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Are Sovereign Wealth Funds Politically Motivated?

Edwin M. Truman discusses the conduct of the government-controlled investment behemoths that, as he has put it in
his latest book, are seen as both a threat and salvation for the global economy.
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The rise of sovereign wealth funds around the world in oil-producing countries and in trading
giants like China has been a phenomenon for the last few years, studied very carefully by
Senior Fellow Ted Truman here at the Peterson Institute for International Economics. This is
Steve Weisman at the Institute, with Ted to discuss his new book on sovereign wealth funds,
especially in the context of the global financial crisis. Thank you, Ted.

My pleasure.

Among other things, you've been watching the progress, or lack of progress, of these
funds in disclosing how they work. First let me ask, what are sovereign wealth funds and
how important are they?

Sovereign wealth funds are separate, government-controlled investment vehicles that usu-
ally involve some international assets. We're interested in them because they involve inter-
national assets. They today represent about $4 trillion of international assets and $9 tril-
lion of total assets. About 10 have international assets of more than $100 million, which is
about half the total. So the big players are funds that are important in the global financial
system, even though by themselves they are maybe 4 percent of the relevant magnitudes.

Don't they play a significant role in international investments?

If they’re only 4 percent, they can only play 4 percent of the role, but because they’re
large players and they can move a few billion dollars from company A to company B—

And because they're attached to governments there’s an outsized concern. Is the concern
over them exaggerated?

It depends on who's expressing the concern. I expressed some concerns about the man-
agement of the funds, about the potential for their being used for noneconomic pur-
poses, for their feeding financial protectionism, for their potential role [in light of] the
increasing turbulence in the market. Particularly because they’re government owned, they
can lead to various kinds of conflicts among countries. There are some concerns. I dont
think those concerns are catastrophic. But the two major tensions are that they are gov-
ernment owned and governments are political and they may be driven by motives that
are different from the normal—for better, for worse—commercial motives.

And they, to a large extent, but not exclusively, they're owned by governments which are
not part of the postwar group of countries that have set the rules and regulations for the
international financial system. So a number of them come from different cultures and
political backgrounds. Some of them are from Norway, Australia, and New Zealand. The
United States has $400 billion of international assets in sovereign wealth funds, including
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the state of Alaska, for example. And state and local pension funds do play much the same
role in terms of their investment strategy. And they also often act with, say, political motives
trying to influence the policies in a political direction of the companies in which they invest.

There was concern about political motives from the onset of this phenomenon, or as

1% p
soon as it got big enough for people to notice. What is the extent of noncommercial or
political type of motives in their investment strategies?

I think you're hard pressed to find anything of that nature that is overt. The problem is
more that, whatever they do, they may be interpreted as politically motivated. So, when
the Abu Dhabi Investment Authority invested in Citigroup in the fall of 2007, that
was interpreted, with some merit, as being a political act. Indeed, they were sufficiently
concerned about the political backlash on that investment that they prescreened it with
important members of Congress.

They went through the process that is called CFIUS [Committee on Foreign Investment
in the United States].

We don’t know. But it is true for the United States that all government investments,
when they involve control, can be blocked for the extra security reasons by [CFIUS]. But
they don't have a precise definition of control, so many foreign investments, government
investments in particular, will submit their investments to the CFIUS to make sure that
they won’t come up against that barrier.

Actually in the case of Citigroup, there’s a second barrier, which has to do with Federal
Reserve rules, too. They, too, have rules against government ownership and control of
US banks. This is not just a question of national security.

Another nice example that I like to use is Norway, which several years ago reportedly
disinvested from Iceland. This was before Iceland’s most recent problems. That was
interpreted by Iceland as a politically motivated act. More recently, it was announced

that the Norwegian Fund had invested in Greek and Portuguese bonds, and that was
interpreted as a political act. So, whether or not it was a political act, many of the acts by
the [investors of] these funds are interpreted politically, and they can’t get away from that.

Correct me if 'm wrong, but I think the Norwegian Investment Fund explicitly
has political or philosophical criteria on investing in, say, tobacco companies or
environmentally dirty industries.

Yes. They have what they call an ethical investment standard. And they prohibit
investments in certain types of firms, munitions and so forth. Tobacco, I think, is one
of them. They also will not invest or disinvest in firms which they feel are not following
good practices. There was a case some years ago in which they disinvested in Wal-Mart
because of its reported labor market practices in Mexico. That created quite a big stir

in the United States. The US Ambassador went in and complained to the Norwegian
government. But that’s an example of how an act which, in this case, was politically or
ethically motivated can contribute to tensions between the home country—Norway in
this case—and the United States.

What happens if a government in the Middle East or the Persian Gulf says, “We don’t want
to invest in companies that do business with Israel”? Do you see any red flags on the horizon?
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No, but in my scoreboard on sovereign wealth funds, I actually give countries’ funds
credit if they at least make their policies clear. So, for example, Kuwait has an explicit
policy of not investing in firms that that have substantial business with Israel. Well, many
people have those policies, and the governments will have those policies with respect to
various people, friends and foes.

I think we’re probably better off from having that above board rather than all a bunch of
rumor and innuendo. In my scoreboard, I give them credit for having an ethical invest-
ment policy, in which they declare their ethics. I'm interested in their accountability and
transparency. I think in that case they’re being accountable and transparent.

Ted, you've been monitoring these funds for a couple or three years now. Applying your
criteria, are the funds getting better on your score?

Since the first time I did this, three years ago, I've done it three times. There has been
on average an increase in the score of the sovereign wealth funds that I've scored each of
the three times—I’ve added to the sample each time—of about 9 percentage points. If I
remember the number correctly, half a dozen funds have actually substantially increased
their scores, and they’re particularly interesting. You have the Chinese Investment
Corporation, which increased its scores. These are countries’ funds that increase their
scores by more than 20 points. You have the Alaska Fund of the United States.

Do they have a good score?

‘They now have a very good score. They had a low right score but they increased their
score by about 20 points over this three-year period.

What did the Alaska Fund do?

They are more open about what their investment strategies are and how they’re organized
and where they invest. They have rules about released annual reports and published
independent audits. Those are some of the kinds of things. Another example is Trinidad
and Tobago increased its score by about 50 points over this period. Most importantly, I
think, Abu Dhabi—the ADIA—the Abu Dhabi Investment Authority, which is probably
the biggest fund in the world, though they don't tell us how big they are. And with its
annual report that it issued just this March, it increased its score from 11 to 58.

They’ve been waging a campaign to try and improve their reputation.

Yes, and the ADIA was part of the group that drew up the so-called the “Santiago
Principles,” Generally Accepted Principles, or Practices for Sovereign Wealth Funds.
So, they had some obligation to upgrade their score both on my scoreboard and on the
Santiago Principles, and they did do that on that.

Where is the biggest need for improvement, and which countries now are lagging?

It’s pretty much across the board. So, the UAE [United Arab Emirates] is an interesting
country. They have two funds: the Mubadala and the ADIA. But they have four other funds.
They're in the average score on my scoreboard. The average is about 59 out of a score of 100.
‘They have a bunch of other funds which are all down in the bottom, under 30 points. It’s a
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pretty mixed bag, quite frankly. You have advanced countries who don't score in the 80 to
90 percent range, and you have some countries like Timor Leste [East Timor] that do score
in that range. It’s difficult to generalize. That’s one point I make, largely because these funds
are very diverse in their backgrounds. They come from different countries with different
cultures. They found themselves members of this club to which they didn’t apply.

I love that line.

They also discovered that there are obligations of membership which they didn’t expect.
It’s not surprising that going into the process, they had their own practices, generated by
their own governmental political processes, in some cases at a high level of disclosure,
and in some cases at a relatively low level of disclosure and accountability. But I think
that overall there has been an improvement. I certainly hope and expect that there will
continue to be improvement in the years ahead.

When the financial crisis blew up in 2008, there was an expectation that the sovereign
wealth funds would play a role in stabilizing banks in Europe and the United States.
What happened?

Again it’s a mixed bag. They did—in late 2007 and the first part of 2008—make, as a
group, substantial investments in a number of the major western financial institutions.
Some of that may have been motivated by a desire to be helpful—

Which would have been a political motive.

It would’ve been a political motive. But I think on the whole, I've actually talked to a
couple of them, they were motivated by the desire—they thought they were buying in
at the bottom. And unfortunately for them, they got burned. Some of them got badly
burned. But at least from the standpoint of those recipients of the investment, they were
certainly better off than without the investments. On the other hand, you can say the
ADIA bought Citigroup, but it didn’t buy General Motors. Maybe if it bought General
Motors, General Motors would’ve have had quite as much trouble. Thats partly a joke.

It’s hard to imagine any kind of aggressive investment strategy like the one that the US
government made with General Motors.

No but, for example, the Kuwait Investment Authority wants a big piece of Daimler-
Benz and has for a long time.

They do make those kinds of investments. One other point. I don’t go into this in my
book because I didn’t have enough detail. But many of the funds actually disinvested
abroad and brought funds home during this period. So, in that sense, by repatriating
money to support their domestic economies, they were, to some extent, contributing to
the broad global deleveraging process. Now, you might say that’s perfectly appropriate,
since they’re owned by the governments. And some of them are set up precisely for that
purpose, so that if the price of copper is high, they add to their fund and invest abroad.
In Chile, if the price of copper goes down, they bring that money home and help to
finance the budget.

So, some of the stabilization type funds are set up that way, but there were a lot more.
Many of them brought money home to recapitalize their own banks, to finance their bud-
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get deficits, and so forth. But the net result of that was a reported nontrivial disinvestment
in the rest of the world. And therefore, in some sense, a contribution to the deleveraging
process, which was part of the tensions during the financial turmoil of the period.

Does the US Treasury secretary reach out to the sovereign wealth fund managers the way
it used to be done, or is there now an arm’s length—more of an arm’s length relationship?

I wouldn’t know. But I think it is relevant that the United States was involved in the
drawing up to the so-called “Santiago Principles” because of Alaska. So we had a
sovereign wealth fund and these principles are going to apply to a sovereign wealth fund.
So, the United States had a seat at the table. As a result, they interacted to a considerable
degree, at least at a technical level, with many of the countries that have those sovereign
wealth funds. That includes Norway but it also includes Abu Dhabi and Singapore

and Korea and Kuwait and a wide range of countries. There were 23 countries who
participated in the working group.

So the United States Treasury at the staff level has well-developed diplomatic relations
with a wide range of sovereign wealth funds and their parent countries, to a greater
degree than probably five or six years ago. To what extent the secretary of the Treasury
reaches out to them, I think only his scheduler would know. I wouldn’t be surprised that
if the chief executive officer from a major sovereign wealth fund is in Washington and
asks for an interview with the secretary of the Treasury, and that if the secretary of the
Treasury has time, he might well sit down with him, just in case he needs to get him on
the phone in the future.

I’'m sure you didn’t study this phenomenon, but what’s your sense of American jitters
now about foreign investment from governments?

I think on the whole, because there’s somewhat more information about these funds, and
you had the Santiago Principles and the Congress has held a dozen hearings over the last
years, there’s a little less anxiety about these funds. They are a little less mysterious than
they once were considered, partly because of their own efforts and these other efforts.

But, that being said, the United States, or other countries for that matter, are not
generally a hundred percent welcoming. Probably we're at best 60 percent welcoming to
foreign investment in general. And government-controlled or government-owned foreign
investment carries an extra burden. It’s analogous to the trade area. Even in China, there’s

a distrust of foreign investment.

Or also in China, there is a distrust of foreign investment. So this is not a phenomenon
that’s unique to the United States.

Developing countries have always had mixed feelings about foreign investment because
of the nationalist issues.

Correct, right.
Ted, thanks very much.

My pleasure. L3





