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FUTURE OF SOVEREIGN WEALTH FUNDS IN THE GLOBAL FINANCIAL SYSTEM.

Abstract:

This paper analyses the effects of the recent gkxtzmomic crisis upon sovereign wealth
funds (SWFs). Since mid-2007, SWFs have experiesiggiificant portfolio losses, a decline in
fund inflows, and enhanced scrutiny from their gyavernments. SWFs have been utilised for
sovereign stabilisation programs and have helpethiie troubled Western banks.

SWFs and the IMF have also created a set of bastipes known as the Santiago Principles.
From these developments, many SWFs have moved lativedy shorter investment time
horizons and more liquid holdings, revamped thaingparency and management, experienced a
temporary improvement in their images, begun tod hadntrolling stakes in major Western
corporations, and have improved their coordinatigth institutional investors and other SWFs.
Going forward, these changes, alongside the relstistrong post-crisis asset position held by
SWFs in comparison to other asset vehicles, mak&sSWéll-positioned to play an even more
prominent role in global finance.

Much like other asset classes and sectors of thieafjleconomy, the recent global financial
crisis was a painful yet transformative time fove@ign wealth funds (SWFs). Alongside most
pension, mutual and private equity funds, SWFs sxdllneavy losses between mid-2007 and
early 2009, inviting a wave of criticism and scnytifrom their own governments not seen by
most SWFs since their inception.

Although the recent global turmoil has left mostds with less capital for investment and has
put many SWFs under increased scrutiny from govenmsand the press, many of the lessons
learned from the crisis have also strengthened S\B\W&-s are now well-positioned to carry out
their stated goals: growing a country’s wealthffdure generations, stabilising a country during
economic shocks, and helping enhance a country'spacative advantages through strategic
investments and acquisitions. On the other hantiesof the events associated with the global
crisis may have taught SWFs and their sovereigasvtong lessons.

I- Emergence factors and evolution of sovereign funds:

While there is not a precise definition of SWFs, @@ and Medas provide a comprehensive
overview. In their article, the authors define SW&s vehicles to manage public funds,
predominantly engaged in cross-border investmeaékisg a higher risk-return combination
than the one offered by safer investments like gowent bonds SWFs obtain their capital
mainly from current account surpluses and excessidgio exchange reserves, and are typically
controlled by their governments.

There are two general types of SWFs: commoditymmtommodity. Commodity SWFs are
funded by oil or commodity export revenues, andooommodity. SWFs are funded by transfers
from official foreign exchange reserves. Accordiadutt et al., SWFs belong to a continuum of
government-owned investment vehicles that incluglgral banks, sovereign stabilization funds,
sovereign saving funds, government investment catpms, and government-owned
enterprise$

SWFs include the following variations: sovereigabdlization funds (designed to stabilize
revenue), sovereign saving funds (to act as intenggional funds), and government investment
corporations (to invest in riskier assets like cogte bonds, common stocks, and real estate).

! Borgne, E., & Medas, P. (2007). Sovereign wealtids in the Pacific island countries: Macro-fiscal
linkages. IMF Working Paper. Retrieved from www.iarfy/external/pubs/ft/wp/2007/wp07297.pdf.

2 Kimmitt, R. (2008, January/February). Public foatps in privatemarkets:oreign Affairs, pp. 119-130

3

Butt, S., Shivdasani, A., Stendevad, C., & Wyman(2008). Sovereign wealth funds: A growing global
force in corporate financdournal of Applied Corporate Finance, 20, 73—-83
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Although SWFs belong to their respective governsieah SWF is neither managed like a
central bank nor does it form part of a countrysefgn exchange reserves. Unlike a central
bank, SWFs do not have the day-to-day responsilidit maintaining the stability of the national
currency and money supply. And unlike an officiadeign exchange reserve, SWFs are not held
in foreign currencies. Further, compared to eittamtral banks or an official foreign exchange
reserve, SWFs are able to lengthen their investrhenzons, assume greater risk, and seek
higher returns despite the fact that they are imvgstate funds.

It is difficult to generalize SWFs as a class. Eaample,while the majority is owned by
national governments, there are also those thabwaned by local governments like provinces,
emirates, and states (such as in Canada, the UAraiol Emirates, and the United States,
respectively).

Some are managed semi-independently-that is, thergment appoints a board to oversee the
operations of the SWF (for example, the Austral@svernment Future Fund)-while others are
managed directly by their Ministry of Finance (fexample, Indonesia’s Pusat Investasi
Pemerintah). There are also those that are manbgetheir central banks (for example,
Kazakhstan National Fund and Nigeria—Excess Crudeodat). A few SWFs are under the
direct control of their head of state (for exampllee State Oil Fund of the Republic of
Azerbaijan and Venezuela’s Fund for Investment atMeconomic Stabilization). Some SWFs
are set up as a private company under the Compaates/holly owned by the government (for
example, the Government of Singapore Investmentdatijon).

Next, all SWFs do not invest in the same way. WRkitene invest primarily in their local
economy (for example, Khazanah Nasional BHD in Msigy others invest predominantly
abroad (for example, the China Investment Corporatidthere are SWFs that invest
conservatively in safe assets like government boadd there are also those that undertake
riskier investments through participation in joméntures and/or private-equity deals and/or
buyouts (for example, Abu Dhabi Investment AuthgridAbu Dhabi's Mubadala Development
Company, and the China Investment Corporation). A $WFs invest as pension funds in the
sense that they are set up to facilitate governrsamings necessary to meet public pension
expenditure (for example, the Government Pensiondfslobal of Norway). While some
governments establish only one such fund, otheebksh a family of those funds (for example,
the United Arab Emirates).Therefore, SWFs diffethiair objectives, the way they are managed,
and their investment approaches.

Kuwait pioneered the establishment of SWFs, langliis SWF in 1953 . Among the older
and largest is Singapore’s Temasak Holding which ereated in 1974. Alaska established its
SWEF in 1976 while Abu Dhabi investment Authorithetlargest SWF, was also launched in
1976 (see Tablel).

In Table 1 we can observe that a larger proporib8WFs were established in recent years.
This extraordinary growth in the number of SWFs basn the result of the rapid accumulation
of foreign assets in some countries Among soméeflargest SWFs is the China Investment
Corporation (CIC) which was established in 2007 anttds$hdJS$200 billion. China has
accumulated surpluses from exports sales revenueenGthat China has reserves of
US$L1.5trillion, it is likely that the CIC will incres its assets.
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Table 1: The 20 Largest Sovereign Wealth Funds

Name of Funds Year founded Source Billion US$
Abu Dhabi Investment Authority 1976 Qil 875
Singapore Investment Corporation 1981 Non-commaodity 033
Norway Government Pension Fund-Global 1990 Qil 322
Saudi Arabia Various Funds n/a Oil 300
Kuwait Invetsment Authority 1953 Oil 250
China Investment Corporation 2007 Non-commaod|ty 200
Hong Kong Monetary Authority Investment Portafoli 99B Non-commodity 140
Stabilisation Fund of the Russian Federation 2003 Oil 127
China Investment Company 2003 Non-commod|ty 100
Singapore Temasek Holdings 1974 Non-commodjity 108
Australia Government Future Fund 2004 Non-commodity 50
Libya Reserve Fund n/a Qil 50
Qatar Investment Authority 2000 Qil 40
US Alaska Permanent Fund 1976 Oil 40
Brunei Investment Agency 1983 Qil 35
Ireland National Pension Funds 2001 Non-commodity 29
Algeria Revenue Regulation Fund n/a Qil 43
South Korea Investment Corporation 2006 Non-comryodit 20
Malaysia Khazanah Nasional 1993 Non-commoczlty 18
Kazakhstan National Oil Fund 2000 Oil, gas and mg¢tals 18

Source: Deutsche Bank Research, "Sovereign Wealtts; State Investment on the Rise", Septembef, 200

Currently, there are about 73 SWFs held by 44 camtrith assets that range from US$20
million to US$6.2 trillion at the end of 2013. Akod0 percent of total SWFs have originated
from accumulated current accounts surpluses of aoommmodity sources and about the same
percentage are held by Asian and Pacific countdesvever, oil producing countries remain the
largest holders of SWFs (see Table 1). The accuionlaf large current accounts surpluses has
been a trend observed in a number of countriesanably the majority of these countries are
emerging and developing nations, the rapid growtthé number of SWFs and the establishment
of large SWFs by China and Russia has provoked corazel anxiety in some western countries
Although the Anglo-Saxon governments were receptiveSWF investment other western
countries voiced strong apprehension based on ribspect that SWFs could be used to seize
control of strategic companies in sensitive seckmrsheir own political purposes The argument
of financial protectionism became an issue forltiternational Financial Institutions

Given the significance of the possible impact thettectionism could have in the global
economy, the International Monetary Fund (IMF) edlktates to a dialogue in October 2007 .
Twenty-six countries that hold SWFs voluntarilyy#d a role in the creation of an institutional
framework around the governance and investmentatipas of these funds. A year later, the
General Accepted Principles and Practices (GAPFntiago Principles were launched with the
aim of fostering trust and confidence among reapa@nd investor countries. These principles
aim to support a healthy global economy with arfirial system based on free flows of capital
that complies with applicable regulatory requiretseand transparent management. The purpose
of the GAPP is to reflect appropriate governancg accountability of investment. The GAPP
consists of 24 principles that cover four key areas

1) Legal and institutional framework

2) Objectives and coordination on macroeconomic ppiesi
3) Governance structure and code of conduct

4) Risk management framework

The launch of the GAPP is expected to dispel somth® prevailing apprehension about
SWEFs. It is expected that the Santiago Principliéisswpport further investment by these well-
established institutional investors and continuectmtribute to the economy of recipient
countries. SWFs are long-term investors.
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It is widely acknowledge that long-term investménbne of the best methods of economic
development. Long-term investments endure busiogskes, convey diversity to the markets
and provide support during economic volatility. eTBantiago Principles therefore facilitate a
platform for a more efficient flow of foreign direinvestment.

II- Geographical and sectoral trends of sovereign fundavestment :

The global SWFs currently control an aggregate pgdreximately US$6.2 trillion in assets
under management (AUM). Of this amount, the GCC S\iest notably ADIA, currently the
world’s second largest SWF behind the Norway Gowemmt Pension Fund) account for

approximately 30% of global SWFs by AUM.

Top 10 Global Sovereign Wealth Funds
{AUM)

AUM
Country ereign Wealth Fund {USs
billion)

Government Pensicn

Monasay
i Fund 716
5 UAE Abu Dh_s b? I!n'—.-'e Ei'_.ll'!'le nt ~
Authority (“ADIA™) 627
. SAFE Investment
3 Ch
= n= Comparry 568
4 Ksa SAMA Foreign Heldings -
= Chins China In',t'es—.merr.
Corporation 482
China - Hong Kong Monetary
5] Hong Authority | mvestrnent e
Kong Portfolio -
- " X Kuwait |mvestment
7 Kuvesit B
Authority (KIA") 288
. Government of Singapore
8 Singepcre .
2EL Investment Corporation 248
9 Russis Maticnal Welfare Fund -5
. Maticnal Scocial Security
10 Chine sy 161
Fund
Source: SWF Imenitute & & Merch 2013

Like the rest of the world, the Middle East was acied by the global financial crisis which
saw SWFs in the region curb their investment #@gtiand in many cases, reset their investment
strategies altogether. While recent years wiltdrmaembered for the financial crisis, the impact
on SWFs in the oil rich countries was partly natigd by the increase in the price of oil (often
trading well in excess of US$100 per barrel sinéd1). Therefore, as the economic world
crawls out of the economic slowdown, these orgdioiss appear to be in the best position to
take advantage of the recovery in the global market

Historical and projected oil prices

140 -
120 1 M M2 g4 g5 107

- * -

E10’D' 80 - - "

B8 80 {6z

= 60 7

= 40
20
0

2009A 2010A 2011A 20124 2013F 2014F 2015F 2016F 2017F
Source: Worid Bani

10 115
*

REVUE NOUVELLE ECONOMIE 9 N°:10 —vol 01-2014



FUTURE OF SOVEREIGN WEALTH FUNDS IN THE GLOBAL FINANCIAL SYSTEM.

There is no doubt that, as liquidity tightenedhe West thanks largely to the lingering impact
of the financial crisis and, more recently, the d&apbne sovereign debt crisis, Middle Eastern
SWFs’ influence on the global economy has grownwNmore than ever, these SWFs are
viewed by the West as a vitally important sourceagital.

However, despite this fact, SWFs in the Middle Easpear to be viewing the West with
caution and, as a result, have invested lessnaienally than they have done in the past.
Whether this is due to international forces, sustihee Euro zone debt crisis, or as a result of
local factors, such as the Arab Spring, it is beocgmevident that SWFs are redirecting a portion
of their funds from international investments bauk the Middle East.

Generally speaking, the most common changes witignregion can be seen in local wage
inflation and increases in major local infrastrwetgpend evident in Qatar as the country gears
up for the FIFA World Cup in 2022, and in Abu Dhalsi it seeks to grow into a major global
financial centre and true global city (Abu Dhal#®&30 vision).

Looking forward, 2013 is set to be an extremelyivacyear for SWFs in the region. Many
funds have increased their headcount significadiiyng 2011 and 2012 and have strengthened
their in house capabilities. While distressed pgiare typically times when oil rich SWFs have
taken advantage of ‘opportunities’ to acquire tpphsets in the West, we expect there to remain
a heightened sense of caution. Western governraadt®rganisations looking for capital from
the Middle East need to adapt and demonstrate p deéerstanding of what is driving the
thinking of SWFs in the region, and be dedicateth&king a long term commitment to building
relationships that add value to their investmericgo

lll- Global trends in sovereign investing':

There is considerable diversity within the sovemeigvestment fund community in terms of
size, investment strategy, investment managemesbuoicing and operating structure. As such
comparisons between funds are not always relevahbeoad trends within the industry can be
obscured. We thought it might be useful to explare of the key trends we see in the industry,
the move toward direct investment or other formsnvestment over which more control is
exercised and the upgrading of risk and controirenment, and share some thoughts on where
these trends may be headed in the future, thenfmitpideas could easily be criticized.

-Direct investment

We believe we are seeing an accelerating trendrtbdisect investment or strategies that offer
the investor a greater level of control or influeraver investment strategy. For the purposes of
this discussion we shall define direct investmantquite a broad sense to include direct
investment, co-investment alongside another investach as a property company and
investments made via structures over which thesiorehas a degree of discretion such as
certain ‘managed account’ arrangements with priegtgty fund managers.

This may appear surprising to some and is certaohtrary, in capital terms at least, to what
data providers are telling us.

120 280

4 Emerging trends in the Sovereign Wealth Fund lamgisviddle East{PMG reporting teamMay
2013
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Examining the data a little deeper reveals a diffepicture as we would argue that distressed
investments made in domestic banks during the disdrerisis were largely politically driven
and investments in distressed global internatiéinahcial institutions one-off and opportunistic
in nature. Eliminating these investments from thpital deployed statistics reveals a trend line
more aligned with the broad upward trend in the Iners of direct investments made.

We should also bear in mind that data providershawely on publically disclosed data that
we believe only captures a small proportion of dir@vestments. Clearly it is impossible to
speculate about the actual level of direct investnit we would think it is likely to be a
multiple of the above reported numbers given thgregate asset base of SWFs is circa five and
a half trillion dollars. We therefore need to relg more anecdotal sources of information to
support this rationale.

We believe there are some themes we are seeirig imarket that support this view. Firstly
we are seeing a number of funds hiring investmadtiavestment management professionals to
increase their capacity to evaluate direct investraad co-investment opportunities typically in
asset classes that lend themselves to direct imeestsuch real estate and private equity
(ironically the fact that these people are avadablfor some part down to the global financial
crisis). In parallel with this we have noted somads appearing to alter their asset allocation to
provide these new resources with capital. That gaisl still relatively rare to see SWFs take
control positions in companies and actively manihgeunderlying assets outside the real estate
sector and the holding of nationalised assets.

We are also seeing some patterns of investmentstiggests SWFs want to manage their
investment strategies more actively, and potegtialtrease their opportunity for direct co-
investment. This is particularly noticeable in pti¥ equity with managed accounts and the
investments we have seen in private equity managecoeenpanies.

Managed accounts, whilst not direct investment ,gilee investors a greater input into
investment strategy particularly in the case ofv@a Equity houses operating multiple
strategies. We have also seen a number of SWFsstakes in management companies of
private equity funds. Many commentators believe cangonent for the rationale of these
investments is a closer alignment with the Priviatgiity (PE) fund allowing better access to
direct co-investment opportunities alongside thegbe equity fund.

Looking to the future where can we expect thesedsgo go? Our view is that we are unlikely
to see large scale adoption of the full privateitygmodel in terms of SWFs taking control
positions and participating in the management eétss This is probably a step too far in terms
complexity and we would question whether there wde large scale appetite for SWF capital
on these terms. We do see further growth in dppessively managed minority investments, JVs
and co-investment in infrastructure and privateitygalongside existing real estate strategies.
One area we might also anticipate some developmeyt be increasing direct investment in
corporate debt instruments. Given the current lagidyenvironment in gilts, a tainted CDO
market, one could see circumstances where pattigip&n debt structures financing buyouts
would be attractive, however, this vision can bigaized.

-Upgrading of risk and control environments

Many funds are relatively young organisations armhynmore have gone through periods of
high growth and a considerable deepening in thmiels of complexity as asset bases have
diversified into more asset classes and these et &lasses tend to have higher levels of
sophistication and complexity. Often back and meéddffices and control and governance
structures have not kept up with this rapid charkg®. some, shortfalls were exposed by the
global financial crisis. We have seen a numberWFS starting to address these issues. Clearly
different funds have different priorities but soofehe issues we see being addressed include:
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» Upgrading of risk management in terms of increashng level and quality of manpower,
more sophisticated systems and formalising repprtin

« Re-engineering of reporting systems particularlthig area of investment monitoring
« Development of more sophisticated treasury funstion
« Formalisation of the control environment and praced

« Development or enhancement of the ESG agenda lgd&imvard, work being done here is
likely to leave the SWF community more robust, @éint and better able to deal with market
traumas in the future.

VI- Role of sovereign funds in the global financial stem during financial crisis of
2007:

In the fall of 2007, as the global financial crigigined momentum, views about SWFs
moderated somewhat. In the fourth quarter of theatr yand the first quarter of 2008, several
SWEFs invested substantial amounts in Western finhiestitutions that were under financial
stress. Their actions were motivated by the paiérfor financial rewards, but they also
generated political side benefits: sovereign wehilttds to the rescue! For example, on August
21, 2007, during the month that the financial srisioke, Steven R. Weisman in the New York
Times quoted US Treasury Secretary Henry M. Paul3onas saying: “I'd like nothing more
than to get more of that money.” Weisman also regba view that in a future global crisis, and
perhaps even during the crisis unfolding at theetithe US Treasury secretary might be wise to
place calls to SWF managers as well as to cergraitdrs and finance ministers around the world
in an effort to manage the financial crisis

The perception of SWFs as saviours of the Westeam€ial system was as exaggerated as that
of the SWF as threats that preceded the finandisisc The new perception was based upon a
flawed, partial-equilibrium understanding of SWReastment practices and balance sheets. In
managing their portfolios, SWFs may buy governnmntorporate securities, invest in hedge
funds, buy real estate, buy stocks of commoditiespurchase stakes in financial institutions.
SWFs have to invest in some asset and generallyotidold substantial proportions of their
portfolios in low-yielding cash investments. Thertmalar governments, corporations, hedge
funds, real estate developers, commodity producgrfinancial institutions benefit financially
from the SWFs’ investments via access to fundsaigd volume often for a price. However,
other governments and potential recipients of SWestments, at most, benefit indireétly

To the extent that the SWF disinvests from sometads make new investments, the issuers
of the assets from which the SWF disinvests ardasetrs. SWFs were not positioned in 2007 to
save everyone.

SWEF investments in Western financial institutionared as the financial crisis deepened in the
fall of 2008 and winter of 2009. Along with othdobal investors, SWFs saw reductions in the
mark-to-market value of their portfolios on the erdf 20 to 30 percent. Their managers were
heavily criticized for investment decisions thatithvthe benefit of hindsight, were seen as

5 Steven R. Weisman, “A Fear of Foreign Investments,”

New York Times, August 21, 2007. Weisman becamwgdi director and public policy fellow at the
Peterson Institute for In-

ternational Economics in July 2008.

® For example, they may benefit from the stabilitgtth specific SWF investment in one financial tusitbn
brings to the financial system as a whole
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unwise. SWFs in 2007 and 2008 proved to be nedheanqualified threat nor an unqualified
salvation for anyone involved.

Meanwhile, the SWFs’ continued and still-rapid gtiowaised issues that were not going away.
They remained controversial and contentious in INgkimerica and Europe, and numerous
suggestions were made to regulate SWF investmantgfime existing regulations as they
applied to such investments by foreign governmef$sresearchers and analysts explored the
SWF phenomenon, policymakers in North America andope discovered that their own
countries had SWFs too, often operating at themaitonal level, such as Alaska’s Permanent
Fund, as well as the functional equivalent of SWiRhe form of government pension fuds

Both types of governmental investment vehicles difertheir investments globally.
Moreover, in the United States, observers are famiith large government pension funds that
use their financial muscle to achieve political esbives, often under the guise of ethical
investment policies. Meanwhile, policymakers in fWestern countries with SWFs became
concerned that jurisdictions would erect barriersSWF investments. The associated tensions
led to more finger pointing.

Response to Sovereign Wealth Funds As is appropaatk desirable when international
controversies emerge, responsible policymakerstgangltilateral solutions and, to that end,

the involvement of multilateral institutions—theémnational Monetary

Fund (IMF), World Bank, and OECD. Outside observergygested the development of a
voluntary code of conduct or set of standards st peactices for SWEs

This suggestion was initially resisted by officiadé some of the countries that would be
affected. They argued that hedge funds, privatétyedioms, and other large pools of capital
were not subject to international standards. Tigeraents from the countries with SWFs were
somewhat undercut by the fact that authoritieheWnited States, United Kingdom, and other
jurisdictions were moving at the same time to prtarbe establishment of standards or codes of
conduct for such private investment vehicles. Stathsl were emerging for all the big money
players.

Some also argued that the public sector shoul@d s¢tong example for the private sector in
demonstrating accountability and transparency. fabethat this argument took time to catch on
reflected the reality that the many countries trat home to SWFs have diverse and differing
political and cultural histories. Their funds wearstablished to serve a wide range of economic
and financial policy objectives derived from theiwn unique circumstances. They did not from
the start perceive themselves as part of a cohgrenp, let alone one that could benefit from
self regulation. Moreover, the countries that wieoee to SWFs were legitimately seeking a
quid pro quo in the form of a commitment from caied receiving their investments not to
subject SWF investments to special restrictionsiginer standards.

In October 2007, the Peterson Institute for Inteomal Economics released prototype of an
international standard for SWF accountability amdnsparency in the form of an SWF
scoreboard

Policymakers in countries with large foreign exafaneserves, such as Japan, India, and Brazil, also
began to think about setting up SWFs. Brazil subsetly has done so

8 Edwin M. Truman, “What Should the Fund’s Role BeAkt Remarks at the Bretton Woods Committee
2007 Annual Meeting, June 12, 2007, available atwpiie.com (accessed on July 12, 2010).

9 . See Edwin M. Truman, “Sovereign Wealth Fund Wisiions and Other Foreign Government
Investments in the United States,” testimony befoeeUS Senate Committee on Banking, Housing, and
Urban Affairs, November 14, 2007
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In April 2008, a refined and updated SWF scorebaead released in the form of a blueprint
for SWF best practices (Truman 2008a). The bluépwims designed to prod and inform the
multilateral, collaborative project that became thternational Working Group of Sovereign
Wealth Funds (known as the IWG), which was aboubeocestablished under the aegis of the
IMF. The first meeting of the IWG was on May 1, 800

The IWG completed its work in September 2008 arel ribsult of its effort was a set of
Generally Accepted Principles and Practices of SWffesvn as the Santiago Principles or the
GAPP). The release of the Santiago Principles itol 2008 was drowned out by the
cascading crescendos of the global economic aaddial crisis.

In parallel with the IMF-facilitated process, dugi2007-08 many of the countries that are
recipients of SWF investments, as well as thosedtehome to SWFs, met under the aegis of
the OECD to reexamine the issues raised by intematiinvestments by governments or
government controlled entities. This examinatiomnatoded that there was no case for
establishing a new, separate regulatory framewarlS¥WF investments.

Members of the OECD in effect recommitted themseteethe existing framework of OECD
codes and declarations governing foreign governnmerg@stments. Nevertheless, over the past
several years the authorities in a number of OECIht@s, including the United States, have
implemented, and in a few cases established forfitse time, regimes governing foreign
investments in their countries that, in their pictapplication, raise the potential bar for such
investments. Countries with SWFs are justified igitltoncern that the quid pro quo for greater
accountability and transparency by SWFs has nat Hebvered.

All the multilateral activity addressed, but hardlispensed with, the SWF challenge. The
funds continue to raise a host of economic, finaineind political issues, which is why they are
both fascinating and contentious, attracting obmwrand scholars in many disciplines and with
many different perspectives. Everyone has an opiara gets into the act.

V-Impact of Sovereign Wealth Funds on Global Finaaial Markets :

Sovereign Wealth Funds have grown to be major paiyethe global financial system, which
has already begun adjusting to their emergencevtt are their implications? One can look at
this from numerous angles; ours ( what we suggest)be to reflect on the phenomenon of
SWFs in terms of their impact on global financiabrikets and on the main actors and
constituencies affected by their investments.

- The SWFs themselves

- The SWFs' owners

- The recipient countries of SWFs' investments (tkelihood that they will feed

protectionist sentiment)

- The multilateral regulatory and oversight ingins

- Other financial institutions

- The recipient companies of SWFs' investments

- World-financial markets (in terms of their impast economies and markets around the

world)

Based on our research each of these groups hassitstemd concerns that will have to be
weighed and balanced in order to come up with aimapformula to all.
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As of today, frictions are arising among severathadse constituencies. They relate to such
issues as opaqueness and regulation of SWFs.

Even if more than 50 funds all around the worlddescribed as SWFs, each and every one of
them has its own history, mandate, purpose, smece of funding, structure, transparency and
asset allocation. However, they all share somentompoints:

- SWFs like to be seen as large private funds aeaswned public pension funds. That is,
they seek higher-risk adjusted returns on theirestments, leading positions in the most
interesting transactions and attracting the maskmt'st talents and ideas. Mainly, they wish to

compete without disadvantage against other coesiities of global markets.

- They give a big importance to their privacy anddépendence.

- Another general characteristic is that most fuselsk to be discreet in their investments and
do their best to stay away from political tumults.

They also usually stand by calls for greater transpcy and/or regulation. Jesse Wang, the
chief risk officer of China‘'s CIC, for example, clanthat his fund is similar to other foreign
public pension funds or college pension funds, fdithy a diversified, long-term and passive
investment strategy”. Nevertheless, the remarkghtevth of SWFs and the diversification of
their portfolios have shed the spotlight on themaerkE if they want to play the role of quiet
investors, their newfound visibility prevents thémm doing so.

- Age and sophistication of individual SWFs are Kagtors that have some bearing on their
investment policies. Newly established funds fromegging countries, such as Libya or the
Central Asian Republics, tend to be occupied in basitters as finding the optimal scheme to
manage themselves while catching up with matunghisticated investors. Older SWFs such as
KIA, ADIA, or Temasek serve as models to the nevess reputable funds. Considering their
experience and sophistication, the .old hands.ngn®WFs are purely focused on returns,
market positioning, and supervising outsourcedstask

- Sovereign owners' identity is another particujadgommon to all SWFs.

Given that they all aim to serve their owners' ia¢, SWFs choose the investment strategy
that best suits these interests. Thus SWFs froreldpwng countries could tend to take lower
levels of risks in their investments than SWFs frevealthy countries.. Given that SWFs belong
to citizens, in low income countries there may lygemter need for prudence.

Beyond commonalities, an important matter remairsetiled; it concerns SWFs management
style (active vs. passive) in the companies in withey invest.

This issue has no clear or right answer. Duringctiveent financial crisis, SWFs

made huge investments in many distressed banksutittsking board seats or imposing their
conditions on the financial institutions managemdiitis move can perhaps tone down public
apprehension about their motivation but it depriv®$/Fs from the glamorous role of
.shareholder activist. and hence, questions thg lerm impact of those investments on recipient
companies. Indeed, in corporate finance theory, phesence of a passive cash-loaded
stakeholder may not be good for long-term corpadnagdth according to Andrew L.

Friedman, Samantha Miles in .Stakeholders, TheodyRractice.. Hitting the right note will be
crucial. Figures 3 and 4 show the geographicatidigion of SWFs investments between OECD
countries, BRIC countries and Non-OECD (excluding BRIG)ntges by number of deals and
by USD value.
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Fizure 3: Number of Deals by Region (Total of 785 Deals) Fizure 4: Value of Deals by Region (Total of $ 250 Billion}

Sourceswww.worldbank.orgseen on May 2013

-Firms Considering Investments by SWFs.

* Benefits for Recipient Firms and their Stakeholdes

Companies subject to SWFs investments have vanerests that could be in

line with the funds - or at odds with them.

Companies' management usually favors the entry fotalaof long-term, passive investors
who very rarely try to interfere in corporate st@t or to disinvest their stake. As a matter of
fact, institutional investors, especially thosehnét long-term investment horizon, are generally
greeted with open arms on equity markets. Firmkisgdo have a stable capital base may find
in SWFs a very thought after shareholder.

A possible explanation is that in many instancesFSWave proven to be loyal and un-
disturbing investors. This is particularly the ca$é&IA which continues to be a low-profile and
dependable investor in its holdings around the gldihis feature was very well exemplified by
its management of its minority stake in Daimler-Ben

KIA is the single largest shareholder of the Germatomobile maker with a 7.1 percent stake.
Daimler-Benz acquired Chrysler in 1998 as part ofaitshition to become an internationally
integrated car manufacturer. In 2007, faced withahidence that Daimler had not been properly
integrated with the American automobile producer,rySler was spun-out. This sudden
divestiture that follows a failed business operatiould have driven KIA to adjust its holding
but it didn't and refrained from intervening. Suelxamples are encouraging for recipient
companies

As Howard Socol, CEO of Barney's, declares afteratguisition of his company by Dubai‘'s
Istithmar in 2007, “This transaction further enhesiour ability to develop our brand and grow
our business.”

For the companies being purchased, capital inflcavsbe a net positive situation. More capital
means more money for research and development, mamey for investments and more money
to pay salaries. Especially, this means lower urgdn have recourse to financial debt, with
equity (or its derivatives) emerging as a subsifor indebtedness especially in times of weak
liquidity on credit markets. This also implies aase of pressures on management for debt
amortization.

Finally, having a SWF as stakeholder — in whichevay - could turn out to be beneficial for
accessing foreign markets, in terms of facilitatthg entry or softening regulatory stringency
and abbreviate delays.

To illustrate this last positive effect for reciptecompanies we recall the case of China who
many believe will try to leverage foreign entraiedts own market with its own incursions into
foreign territories. Following, the China Developrhé®ank’'s acquisition of 3.1 percent of
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Barclays, the target's chief executive John Varleynawledged that the transaction would open
the Chinese retail market to its bank. This accemsldvhave been otherwise difficult. And it is
no coincidence that its is Blackstone that providedisory services for this deal

given the PE group's relation with China‘'s SWF CIC ¢wdontrols a 10 percent stake in it). In
autumn of 2007, Blackstone bought a 20 percent stakdina National Bluestar Corp, a large
Chinese chemical products manufacturer.

*Threats and Letdowns for Recipient Firms and their Stakeholders

Every single advantage of the above mentioned éasrtheless its downsides.

To begin with other stakeholders with shorter itrent frames could prefer other
shareholders to be more aggressive and implicatéxing high criteria for

management performance.

Moreover, as several observers have rightly indtaBWFs do not need to assign two
directors to the board to exude influence when ttatrol 10 percent of a firm. This is the case
of Saudi‘s Prince Walid Bin Talal, who though nopnesented on Citigroup‘s board has had a
significant command over the bank's

key strategic decisions, as evidenced by his nangagible hand on the dismissal of chief
executive officer and chairman Charles PrincerliNovember of 2007.

Also recalling the Isthismar — Barney's case outliaove, if Mr. Socol praised the deal as it
happened, he later resigned because what have rbewred as sharp differences with the
company's new owners over strategy especially plmsoverseas expansion. Mr. Socol
disagreed with the aggressive timetable put inglaccording to close source he believed that
Barney's new owners had "plans to grow helter-skaitea bunch of countries.. In this way,
Isthismar lost a veteran of retail business andiggted for six months to name a new CEO at
Barneys to the point that some believed that itdecdkloped a case of .buyer's remorse..

Also, a sovereign investment in a firm may compécthe entry to countries that have a tense
relation with the SWFs' owners. This narrows thegibilities to attract new investments from
some new countries or new investors. It could hmper plans to engage in certain politically
controversial sectors or complicate a company‘seredl growth through mergers and
acquisitions. Lastly, firms are usually aware @ public relations damages and implications of a
foreign investors connection to their capital, Wwiegta SWF or any other government owned
entity.

Therefore, boards of directors and top executifdgms in which SWFs invest should work
on understanding the intentions and strategic tsigé SWFs as well as all the threats they carry.
The outer shell of those new liquidity providersttwienormous resources is undoubtedly
appealing, especially that these suppliers appe&retpatient, long-term investors who rarely
interfere in governance or management. But any catipm considering a liquidity injection
from a SWF should check elements with a more chesfd dubious eye in order to assess the
genuineness of these appearances and their wahiktr time if conditions came to alter.

Accepting the entry of a SWF in its capital baseusth not be problematic if managed well.
The most important point is to listen and try taleebs the concerns of the other shareholders, of
the media, and of the other participants of therimdtional financial system.
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-Other Financial Institutions

Other financial institutions consist mainly of fimdal services firms, asset managers, various
types of funds, and private institutional investd®s course, these players perceive the rise of
SWEFs through the lens of their own interests.

SWFs may be competitors, but also potential pastra-investors, or clients. As a matter of
fact, other financial institutions perceive SWFsi&ty as a source of opportunities as a source of
threats.

*Threats and Concerns

The concerns of other financial institutions mirtbe various roles that SWFs have come to
play. Indeed, SWFs have an edge compared to that@risector and this edge could be
summarized in two main points:

- The first one would be the access to privatermftion gathered by the
security services and intelligence agencies of divaing government. This information is
clearly not available to private investors.

- The second one would be the idea that a SWFghwnked by a government or a sovereign
entity, can benefit from low financing rates andtthgain is not the case of private investors.

The growth of the SWFs is another concern. The uycg of supply and demand advocates
that a flood of new money may drive up asset prases drive down risk premiums. The small
size of SWFs relative to other financial playerstlie global economy mitigates this effect,
though it may be pronounced in some geographiesectdrs.

Many financiers think that managerial talent isklag in several of the recently created SWFs
and thus could occasion mistakes that resound tbeewhole financial system. Ultimately, this
concern will diminish as more SWFs become more istiphted and knowledgeable investors —
but that prospect also raises its own competitioeicerns, as there will be intensifying
competition for talents and deal flow.

Another potentially harmful impact concerns speaifly the private equity sector.

Some believe that the emergence of SWFs could rerape of the pillars of this industry. As
a matter of fact, the private equity surge overltis¢ decade has been analyzed by some scholars
as an attempt to arbitrage away the overvaluatidixed income instruments relatively to equity
instruments. This situation is said to be the cqueace of the prevalent investment of central
banks in debt as opposed to equity.

By bringing in debt relative to equity, the privagguity groups helped deal with that
imbalance. Given, the instauration of SWFs and tesulting shift from secure, liquid
investments by central banks to more risky, .sladiee. ones a major pillar of the private equity
industry could thus be eliminated.

Finally, it would be predictable if calls for in@®ged transparency of SWFs be followed by
similar calls for other financial players, like lggdfunds and investment banks. In this way, the
call would be symmetrical: the entire financial teys should be transparent. Financial
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institutions must prepare themselves for such serradtive and determine which information
they're willing to share and which they‘re not.

*Qpportunities and Mutual Interests

Notwithstanding the risks and anxieties summariabdve, the emergence of SWFs affects
positively other financial constituencies of wodadpital markets, in particular investment banks
and asset management firms.

The asset management industry had so long beeseteficcess to foreign exchange reserve
management, which was handled solely by centrakdarhe outsourcing of funds by SWFs to
external managers would drive up demand for investrbanking services, such as trading and
purchase of equities and fixed income, consulting &aluation advice. Corporate finance
departments of major European and American bark®xerting extra efforts and resources to
work with SWFs on their asset management, with Mor8tanley, JPMorgan and Merrill Lynch
having created internal dedicated teams for SWksaxy.

In order to have an approximate idea of the patkgiins for other financial institutions we
examine two studies recently carried out. The fisste performed by Morgan Stanley
guesstimates that close to US$200 billion couldteually outsourced in the coming four years
while SWFs carry on with their size expansion. Mertynch estimates (under certain
assumptions) that between $4 and $8 billion wowdybnerated in incremental annual revenue
for global asset managers.

Thus, SWFs can jointly engender an upwelling irbgloasset supply, as financial institutions
would be incited to structure new products to nteetdemand of these institutions with very
deep pockets. Asset classes that attract most $¥¢Hscal government debt, emerging market
corporate debt and the asset management industry.

Knowing that they might invest in the same compsie the SWFs, the financial institutions
are eager to have additional information aboutdhfosds, how they think and where they are
looking to invest, by sector, geography, and lefedconomic development. This information is
a highly valuable competitive intelligence that kbusupport pre-emptive moves and/or
positioning from the financial institutions. “IngHuture,” says David Rubenstein, founder of the
Carlyle Group, “sovereign wealth funds and privatpigy firms are likely to pursue large
investment opportunities through joint ventures.”

IV-The geopolitical role of SWFs and industrializednations feared®

Sovereign wealth funds from resource-rich countdestrolling more than $500bn of assets
operate with no disclosure, limiting their accodnility and increasing the risk of corruption, a
leading transparency watch dog has said.

The Revenue Watch Institute, a New York-based ghmgked by charitable foundations and
rich-country governments, published research shpwiimat eight large funds, including the
investment authorities of Qatar, Kuwait and Libglesclosed no details at all about their assets,
transactions or investments. Those eight fundestimated to have assets worth $539bn.

Other funds, including Saudi Arabia’s, which cofgran estimated $530bn, and Nigeria’s,
have little disclosure or political accountability.

Daniel Kaufmann, president of Revenue Watch, saigreign funds built up using revenues
from natural resource production were “one of theaa of greatest opacity” associated with the
oil, gas and mining industries.

1% TheCityUK, FINANCIAL MARKETS SERIES, SOVEREIGNWEATH FUNDS MARCH 2013.
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He added that while international efforts to impralisclosure of natural resources payments
had made progress in recent years, “on this issuarevreally in the Dark Ages”.

He was speaking as Revenue Watch released a stselysagy 58 resource-rich countries on
the governance of their oil, gas and mining indastrwhich rated only 11 as “satisfactory”
overall. Countries were scored on criteria includitigclosure of financial information, laws that
support transparency and fair competition, and éwaorks to allow accountability and fight
corruption.

The highest standards were found in Norway, whichvidely seen as a model for effective
management of natural resource wealth, closelpvi@t by the US and then the UK.

Several emerging economies also scored “satisfdofpades, including Brazil, Mexico, Chile
and Colombia.

The worst rated were Iran, Qatar, Libya, Equatdgiainea, Turkmenistan and Myanmar.

Revenue Watch argues that better oversight and fus#, @as and mineral revenues would
transform the lives of a billion people in resourimd countries with poor governance.

The UK, which holds the rotating presidency of @® leading economies this year, is pushing
for an agreement on increased transparency in reséndustries.

Rules mandating greater disclosure by oil and micimgpanies have been adopted in the EU
and proposed in the US, although those regulatltmse been challenged in court by the
American Petroleum Institute, the industry group.

Transparency among sovereign wealth funds has teaderogress. The leading funds agreed
a voluntary code of conduct in 2008, but Mr Kaufmasaid there were no real incentives for
them to improve their transparency.

He added that poor governance at these funds dwd a “contagion effect”, encouraging
bad practices in the countries in which they ineest

Although Norway’s oil fund, the world’s largestnies highest for governance, Revenue Watch
also gave high ratings to the sovereign funds ofidad and Tobago, Bahrain, Chile, East Timor
and Mexico.

IV -Sovereign funds trends under recovery from thefinancial crisis'®

Sovereign wealth funds are a permanent, promineatufe of the inter-national financial
landscape. As countries become wealthier, and gowents expand their responsibilities for the
long-term welfare of their citizens, it is highlykély that those citizens will look to their
governments to help manage their countries’ firmneealth, including wealth associated with
natural resources, for themselves and for futuregsions.

These trends are not set in stone. Responsibiligidcaevolve back onto the citizens
themselves, but that is less likely. Moreover, asieties become wealthier, the scale of
government involvement in managing their wealthl wicrease, even if, contrary to recent
trends, it does so less than proportionately.

Despite the potential setback to international rfimial integration as a consequence of the
global economic and financial crisis of 2007—-0® timancial case for globalizing the allocation
of all forms of financial investment via diversi#itton remains overwhelming. Thus, three trends
interact to suggest that SWFs are here to stayetpanding wealth of all societies, growing
involvement of governments in managing that wealtig increasing recognition of the benefits
of international portfolio diversification. At theame time, SWFs are instruments of “big
money,” and big money is distrusted whether inltaeds of governments, banks, hedge funds,
or other private investment vehicles.

! TheCityUK, FINANCIAL MARKETS SERIES, SOVEREIGNWEATH FUNDS MARCH 2013.
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SWEFs are not the only mechanisms through which rgowents actively manage the wealth of
their countries on behalf of their citizens. Goveamt pension funds are essentially the same as
SWFs except where they are invested solely in gowent paper or the beneficiaries make the
investment choices. However, governments have othechanisms at their disposal. They
generally manage their international reserves mooaservatively, and manage other
government-owned or controlled financial or norafigial institutions with greater attention to
return and less attention to risk, than in the cds®WFs. However, such generalizations can be
deceiving because distinctions between these trosal types of governmental financial activity
are blurred. Specifics depend on the country asdcutiture, history, political structure, and
economic and financial circumstances. The potefiainstitutional or regulatory arbitrage is a
significant concern in the future. For some cowstria standard such as the Santiago Principles
increases the incentive to establish governmentraited investment pools that fall outside the
definition of SWFs used by the IFSWE.

Setting aside those complications, and concengrétin the moment on SWFs themselves,
distrust of these funds has been substantially s@efusince they burst into the global
consciousness five years ago. The general publicitanpolitical representatives know more
about what SWFs are and what they are not.

The growth of SWFs slowed with the diminished ex&rsurpluses that feed some of the
funds, the reduced rate of accumulation of resebyemost countries, and the financial losses
that many SWFs suffered during the global econaanid financial crisis. This has helped to
temper, but again not to eliminate, some of thegygeeated fears promulgated under the heading
of state capitalism operating through the chanh&WFs. On the other hand, the philosophical,
political, and economic contest between the tradél model of mature industrial economies,
with their reliance on markets, and state capitglizith its appeal to power and nationalism, is
far from settled in many emerging-market econorimgzarticular.

The economic and financial threats to both SWF hamhost countries that some observers
saw in their activities also have not generallyenatized. We summarized those concerns under
five headings: (1) mismanagement of SWF investméRjgursuit of political or

economic power objectives; (3) exacerbation ofrfmal protectionism;

(4) contribution to financial market turmoil and agmtainty; and (5) conflicts of interest, in
particular between home and host countries. Negk$h, as with much about the complex
world today, it is impossible to remove these pti&grconcerns from the economic, financial,
and political landscape.

One important contribution to clarifying the rolenda responsibilities of SWFs and
institutionalizing their participation in the intaational financial system has been the
promulgation of the Santiago Principles for suchdt. As shown , the Santiago Principles
conform broadly to the structure of the SWF scoaebresented already . Moreover, over the
past several years the ratings on that scorebaard significantly improved for a number of
SWFs. Nevertheless, the Santiago Principles shibeldhade more comprehensive and robust,
and the record of compliance with them by the m§)dfi~s must continue to improve.

The SWF scoreboard and the Santiago Principlebualteon the concept of accountability and
transparency both to citizens of the home courdrwall as to citizens and governments of host
countries.

12 Apdullah Al-Hassan, Michael Papaioannou, Martintg@lke, and Cheng Chih Sung
,Sovereign Wealth Funds: Aspects of Governanagtires and Investment Management, working paper,
Monetary and Capital Markets Department, 2013-12-08
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This approach reduces the risk of mismanagemeS8WF investments. The structure of most
SWFs, along with their transparency, if practicaldp reduces the possibility that a country will
use the funds as a mechanism to pursue economierjectives. On the other side, with less
of a perceived threat, host countries should keitedined to resort to financial protectionism to
guard against such risks. Similarly, financial nedrkarticipants should be reassured if SWFs
adhere to a high degree of accountability and parency regarding their activities and business
practices. All of this should build trust and redutie scope for conflicts of interest for each
SWF and between the home and host country of thwsls’ investments.

On the side of the host countries, their collecawel individual actions over the past several
years have been less than impressive. Collectitteymembers of the OECD have agreed that a
separate regime for SWF investments in their ecoemis not required. Instead, existing codes
and standards governing government investmentddaheusufficient. Unfortunately, the OECD
members did not take advantage of their review afcigs in this area to strengthen their
openness to government investments. Perhaps, this mevitable given the increased
involvement of the governments of many countriest thre not members of the OECD in
international investment activities. It is a poafttension that these non member countries have
not participated in writing the rules of the OECDhigh until its recent expansion was an
exclusive group of mature industrial countries. sTishange in the landscape also helps to
explain, if not to excuse, the tendency of manyviiddial OECD countries to establish, clarify,
or otherwise tighten their policies on foreign dirsnvestment, particularly when that investment
involves governmental entities, including but ne¢r primarily SWFs.

On the one hand, SWFs are more trusted than fiaesyago; on the other, concerns about
investment by SWFs and other governmental entitiésle somewhat reduced, have not been
eliminated. These concerns have been reinforcatidoyendency of SWFs to partner with other
investors, thus perhaps disguising their intenti@wh partnering by SWFs is of greater concern
when it takes the form of co-investment with anotk&ate-owned enterprise and involves
sensitive sectors such as natural resources t¢egitaectors such as electronics.

Thus, policymakers in countries that are home toFSWhould not declare victory. What is
required to build on the progress that has beenefhddecommend action in four areas: an
upgrade of the Santiago Principles and complianitle tiem; greater reciprocal responsibility
by host countries to SWF investments; improvementslated data collection

and disclosure; and pursuit of a comprehensivedrmonk governing all forms of government
investment as the ultimate goal.

Upgrading the Santiago Principles Using the franrévad the IFSWF, countries with SWFs
must be diligent in promoting adherence to the i&gatPrinciples, upgrading the ratings of their
funds on those principles, and enhancing the priesiso that they conform more closely to the
SWF scoreboard. Unless sustained progress in ths i@ achieved, observers in countries
receiving SWF investments will be justified in theiynicism about the process that led to the
promulgation of the Santiago Principles. | expemtmued progress, but | am prepared to be
disappointed.

The IFSWF should be diligent in encouraging allroies with large SWFs to join the IFSWF
and adhere to the Santiago Principles. Economi#s egtimated total assets of more than $25
billion in their SWF that are not members of theSWF are Hong Kong, Algeria, Brunei
Darussalam, Kazakhstan, and Malaysia—in order efsike of their funds. In addition, Saudi
Arabia has a large investment portfolio that i®ofriewed as similar to an SWF. Saudi Arabia,
which was an observer in the IWG that produced Shatiago Principles, should clarify the
management of its portfolio of foreign assets aodfarm their management to international
norms of disclosure. Finally, major SWF countrieshwnultiple funds, including the United
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States and the United Arab Emirates, should enthateeach of their funds complies with the
Santiago Principles.

Going forward, as part of the IFSWF’s peer reviewgesses that body must actively consider
improvements in the Santiago Principles, which @y a good first start toward meeting the
standards outlined in the SWF scoreboard preseaiteddy. As noted, for only 17 of the 25
principles where there is an overlap with the elet®én the SWF scoreboard do the Santiago
Principles explicitly require public disclosure @dmpliance with the principle. Given that many
of the funds of member countries of the IFSWF alyepublicly disclose how they implement
the eight other principles, there is no reason thleySantiago Principles should not recommend
public disclosure of how an SWF complies with anpiple that has already been established.

The most important of the principles where publisctbsure should be recommended is the
release of the SWF's annual report. This is th@esagath to increased accountability and
transparency. The vast majority of funds do soaalye

The next most important elements for which publisckbsure should be made explicit are
those covering independent audits of the funds. Sdrgtiago Principles endorse the principle of
independent audits, but they are silent about pubclosure, one of the eight elements of the
SWEF scoreboard not included in the principles.

The Santiago Principles should also embrace thégdisclosure of mandates given to outside
managers rather than just calling for a descripbibiie extent and nature of such mandates. This
is important to limit opportunities for corrupti@md conflicts of interest.

The Santiago Principles should incorporate theiputisclosure of how the operation of the
funds is integrated with the fiscal and monetarljges of the government. This is crucial to the
goal of not undermining macroeconomic stabilityttef home country.

In addition to calling for funds to have policiea teverage and the use of leverage, those
policies should be made public. This is an impdrgant of good risk management practices.

Finally, it is not enough that a fund declares tlitathas internal ethical standards as
recommended by the Santiago Principles. The fundldhalso make those standards public.

With respect to the elements in the SWF scorebtizatl were omitted from the Santiago
Principles, the two most important of these, after publication of independent audits, are
disclosure of the size of the fund at least anguatid establishment of a public policy on the
speed of adjustment of the fund’s portfolio. Thstfis widely practiced now and enhances the
credibility of each fund’s overall disclosure pglicThe second would help provide greater
confidence that the fund as a good public citizededicated to minimizing market turmoil.

Augmented Reciprocal Responsibility My second recondagon is that countries receiving
SWEF investments should develop a mechanism, fompka within the OECD Investment
Committee, for deeper peer reviews of the adherdayc®ECD members to its codes and
practices. These peer reviews should routinely limvavonmembers of the OECD, including
representatives of the largest SWFs or their gauents. They should also cover cases where
investments have been disallowed because of erospto the principle of national treatment
based on national security or broader economiocakcriteria.

While sovereign governments must make their ownsé®ts, consistent with their own laws
and regulations, they should be held responsibliheéobroader community of governments as
well as to official and private investors for jdgitng and defending their actions. Reciprocal
responsibility on the part of host and home coestdio SWF investments requires greater
accountability and transparency by both groupsoaintries. The Santiago Principles are a step
in this direction by the home countries, and thstltountries should more fully reciprocate.

13 International Forum of Sovereign Wealth Funds wifswf.org
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Improving Data Collection and Related Disclosuresthiyd area of recommendations focuses
on the principal reason why SWFs attract so mudhiqa attention: they are instruments of
crossborder governmental investment activity. Goremt investors by their nature are faced
with a different set of incentives than privategstors.

In addition, their actions are interpreted as bgiatitically motivated even when they are not.
Moreover, to the extent that one vehicle of cramsler investment, such as SWFs, comes under
closer examination, governments have an incentishift to the use of other vehicles.

It is well known that the managers of the interoal reserves in a growing number of
countries follow investment strategies similar tioge of many SWFs. For example, the
investments of China’s State Administration of FgneExchange (SAFE) include those via the
SAFE Invest-

ment Company said to have about $350 billion in tasseder management. The SAFE
Investment Company is sometimes classified as an.SWF

The Data Template on International Reserves anddfofeurrency Liquidity (IMF 2000), the
international disclosure standard that covers saméntries’ international reserves, is less
detailed and comprehensive than the Santiago Phasci and China in particular is not a
participant. The Reserves Template, as the intemmatistandard is known, was designed to
encourage countries to be more transparent andplifisdd about their release of information
about international reserves and to provide momdidence that those reserves were readily
available to meet the country’s international oalligns. It was not designed to inform the public
about investment strategies. For example, the Reseremplate does not distinguish between
reserves held in securities in the form of bondeauities, to say nothing of equity stakes that
are significant and might be controlling.

A decade after the Reserves Template was agreed, itpocontent should be updated to
include more information on the nature of countrieserve holdings, in particular when those
holdings may be indistinguishable from the holdimdsany country’s or the same country’s
SWEF. At the same time, countries that have largé=S¥hould be encouraged to adhere to the
revised Reserves Template, starting with the Unftedd Emirates, China, Kuwait, Libya, Qatar,
and Algeria.

In addition, as recommended above, Saudi Arabialldhbecome a full participant in the
IFSWF as well as adhere to the Reserves TemplatherAdce to the IMF's Special Data
Dissemination Standard, which is voluntary, recuiaglherence to the Reserves Template, but
not vice versa. One objective of this recommendaisoto limit the scope for institutional or
regulatory arbitrage as is already readily appamenthina.Each of these countries, with the
exception of Algeria, is already a member of th8\WF.

In the same spirit, countries should agree to adep effort to record and track all forms of
international investment by governments and govemrowned or -controlled financial or
nonfinancial institutions. The Sixth Balance of Payits and International Investment Position
Manual (BPM6) (IMF 2009a) recognizes that some gowents may create “special purpose
government funds, usually called sovereign wealtids.”

The BPM6 focuses on whether the assets in such ftendbe classified as reserve assets and
suggests the application of the test of whethey thee readily available to the monetary
authorities and whether there is a liquid claimaofesident entity on a nonresident that is
denominated in foreign currency. The BPM6 goes ostdte with respect to such funds: “Some
of these assets may be included in reserve asesgtessibly in other functional categories.
Where the funds are significant, the special pugpgevernment fund’s foreign assets not
included in reserve assets can be shown sepaestaysupplementary item” (IMF 2009a, 130;
emphasis added). One would hope that the interratiassets of SWFs would be included
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somewhere in a country’s international investmeositpn. The quoted passage is less
prescriptive than is desirable. In any case, thdagce does not indicate that SWF assets should
be separately identified.

The approach of the BPM6 to the suggested treatorentntreatment of SWF assets also is
recommended for all international assets of goventmwith the exception of reserves. Those
other assets are to be included in the categoryhfoparticular type of asset (securities, direct
investment, etc.) rather than being shown separatelin a supplemental item, as government
assets. Where the amounts are significant, forgmrernment-owned assets and liabilities to
foreign governments should be separately recordddeported.

US statistical treatment of government assets aabilifies to foreign governments is
somewhat more informative than is recommended byBAM6. All US government assets are
reported either as reserve assets or other US moeett assets. However, this treatment applies
only to federal government assets and not to timergé government category, which includes
state and local governments. As reported , US statklocal pension funds and SWFs hold
substantial international assets more than $4Q@rilOn the liability side, the United States
reports foreign official holdings by category okak such as US treasury securities, under the
heading “foreign official assets in the United 8at

The subcategory of “other foreign official assdia’s grown quite rapidly recently and includes
SWF holdings of assets other than US governmentiriies or other liabilities reported by
banks.

Again, this category generally does not includenstional government entities such as
pension funds or nonpension SWFs. Thus, Austrafateire Fund is included, but the holdings
of assets in the United States by the Canada PeRkaror Alberta Heritage Savings Trust Fund
are not.

One exception involves the United Arab Emiratesemgheight of the nine UAE entities are
included in the US Treasury’s instructions for wisaan official entity.

In light of the increased attention and concernualtioe international economic and financial
role of governments, whether benign or as a manifes of state capitalism with potential
malign overtones, it would be appropriate for themke and host countries to have more
comprehensive data on the international assetowérgments on both the asset and liability
side. This would help to further build trust in S¥V&s well as in government investments in
other forms, such as direct investment, in paricula mechanisms of institutional or regulatory
arbitrage that seek to avoid the inconvenienceWFSeporting standards under the Santiago
Principles.

A Comprehensive Investment Framework as the Ultintatal The recommendation on
improved data and disclosure leads to my final meoendation: the development of a
comprehensive framework governing all forms of gamgent investment in other countries.

Perceptions of SWFs have been adversely affectatiebinternational investment activities of
other governmental entities, ranging from instdo§ managing international reserves to
government-owned banks and nonfinancial institwidhSWFs are to have a safe future, home
and host governments should comprehensively apprétlae broader issues associated with
capital flows and international investments by goweents.

Preferably this activity would lead to an interoatkl investment treaty or at least a more
comprehensive approach to governmental investnhaws fthan today is the case. That broader
approach should encompass the revision of the IMRisles of Agreement to square them with
the positive and negative realities of internatlacapital flows—in other words, revival of the
capital account amendment proposal that was abaddion1997. The broader approach should
also encompass standards governing both the betendareatment of government investments.
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The standards could be developed under the aedgieed®ECD as long as nhon-members were
included in the process. If these standards wetget@nforced, the WTO would be a logical
place to lodge them because that organization hgwosen track record on enforcing
international agreements.
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