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The rise and rise of sovereign wealth funds
By A.V. Vedpuriswar

Introduction

Sovereign Wealth Funds (SWFs) are  a much discussed topic today among international economists, central bankers, policy makers and politicians.  SWFs have come a long way in the past five decades. In 1953, eight years before its independence from the United Kingdom, Kuwait established the Kuwait Investment Board to invest its surplus oil revenue. That was perhaps the first-ever "sovereign wealth fund" (SWF), although the term did not exist then. Today, SWFs are growing rapidly in both number and size. Twelve SWFs been established since 2005, and altogether SWFs control roughly $2.5 trillion. This  figure is  growing, according to some estimates, by $1 trillion a year. 
Although SWFs make up only 2% of the world's $165 trillion-worth of traded securities, they are bigger players than private equity and hedge funds, two entities which have also grabbed the headlines in recent years. According to Simon Johnson, the IMF's chief economist, SWFs will be worth $10 trillion by 2012. 

This article examines the role of SWFs, how they are structured and governed and the policy implications arising out of their rapid growth.
Understanding Sovereign Wealth Funds
Trading nations which save more than they spend, accumulate current account surpluses over time. Once these surpluses cross a threshold amount, managing them becomes a key issue. Various entities may be involved in managing these surpluses. These include central banks, official investment companies, state pension funds and  sovereign oil funds, among others.
Robert Kimmitt
 mentions that it is useful to differentiate among four kinds of sovereign investments: international reserves, public pension funds, state-owned enterprises, and SWFs. 

International reserves, are controlled by finance ministries and central banks for direct financing of international payment imbalances. Reserves come in handy while cushioning an export shortfall or defending the currency in a financial crisis. Reserves are by definition invested in highly liquid and marketable securities, floated by developed countries. Central banks are concerned with serving short term currency stabilization and liquidity management. But many central banks in recent years after accumulating reserves far in excess of what is needed to tide over liquidity problems have diversified into less liquid, more long term assets Some central banks have even begun buying equities and derivatives.

Public pension funds manage assets set aside to meet the government's future entitlement obligations to its citizens. Public pension funds differ from SWFs in that they are denominated and funded in the local currency, usually with relatively low exposure to foreign assets. However, in the coming years, it is quite likely that  pension funds will increasingly invest abroad, in some cases using  SWFs to manage their assets.

State-owned enterprises (SOEs) are companies over which the state has significant control, through full, majority, or significant minority ownership. SOEs can themselves undertake foreign investment.

Finally, SWFs are generally defined as government investment vehicles funded by foreign exchange assets and managed separately from official reserves. SWF managers typically have have longer-term investment objectives, a higher tolerance for risk and seek higher returns than do official reserve managers and take positions in a  broader array of financial assets such as stocks, bonds, property or other financial instruments
. SWFs generally fall into two categories according to the source of the foreign exchange assets. 
Commodity SWFs are funded by commodity exports. These funds serve different purposes, including fiscal revenue stabilization, saving for a rainy day  and balance-of-payments sterilization. Non commodity funds often arise from an exchange-rate intervention that has to be sterilised by issuing domestic debt to avoid unwanted inflation. Their net return depends on the difference between the yield earned on investments and that paid on domestic debt. The assets of this type of SWF, accordingly, may be thought of more as borrowed money than traditional wealth.
The globalization of capital
The rise of SWFs must be seen in the light of the increasing globalisation of capital. According to a study by McKinsey Global Institute, in 2005, worldwide cross-border capital flows, which include foreign purchases of equity and debt securities, cross-border lending, and foreign direct investment—increased to more than $6 trillion. Since 1990, cross-border capital flows have grown by 10.7 percent annually, outpacing growth in world GDP (3.5 percent), trade (5.8 percent), and financial stock (8.7 percent). 

From 2001 to 2006, global GDP at current prices and exchange rates increased 53 percent, and global trade in goods and services increased 93 percent. Over a slightly earlier five-year period (1999–2004), the increase in international investment (foreign assets plus liabilities) was about 175 percent. And in the past 5-6 years, emerging economies have accumulated rapidly a vast amount of foreign exchange  reserves and other holdings. Total official foreign exchange reserves held by these economies are today more than $5 trillion. 

The rise of SWFs is nothing but a manifestation of the globalisation of capital. A boom in commodities, especially oil, ensured current account surpluses for some emerging economies, especially those in the middle east. The dollars which flowed in, were first invested in US treasury bills. But in view of the low returns, investments are now being made in ventures which promise higher returns including  industries such as  telecoms, technology, aerospace, entertainment and banking. In short, the trade deficits of countries like the US are being financed by high savings economies in the middle east and Asia. Among the funds making the headlines are UAE’s Abu Dhabi Investment Authority, Singapore’s GIC and Temasek Holdings, China Investment Corporation, Quatar Investment Authority and Brunei Investment Authority. 
The Qatar Investment Authority has built a big stake in OMX, a Nordic exchange operator, and the London Stock Exchange. Temasek announced a $4.4 billion investment in Merrill Lynch in December 2007.  Temasek has also increased its stake in Standard Chartered to just under 20%. GIC, another SWF from Singapore has invested $9 billion in UBS and $6.9 billion in Citigroup.  The Kuwait Investment Authority has taken stakes in Citigroup and Merrill Lynch. China's SWF shelled out $3 billion for a stake in private equity firm Blackstone this year.  Carlyle Group, another private equity firm announced the sale of a 7.5% stake to an Abu Dhabi fund for $1.35 billion on September 20th.
According to data from Dealogic, investments by SWFs amounted to $48.5 billion in 2007 and $24.4 billion in the first two months of 2008.  The banking sector has accounted for $60.7 billion of the $72.9 billion invested by SWFs since January 2007.  Temasek and GIC have invested $41.7 billion abroad since January 2007.
Standards and Disclosures

With the international investment activ​ities of governments in general and SWFs in particular having achieved a sufficient scale and scope, consensus is emerging to establish internationally agreed standards with respect to the following:
• Objectives and Investment Strategy. People should know the policy objectives of the fund, how earn​ings and/or principal should be spent or redeployed, what types of assets are included in portfolios, how the assets will be managed, what investment and risk-management strategies will  be followed, etc.
• Governance. There should be clarity about the role of the government and the managers of the investment mechanism, what entity sets the policies, how those polic​es are executed. If the SWF is  making anything other than passive investments in finan​cial assets, guidelines for corporate governance should be enunciated and followed. Responsibility for ensuring compliance with those guidelines should be clearly established. In some countries, guidelines or a process may be needed to deal with ethical issues, for example, types of activities or circumstances in which investments should not be made.
• Transparency. The operations of the investment mecha​nisms should be as transparent as possible. Annual reports, quarterly reports, substantial quantitative disclosures about investment strategies, outcomes, and the nature and location of actual investments are desirable.
• Behavior. Depending on the type of mechanism, its size, and the scope of its activities, it would be desirable to establish behavioral guidelines with respect to its manage​ment. For example, guidelines may be needed to cover the scale and rapidity with which the entity adjusts its portfolio. There might also be a need for consultation with the relevant countries with respect to asset allocation across different currencies.

Some SWFs now provide their citizens, the market, and the general public, with information on the objectives, investment strategies, and results of their management of these entities. For example, Norway’s Government Pension Fund–Global provides the general public with extensive information on its investment strategy and investment results on a quarterly basis and annually provides informa​tion on its holdings of the bonds and equities of individual countries and corporations. Temasek of  Singapore, recently began publishing an annual report containing considerable detail on its invest​ments. In July 2007, the Kuwait Investment Authority for the first time revealed that its total holdings were $213 billion ($174 billion in Kuwait’s Future Generations Fund and $39 billion in its General Reserve Fund).
When it comes to disclosures, hedge funds and SWFs have been compared  but there are important differences. Unlike SWFs, hedge funds are private-sector entities. Disclosure is important to foster market discipline, which helps to mitigate systemic risk. The key avenues for hedge-fund transparency lie at the interface  between hedge funds and their investors, between hedge funds and their counterparties and creditors, and among counterparties, creditors, and their regulators. These issues are being addressed through the development of voluntary best practices by private-sector groups in Europe nad the US. As SWFs are public-sector entities, managing public funds,  profit maximization may not be the primary objective. Investor discipline depends on citizens and the government, rather than savvy institutional investors. Counterparties dealing with SWFs may  not exercise market discipline because they assume a sovereign guarantee will assure full payment. Public disclosure is therefore appropriate for SWFs to mitigate systemic risk

Political issues

As SWFs continue to expand in size and importance, their potential impact on various asset markets is being debated. Some critics have  argued that  the purpose of the investments made by SWFs might be to secure control of strategically-important industries for political rather than financial gain. 
SWFs have also attracted  a lot of attention because of the way they are structured and governed. Unlike the developed countries, governments of non industrial countries are more actively involved in their countries’ international investments. The governments of India, China, Thailand, Indonesia, Korea, and Malaysia controlled, on the basis of conservative estimates, at least 60 percent of their countries’ cross-border investments as of the end of 2005. The comparable figure for the United States was 2.5 percent.
Political risks, however, are not new to SWFs. The first SWF, the Kuwait Investment Office, created in 1953, (mentioned early on in the article) ran into trouble in Britain in 1987 when it bought more than 20% of British Petroleum. Margaret Thatcher, did not want to see a strategic asset  owned by a foreign government and forced  the Kuwaitis to sell more than half their stake.

In 2006, Singapore's Temasek sparked a row in Thailand by buying the family telecoms business of the then prime minister,Thaksin Shinawatra. The Thais objected to Temasek as a buyer, because of its ownership by Singapore's government. Temasek has also had trouble in Indonesia, over stakes in two telecoms companies bought by firms majority-owned by Temasek. 
SWFs have attracted the attention of western politicians in recent months. Nicolas Sarkozy, the French president, and Angela Merkel, the German chancellor, have both issued warnings. 
As with any form of foreign investment, it is natural for countries on the receiving end of SWF investment to raise national security concerns. But as the Economist (Jan 19,2008),  recently mentioned, these political fears may well be exaggerated : “Yet, for all these imagined fears, it is hard to find examples of sovereign-wealth funds abusing their power. As with private-equity groups and hedge funds, the anxieties owe less to reality than to a mix of secrecy and suspicion.”
Conclusion

The rise of SWFs seems to be an enduring  trend. Once a country has accumulated a substantial portfolio of foreign assets, it is not easy to bring them back home for devel​opmental purposes. To do so, a country not only has to stop accumulating foreign assets but also has to convert some or all of the accumulated stock back into domestic currency. This would call for a major change in economic policy. 

The rapid increase in SWF cross-border investment represents a potential structural shift in the global economy. What will be  the impact of  SWFs on financial stability? SWFs are in principle long-term investors, who typically do not deviate from their strategic asset allocations in the face of short-term volatility. They are not highly leveraged, and they are unlikely to  be forced by regulatory capital requirements or sudden investor withdrawals to liquidate their positions quickly. In this context, SWFs may well enhance financial stability by supplying liquidity to the markets, raising asset prices, and lowering borrowing yields in the countries in which they invest. But. as they hold  large, concentrated, and often opaque positions in financial markets, a sudden shift by SWFs in illiquid markets can cause price volatility. Further, many SWFs disclose little of their investment policies. So mere rumors of SWF shifts may cause the markets  to react.

The evidence so far suggests that SWFs are seeking to generate higher investment returns without generating political controversy. So long as SWF activities are consistent with free and fair competition based on agreed best practices, keeping the doors open to investment from SWFs makes sense for the developed world.
Merritt argues that countries receiving SWF investment should follow four basic principles. First, avoid protectionism. Second, uphold fair and transparent investment frameworks. Investment policies and processes, especially those involving national security considerations, should be public, clearly articulated, predictable, and nondiscriminatory. Third, having laid out the ground rules, recipient countries should not micromanage and  tell SWFs how to invest their money. Decisions on how to allocate investments across countries and asset classes must be left to the SWF  managers. Finally, investors must be treated equally. Tax and regulatory policies should not discriminate between foreign and domestic entities.

Merritt adds that SWFs should embrace some principles proacatively. First, their investment decisions should be based solely on economic rather than political or foreign policy considerations. Second, SWFs should be transparent about their investment policies and have strong risk-management systems, governance structures, and internal controls. Third, they must compete fairly with the private sector. Fourth as they play an increasingly important role in maintaining  international financial stability, during times of market stress, SWFs should communicate effectively with governments to address financial-market issues. Finally, they must respect host-country rules, including the applicable regulatory and disclosure requirements.
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