Annex 1.2. Sovereign Wealth Funds

Note: This annex was prepared by a Monetary and
Capital Markets Department staff team led by Udaibir
S. Das, with inputs from the Fiscal Affairs and Statis-
tics Departments.

Tentative estimates of foreign assets held
by sovereigns include $5.6 trillion of interna-
tional reserves and between $1.9 trillion and
$2.9 trillion in types of sovereign wealth fund
(SWF) arrangements. These amount to about
10 times less than the assets under manage-
ment of mature market institutional inves-
tors ($53 trillion) and modestly higher than
those managed by hedge funds ($1 trillion
to $1.5 trillion) (Financial Stability Forum,
2007). Current IMF projections are that sover-
eigns (predominantly emerging markets) will
continue to accumulate international assets
at the rate of $800 billion to $900 billion per
year, which could bring the aggregate foreign
assets under sovereign management to about
$12 trillion by 2012. Against the backdrop of
this expected growth, this annex provides a
taxonomy of SWFs, discusses their asset alloca-
tion frameworks, and highlights some opera-
tional issues.

Overview

The growth of SWF-type institutional arrange-
ments can be seen as a policy response to the
strong accumulation of foreign assets by the
official sector. However, SWFs are not new, espe-
cially in countries rich in natural resources (e.g.,
oil). SWFs have recently gained prominence
in several (non-oil) emerging markets and
commodity-based developing countries, reflect-
ing large balance of payments surpluses.

Large current account surpluses and capital
inflows have prompted an ongoing debate on
sovereigns’ underlying policies and possible
adjustments, such as the appropriate level of
exchange rate flexibility, the “optimal” level of
reserves, and the potential allocation of foreign
assets to SWFs.
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The growth in sovereign assets is turning the
official sector into an active investor group.’”
Sovereigns’ cross-border asset allocation choices
are assuming importance in the context of
prudent management of public financial assets.
The recent literature on SWFs has focused on
(1) issues of transparency in the external and
government accounts; (2) different objectives
of the funds, and approaches toward risk and
longer-term investment horizons; and (3) the
emphasis on “return” rather than “liquidity”
for balance of payment needs. In particular,
questions remain as to the potential impact of
countries’ asset allocations and strategic invest-
ments on international capital movements and

asset prices.

Sovereign Wealth Funds: One Type or Several?

The reporting of sovereign financial assets
has focused thus far on the appropriate meth-
odological treatment of reserve assets (Box 1.5).
Although there is no universally agreed-upon
definition, SWFs can generally be defined as
special investment funds created or owned by
governments to hold foreign assets for long-
term purposes. SWFs can be classified accord-
ing to at least two criteria: (1) the sources of
sovereign wealth, and (2) their policy objectives
(Table 1.7).

Sources of Sovereign Wealth Funds

The funding of SWFs comes from different
sources, which can be combined. Some funds
are byproducts of fiscal budget surpluses accu-
mulated due to a combination of revenues from
exports and spending restraint. Fiscal surpluses
and public savings generated domestically, such
as privatization receipts, can also be sources for
SWFs, as can large balance of payment sur-
pluses, with or without a corresponding budget
surplus.!

50See Chapter 2 of the April 2007 GFSR (IMF, 2007a).

5ISWFs from public savings and privatization are more
akin to nonrenewable resource funds, as they represent
an increase in net financial wealth.
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Box 1.5. Sovereign Wealth Funds: A Statistical Perspective

Statistical and data issues raised by the use of sover-
eign wealth funds (SWEFs) are currently being studied
by the International Monetary Fund. This box pro-
vides some information about these issues.

The draft sixth edition of the Balance of Pay-
ments and International Investment Position Manual
(BPM6) includes a methodology for determin-
ing whether foreign assets held in SWFs should
be included in reserve assets. To be included in
reserves, the foreign assets of the SWF need to
be readily available to the monetary authorities
and be a liquid claim in foreign currency on
nonresidents.

A specific issue for SWFs is whether there is
some legal or administrative guidance that results
in the assets being encumbered in a way that
precludes their ready availability to the monetary
authorities. If the SWF’s external assets are on

A Taxonomy Based on Policy Objectives

The following types of funds can be distin-
guished, based on their dominant objectives:

e Stabilization funds are set up by countries rich
in natural resources to insulate the budget
and economy from volatile commodity prices
(usually oil). The funds build up assets during
the years of ample fiscal revenues to prepare
for leaner years.

® Savings funds are intended to share wealth
across generations. For countries rich in
natural resources, savings funds transfer non-
renewable assets into a diversified portfolio
of international financial assets to provide for
future generations, or other long-term objec-
tives (IMF, 2007c).>?

® Reserve investment corporations are funds estab-
lished as a separate entity either to reduce
the negative cost-of-carry of holding reserves
or to pursue investment policies with higher

52See IMF (2007c). While newer oil funds pre-
dominantly focus on stabilization objectives, the recent
increase in oil prices has added emphasis to savings objec-
tives, and in some cases, enhanced asset management.

the books of the central bank or an agency of
the central government that exercises control
over the disposition of funds, then the presump-
tion is that the assets are international reserves,
provided all other criteria for being a reserve
asset are met, particularly liquidity (BPMO6). If,
however, the funds are held in a long-term fund
separately incorporated, the presumption is that
they should not be included in reserves. But any
final determination of whether an asset can be
classified as a reserve asset depends upon close
examination of the circumstances.

Assets held in a resident SWF that are claims
on nonresidents but do not meet the criteria to
be classified as reserve assets are classified in the
financial accounts (transactions) and interna-
tional investment position under the appropri-
ate instrument and functional category.

returns. Often, the assets in such arrange-
ments are still counted as reserves.

® Development funds allocate resources for fund-
ing priority socioeconomic projects, such as
infrastructure.

® Pension reserve funds have identified pension
and/or contingent-type liabilities on the
government’s balance sheet.”?

Additional objectives include enhancing
transparency in the management of revenues
from (commodity) exports and fiscal policy.

In practice, SWFs typically have multiple or
gradually changing objectives. For example,
some countries set up funds for both stabiliza-
tion and savings objectives. As circumstances
change, the objectives of the funds may also
change. This is especially true for countries that
export natural resources. Initially, a stabilization
fund is established to smooth fiscal revenue or
sterilize foreign currency inflows. As the assets

53To some extent, development funds and even pen-
sion reserve funds can be considered as subsets of SWFs
that are (explicitly or implicitly) linked to long-term fiscal
commitments.



in the fund continue to grow beyond the level
needed for the purpose of stabilization, country
authorities may revisit the objectives and rede-
sign the structure of the fund to broaden the
objective. This often leads to assets being split
into several tranches for different objectives, or
to the creation of separate funds with different

objectives.>*

Sovereign Wealth Funds and Strategic Asset
Management

Two major considerations usually guide the
allocation and distribution of SWF assets. The
first is the accumulation and withdrawal rules
regarding the fund’s future cash flows where
applicable. The second is the fund’s objec-
tives. Together, these considerations drive the
strategic asset allocation (SAA), which reflects
the return objective, risk tolerance, and identi-
fied constraints (such as liquidity and financing
needs, investment horizon, and legal and regula-
tory requirements).

SWFs may hold assets with negative correla-
tion to the country’s major exports (e.g., oil) or
offset the price risk of future imports (depend-
ing on the country’s risk profile) via its SAA
decisions. Funds without identified liabilities
allow for a more exclusive focus on a return
objective and acceptable level of risk. However,
for some SWFs, sterilization instruments used to
mop up excess liquidity may need to be consid-
ered as liabilities, especially from an integrated
asset and liability management perspective.”®
The objectives of SWFs could be undermined

5The institutional arrangements for managing these
different types of arrangements are broadly of three
categories. The first two pertain to those managed by the
central bank and/or an independent agency. A third cat-
egory of SWFs consist of those funds already established
that acquire the modality of “tiers of accounts,” that is,
separate funds for different purposes. In some instances,
the central bank transfers funds to the SWF, while in
other cases funds are transferred to the central bank for
management purposes.

%Returns on the SWFs are therefore net of interest
payments to the holders of the sterilization instruments.
At the same time, the currency mismatch, often resulting
from issuing domestic currency liabilities, would need

ANNEX 1.2. SOVEREIGN WEALTH FUNDS

by the accumulation of liabilities elsewhere in
the public sector.’® Some funds, such as pension
reserve funds, may have identified liabilities to
be matched within the SAA framework to allow
for a clear operational framework and transpar-
ent objectives.

SWFs’ allocations of sovereign reserve assets
to domestic investments have macroeconomic
implications, especially for developing and
emerging market economies. To invest domesti-
cally, SWFs would typically need to convert part
of their accumulated assets back into domestic
currency, possibly reversing the economic poli-
cies that led to reserve accumulation. Investing
domestically could stimulate domestic demand
with inflationary consequences. Issues of fiscal
accounting, transparency, and risk could also
emerge if those investments are actually gov-
ernment spending operations that should take
place within the budget. Therefore, domestic
investments are generally seen to be ruled out
in SWEFs.

Different types of SWFs could have markedly
different SAAs reflective of their different objec-
tives and constraints. Stabilization funds, for
instance, are generally conservative in their SAA,
using shorter investment horizons and low risk-
return profiles, or other instruments (perhaps
longer-term) that vary inversely with the risk the
fund is meant to cover. Typically, such funds are
designed to insulate the budget from terms-of-
trade shocks and to meet contingent financing
requirements. In this regard, they are akin to
reserves, which are managed for safety and
liquidity, and it is only after such considerations
are satisfied that higher risk/return objectives
are set.

SWFs with long-term objectives, such as
savings funds, may be better able to accom-
modate short-term volatility in asset returns.
Nonetheless, savings funds and pension reserve

to be taken into consideration when setting the SWF’s
investment strategy.

56Accumulating assets in an SWF may not affect the net
wealth of the public sector if, for instance, the fund is
being financed by issuance of public debt.
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Table 1.7. Size and Structure of Major Sovereign Wealth Funds

Ownership and Investment Strategy and
Source of Investment Strategic Asset Allocation
Country Fund Name Assets Funds Management (SAA)
United Arab | Abu Dhabi Investment $250 billion to 0il Owned by the emirate Major global investor.
Emirates Authority (ADIA)/ $875 billion? of Abu Dhabi, ADIA has Investment strategy and asset
Abu Dhabi Investment been the primary conduit | allocation is unknown.
Council (ADIC) for investing oil surpluses
in overseas assets since
1976. Recently a separate
legal entity, the ADIC, was
established to encourage
competition with the
ADIA. Abu Dhabi’s
surpluses will now be
allocated to both the ADIA
and ADIC.
Norway Government Pension $308 billion 0il Owned by the government | Global asset allocation with
Fund—Global (as of March and managed by Norges | 40 percent in equities and
31, 2007) Bank Investment 60 percent in global fixed
Management. income.

Saudi Arabia | No designated name $250+ billion? 0il Saudi Arabia Monetary Major global investor. Although
Agency manages the the size of assets is known, the
foreign assets: $225 investment strategy and SAA
billion is held on its own is not known beyond broad
balance sheet, a portion indications.
of which is designated as
reserves, and $51 billion
is managed on behalf
of various government
agencies.

Kuwait Kuwait Investment $160 billion to 0il The KIA is an The GRF is invested in the

Authority (KIA) $250 billion’ autonomous government | local, Arab, and international
body responsible for the | financial markets. The FGF has a
General Reserve Fund management of the GRF | global asset allocation based on
(GRF) and Future and FGF, as well as any investment guidelines approved
Generations Fund (FGF) other funds entrusted by the FGF board.
to it on behalf of the
government of Kuwait.
Singapore Government Investment | $100+ billion Other Separate investment Global asset allocation (not
Corporation (GIC) corporation established in | made public). Invests in all
1981, fully owned by the | major asset classes.
government.
Temasek Holdings $100+ billion Other Temasek Holdings is a SAA weights unknown.
private company, set up in | Geographical distribution as
1974 to hold and manage | of March 2006 was 38 percent
investment previously Singapore assets, 40 percent
held by the principal in rest of Asia, 20 percent in
shareholder, the Ministry | the Organization for Economic
of Finance. Cooperation and Development,
and 2 percent in “other”
countries.
China State Foreign $200 billion Other To be determined. To be determined.
Exchange Investment
Corporation3
Russia Qil Stabilization Fund* $127 billion 0il Owned by the government | Invests largely in fixed-income
(as of August and managed by the assets, with 44 percent in U.S.
1,2007) Russian Central Bank. dollars, 46 percent in euros, and

10 percent in pound sterling.




Table 1.7 (concluded)
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government and the

Bank of Botswana. The
government’s share of the
Pula Fund is accounted
for on the balance sheet
of the Bank of Botswana.

Australia Australian Future Fund | $42 billion Other Established in Australia
(as of May 1, 2006. Owned by the
2007) government and managed
by the Future Fund
Management Agency.
The aim is to underwrite
the government’s future
superannuation liabilities.
United Alaska Permanent $35 billion Oiland | Owned by the state of SAA consists of 53 percent
States Reserve Fund (as of June 30, | minerals | Alaska, established in equities, 29 percent fixed
(Alaska) 2007) 1976, and managed income, 10 percent real estate,
by the state-owned and 8 percent alternative assets.
Alaska Permanent Fund
Corporation.
Brunei Brunei Investment $30 billion Oil Owned by the Invests in a large global portfolio
Authority General government and managed | of financial and real assets. SAA
Reserve Fund? by the Brunei Investment | not made public.
Agency.
Korea Korea Investment $20 billion Other Launched in 2005 to Plans to invest in a global asset
Corporation manage $20 billion allocation. SAA not yet available.
of entrusted foreign
exchange reserves,
of which $17 billion
is from Bank of Korea
and $3 billion from the
government.
Canada Alberta Heritage $15 billion Oil Owned by the government | Invests in a global SAA with
Savings Trust Fund (as of March of the Province of Alberta, | 30 percent fixed income,
31, 2007) managed by Alberta 45 percent equities, 10 percent
Finance. real estate, and 15 percent
alternative assets.
Chile Economic and Social $9.83 billion Copper | Established in 2006. SAA consists of 72 percent
Stabilization Fund (as of July 31, Owned by the government | government bonds and
2007) and managed by the 28 percent money market
Central Bank of Chile as a | instruments in U.S. dollars,
fiscal agent. euros, and yen.
Pension Reserve Fund $1.37 billion Copper | Established in 2006. SAA consists of 79 percent
(as of July 31, Owned by the government | government bonds and
2007) and managed by the 21 percent money market
Central Bank of Chile as a | instruments in U.S. dollars,
fiscal agent. euros, and yen.
Botswana Pula Fund? $5+ billion Diamonds | Owned jointly by the The fund invests in public equity

and fixed-income instruments
in industrialized economies.
The fund does not invest in
emerging markets, as they
may be highly dependent on
commodities.

Sources: Public information from websites; IMF; and Morgan Stanley Research.
Note: Other countries with known sovereign wealth funds include Azerbaijan, Kingdom of Bahrain, Chad, Ecuador, Equatorial Guinea, Gabon,
Islamic Republic of Iran, Ireland, Kazakhstan, Kiribati, Libya, Malaysia, Mauritania, Mexico, Oman, Qatar, Sudan, Taiwan Province of China,
Timor-Leste, Trinidad and Tobago, Uganda, and Venezuela.
TEstimates by Morgan Stanley Research and PIMCO.
2In some countries, such as Saudi Arabia and Botswana, there is no formal sovereign wealth fund but the monetary agency manages
foreign assets on behalf of various government agencies.
3Announced on March 9, 2007, the fund may be established at the end of 2007.
4Starting in February 2008, the Oil Stabilization Fund will be divided into two separate funds with distinct policy objectives (Stabilization
Fund versus National Welfare Fund).
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funds also aim to preserve a minimum amount
of capital, in real terms, so that the purchas-
ing power of the funds is guaranteed. Pension
reserve funds with explicit liabilities typically
design SAA benchmarks that preserve their
solvency.

Some Issues for Consideration

The cross-border asset holdings of SWFs raise
issues similar to those faced by other interna-
tional market participants, including their role
in global financial markets.

One view is that SWFs enhance market
liquidity and financial resource allocation. This
view recognizes that SWFs, especially the larger
ones, typically use a mix of well-trained in-house
expertise and well-regarded international exter-
nal fund managers, and have longer investment
horizons that can accommodate short-term vola-
tility. Consequently, their investment operations
may dampen asset price volatility and lower
liquidity risk premia, compared with a situation
in which these assets were to be managed with
shorter duration.

Another view holds, however, that the limited
publicly available information on some SWFs,
their multiplicity of objectives, and a lack of
clarity on their institutional structure and invest-
ment management, make it difficult to assess
the SWFs’ asset management activities and their
impact on the capital markets. Without more
public accountability, funds may alter their gov-
ernance structures, perhaps as a result of losses,
which, in turn, could lead to sharp changes in
investment policies, possibly exacerbating mar-
ket volatility in some asset classes. The public
ownership of SWFs (and other state-owned enti-
ties) also raises questions about possible capital
account restrictions initiated in recipient coun-
tries, especially to avoid certain types of foreign
direct investment.

As their size, number, and use grows, and
as domestic and international public attention
directed toward them increases, SWFs may be
faced with several institutional and operational
challenges, including:

® Defining objectives and setting and implementing
sovereign asset allocation. A well-defined SAA
within a clearly articulated investment policy
is a critical operational component for public
investment funds, and as new developments
arise, a reassessment of existing objectives and
constraints might be needed and reflected in
the overall risk tolerance.

e Institutional arrangements, including withdrawal
and accumulation rules that reflect risk-
sharing arrangements between the govern-
ment and the SWF, or the central bank, and
establishing responsibility for investment deci-
sions and their outcomes.””

® Accountability arrangements, including fiduciary
duty to citizens, the legal foundation, and the
internal governance structure. In practice, the
public disclosure of SWFs varies significantly
in terms of the nature of information and its
timeliness, providing for more or less public
scrutiny of the sovereign assets.

There are a number of voluntary transparency
initiatives that are relevant to SWFs.>® These
include the IMF’s Guidelines for Foreign Exchange
Reserve Management, Balance of Payments and Inter-
national Investment Position data, as well as the
Coordinated Portfolio Investment Survey, the
Code of Good Practices on Fiscal Transparency, and
the Guide on Resource Revenue Transparency. More
targeted initiatives include the Joint Oil Data
Initiative and the Extractive Industries Transpar-
ency Initiative.
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