, fiscal surpluses and/or receipts resulting from commodity exports.  The funds employ a set of investment strategies which include investments in foreign financial assets”.

The owners of the SWFs in fact do not have the expertise to engage in the creation, full ownership and operation of businesses.  They focus on indirect and partial ownership of businesses through the purchase of equity shares and bonds.

SWFs do not publish statistics on the composition and size or their investments and strategies.  For this reason, the IMF relied on a collection of estimates of the size of the funds made by private financial institutions.

The report gives the range of value of the assets held by these funds.  Considering the highest level of estimated holdings on the grounds that they have increased since last compiled and the price of oil have risen since, the oil and gas exporters of the Gulf plus Norway and Russia account together for about $2 trillion of a total of $3 trillion.

Smaller oil and gas producers, including Alberta’s Heritage Savings Trust Fund worth $20 billion, Asian Exporters and Other Countries hold the third trillion dollars.  For unexplained reasons, China is shown to have a SWF of worth only $200 billion, which seems low since its published level of international reserves has been around $1.3 billion.

The exact value of the funds in the SWFs is not essential for this analysis, but to put the IMF estimates into perspective, $ 3.0 trillion in 2006 were about 6.3 percent of world GDP (48.2 trillion US dollars) and 1.6 percent of the value of bonds, equities and bank assets in the world (190.4 trillion US dollars).

Unfortunately, there is no time series on the rate at which the SWFs have accumulated funds in recent years.  However, it is reasonable to suggest that the bulk of the funds owned by the oil and gas exporters were accumulated in recent years when energy prices have been at record levels and China’s export boom and capital inflows resulted in large balance of payments surpluses for that country.  Assuming for illustrative purposes that the stock of assets was accumulated over the last 6 years, the global fiscal surpluses created by the SWFs is about one percent of global national income.

This number may seem small, but then everything is small relative to the size of global national income.  Moreover, what counts, are changes at the margin.  The world economy can be in equilibrium in one year but could be seriously disequilibrated if in the next year an unexpected fiscal surplus reduces aggregate spending by one percent of income.

In the case of individual countries, fiscal surpluses lead to the repurchase of outstanding debt and thus lower interest rates on bonds, which eventually spread throughout the term structure of interest rates, often with the help of the central bank’s expansion of the money supply.

In such a country with a fiscal surplus, the lower interest rates directly induce more borrowing and real spending by firms and consumers.  If the country has a flexible exchange rate, the lower domestic interest rates result in capital outflows and a depreciation of the currency.  The resultant increased exports and lower imports also add to the increase in real spending.

However, these processes leading to higher real spending work only with a lag since it takes time for consumers, firms and the foreign sector to react to the lower interest and exchange rates and increase their demand for real goods and services.  As a result, there tends to be disequilibrium in the short run, which can induce the central bank to lower interest rates too much and thus cause inflation in the longer run.

In the world as a whole, the fiscal surpluses of the SWFs also flow into capital markets and thus result in lower interest rates on bonds and returns to equity.  The real increase in spending needed to keep the world in equilibrium in the short run, however is even more uncertain than it is in the case of individual countries.

For one, there is no flexible exchange rate than can depreciate and increase real spending through the foreign sector.  More important, there is not one central bank to increase the money supply and lower the global interest rate structure.  Instead, at present only the European Central Bank and the US Federal Reserve have the resources and credibility to do so.

The European Central Bank’s policy was dominated by the desire to maintain price stability threatened by rising energy prices just when the SWFs added so much to their financial holdings.  The ECB therefore did not lower interest rates as required to offset the fiscal surpluses of the SWFs.

As a result, the US Fed was saddled with the entire burden of creating real demand.  While the fiscal deficit of the federal government helped, the Fed lowered interest rates substantially and created what the BIS report quoted above described as “an exceptional boom in credit growth…fed by benign economic and financial conditions, including historically low real interest rates and abundant liquidity”. 

These low interest rates were also consistent with the desire to deal with the fall-out of the high-tech bust in 2001-2002, but if the main thesis of this study is correct, the desire to offset the fiscal surpluses of the SWFs and the lag in the increase in real expenditures caused the Fed to lower them more than would have been the case otherwise.

One important reason why lower interest rates had a sluggish effect on real investment in the US was that its profitability had been reduced and risks had increased as a result of the massive imports of manufactures from China.

So this left US consumers as the main source for the increased real spending.  The story is well known on how this worked.  

Funds flowed into the mortgage market, lowered borrowing costs and resulted in an unprecedented housing boom, all with the help of financial innovations and lending practices that are now blamed for some of the financial turmoil.  

The boom involved not only real spending increases through the construction of new homes, it also caused many consumers to use higher house prices to take on second mortgages, the proceeds of which were used to increase real consumption spending.

Of course, like all booms, this one had to end.  To find enough borrowers, mortgages were issued to persons with increasingly worse credit ratings.  As was predictable, eventually substantial numbers of these high-risk borrowers defaulted on their mortgages.  These defaults set off a vicious circle of falling house prices, more defaults and higher interest rates as financial intermediaries demanded compensation for the higher risk of their mortgage portfolios.

The purpose of this analysis is not to discuss the development of the present turmoil, but to suggest that its ultimate cause has been the fiscal surpluses of the SWFs.  These surpluses would have brought financial turmoil and threatened global prosperity earlier and more seriously if the US Fed and the financial intermediaries had not followed the policies that are now being criticized and will lead to new sets of costly regulations.

In an historic context, the developments analyzed here parallel those found during the first energy crisis in the 1970s, when oil exporters also ran large fiscal surpluses.  These funds were placed with banks, which lent most of them to the governments of developing countries.  The financial turmoil of the 1980s was largely due to the defaults of these loans to developing countries.

In that instance, just as is the case presently, much blame for the crisis was put onto the behaviour of banks.  The response of governments was to initiate more costly bank regulation, a policy now to be repeated and likely to fail again in the future.  

In the light of the present analysis, retrospectively not enough attention had been put on the role played by the fiscal surpluses themselves.  If such attention had been forthcoming, the world would have been prepared better to deal with the resurgence of fiscal surpluses by what is now known as SWFs that led to the present turmoil.  

What should have been done in the 1980s and can and should be done to get the world out of the present turmoil and prevent it in the future?  The answer to this question is particularly urgent because of the persistence, if not continued increases, in the high prices of oil and gas, which threaten to lead to more fiscal surpluses of the SWFs while there appears little indication that the Chinese balance of payments surpluses will diminish soon.

The simplest solution to the problem would be an end to the fiscal surpluses of the SWFs.  This solution is not likely because of the high and growing global demand for energy and as long as the Fed keeps interest rates low to maintain real consumer and investment borrowing and spending to match the surpluses.

However, if for some reason, the Fed stopped this low interest rate policy, the resultant downturn in the US and global economy would reduce the demand for energy and increase supplies and thus slow or even end the additions to the SWFs funds.  This process might be reinforced by the effect of high prices on demand and supply of energy.  Through time, consumers will change their behaviour and use less energy while new energy supplies are developed and applied.

The global recession accompanying such a solution to the problem of fiscal surpluses would be costly in terms of unemployment, lost output and effects on the poor of the world.  For this reason, it would be preferable to find an alternative solution.

This solution basically requires higher real expenditures in the world.  The route to this higher spending is through lower interest rates in all countries, not just the United States and can be achieved through a coordinated lowering of interest rates by the Fed, ECB, Bank of England, Bank of Japan and other smaller central banks, like the Bank of Canada and Sweden.

This coordinated global reduction in interest rates is superior over the past reduction focused on US rates alone.  The absolute reduction in the interest rate would be less and the kind of market distortions that were caused by the mortgage market developments in the United States would be avoided. 

There are two other advantages to such coordination.  The increased investment induced by the lower costs of capital would raise productivity and incomes globally, financed in effect by the surpluses of the SWFs.  It would also end the high value of the Euro against the US dollar, which in recent years has been caused in large part by the high interest rates in Europe and low interest rates in North America.

It will not be easy to reach agreement among the relevant central banks for a coordinated lowering of interest rates, just when higher energy prices have begun to affect production costs throughout the economies and have raised the risk of growing inflation.  The banks in each of their jurisdictions face different challenges in the application of monetary policies and have to reach a delicate balance between the national and global interest.

In conclusion it might be useful to consider a radical solution to the problem, the creation of a global currency, as has been proposed by Robert Mundell and others.  This global currency would bring a range of other benefits, such as the elimination of the present, costly fluctuations in the exchange rates between major countries, the lowering of transactions costs for commerce and the reduction of exchange risk premia that now plague the cost of capital in developing countries.  

The case for such a global currency is strengthened by the realization that it would help prevent the development of financial turmoil of the sort besetting the world today and that it would make it easier to deal with the consequences stemming from the future growth in the financial holdings of SWFs.
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