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Abstract:

The emergence of Sovereign Wealth Funds (SWFs)sanie spectacular investments of
these funds in recent years have caused wides@ttadtion on international financial
markets. Most SWFs are domiciled in Arabian coestriEast Asia and Russia. Their low
transparency led to concerns that SWFs could timaainal security and the economic order
of industrialised countries. This paper descrilies growth and the investment strategy of
SWEFs, the impact of their investments on host anekgting countries as well as policy
reactions of selected countries. Several internatiorganisations (European Union, OECD,
the IMF together with the International Working @poof Sovereign Funds) have already
undertaken initiatives that will help to improvestlransparency and accountability of SWFs
and to develop best practices for investing coastias well as for recipient countries.
National policy reactions of several host countrig® the tightening of rules for cross-border
investments in the United States and in Germanye Wesrefore rather counterproductive.

Keywords: Sovereign Wealth Funds, internationarficial markets, government policy,

regulation
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Deutscher Abstract:

Das Wachstum und eine Reihe von spektakularen titeegn von Sovereign Wealth Funds
(SWFs) haben in den letzten beiden Jahren auf mtennationalen Finanzmarkten fir viel
Aufsehen gesorgt. Aufgrund der geringen Transpaxesler SWFs gab es Beflrchtungen,
dass diese Fonds, die Uberwiegend in arabischemeb@nOstasien und Russland angesiedelt
sind, eine Bedrohung fir die nationale Sicherheitd udas Wirtschaftssystem von
Industriestaaten sein konnten. In dem vorliegenBeitrag werden das Wachstum und die
Anlagestrategie von SWFs, die Auswirkungen ihrevestitionen auf Empfanger- und
Geberlander sowie die Politikmalinahmen der betreffeLander beschrieben. Es zeigt sich,
dass die nationalen Reaktionen der Empfangerlarmen Beispiel die Verscharfung der
Regelungen fir grenzuberschreitende Investitionan den Vereinigten Staaten und
Deutschland, wahrscheinlich zu weit gingen, zumdlsapranationaler Ebene (Européische
Union, OECD und IWF zusammen mit einer Arbeitsgeigpn SWFs) bereits Initiativen auf
den Weg gebracht wurden, die zu einer verantwosuwien und transparenteren Politik der
SWFs wie auch der Empfangerlander von Investitidretragen.



Sovereign Wealth Funds — Size, Economic Effects aftblicy Reactions

1. Introduction

In 2007 Sovereign Wealth Funds (SWFs) entered ttmmamic and political scene. For
several decades these funds were largely unndbgedwide public. Rapid growth in recent
years - fuelled by strongly rising commodity pricasd large current account surpluses of
several emerging market economies - and some spédantaross-border investments brought
them into the spotlight of the media around thébgldNithin months countless articles in the

financial press were released that dealt with the phenomenoh.

Immediately, a heavy public debate about the effeétSWFs arose. Some commentators
welcomed SWFs as a new kind of long-term and statlestors. Their large scale
investments in distressed American and Europeamdial institutions in the past 18 months
were connected with the hope that SWFs can satalgimancial markets - what they did not
and could not. On the other extreme SWFs werentetaously identified as a major threat
for national security and the economic order of Wiescountries - what they strongly denied.
Nevertheless, the rise of SWFs provoked unusualigkgand harsh policy reactions. Many
recipient countries tightened their investment mezg whereas international institutions tried
to stipulate best practices for SWFs and targentims to prevent a renewed wave of

protectionism on international capital markets.

There is still a lot of confusion about SWFs. Tarticle tries to summarize what is known
about SWFs and how recipient countries, internatiarganisations and home countries
reacted to SWF investments. Section 2 defines S&Bsdescribes their size and investment
strategy. Section 3 analyzes the possible impac&WFs on financial markets, home and
target economies. Policy reactions of recipient iandsting countries are reviewed in section

4. Section 5 concludes.

2 with 3 million Google hits in mid December 200@ tierm “Sovereign Wealth Fund” beat “Boris Beck@r7
million), the global sports icon.
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2. Definition, Size and Investment Strategy of Soveign Wealth Funds

2.1. What are Sovereign Wealth Funds and how do tlearise?

There is no widely accepted definition of “SovereMyealth Funds” — a term that was used
first only three years ago by Razanov (2005). Baistminstitutions and researchers have
agreed on some common characteristics of thesesfuSdWFs are state-owned special
investment funds that invest in foreign curren@es are separately managed from foreign
exchange reserves of the central bank. They hawa waly limited liabilities and therefore
differ from sovereign pension funds. SWFs undertbkeg-term investments in search of
commercial returns but they are not operating stateed companies (Beck and Fidora, 2008,
p. 6, Fotak et al., 2008, p. 4).

Based on their objectives the IMF (2008a) distispes five types of SWFs: (1) stabilization
funds whose primary objective is the stabilizatddrgovernment and export revenues against
oil and other commodity price swings; (2) savingsds which aim to accumulate savings for
future generations or other longer-term objectivgsonverting non-renewable assets into a
more diversified portfolio of assets to avoid a @udisease effect; (3) reserve investment
corporations that are established to increaseetuerr on currency reserves that are separated
from official reserves; (4) development funds tipmomote industrial policies or socio-
economic projects in order to raise the potentigpot of the home economy; (5) contingent

pension reserve funds which provide for unspecifiedsion liabilities of the government.

Most SWFs are either commodity based or non-comindidised. Commodity based funds
are earning money directly through receipts froomewdity exports or through taxes by the
government. Resource-rich countries mainly from Middle East as well as from Norway
and Russia have established such funds. Non-contyrioatids are financed by a transfer of
official foreign exchange reserves by the centealko These reserves are being accumulated
in excess of what is needed for intervention oabed of payments purposes. The source of
reserve accumulation is often the result of highresu account surpluses and inflexible
exchange rate regimes (Beck and Fidora, 2008,)pMafst of these funds are based in East

Asia.

® The IMF Committee on Balance of Payments is waykin a precise and operational definition of SWFs.
* For an overview of different definitions of SWFg fovernment organizations, investment banks, fEiva
research organizations and international orgamiratsee GAO, 2007, p. 46.
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2.2. How big are SWFs and how strong will they grown the future?

As many SWFs do not publish data on their size dunel to different definitions there is a
wide range of uncertainty with respect to the nundrel size of existing SWEsThere are
more than 50 such funds in more than 40 countklest of them have unique characteristics
so “there is no such thing as an average SWF” (&wast, 2008b, p. 2). Some funds are new
(like the China Investment Corporation which watslelished in 2007), some are very old (as
Kuwait Investment Authority, founded in 1953). Sor8&/Fs are very big (Abu Dhabi
Investment Authority with assets of more than $60on) and some are very small in size
(Sao Tome and Principe with assets of $20 milli@gme are passive investors, while others

are active investors (like Temasek Holdings).

Sovereign Wealth Funds have grown tremendouslyeaent years. Their growth reflects
rising oil and non-oil commodity prices and fasbwing current account surpluses of home
countries. According to different estimates SWFsets could have reached roughly $3.5
trillion at the end of 2007 compared to an estima#@.5 trillion in 1990. A list of 20 SWFs
with an estimated fund volume of more than $20dilleach in 2007/2008 can be found in
table 1. Table 1 contains the size of the fundsirtbrigin (commodity or non-commodity
based), as well as the year of their inceptidine ten largest funds combined have a volume
of $2.6 trillion or 70% of the total value of assef SWFs. During 2008 SWFs were similarly
hit by the financial market crisis like other largeset funds. According to estimates of the
Deutsche Bank the value of the assets of SWFs duaé fallen by nearly 17% during the
past 12 months until the end of the third quarfe20®8 (FAZ 2008).

® Several institutions and other researchers habéstied various lists of SWFs and have estimatedatisets of
SWFs. These lists are not congruent as differefimidens were used. Sometimes the names of var@s-s
contribute to a lack of clarity. For example, sofueds’ names include “pension” but they do not aperas
pension funds (GAO, 2008, p. 46).

® Here we follow most commentators that include Nay\s Government Pension Plan into the SWF category
because of its size, its unusual global assetatimt and its focus on profitability.
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The world's largest Sovereign Wealth Funds 2007/08

Table 1

Country Fund name C = Commodity Size Year
N = Non-Commodity (% billion) of inception
UAE (Abu Dhabi) Abu Dhabi Investment Authority (AD)A C 625-875 1976
Norway Government Pension Fund Global (GPFC) C 372 1994
Saudi-Arabia SAMA C 300 1952
Singapore Government Investment Corporation (GIC) N 5-230 1981
Kuwait Kuwait Investment Authority (KIA) C 213-250 1953
China China Investment Corporation (CIC) N 200 2007
Hongkong (China) Exchange Fund Investment Portfolio N 186 1998
Russia Reserve Fund C 130 2008
Singapore Temasek Holdings N 108 1974
UAE (Dubai) Investment Corporation of Dubai C 82 2006
Australia Australian Government Future Fund N 58 2006
Qatar Qatar Investment Authority C 40-60 2005
Libya Libya Investment Authority C 50 2007
Algeria Revenue Regulation Fund C 46 2000
USA (Alaska) Alaska Permanent Fund C 38 1976
Brunei Brunei Investment Agency C 30-35 1983
Russia National Wealth Fund C 33 2008
Kazakhstan National Fund C 26 2000
South-Korea Korea Investment Corporation N 20 2005
Venezuela National Development Fund C 21 2005

* Sources: United States Government Accountab@iffice (2008) and various financial institutions.

In recent years many countries increasingly shifteskts from currency reserve holdings into
SWEFs so that their assets rose to approximately @B¥teir foreign exchange reserves (Beck
and Fidora 2008). Several countries started earlyansfer reserves to SWFs. The United
Arabian Emirates (UAE), Norway, Singapore and Kuwgiur of the largest SWF holders,
have estimated combined assets in SWFs of $1I®rrilcompared to official foreign
exchange reserves of less than $200 billion. CanthRussia were latecomers in this respect.
Only recently they started to transfer currencyeress to SWFs. Therefore their official
reserves of approximately $2 trillion are stilliBws higher than their assets in SWFs. The
widespread fear in many industrialised countriemrag SWFs is caused by the expectation of
a massive increase of the volume of Chinese andi&usSWFs that could give them the
power to shop around in the Western corporate secto

SWFs are expected to continue to grow strongly aminog years but estimates of the
prospective growth of SWFs differ in a wide range.spring 2008 the IMF projected a
growth of SWFs to $6-10 trillion by 2013 (IMF 20Q8ahich would mean more than a
doubling of SWFs funds volume within the next fixgars. Several financial institutions were

even more optimistic with estimates ranging fron®-32 trillion until 2011-2013 (Johnson,
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2007, and Jen, 2007). The forecasts on the grow8MWa-s crucially depend on the future
development of oil prices and current account sisgs of emerging economies in East Asia.
The financial market crisis and its negative efeah oil prices and export expectations of
many countries had slowed down the expected groWBWFs. Nevertheless, SWFs will still

grow further and could exceed official currencyer@es within the next five years.

2.3. How do SWFs invest and why do they raise comos in host countries?

In the past most SWFs did not disclose their assadsinvestment strategies. As far as it is
known the majority of SWFs followed a rather comséve investment strategy and
concentrated their assets in fixed income. Largeestments in publicly listed equities or in
alternative asset classes were not widespread. SkéFsfore remained relatively unknown
for a wider public until mid of this decade. In e&t years and pushed by strongly rising fund

volumes SWFs began to diversify their assets.

As some SWEFs started to disclose their investmeméscan draw a clearer picture of their
behaviour and strategy even if much remains inddwé (see section 3). SWFs are a very
heterogeneous group of investors. Their assetaitot reflects their different objectives.
Some SWFs invest solely in publicly-listed asséisnfls and equities) while others invest
across all major asset classes including altermativestments like private equity, real estate
and emerging market investments. SWFs assets enefdhe more diversified than traditional
reserve holdings and are comparable to privatet asaragers, in particular mutual funds
(IMF 2008a, p. 9, Beck and Fidora 2008, p. 12).

According to a survey of the International Worki@goup of SWFs (IWG) one can classify
the investment behaviour of SWFs into two groupse @roup of SWFs, mostly those that are
not separate legal entities, still have relativiehditional asset allocations — often limited to
highly rated government securities - and only a éwhese funds are investing in equity and
taking on more credit risk (IWG 2008a, p. 15). Tdiher group uses different asset classes
whereby the share of the selected assets in tla woiume of their portfolio varies
considerably: equity (40-70%), fixed income (13-40fwivate equity (4-10%), real estate (8-

10%), infrastructure (2-5%) and commodities (2-5%).

Most cross-border equity investments of SWFs amtf@m investments that are driven by

longer-term return motivations. The majority of S8Vprefer smaller equity stakes of less
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than 10% or even less than 5% to diversify riskesMSWFs do not seek control of the
targeted companies for different reasons. Often tlom’t have the expertise or knowledge to
run a company. Sometimes they don’t want to beereed by government institutions of the
recipient countries. Several transactions are knewkere SWFs abandoned voting rights
when they had acquired larger stakes. Funds ligeNibrwegian “Government Pension Fund
— Global” explicitly limit their investments in ey stakes to 5%. Since 2007 there was a
wave of cross-border portfolio investments of SWisiinly in the financial sector of the

United States and Europe. SWFs investments in tn8&ates and European financial

institutions in 2007 and in the first half of 20@ounted to $92 billion. These investments
led to increased concentration risks in SWFs pliodsqDeutsche Bank Research 2008, p. 8).

Table 2

Major cross-border equity investments of SWFs in tle financial sector
2007 - 2008, 1st quarter

Transaction value
Acquired company SWF $ billion in % of firm valug
UBS GIC (Singapore) 9.8 8.6
Citigroup ADIA (Abu Dhabi) 7.6 4.9
Citigroup GIC (Singapore) 6.9 4.4
Morgan Stanley CIC (China) 5.0 9.9
Merril Lynch Temasek (Singapore) 5.0 11.3
Merril Lynch KIA (Kuwait) 3.4 7.0
Barclays China Development Bank 3.0 3.1
Blackstone CIC (China) 3.0 10.0
London Stock Exchange Investment Corporation (Dubpi) 3.0 28.0
Merril Lynch KIC (Kuwait) 2.0 4.3
Barclays Temasek (Singapore) 2.0 1.8
London Stock Exchange Qatar Investment Authority| 2.0 0.02
Standard Chartered Temasek (Singapore) 2.0 54

Source: ECB (2008), p. 11

A relatively new phenomenon is the growing intexsBWFs in investments in larger equity
stakes that give them the opportunity to exert rbrdf the target countries. Foreign direct
investment (FDI) in the form of cross-border M&AE SWFs provoked fears that SWFs not
only will follow economic but also political andrategic goals. FDI of SWFs is still very low
compared to FDI of strategic investors and privageity and hedge funds. But the number of
cross-border M&A deals recently increased stronfytym only 1 in 1987 to 20 in 2005, and
30 in 2007. During the past three years from 2006/2FDI of SWFs amounted to $31
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billion compared to only $8 billion during the pedifrom 1987 to 2004. Ten of the largest
FDI cases of SWFs can be found in table 3. Unctddtabase of SWFs cross-border M&As
shows that FDI by SWFs is largely concentratedames sectors and regions. About three
guarters of SWFs investments were made in devela@oechtries, mainly in the United

Kingdom, the United States and Germany. A spef#fature of these investments has been
their concentration in business services (24%) wamich less going to the primary and

manufacturing sector (Unctad 2008, p. 21f.). Thgomavestors are SWFs that are domiciled

in the United Arab Emirates followed by those dfiggpore.

Table 3
Large FDI cases by Sovereign Wealth Funds (1995-200
Year Value ($ million)]  Acquired company (target cayit Acquiring SWF or Acquired shard
entity established by SWFs (%)
2005 2359 Kuckwang Petrochemical Co Ltd Internatidtetroleum 20
(Taiwan Province of China) Investment Co (IPIC) (UAE
2006 2313 Tunisie-Telecoms (Tunisia) Investment Caappan 35
of Dubai (UAE)
2005 1691 Borealis A/S (Denmark) Abu Dhabi Investment 50
Authority (UAE)
2005 1495 Tussauds Group Ltd (UK) Dubai InternaticPempital 100
LLC (UAE)
2006 1270 Travelodge Hotels Ltd (UK) Dubai Internaib@apital 100
LLC (UAE)
2006 1241 Doncasters Plc (UK) Dubai International Gapi 100
LLC (UAE)
2005 1222 CSX World Terminals LLC (USA Dubai Porttelmational (UAE) 100
2006 1200 280 Park Ave, N.Y. (USA) Istitihmar PISC @A 100
2007 1160 Mauser AG (Germany) Dubai International @pi
LLC, UAE
1995 1135 Mediaset SpA (ltaly) Saudi-Arabia 18

Source: Unctad (2008), p. 24

3. Impact of SWFs on global financial markets, homand host countries

3.1. What are the possible effects of SWFs on glddaancial markets?

The assets of SWFs had reached roughly $3.5 triibthe end of 2007. Compared to the
total volume of global capital markets of an esteda$190 trillion SWFs seem quite small.

They are also relatively small compared to assetderu management of mature market



institutional investors ($57 trillion at the end 2007) (IMF 2007). Compared to private
equity funds and hedge funds SWFs assets are |8ggrthese funds have highly leveraged
their investments so that their influence on cépitarkets is bigger. Nevertheless one should

not neglect the importance of SWFs which will rapigrow during coming years.

The growing importance of SWFs has provoked sonpesiand many fears. On the one hand
there are fears that the investment behaviour ofF$%éuld have detrimental effects on world
capital flows, interest rates and exchange ratbiléya As we have seen SWFs opt for a
higher return and less liquidity oriented portfoéibocation compared to traditional currency
reserves holders. This could cause strong capitéfloors out of traditional reserve
currencies, an increase in their interest ratesaaghebreciation of their exchange rate.

In a recent study Beck and Fidora (2008) have &atied the possible effects of a transfer of
foreign exchange reserves to SWFs. They have dstimthat excess reserves of major
emerging markets could exceed $3 trillion. Actualhese reserves are invested nearly
exclusively in the US and the European bond marfeets shares of roughly 60% and 29%).
If SWFs follow a portfolio strategy like private rfid managers that is reflected in global
market capitalisation shares one can expect aderadile capital outflow out of the US and
European capital markets (of $500 billion and $280on respectively). In both regions
massive capital outflows from the bond market wolbé partially offset by an inflow of
capital into equity markets (Beck and Fidora 202814 ff.). In contrast, Japan and many fast
growing developing countries in Asia could attratbng capital inflows into the bond and
equity markets which would reflect the large weiglitthese countries in global capital
markets and their negligible role as reserve camtrEven in this extreme scenario a
complete shift of excess reserves out of the i@adit markets would not have a destabilizing
effect on world capital markets. For the Unitedt&aa capital outflow of $500 billion is
equivalent to only 2.5% of the $20 trillion outstéamy US debt. One could also expect that

such a shift would take a longer time to avoid neaiksruptions and capital losses.

The IMF (2008) has calculated the effects of atstifnewly available foreign currency

inflows into SWFs. The most significant effects Wwbuesult on the US markets if countries
diversify away from dollar holdings. Capital inflewnto the United States could decline by
around 0.25-0.50% of US GDP per year on averagea Assult the US real interest rate
would increase by 10 to 20 basis points, the USadalould depreciate by 2-5% and the US
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current account deficit could improve by 0.25-0.%8dF, 2008a, p. 30ff.). These are not
minor effects but they would not disrupt the fuoning of international capital markets.

On the other hand SWFs can play a stabilizing orleinternational financial markets. In
contrast to many investors with a shorter-term stwwent horizon like private equity funds
and hedge funds SWFs are long-term investors watinnmediate call on their assets. Their
investments are normally unleveraged and they haveinterest in pursuing portfolio
reallocations gradually to limit adverse price effeof their transactions (IMF 2008a, p. 12f.).
During the recent financial market crisis SWFs dc#s a stabilizing force by investing
heavily in distressed American and European bankgsting in stakes of globally operating
banks when their stock prices are falling couldaate a mean-reverting investment strategy
of SWFs (Beck and Fidora 2008, p. 12). However, dtabilising effect was short-lived as
stock prices plummeted later on during the aggrenatf the financial crisis in the second

half of 2008 which also led to massive losses oFS\iivestments (see section 3.2.).

3.2. What are the motivations for setting up SWFs?

The rise of Sovereign Wealth Funds in recent ybassprovoked fears in host countries that
these funds have political motives and could bereat to national security or that they could

follow strategic goals by using industrial espioaalp section 4 we will discuss how realistic

such a scenatrio is and what the appropriate respondd be. But, there is no need to draw a
completely pessimistic picture as there are seahedr obvious reasons for setting up SWFs
(Reisen 2008).

For resource rich countries, like the Arabian aibgucers or countries in Africa and Latin
America, SWFs can raise national welfare. Extractml or other commodities leads to
capital depreciation unless the receipts are firllyested in financial, physical or human
capital (Hartwick Rule). A Sovereign Wealth Fundhdaelp these countries to transform
commodity receipts in wealth rather than being comed like in the 1970s (Griffith-Jones
and Ocampo 2008, p. 7). This seems necessary frdevelopment perspective. The World
Bank (2006) has shown that many oil exporting coestand other countries that are
exporters of non-renewable resources have negajemuine” savings. SWFs can therefore
contribute to the smoothing of consumption and gneservation of wealth for future
generations (Griffith-Jones and Ocampo 2008, p. 7).
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Countries with large current account surpluses faigth currency reserves, like China and
Singapore, can also profit by setting up a SWFtlgsferring foreign exchange reserves to
SWFs a country can improve the risk and returnilgraff its assets. In the longer run the
yield on the investments of SWFs is higher thanyileé&d on government bonds (mostly US
government bonds). The rationale for setting up SWéFconnected with the question of the
rationale of reserve accumulation. There is a Masature on the subject of the optimal level
of foreign exchange reserves. Economists disafjtbe iAsian surplus countries already have
reached the optimal level of foreign exchange rkeserThere are two motives that can
relatively easy explain why it made sense for themantries to accumulate reserves in past
years. According to the competitiveness motive toes can raise price competitiveness by
maintaining a stable and weak exchange rate. Tims @& the resulting export surpluses can
be higher than the costs of the inevitable resasmmulation (Griffith-Jones and Ocampo
2008). The self-insurance motive states that tlceraalation of foreign exchange reserves is
a rational response of each country to self ingga&nst the risks of a deepening financial
integration that poses the risk of a sudden laggetal outflow. The accumulation of reserves
was therefore a natural reaction of several Asamties to the Asian crisis in 1997/98 and

makes sense from the perspective of the individoahtries’

If it makes sense to set up SWFs there is the igmest how to investment the funds. The
main fear of SWFs comes from rising investmentshi form of FDI. Investments on the
international bond markets and portfolio investrsemh equity markets that have a longer
tradition did not provoke similar reactions. For B¥Vinvestments in the form of FDI has
several advantages. By FDI countries can reducaures dependence through vertical and
horizontal diversification. They can transfer teslogy to the home country by investing

abroad, and they can benefit from networks or ehgst

3.3. What are the possible effects of SWFs investnts on target countries?

The rise of SWFs and their increasing investmentsNbrth American and European
companies initiated a heavy public debate in thamsar of 2007 that continued in 2008.
Transactions like the $3 billion investment by Ghinvestment Corporation in shares of the
American private equity firm Blackstone or the asgion of a 3% stake in the European

aircraft producer EADS by Dubai International Capin July 2007 raised concerns. In the

" From another standpoint it is argued that theenay reserves of several Asian countries are exeeshat
they had arisen from artificially low exchange sasad that they contribute to global imbalancesiffita-Jones
and Ocampo 2008).
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United States Hillary Clinton argued that one neeldave a lot more control over what SWFs
do and how they do it (Economist 2008a). The Frdhr@sident Nicolas Sarkozy claimed that
innocent French managers should be protected dgaktseemely aggressive” SWFSRoland
Koch of the ruling Christian Democrats in Germamygpbasized that SWFs seek political
power (Koch 2007).

Target countries fear that investments of SWFsctcta driven by political motivations. If
governments manage SWF investments in pursuit litigad objectives they are a threat for
national security or the market-based economicesysiMore specifically, hon-democratic
countries like China and Russia could use their SYéFet control of defence related sectors
and firms in Western countries. Until now there moedocumented cases of abuse of power
by any SWF (Cohen 2008, p. 6). This could be a sigat SWFs are not interested in
provoking reactions or that the already large basrthat are manifested in national laws are a
protective shield against attempts of SWFs. Indd¢kdre is much evidence that existing
national laws are adequate to deal with potenti@alisty threats.

Besides security related goals in a narrower s8NWgEs could also aim to gain other strategic
political advantages. If SWFs could get controlrosertain economic sectors that are vital for
the functioning of the economy they would be albeeiert political pressure on the
governments of the host countries. Investmentdrategic sectors like the financial sector,
telecommunications and logistics, energy supplsadway and postal services pose a risk. In
network industries, for example, SWF could gain anopolistic position by large cross-
border acquisitions which could lead to politicaégsure. Despite large-scale privatizations
and deregulation since the 1980s competition inethergy supply sector is still limited in
many European countries. If a SWF could acquireappnstake in one of the large players of
the European energy markets it could probably misudominating market position. Driven
by its home government a SWF could announce pri@slor a stop of energy supply to exert
political pressure on target countries. But, tHewant question is now: Is the potential threat
of this scenario an argument for a general tighigraf rules for foreign investments? Or,
wouldn’t it be better to further privatize in suctarkets or to install more powerful regulatory

institutions (Haucap 2007)?

As was described in the second section SWFs caatedttheir cross-border investments

during the past 18 months in the US and Europeaanéial sector. These investments
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provoked mixed feelings. On the one hand they wegkeomed as they contributed to the
recapitalisation of several distressed banks inttNAmerica and Europe. On the other hand
some observers argued that SWFs could get contnebddwide capital flows. Gilson and
Milhaupt (2008) wondered about SWFs rapid infusidrcapital into U.S. commercial and
investment banks whereas few other investors frusstrialised countries provided capital.
They speculated that if the investment opportunis attractive in purely economic terms
why were SWFs the principal investors? They suggkthat SWFs perhaps got something
more than a purely financial investment. It seenad these fears are not justified. In contrast
to some network industries, like the European gnssegtor, there is enough competition in
the financial sector to prevent that institutiohattare controlled by SWFs could exert a
dominating influence. As we have seen (section BstnEWF investment in the US and
European banking sector were smaller than 10 %estakd in many cases the funds do not

exercise their voting rights.

Another issue that was raised first by Larry Sunsmara Financial Times article is that
SWFs could symbolise a “rise of state capitalisBtgqnomist 2008b). The past quarter
century has seen a sharp decline in the extenireftdstate ownership in favour of private
investors. SWFs through their cross-border investm@ccumulate now various kinds of
stakes in what were once purely private compafies. redistribution from private to public
hands implies a decision-making orientation thaatissariance with the traditional private
sector, market oriented framework (Trumann 20082)p.What's the problem with state-
owned companies and do we have to feel uncomfertalith that situation? State-owned
companies often have no clear goals, are not uth@epressure to reduce costs and are not
controlled by financial markets. Therefore they @udler soft budget constraints. With regard
to SWFs this doesn’t seem a problem for the tacgantries of SWF investments as these
inefficiencies are financed by the foreign governteehat are the owners of SWFs (Haucap
2007, p. 12f).

Economically one has to differentiate between mampaomic and microeconomic effects of
SWEF investments in the target countries. From tlaeroeconomic perspective cross-border
investments of SWFs have positive effects on tingetacountries as they contribute to an
internationally efficient allocation of capital. 8&al countries with larger current account
deficits, like the United States, profit from capiinflows that allow a financing of these

deficits.
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Fotak et al. (2008) in a first study on the micm@amic effects have measured the impact of
SWFs investments on the performance of the targetegpanies. In an event study of 212
SWF acquisitions of equity stakes in publicly trdd®mpanies they found negative abnormal
returns over a period of two years following the B\kMvestment. The negative impact on

firm profitability could come from additional aggncosts that are larger than the potential
benefits related to a better monitoring of targeh$ by a significant shareholder. In the short
run around the announcement date SWF investment® Ipositive abnormal returns which

signals that SWFs — in contrast to the public apiniwere mostly welcomed as investors.

4. Policy reactions to Sovereign Wealth Funds

Many SWFs lack a reasonable degree of transpam@mdyaccountability. The rise of SWFs
has therefore provoked policy reactions of recipmountries despite efforts of international
organisations to prevent new protectionist measoresnternational capital markets. This
section gives an overview of the current statusrafisparency of SWFs, it describes and
analyses recent policy reactions of major recipieatintries as well as the work of
international organisations and it discusses thanti§go principles”, the response of the

International Working Group of Sovereign Wealth &siin collaboration with the IMF.

4.1. How transparent are SWFs?

Increased cross-border investments of SWFs in Westauntries have caused public unease
about possible detrimental effects of these investsn The main point of critique is that
many SWFs act in the dark. In several areas sudfsttitional structure, risk management,
transparency and accountability not very much isvwkm about SWFs which contributes to

uncertainty.

Truman (2007a) has pointed to the need for grégtasparency and accountability of SWFs.
To underpin his arguments he developed a scorebimaré&WFs that covers four basic
categories and 25 subcategories (2007b). Each SW¥aluated on the extent to which those
elements are associated with its structure andatipar The categories are (1) structure, (2)
governance, (3) transparency and accountabilitgt, (dh behaviour. The subcategories cover
relevant questions like “Is the SWFs objective dleaommunicated?”, “Is the role of the
government in setting the investment strategy efSNVF clearly established?” or “Does the
SWF have in place and public available guidelines dorporate responsibility that it
follows?” The results indicate that SWFs differ galy and many funds lack basic
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characteristics of transparency and accountabiligw Zealand’s Superannuation Fund
scored 24 points of a maximum of 25 points follovadoksely by Norway's GPFG with 23
points. Both funds can therefore be consideredkasdaof a “gold standard” for transparency
and governance of SWFs (Unctad 2008). On the dithad some SWFs have a very low
standard in this respect. Abu Dhabi Investment Adth and Corporation (ADIA) only
scored 0.5 points and clearly missed internatisteddards of best practices. Another 12 of a
total of 32 evaluated SWFs only scored less thajuarter of the maximum of 25 points
(Truman 2007b, p. 12).

Transparency Rankings of selected Sovereign Wealtfunds

Table 4

Country Sovereign Wealth Fund Truman Scoreboard SWEF Irstitute Index
0-25 1-10
New Zealand Superannuation Fund 24.0 10
Norway GPFG 23.0 10
Timor-Leste Petroleum Fund 21.75 6
Canada Alberta Heritage Savings Trust Fund 19.50 9
United States Alaska Permanent Fund 18.00 10
Australia Future Fund 17.00 9
Azerbaijan State Oil Fund 16.50 9
Chile Economic and Social Stabilization Fund 15.50 7
Russia Stabilization Fund 9.5 n.a.
China Central Hujin Investment Company 6.0 n.a.
Iran Oil Stabilization Fund 55 1
Oman State General Reserve Fund 5.0 1
Algeria Revenue Regulation Fund 45 1
UAE Mubadala Development Company 35 7
Brunei Brunei Investment Agency 2.5 1
Singapore Singapore Investment Corporation 2.25 6
Qatar Qatar Investment Authority 2.00 5
UAE ADIA 0.50 3

Sources: Truman (2007b) and Sovereign Wealth Fostitute (2008).

The Sovereign Wealth Fund Institute (2008) is piblig another index that reflects
transparency of SWFs according to ten principleshEprinciple adds one point to the total
score. The institution claims a minimum rating op@&nts for an “adequate” transparency
standard. Its method differs from the more soptastid scoreboard of Truman but it shows
similar results for SWFs originating in differerggion§: Only 11 SWFs of 46 SWFs have
scored a minimum of 8 points or more. Eight of ¢hase based in OECD countries and only

® The index is an ongoing project. The current raghs published on the website of the institution
(swfinstitute.org).
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three are from emerging market economies or casin transition (South Korea, Singapore
and Azerbaijan). In contrast most SWFs that origina Russia, China and Arabian countries

(West Asia) have a low standard of transparencyaaeduntability (see table 4).

4.2. Policy reactions of recipient countries — dithey make sense?

The lack of transparency and the fear that SWFddctmllow political rather than mere
economic goals led to reactions of recipient caastrin principle it was acknowledged that
the rise of SWFs should not cause the building ipew barriers to international capital
flows and FDI. This view was repeatedly stated aniaus declarations. In October 2007 the
Group of Eight declared that “SWFs are increasingtyportant participants in the
international financial system and our economiesa t@&nefit from openness to SWF
investment flows” (Group of Eight 2008). The EurapeCommission in February 2008 urged
a common European approach to SWFs that shoulkesthe right balance between
addressing concerns about SWFs and maintainingoémefits of open capital markets.
Specifically it pointed out that SWFs do not operat a legal vacuum today. Rather, SWFs
had to comply with the same EU national and econdegjislation that all other investors had
to respect. The European Union at the communitglland the single member states already
had adequate powers to deal with public securdtiyes. It indirectly criticised that several EU
members in 2007 and 2008 started to “explore” applgxceptions to the application of the
principles of free movement of capital (Commissadrthe European Communities 2008). In
June 2008 the ministers of OECD countries statad riecipient countries should not erect
new protectionist barriers to foreign investmemtd that they should not discriminate among
investors. Additional investment restrictions shibuwnly be considered in the case of
legitimate national security concerns if other pels of general application to both foreign

and domestic investors are inadequate (OECD 2008a).

In contrast to these views at least eleven majantes - which together received more than
40% of global FDI inflows in 2006 - have approvedane seriously planning new rules to
restrict certain types of FDI or expand governmewersight of cross-border investments
(Marchick and Slaughter 2008, p. 2). In the Unitethtes the “Foreign Investment and
National Security Act” (FINSA) became effective @ctober 2007. FINSA amends section
721 of the Defense Production Act of 1950, the alted Exon-Florio amendment. FINSA

was stimulated by the massive public resistancensigthe planned acquisition of the British

“Peninsular & Oriental Steam Navigation Companyattitontrolled several U.S. ports by
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“Dubai Ports”, a government owned entity based ha United Arab Emirates. The US
Committee on Foreign Investments (CFIUS) that vesponsible for Exon-Florio approved
the transaction which caused resistance in the ¢digyress. Under the new law CFIUS must
consider several additional factors in conductiegiews and investigations. CFIUS is now
explicitly charged with considering whether the ngaction is a foreign government-
controlled transaction and whether it would resultontrol of critical infrastructure (GAO
2008, p. 33f.)

The tightening of the US investment regime was amled by many commentators and some
went even further. Gilson and Milhaupt (2008) feample proposed the suspension of voting
rights of SWFs for portfolio investments that aot subject to the CFIUS review process. On
the other hand the new rules can be criticisedheg discriminate between private and public
investments, as they cause investor uncertaintyaanithey are too far reaching. In fact the
number of CFIUS reviews conducted increased shanp®p06 and 2007 (113 and 147 cases
respectively compared to an annual average of Séscm the period from 2001 to 2005).

There were also more second-stage investigatio@806-2007 than in the previous 15 years

combined.

In Germany the government has approved a draft dment to the Foreign Trade and
Payments Act and its implementing regulations. Adcw to the planned new law the
Federal Ministry of Economics and Technology redea foreign investment and it can
suspend or prohibit transactions that threatenmpair public security or public order
(Bundesrat 2008). The screening is applicable westors from outside the EU and EFTA
that seek to acquire a 25 percent or greater sihkeGerman company. It is not limited to
well-defined sectors or to the size of the targen.f To facilitate the process it is not
mandatory for investors to “signal” an acquisitidRather the ministry initiates a review
process within a period of 3 months after the assionh of the treaty if it recognizes a

potential threat.

The draft of the planned change of the German Eorérade and Payments Act was heavily
criticised. First of all, there are no criteria idedd to judge if a potential foreign investment
threatens national security or public order. Thelusion of the term “public order” in

addition to “public security” is causing confusig@ECD 2008b). The German council of

economic advisors emphasized very early that tble ¢d definite criteria is a problem and
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that the first disputed case will make it necessaoy cope with that problem
(Sachverstandigenrat 2007, p. 431). Second, ibeatriticised that the review process is not
limited to certain sectors and firms which couldis& uncertainty for all foreign investors.
The Federal Ministry of Economics and Technologykasized that a broad based approach
for a potential review process is justified as redlh to public order and public security is not
indicated by certain sectors or companies of a iBpécsize (Bundesministerium fir
Wirtschaft und Technologie 2008, p. 8). The Gerngamernment estimated that only ten
potential investments per year will be reviewedr{@esrat 2008, p. 2). But it is possible that a
larger number of foreign investors will use the bgity to signal a potential acquisition to
be sure that their investments will not be reviewed progressive stage of their investments.
The German industry federation criticized that tiesv rules are against European law (BDI
2008). This will push the European Commission waew the new law when it is final in
order to assure its legal basis (OECD 2008b).

4.3. How did Sovereign Wealth Funds react? — The 88ago Principles

Investor countries owning SWFs reacted to thequréiand the policy reactions of recipient
countries. The fear of a further increase in dmaratory measures that was already under
way led to the establishment of the Internationalrkihg Group of Sovereign Wealth Funds
(IWG) on May 1, 2008. With the help of the Inteinatl Monetary Fund (IMF) which
facilitated and coordinated their work IWG memberOctober 2008 agreed on Generally
Accepted Principles and Practices (GAPP) — theafled Santiago Principles. The GAPP
seek to ensure that SWFs bring economic and finhbeinefits to home countries, recipient
countries and the financial system. The 24 priesipre covering (1) the legal framework,
objectives and coordination with macroeconomic@ed, (2) the institutional and governance
structure and (3) the investment and risk managefremework of SWFs (IWG 2008b).

If quickly adopted by SWFs this voluntary code etbpractices could provide assurance that
SWEFs will invest apolitically abroad (Rose 2008heTEuropean Union therefore reacted very
positive to the Santiago Principles. Joaquin Almaynihe European Commissioner for
Economic and Monetary Affairs, welcomed the compftetof the Generally Agreed
Principles and Practices and acknowledged the nefjort of the International Working
Group of Sovereign Wealth Funds and the IMF. “Thegyples and practices of the GAPP
amount to a global public good that can help fostest and confidence between sovereign

wealth funds, their originating countries, and tleeipient countries” (Almunia 2008).
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Similarly the OECD acknowledged the Santiago Ppies. Shortly after their publication the
OECD Secretary General stated that the Santiagaiples are a clear sign that SWFs intend
to behave like other investors — maybe even bé@&CD 2008c), which could mean that
they are trying to become much more transparemt itmgestors like hedge funds or private

equity funds.

5. Summary and outlook

Sovereign Wealth Funds are now important investorinternational financial markets. The
rise of SWFs led to concerns in Western countrired these funds could be a threat for
national security or the economic order of thepietit countries because most of these funds
are domiciled in countries and regions that ladk democracy or where the governments
exert a significant influence on the economy. Untiw there is no documented case of
misbehaviour of SWFs in recipient countries. Erigtinational economic laws and a
competitive environment should guarantee that caregaowned by SWFs cannot follow
strategic political goals. Existing national lawdoa& government interventions to block
investments if there is a threat for national sikgufhe efforts of international organisations
and the Santiago Principles are also a good bases trustful cooperation between SWFs and
recipient countries. SWFs investments of exceseoay reserves can help these countries to
reach development goals and recipient countrieft from the recycling of petrodollars and
reserves stemming from current account surplusestefore, the policy reactions of several
countries to the emergence of SWFs were ratherteqanoductive, often driven by myopic

domestic political motives to calm public opinion.
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