Majority of SWFs are passive, and patient, investors
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Sir, Nicolas Sarkozy’s suggestion that European nations establish sovereign wealth funds (Report, October 22) is a reflection of growing protectionist tendencies in Europe. In August, Germany enacted legislation that allows the authorities to review and prohibit a non-European Union investor from acquiring German companies “on grounds of public policy or public security”. Italy is opposed to SWFs owning more than 5 per cent in any domestic company (report, October 22). Some European governments are also considering the use of “golden shares”.

However, the objective conditions for establishing SWFs are squarely missing in Europe. The funds are set up to manage surplus foreign exchange reserves and revenues. The east Asian and Middle East countries established them on the basis of higher current account surpluses and strong commodity exports. Unlike China and Singapore, the majority of European countries are running current account deficits. This includes the UK, Italy, Spain and most countries of central and eastern Europe. Countries such as Italy, Hungary and Romania are also running large fiscal deficits. Unlike the Middle East, most European countries do not have any dominant exportable commodity (such as oil or gas) so as to generate significant surpluses.

Much of the paranoia in Europe over SWFs is based on false assumptions. To date, not a single incident of SWFs destabilising financial markets or pursuing strategic policy objectives has come to public notice. The overwhelming majority of sovereign funds are passive investors. The bulk of their money is invested in fixed-income instruments such as government and agency bonds. The foreign direct investment component of their total investments was a mere 0.2 per cent of assets in 2007.

In rare cases where SWFs undertake direct investments, they do not seek controlling interests. Even the direct investments in the ailing US and European banks during 2007-08 are minor in ownership with no special rights or board representation. Since SWFs have no explicit liabilities, they are patient investors with long-term investment horizons. Nor are SWFs prone to withdrawals by investors that could force them to liquidate their market positions quickly.

Given stable funding sources, SWFs could act as counter-cyclical investors as witnessed during the current credit crisis. If protectionist sentiments gather momentum in Europe (and the US), the SWFs could move to debt and equity markets in emerging Asia.
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