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governments do not have to explain why domestic spending and in-
vestment have been held down to maintain large external surpluses.
India, for example, would likely face more difficulty than China has if it
opted to sell government bonds to finance a sovereign fund that in-
vests abroad. Influential voices would argue that those funds should be
invested in improving India’s own infrastructure.#® Moreover, auto-
cratic governments have a strong incentive to “over-insure” against
financial crises that might make them subject to IMF—or G7—
conditionality.

Figure 9: Growth Foreign Assets of Democratic Relative to

Authoritarian Governments
Rolling 4" Quarter Sums, $billion

Source: National data (foreign exchange reserves) and author’s estimates (Gulf SWFs, CIC).

One perverse result: democratic change in countries with a large
stock of U.S. assets could be a threat to U.S. financial stability. A more
democratic Gulf region almost certainly would be far less willing to
hold U.S. assets—whether because of concerns about the risk of finan-
cial losses, concerns about financing American foreign policy in the
Middle East, or a desire to spend more at home. A more democratic
China would face similar pressures. A large gap between a country’s
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portfolio and the portfolio that a majority of its citizens would prefer is
itself a risk.

The United States’ growing debts and ongoing need for external fi-
nancing are not just a potential financial vulnerability. They also have
reduced the United States’ ability to use its own financial power to
shape other countries’ policies—what might be called “soft” financial
power. After World War II (if not before), financial globalization often
meant financial Americanization. Foreign borrowers looking to raise
funds tended to issue bonds denominated in dollars, made use of New
York law, and met the Securities and Exchange Commission’s stan-
dards for disclosure. The United States shaped global norms—and
could use the threat to limit countries’ access to the U.S. financial mar-
ket 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 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. It is likely to be
hard for a large net borrower to implement effective financial sanc-
tions>’; no one relies on it for financing.

The U.S. government’s greatest source of financial leverage histori-
cally has been its ability to determine the conditions for helping coun-
tries facing financial trouble. So long as Europe and Japan coordinated
policy through the G7 and preferred to lend together through the IMF
rather than lend bilaterally, an emerging economy had to choose be-
tween no finance or finance on the IMF’s terms. Troubled countries
could not play rival sources of financing against each other in a quest
for easier terms. That is why the United States sought to prevent the
formation of a Japanese-led Asian Monetary Fund that offered an al-
ternative to the IMF during the Asian crisis. China, incidentally, sup-
ported the United States: it feared cementing Japanese leadership of a
pan-Asian financial institution more than it disliked the IMF’s crisis
management. Today, emerging economies like China, Russia, India,
Saudi Arabia, Korea, and even Brazil not only do not need the IMF;
they increasingly are in a position to compete with it. Saudi Arabia
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already backstops Lebanon. Venezuela helped Argentina repay the
IMF. Chinese development financing provides an alternative to World
Bank lending. Asia is exploring the creation of a reserve pool that
could serve as a precursor to a regional monetary fund. If a small
emerging economy got into trouble now, it undoubtedly would seek
regional financing on more generous terms than those offered by the
IMF. The likely result: the United States will have less influence, and
non-democratic countries will have a much larger voice in global eco-
nomic governance.

During the Cold War, the two sides had to accept constraints on
their actions in order to maintain the stability of the balance of nuclear
terror. So far, maintaining the stability of what former Treasury secre-
tary Lawrence Summers memorably called the balance of financial
terror has constrained the creditors far more obviously than the deb-
tors.>! China has had to direct a large share of its savings abroad and
accept a negative real return on its external assets. The Gulf countries
have kept a far higher share of their rising portfolios in dollars than
warranted by their trade with the United States even as the dollar’s
global purchasing power has declined. The United States has had to
keep its markets open to the world’s goods and accept a rise in its ex-
ternal debt. It has not, however, had to adjust its foreign policy to
match the preferences of its creditors.

This could change. Holders of U.S. debt would not need to pressure
the United States overtly: American policymakers could simply refrain
from adopting positions likely to antagonize important creditors.>2
The high cost of a catastrophic failure of the existing system means
that scenarios that hinge on subtle forms of pressure are more credible
than scenarios that hinge on overt threats. A rise in Sino-American
tension over Taiwan might be associated with a rise in Treasury rates.
Small Chinese sales—or cessation of new purchases—could prompt a
major adjustment, as markets anticipate larger sales in the future. A
serious confrontation in the UN might prompt similar worries. U.S.
policymakers would—like British policymakers in the 1950s—worry
that other governments were trying to move the market against the
United States. Jonathan Kirshner has warned that the United States
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could “find itself uncharacteristically under financial stress during cru-
cial moments of international political confrontation.” The costs asso-
ciated with a policy course that a major U.S. creditor opposed would
rise—particularly if friendly countries responded by taking steps to
protect their own portfolio against downside risks rather than coming
to the United States’ aid.
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Recommendations

The economic weight of China, India, Russia, Brazil, the Gulf states,
and other emerging economies is likely to rise in the twenty-first cen-
tury. Even if China’s growth slows from its current pace, China is like-
ly to replace the United States as the world’s largest economy within
the next twenty-five years—or, from China’s point of view, China is
poised to regain its historic position of preeminence after a temporary
absence. The small economic size of China and India relative to the
United States and Europe for much of the twentieth century is likely to
have been an aberration.

This shift on its own would imply large changes in the global econ-
omy and in the institutions of global economic governance. Right now,
though, the rise in the relative economic importance of these new ac-
tors is accompanied by two other major changes: emerging economies
have become large net creditors and governments have displaced pri-
vate financial institutions as the crucial drivers of financial globaliza-
tion. The increase in the foreign assets of the emerging world’s gov-
ernments in 2008 could top $1.5 trillion, accounting for the entire net
flow of funds from the emerging world to the United States and Eu-
rope. Three countries—China, Russia, and Saudi Arabia—will likely
account for over $1 trillion of the increase. This government-driven
capital flow reflects policy choices, not the natural evolution of the
global economy. China’s large population suggests that China should
be among the world’s largest economies; it does not suggest that Chi-
na’s government should be the largest source of credit to the United
States.

The United States’ heavy reliance on ongoing financing from a li-
mited number of governments—several of whom do not share U.S.
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democratic values—is a strategic vulnerability. This does not mean
foreign creditors are certain or even likely to use their financial assets
as a weapon. It does mean that they could do so if they want. Just as the
Pentagon prepares against threats that are not certain to materialize,
the United States should act to insulate itself from the possibility that a
foreign government may opt to reduce its purchases of dollar assets,
whether in reaction to a U.S. policy decision or as a byproduct of polit-
ical change. The magnitude of U.S. reliance on financing from foreign
governments is such that a cessation of this flow could administer a
shock to the U.S. economy akin to the recent subprime credit crisis.

To reduce this vulnerability, the United States should aim to bring
the U.S. external deficit down to a level that can be financed more rea-
dily by private demand. But in the absence of a crisis, the United States’
need for external financing won’t disappear all that quickly—and the
United States will need to navigate through a period where its financial
stability will depend on the willingness of foreign governments to add
additional U.S. stocks and bonds to their already large portfolios. Dur-
ing the subprime crisis, financial firms learned that it is better to secure
access to liquidity before it is really needed. The U.S. government
should take note. The United States’ foreign exchange reserves have
not kept pace with the growth in the U.S. economy, let alone the
growth in the U.S. external debt. They should be increased. The United
States has managed to limit its own reserve holdings in part because
the Fed has swap lines with foreign central banks that allow the United
States to borrow foreign exchange by posting dollars as collateral. The
United States should review these lines to see if they could also be
drawn upon in the event that a political crisis morphs into a financial
crisis.

As part of its review of the United States’ financial defenses, the
next U.S. administration should also initiate a dialogue with important
U.S. allies to review potential joint responses to a sudden shift in the
financial portfolio of a major U.S. creditor. Any attempt by one major
U.S. creditor to engineer a dollar crisis would give a host of other
countries leverage: other countries could either add to the pressure on
the United States by trying to reduce their dollar holdings, or step in
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and provide the United States with support. In the absence of a pre-
viously negotiated commitment, other central banks might opt to
sell—not out of a desire to put pressure on the United States, but ra-
ther out of a desire to protect the value of their reserves. U.S. allies
have an incentive to respond favorably to U.S. diplomacy on this issue.
Large dollar sales are not just a threat to the United States. They are a
threat to all holding dollar-denominated assets—and to European
countries that have an interest in avoiding unwelcome upward pres-
sure on the euro.

If large emerging economies made greater use of multilateral insti-
tutions—the IMF and World Bank as well as the Bank for Internation-
al Settlements—to invest their excess reserves, the risk that a creditor
might initiate a sudden and disruptive portfolio adjustment would fall.
There are, of course, limits on the volume of reserves emerging mar-
kets are willing to hand over to multilateral institutions. But they might
hand over some—in part to avoid the political difficulties associated
with investing in risky assets themselves—and in the process give the
international financial institutions a new mission. Right now the IMF’s
formula for calculating a member’s voting weight includes the coun-
try’s total reserves. That rewards, in some very small way, excessive
reserve accumulation. To increase the incentives for multilateral man-
agement, the formulas used to assess IMF and World Bank voting
weights could be adjusted to only count those reserves managed multi-
laterally.>3 These changes should be viewed as a complement—not as a
substitute—for ongoing efforts to give emerging market economies a
greater voice in the governance of the existing multilateral institutions.
Even if China’s reserves are not counted, its economic size warrants a
bigger vote.

In the long run, though, the United States needs to reduce its vulne-
rability, not just manage it. The United States’ current reliance on oth-
er governments for financing reflects the United States’ own policy
choices—notably its fiscal deficit, ongoing subsidies for household
borrowing, and limited energy taxes. But it also reflects the policy
choices of other countries. That complicates the challenge. The United
States cannot prevent emerging economies from intervening in the
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foreign exchange market to keep their currencies from appreciating, or
from adopting policies that restrict their domestic demand growth in
order to avoid overheating in the face of an undervalued exchange rate.
It cannot decide whether or not an oil-exporting economy limits do-
mestic spending and investment in order to build up its already consi-
derable foreign assets. Yet all these policies shape the size of the
emerging world’s surplus, the pace of growth in the emerging world’s
foreign exchange reserves, the availability (and price) of dollar credit to
the U.S. economy, and ultimately the size of the U.S. deficit.

The United States cannot force other countries to change their poli-
cies, but it should try to catalyze policy changes in its creditors that
would facilitate a global adjustment. For example, rather than encour-
aging oil-exporting countries to build up assets in sovereign wealth
funds, the United States should encourage the oil-exporting econo-
mies to use surplus oil revenues to pay a variable “oil dividend” to all its
citizens. The United States should also encourage a new multilateral
push for greater exchange rate adjustment in the world’s large creditor
countries. The IMF recently noted that there has not been a significant
broad-based appreciation of the currencies of those countries with the
largest current account surpluses. This is a major change from the
1980s. Undervalued exchange rates do not simply contribute to large
current account surpluses. They also reduce the incentive for private
investors in the country with an undervalued exchange rate to hold
foreign claims, concentrating the management of the emerging world’s
surplus savings in state hands. The United States should indicate—
with European support, if possible—that ongoing intervention in the
foreign exchange market by countries with large current account sur-
pluses violates their commitments under the IMF’s Articles of Agree-
ment. The credibility of a U.S. call for the IMF to initiate special con-
sultations with China over its exchange rate regime would be en-
hanced if it also supported exchange rate adjustment in the Gulf states.

To date, the purchase of U.S. equities by sovereign wealth funds has
been small relative to purchases of U.S. bonds by central banks. It is
possible—though not certain—that this could change: The sale of U.S.
equities to emerging market sovereign wealth funds, or the purchase of
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U.S. companies by state-owned firms with access to cheap financing
from their governments, could become the dominant means of financ-
ing the U.S. external deficit. Existing U.S. policies are designed to pre-
vent foreign investors—including sovereign investors—from buying
assets that would jeopardize U.S. national security. These policies do
not address the full range of issues raised by the development of sove-
reign wealth funds and growing external investment of state firms. The
absence of transparency from sovereign funds—several of which do
not disclose their size, let alone the broad contours of their portfo-
lios—could make it harder to evaluate how sovereign investors are
influencing global markets. The United States and most European
countries (Norway is the obvious exception) do not have sovereign
funds of their own and consequently have difficulty leading by their
own example—though state pension funds in the United States and
Europe typically do disclose both their external fund managers and,
with a lag, their main holdings.>* The United States should encourage
sovereign investors—aggressive central banks as well as sovereign
funds—to meet a similar standard. If agreement on such a standard
proves elusive, the United States could consider requiring the disclo-
sure of sovereign holdings in a U.S. company that exceed 1 percent of
the company’s market capitalization. This would help outside observ-
ers to assess how—if at all—sovereign investors are influencing the
companies in which they have invested, as well as allow more accurate
analysis of how the investment choices of sovereign funds and central
banks are influencing a host of markets. Such a shift would no doubt
cause discomfort for some existing sovereign funds. However, global
norms should evolve along with the size of sovereign investors—and
their growing potential to influence (and distort) markets.

The steps the United States can take on its own to reduce its need
for external financing are well known. The U.S. fiscal deficit is rising
with the U.S. slowdown. However, it is still not all that large relative to
the fiscal deficits of many other countries. But that is the wrong metric.
It is large relative to the United States’ very low level of private savings.
Restoring balance to the federal budget does not imply abandoning
countercyclical fiscal policy, only reducing the average fiscal deficit
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over the economic cycle. Recent estimates>> suggest that cutting the
fiscal deficit by a dollar increases national savings by between twenty
and forty cents. Steps to encourage more private savings—for exam-
ple, making enrollment in 401 (k) plans the default for workers who do
not opt out—are important, but their impact is likely to be more mod-
est.

The United States could also do more to reduce its demand for
energy, including imported energy. The United States’ petroleum defi-
cit now significantly exceeds its non-petroleum deficit. Policies—such
as taxes on energy consumption—that reduce U.S. energy demand
would tend to take pressure off global markets. Policies that increase
U.S. supply could have a similar impact on prices once the new supply
comes online, though they would not yield the same environmental
benefits. If the United States succeeded in bringing down the world
market price for energy, the savings surplus of the emerging world
would likely fall along with the U.S. deficit: oil-exporting economies
would be likely to scale back the growth of their central bank reserves
and sovereign funds rather than scale back their own spending. That
would contribute to global adjustment on both sides of the ledger: sur-
pluses abroad would fall alongside the U.S. deficit.
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Conclusion

While the United States’ existing external debts will not go away, poli-
cies could be put in place to slow their growth. A more financially ba-
lanced world—one where the United States runs smaller deficits and
large emerging economies run smaller surpluses—is possible. The U.S.
need for external financing reduces its resilience to a host of shocks,
political as well as economic. The recent subprime crisis was triggered
by a fall in private demand for risky housing debt, not a fall in central
bank demand for dollars. It nonetheless highlights the risk associated
with ignoring latent vulnerabilities. The United States has run a cur-
rent account deficit for some time. But never in the past has the growth
in the foreign assets of other governments been so central to the fi-
nancing of such a large deficit. Reducing the United States’ current
reliance on foreign governments to finance its deficit should be an im-
portant priority for the next president.
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