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Chinese and Emirati purchases of US companies have collapsed because of suspicions
that their Sovereign Wealth Fund (SWF) status is a disguise for political ambitions.
SWFs have grown in size and number, drawing the attention of many government offi-
cials because of their non-transparent nature and expansionary investment policies.
Their government-controlled status and non-transparent nature have raised fears
among governments of political rather than economic investment motivations. SWFs
may use their economic influence to obtain critical information, transfer jobs abroad,
or compromise the operation of strategically important companies. Such concerns
have led to proposals for national measures to regulate investments of foreign SWFs
with a view to controlling their economic and security impact. This article questions
whether the existence of SWFs justifies the adoption a particular set of national or
international foreign investment regulations. It offers an assessment of competing
models from the viewpoint of theory, costs, and implementation. It also examines the
alternative model of international self-regulation.
K E Y W O R D S : sovereign wealth funds; finance law; protectionism; investment regula-
tion; self-regulation; transparency

1 . I N T R O D U C T I O N
In the last decade Sovereign Wealth Funds (SWFs) have grown in size and number,
drawing the attention of many government officials because of their non-transparent
nature and expansionary investment policies. SWFs have been a valuable source of
foreign investment for the global economy, demonstrating a generally passive invest-
ment stance and maintaining a long-term investment outlook. Nevertheless, their
government-controlled status and non-transparent nature have raised fears among
governments of political rather than economic investment motivations.

Concerns highlight the risk that SWFs use their economic influence to obtain crit-
ical information, transfer jobs abroad, or compromise the operation of strategically
important companies. Such concerns have led to proposals for national measures to
regulate investments of foreign SWFs with a view to controlling their economic and
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security impact. This article questions whether the existence of SWFs justifies the
adoption of a particular set of national or international foreign investment regula-
tions. This involves an analysis of the rationale for regulating SWFs, and the scrutiny
of existing theoretical proposals.

National legal instruments applying to SWFs implemented in a number of juris-
dictions are mentioned1 without extensive analysis. Additionally, various forms of
regulation established at the international level (principally the Generally Accepted
Principles and Practices) will be examined as an alternative to more theoretical aca-
demic proposals.

The question of foreign investment regulation necessitates discussion of the ef-
fects of protectionism. Economic protectionism is prevalent in the ownership of do-
mestic corporate assets and the screening of foreign investments. While being easy
to achieve consensus among governments and commentators against the adoption of
investment protectionist measures, determining whether there is a clear rationale for
regulating SWFs is more controversial. If it is accepted that SWFs pose risks (and
thus costs) to national security and systemic stability, then a rationale for regulation
is easier to establish. If those threats are fictitious (and hence the regulatory costs
unjustified), a very limited form of regulation aiming to address protectionist pres-
sures and maintain consumer/corporate market confidence could suffice.

In establishing a rationale for regulation, a central topic is the role of transparency.
While many authors believe that the main object of legislation should be to tackle
the opacity of SWFs (either as an intermediate aim, or as a problem in itself), others
deem opacity not to be the problem so tackling it would be futile. The position in
this article is that, while transparency and accountability are sound principles in
themselves, SWFs should not be subject to additional regulation simply because of
their government owned status, when this is not warranted by solid macroeconomic
justifications. Essentially, transparency in financial markets should go hand-in-hand
with competitive neutrality.

One of three categories of SWFs regulatory proposals advocate restricting SWFs’
operations either by imposing investment caps, or removing entire sectors from their
investment ambit. A second group supports imposing softer restrictions upon SWFs
to incentivize them. The third proposes imposing mandatory reporting requirements.
An alternative view encourages a ‘self-regulation’ option where SWFs themselves
find solutions at the international level. An analysis of all those models from view-
point of theory, implementation, and costs reveals that none of the above proposals
deals satisfactorily with the rising influence of SWFs.

The analysis in this article evolves around the objectives of economic efficiency
(understood as the efficient allocation of capital and the level playing field competi-
tion between financial actors), financial stability, and national security. It is argued
herein that most measures proposed as national legislation are overly protectionist
and go far beyond what is necessary to respond to potential concerns associated with
SWFs, while seriously risking damaging their positive effects. Alternatively, it is sub-
mitted that the option of international instruments resulting from self-regulation is

1 See nn 13–14.

96 � Journal of Financial Regulation, 2015, Vol. 1, No. 1

D
ow

nloaded from
 https://academ

ic.oup.com
/jfr/article/1/1/95/2357856 by guest on 23 M

ay 2023

,
s
st
.
-


better placed to address the potential negative impact of SWFs while preserving the
benefits.

This article first offers a brief trajectory of SWFs, describing their main character-
istics and investment patterns. Secondly, it examines the issue of regulating SWFs,
initially, by setting out the reasons for the avoidance of protectionism, then by apply-
ing the rationale for regulating the wider financial sector to SWFs. This continues by
examining the role of transparency in the debate about SWFs, and the impact of vari-
ous international regulations. The third section discusses the main categories of theo-
retical regulatory proposals, namely those of investment restrictions, incentive-type
regulation, and command-and-control regulation. It offers an assessment of the
above models from the viewpoint of theory, costs, and implementation. The final
section examines the alternative model of international self-regulation.

(a) SWFs trajectory

Key characteristics of SWFs
No consensus has been reached on the exact meaning of the term ‘SWFs’, first
evoked by Rozanov.2 Most definitions suggest these are state-owned investment
funds (not operating companies) that make long-term domestic and international in-
vestments in search of commercial returns. Rozanov lists the major SWFs and esti-
mates the size of each. The author subsequently claims that the most important step
in designing a fund is defining its liability profile.3 Accordingly, he classifies SWFs
into five categories: stabilization/buffer funds, endowment funds, pension reserve
funds, development funds, and government holding funds. The International
Monetary Fund (IMF) has defined them as ‘special investment funds created or
owned by governments to hold foreign assets for long-term purposes’.4

The list of SWFs includes China Investment Corporation, Qatar Investment
Authority, Abu Dhabi Investment Authority, Temasek (Singapore), and
Government Pension Fund – Global (Norway). The largest SWFs are currently es-
tablished in Asia, although Latin America and Africa are expected to increase their
share of similar funds in the future.5 Overall, SWFs are estimated to possess collec-
tively over $6 trillion of assets under management.6

The rationale for setting up government funds steams from two challenges faced
by governments that accumulate substantial wealth. First, natural resources are ex-
haustible, and secondly, superior international competitiveness of domestic industries
can be a transitory phenomenon and it may change over time. Governments,

2 Andrew Rozanov, ‘Who Holds the Wealth of Nations’ (2005) XV(3) C Bank J 52 <www.centralbanking.
com/central-banking-journal/feature/2072255/holds-wealth-nations> accessed 4 November 2013.

3 Andrew Rozanov, ‘Sovereign Wealth Funds: Defining Liabilities’ (2009) 9 Revue d’économie financiére
283.

4 IMF, ‘Global Financial Stability Report, Financial Market Turbulence - Causes Consequences and Policies’
(October 2007), available at <//www.imf.org/external/pubs/ft/gfsr/2007/02/pdf/text.pdf> accessed 4
November 2013.

5 KPMG–Invest in Spain, ‘Sovereign Wealth Funds’ (2012) 4.
6 SWF Institute, ‘Fund Rankings’ (2013) <www.swfinstitute.org/fund-rankings/> accessed 12 November

2013.
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therefore, face the challenge of transforming the present-day revenue streams from
the sale of the resources or other export successes into sustainable income.7

SWFs tend to be particularly opaque institutions. Although the matter is touched
upon further below,8 at this stage it suffices to say that, as opposed to the majority of
large market investors (such as commercial banks, pension, and mutual funds), most
SWFs do not issue public reports on their size and holdings, management personnel,
and management structures.9 Additionally, SWFs rarely reveal their business plans or
future intentions or the extent to which governments intervene in SWFs’ decisions.10

This element has given rise to suspicions in the past that SWFs may hide their home
countries’ political agendas behind their investment policies. As a result, it has been
claimed, for example, that SWFs may use their financial influence to extract sensitive
information or ship jobs abroad, or even use their financial leverage to obtain politi-
cal concessions from their recipient11 countries.12 These fears have been exacerbated
when the investments target national infrastructure deemed to be of national impor-
tance,13 or when they originate from countries perceived as a geopolitical rival to the
host country.14

The above concerns have led in the past to a number of notorious cases of gov-
ernmental opposition to foreign buyout attempts. In July 2005, China National
Offshore Oil Corporation (CNOOC) bid $18.5 billion to buy a US oil major,
Unocal Oil Company. The move gave rise to intense scepticism based on the disad-
vantage American energy firms would suffer in competing with a State-owned enter-
prise (SOE), the lack of reciprocity in the Chinese market as well as the status of

7 Steffen Kern, ‘Sovereign Wealth Funds – State Investments on the Rise’ Deutsche Bank Research, 10
September 2007, 4 <www.dbresearch.de/PROD/DBR_INTERNET_DE-PROD/PROD00000000
00215270.pdf> accessed 6 November 2014.

8 See discussion on the place and role of transparency in SWFs regulation.
9 For a list ranking a fund’s transparency from 1 to 10, see the SWF Institute that uses the Linaburg

Maduell Transparency Index, applying criteria such as the publication of audited annual reports, the appli-
cation of ethical standards, and the fund’s investment policies. SWF Institute (n 6).

10 See, for example, Law No 47 of 1972 in Kuwait ‘Prohibiting and providing penalties for the disclosure of
information’ on the KIA, see: Kuwait Investment Authority, ‘Transparency and Disclosure of
Information’ (2008) <www.kia.gov.kw/En/About_KIA/Tansparency/Pages/default.aspx> accessed 4
November 2013.

11 ‘Recipient’ or ‘host’ countries are supposed to describe the countries/economies receiving their invest-
ments, as opposed to ‘home’ economies, meaning the countries managing the funds.

12 Indicatively see, Lawrence Summers, ‘Funds That Shake Capitalist Logic’ Financial Times (London, 29
July 2007) <www.ft.com/cms/s/bb8f50b8-3dcc-11dc-8f6a-0000779fd2ac.html> accessed 1 November
2014; Steven Weisman, ‘Concern about “Sovereign Wealth Funds” Spreads to Washington’ The New
York Times (New York, 20 August 2007) <www.nytimes.com/2007/08/20/business/worldbusiness/
20iht-wealth.4.7186699.html> accessed 26 December 2013; Joshua Aizenman and Reuven Glick,
‘[SWFs]: Stumbling Blocks or Stepping Stones to Financial Globalization?’ Federal Reserve Bank of San
Francisco Economic Letter Number 2007–38, 2–3 <http://www.frbsf.org/economic-research/publications/
economic-letter/2007/december/sovereign-wealth-funds-financial-globalization/el2007-38.pdf> accessed 20
December 2014.

13 In France, investments in a number of sectors require special governmental approval (art R153-2 of the
Financial and Monetary Code).

14 In the USA, the criteria for the administrative approval of the particular investments include (i) the ac-
quiring country’s adherence to non-proliferation regimes and (ii) the relationship of the acquiring country
with the USA, specifically on its record on cooperating in/with counterterrorism efforts (50 USCA app
para 2170(f)(9)(A)-(C) codifying the Foreign Investment and National Security Act 2007).
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China as a ‘Communist’ country. In August 2005, CNOOC withdrew its bid for
Unocal, blaming ‘the unprecedented political opposition’ in the USA and a political
environment that ‘made it very difficult . . . to accurately assess our chances of
success’.15 One year later, popular opposition expressed through Congress again
scuttled the acquisition of a major American operating company by a foreign state-
owned enterprise, this time Dubai Ports World’s purchase of operating rights to six
key port facilities. The case was brought immediately to national attention and, de-
spite executive support for the deal, various members of Congress and senators from
both parties’ expressed deep misgivings.16 Arguments concentrated upon issues of
national security and, particularly, the possibility of terrorists being smuggled from
the Middle East into US territory.17 The transaction was eventually blocked.18

Investment patterns
As regards the investment behaviour of SWFs, although it cannot be claimed that
sovereign investors act uniformly, for the great majority of them, various noticeable
common patterns can be identified. First, SWFs tend to be relatively risk averse.19

This usually means investing in low-risk holdings, such as US government bonds,
buying small stakes in a wide range of companies and using low leverage. It is
claimed, in particular, that SWFs often engage in a simple form of ‘trend chasing’,
while they are also more likely to invest at home when domestic equity prices are
higher, and invest abroad when foreign prices are higher.

According to Balin, to meet the objectives of stabilizing pension fund obligations
and government revenues, countries tend to invest ‘countercyclically’, that is, taking
stakes in industries and countries that perform best when the SWF holding country’s
economy is performing poorly.20 For example, Norway and Saudi Arabia invest pri-
marily in banking, technology, and industrial companies, and avoid investments in
natural resources. On the contrary, Singapore and Malaysia tend to invest more ac-
tively in natural resources.

Stabilization funds also seek higher allocations of lower-risk equities and bonds.
This is to be expected considering that, during times of worldwide economic slumps,

15 Matt Pottinger and others, ‘Oil Politics: Cnooc Drops Offer for Unocal, Exposing U.S.-Chinese Tensions’
Wall Street Journal, 3 August 2005, available at <http://www.wsj.com/articles/SB112295744495102393>.

16 Jim Lehrer, ‘Port Sale Sparks Political Battle’ Public Broadcasting Service (Arlington, 2 February 2006)
<www.pbs.org/newshour/extra/features/jan-june06/ports_2-22.pdf> accessed 11 January 2014.

17 Carl Levin, ‘Opening remarks at Senate Armed Services Committee Briefing on Port Security’, News
Release, 23 February 2006 <http://levin.senate.gov/newsroom/release.cfm?id¼251838> accessed 1
November 2014.

18 US House of Representatives Committee on Appropriations, ‘Amendment to Supplemental
Appropriations Bill, 2006’ HLC 8 March 2006 <http://appropriations.house.gov/_files/portamendlang.
pdf> accessed 1 November 2014.

19 Shai Bernstein, Josh Lerner and Antoinette Schoar, ‘The Investment Strategies of Sovereign Wealth
Funds’ (2013) 27 Journal of Economic Perspectives 219.

20 Bryan Balin, ‘Sovereign Wealth Funds: A Critical Analysis’ (2008) Johns Hopkins University School of
Advanced International Studies, 6 <https://jscholarship.library.jhu.edu/bitstream/handle/1774.2/
32826/Sovereign%20Wealth%20Funds%20A%20Critical%20Analysis%20032008.pdf> accessed 1
November 2014.
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low-risk securities are the only ones that hold their value.21 The same also applies to
funds that aim at generating long-term savings (savings funds). KIA, for example,
was long known to run a very low-risk portfolio due to the fact that it was responsi-
ble for Kuwait’s ‘Fund for Future Generations’.22 Moreover, SWFs, as opposed to
other investment vehicles, are not leveraged. Overall, it is supported that their level
of risk-taking resembles that of private equity firms.23

Secondly, SWFs tend to be passive investors, in the sense that they avoid interfer-
ing in the management of the companies in which they invest.24 Most SWFs, even
the largest ones, have outsourced the management of their assets and often vote by
proxy. This may happen because, although public sector investment managers have
significant experience in fixed-income markets, they often have limited capacity for
investment in other asset classes, such as equities. Thus, the SWFs rely on external
fund managers to implement their strategic asset allocation in areas where their ca-
pacity is limited.25 This method is said to be very effective in heading off potential
political backlash and concerns over their motives. ADIA has reportedly long out-
sourced the management of 70 to 80 per cent of its assets to foreign money man-
agers, while KIA outsources at least 50 per cent.26 In addition, many SWFs—
particularly the bigger ones—avoid taking active management roles. China’s CIC has
a stated policy to take no seats or only non-voting seats on the boards of its pur-
chases.27 Another characteristic example, in this respect, constitutes the decision of
China Investment Corporation who, following its investment of nearly 10 per cent
in Blackstone in 2007, opted to forego the corresponding stake’s voting rights.28

21 IMF (approved by Mark Allen and Jaime Caruana), ‘Sovereign Wealth Funds — A Work Agenda’
(2008) 9, 11 <www.imf.org/external/np/pp/eng/2008/022908.pdf> accessed 1 November 2014.

22 Since 2007, however, it was believed to have increased investments in risky assets such as equities, alterna-
tives (eg hedge funds) and its general exposure to emerging markets, while reducing its US fixed-income
portfolio, Setser and Ziemba (n 80) 23.

23 Ian Moore and Jennifer Choi, ‘Sovereign Wealth Funds and the Global Private Equity Landscape Survey’
Norton Rose Publication (2009) <www.nortonrose.com/knowledge/publications/15287/sovereign-
wealth-funds-and-the-global-private-equity-landscape-survey> accessed 7 November2013.

24 Michael Madormo, ‘The New Foreign Menace? SWFs and US National Security’ Stimson Centre
Spotlight (2008) <www.stimson.org/spotlight/the-new-foreign-menace-sovereign-wealth-funds-and-us-
national-security/about/staff.cfm?page¼15> accessed 7 November 2013.

25 IMF (n 21) 9.
26 At the same time, ‘winning business from [SWFs] requires more work than for typical institutional clients.

Training and educating the fund’s staff often is expected to come with managing the assets. The funds also ex-
pect more disclosure about the money manager’s own business’, Jay Cooper, ‘Sovereign Wealth Fund Hires
No Cinch’ Pensions and Investments (London, 17 March 2008) <www.pionline.com/apps/pbcs.dll/
article?AID¼/20080317/PRINTSUB/529010448&AssignSessionID¼173359561655636> accessed 1
November 2014. Nevertheless, a modest tendency in favour of in-house asset management can be discerned.
According to the IMF, ADIA has now established an in-house capacity and operates as highly professional in-
vestment managers and relies less on external managers than in its past, IMF (n 21) 8.

27 However, it is stressed by critics that even if CIC’s international investments are genuinely based on com-
mercial considerations alone, critics posit that China’s use of some portion of SWF assets for politically
driven domestic investments undermines the country’s claim that the CIC is a passive global investor,
Brune Nancy Brune, ‘SWFs: Passive Investors or National Security threat?’ in Al Mehaiza Myrna (ed),
The Impact of the Growth of Sovereign Wealth Funds (Arab Financial Forum 2009) 73.

28 Blackstone Group, ‘China’s State Investment Company to Acquire Non-Voting Minority Stake in
Blackstone’ Press Release, 20 May 2007 <www.blackstone.com/news-views/details/china’s-state-invest
ment-company-to-acquire-non-voting-minority-stake-in-blackstone> accessed 1 January 2014.
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Thirdly, SWFs are typically long-term investors and instances of assets sales
are rare.29 It was also seen above that their long-term investment outlook constitutes,
according to the IMF, one of their defining characteristics.30 One of the most promi-
nent examples of such investment behaviour include KIA’s 7.1 per cent stake in
Daimler AG—making KIA one of the single largest shareholders of the German car
manufacturer—that dates back to an investment made in 1969.31 A survey by
Norton Rose LLP on SWFs and the global private equity landscape shows that, 71
per cent of SWF respondents said they regarded themselves as being longer-term in-
vestors than private equity firms.32 This is almost exactly the same percentage as all
non-SWF respondents when they were asked directly if they thought SWF invest-
ments were longer-term than traditional private equity investments. When asked to
explain their answer to this question, typical views included observations that SWFs
had longer ‘time horizons’ and that they were not engaged in ‘active management’.33

The above evidence, starting with the SWFs’ overall passive investment stance,
makes it harder to argue about sovereign investments’ impact on national security. Any
such impact would logically necessitate an active participation in general meetings and
the use of voting power in favour of decisions which would harm local economies,
such as moving jobs, expertise or classified information abroad. Similarly, it would ne-
cessitate a tendency from SWFs to appoint members in corporate boards to increase
their influence and bargaining power. Such is usually the behaviour observed in institu-
tional investors,34 a class of investors that SWFs are often compared to because of their
size.35 No such evidence exists for SWFs. On the contrary, SWFs have a strong ten-
dency to remain low profile and their only iconic investments are limited to companies
that have no impact on national security (such as football teams or fashion retailers).

Next, SWFs’ long-term investment outlook serves to silence concerns about their
impact on financial stability, as it is also confirmed by a number of studies and reports.36

29 Moore and Choi (n 23).
30 See n 4.
31 Sven Behrendt, ‘When Money Talks: Arab SWFs in the Global Public Policy Discourse’ Carnegie Papers

No 12 (October 2008), Carnegie Endowment for International Peace, 6 <www.carnegieendowment.org/
files/arab_sovereign_wealth_funds.pdf> accessed 1 November 2014.

32 Moore and Choi (n 23).
33 ibid.
34 As Davies noted in 2003, ‘shareholder activism on the part of institutions is now a bigger part of the cor-

porate scene than it was, say, 20 years ago, and it is an activity which is crucially underpinned by the rights
of shareholders at general meetings’. Paul Davies, Gower and Davies: Principles of Modern Company Law
6th ed, (Sweet and Maxwell 2003) 338; Richard Parnham, ‘German Lawyers Learn the Art of
Shareholder Activism’ (2001) Euro Law 8; Bo Gong, ‘The Role of Institutional Shareholder Activism in
Corporate Governance: a Comparative Analysis of China and the United Kingdom’ (2012) Comp Law,
172–74; Ryan Bolger, ‘Canada Signals “Sea Change” in Global Shareholder Activism’ (2012) 30(16) IFL
Rev 12.

35 For more recent size figures of individual institutional investors and a comparative table with those of
SWFs see: Hao Jiang, ‘The Role of Institutional Investors in Corporate Financing’ (2007) QFinance
<http://www.financepractitioner.com/contentFiles/QF02/gjbkw9a0/17/0/the-role-of-institutional-
investors-in-corporate-financing.pdf> accessed 1 November 2014, figure 1.

36 Such was the conclusion of an IMF empirical study on the subject. The impact is further analyzed on dif-
ferent sectors (financial and non-financial), actions (buy and sell), market types (developed and emerging
markets), countries, and level of corporate governance (high and low); Tao Sun and Heiko Hesse, ‘SWFs
and Financial Stability—An Event Study Analysis’ IMF Working Paper Monetary and Capital Markets
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In the past, SWFs have been frequently compared to hedge funds due to their similar
opacity and secrecy, a comparison which extended to their impact on host economies.37

SWFs, however, in practice bear little resemblance to hedge funds: as not only are they
long-term investors, but they are also largely unleveraged. This finding, in combination
with the fact that SWFs provided valuable financial liquidity during the financial crisis
and came to the rescue of a number of high-profile financial institutions,38 makes it safe
to conclude that SWFs do not present any particular considerations from a financial sta-
bility point of view. Although SWFs may still have to be subjected to wider prudential
regulation, there is nothing particular or special about SWFs compared to other finan-
cial actors which should warrant the adoption of additional prudential regulations.

And yet, despite all available evidence, national security still often becomes a guise
for protectionism and populism against SWFs. In an illustrative attempt to para-
phrase Johnson, we may say that ‘national security’, nowadays, ‘is the last refuge of
the scoundrel’.39

(b) A rationale for regulation

Avoidance of investment protectionism
‘Protection’ in the economic sense is defined as:

The imposition of tariffs, quotas, or other non-tariff barriers to restrict the in-
flow of imports.40

The concept of protectionism has existed in various forms throughout history.41

More recently, numerous protectionist measures emerged in the aftermath of the
Global Financial Crisis (GFC). In particular, the World Bank reported that 17 G20
countries had implemented 47 measures whose effect was to restrict trade at the
expense of other countries.42 Others resorted to sector-specific bailout programmes
to support crisis-hit industries.43 Programmes that distort resource allocation and

09/239, 1 <www.imf.org/external/pubs/ft/wp/2009/wp09239.pdf> accessed 20 May 2013; also stated:
‘The global economy is robust enough so that these funds are unlikely to shake it’, James Surowiecki,
‘Sovereign Wealth World’ The New Yorker (New York, 26 November 2007) <www.newyorker.com/mag
azine/2007/11/26/sovereign-wealth-world> accessed 1 November 2014.

37 Such as by a former Director at the SEC, Thomsen who said, SWFs, like hedge funds, are relatively opa-
que and they have, by virtue of their substantial assets, substantial power in financial markets, Linda
Chatman Thomsen, ‘Testimony Before the U.S.-China Economic and Security Review Commission’
(2008) SEC <www.sec.gov/news/testimony/2008/ts020708lct.htm> accessed 1 November 2014.

38 The IMF estimated that only a few months other the financial crisis erupted (by February 2008), SWFs
invested over US $35 billion into large banks, IMF (n 21) 10.

39 James Boswell, The Life of Samuel Johnson, 2 vols (London: Charles Dilly, 1791), I, 478.
40 Graham Bannock and Ron Baxter, The Penguin Dictionary of Economics (Penguin Books 2011) 315.
41 See further: Ha-Joon Chang, ‘Regulation of Foreign Investment in Historical Perspective’ (2004) 16

EJDR 687.
42 Elisa Gamberoni and Richard Newfarmer, ‘Trade Protection: Incipient but Worrisome Trends’, VOX EU

(2 March 2009) <www.voxeu.org/article/trade-protection-incipient-worrisome-trends> accessed 18
September 2014.

43 Wolf-Georg Ringe and Ulf Bernitz, ‘Company Law and Economic Protectionism – An Introduction’ in
Ulf Bernitz and Wolf-Georg Ringe (eds), Company law and Economic Protectionism: New Challenges to
European Integration (OUP 2010) 2 ff; One example being Germany’s national car scrappage scheme, la-
belled an ‘environmental bonus’.
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prove disadvantageous for other sectors and competitors in other countries effec-
tively amount to trade barriers.44

Protectionism may be motivated by political, or short-term economic consider-
ations;45 however, it often comes at a significant economic cost to national welfare.
One cost is the deadweight loss caused by restrictions to free trade, borne by con-
sumers and society.46 It is estimated that trade restrictions raise the cost of imported
goods in the USA by 20 per cent on average, and raise the price of comparable do-
mestically produced goods by 10 per cent to 14 per cent because of reduced price
competition.47

Political opposition to cross-border M&A can equally impose monetary costs on
the economic value of domestic firms. Examining the case of Congress’s opposition
to CNOOC’s proposal to acquire Unocal in the USA,48 Won and Wang noted the
significant setback in the share prices of both firms in the wake of anti-CNOOC
events.49 These two portfolios lost a total of nearly $59 billion in their market values,
which exceeded Kuwait’s 2005 GDP.50 Takeover protectionism can, therefore, simi-
lar to trade protectionism, compromise social welfare and an economy’s growth
prospects.

Investment protectionism may also have detrimental effects on national welfare.
A comparative analysis of the US economy between two periods can serve to prove
this point. Between November 1982 and December 2007, substantial overseas capital
was available in the USA and the economy was in recession only 4.6 per cent of the
time.51 Conversely between 1945 and 1982, foreign capital was generally unavailable,
and the economy was in recession 22.4 per cent of that time.52 More recently, the
GFC showed FDI as not only a useful stabilizing force post-crisis, but also as possibly
contributing to the recovery of the economy.53

It thus becomes easy to understand the available choices of policy-making in
terms of a trade-off between market openness on one hand, and prudential regula-
tion and the protection of national security on the other. Formulating the proper reg-
ulatory response requires striking a fine balance between the need for foreign capital
and the danger of foreign governments interfering in certain sectors of the national
economy. It is difficult, in this sense, to predict when a regulatory response
may go too far and become (or be perceived as being) overly protectionist. An

44 ibid.
45 Such as the preservation of employment, Patrick Messerlin, Measuring the Costs of Protection in Europe –

European Commercial Policy in the 2000s (Institute for International Economics 2001) 41.
46 See Milton Friedman and Rose Friedman, Free to Choose (Harcourt 1980) 41.
47 Robert McGee, ‘The Philosophy of Trade Protectionism, Its Costs and Its Implications’ Dumont

Institute for Public Policy Research, Policy Analysis No 10 (1996), 12.
48 See n 15.
49 Kam-Ming Wan and Ka-fu Wong, ‘Economic Impact of Political Barriers to Cross-Border Acquisitions:

An Empirical Study of CNOOC’s Unsuccessful Takeover of Unocal’ (2009) 15 J Corp Financ 447.
50 ibid 448.
51 George Will, ‘Investors We Need Not Fear’ Washington Post (Washington, 3 February 2008) B07.
52 ibid.
53 Sven Behrendt, ‘Reformed SWFs Could Help Economic Recovery’ Carnegie Endowment for

International Peace, Press Release, 10 April 2009, <www.carnegieendowment.org/publications/in-
dex.cfm?fa¼view&id¼22978&prog¼zgp&proj¼zme&zoom_highlight¼WealthþFunds> accessed 12
May 2013.
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example of the downside of protectionism was when the largest Chinese SWFs sus-
pended investments in Europe before the financial crisis,54 as a reaction to the scepti-
cism faced by the CIC in their operations in Europe.55 Similarly wary of
protectionism, Nair argued that India should not create an SWF with the aim of in-
vesting India’s surplus in energy abroad, on the assumption that SWFs generally face
protectionism and political backlash throughout the world.56 In short, Nair believes
an SWF for India is more likely to bring problems rather than benefits.57 Similar
claims have been made by the UAE’s Central Bank Governor.58 Finding where the
red line lies for each potential (benign) investor is not an easy task either.

In this context, it is understandable why, as long as SWF investments are not ex-
amined from a public-policy perspective, concerns about them will persist, resulting
in mounting pressure on national governments to adopt protectionist measures.59

Indeed, protectionist attitudes,60 obvious until the financial crisis, were seen as the
direct result of the opaque nature and difficulty of determining the investment mo-
tives of SWFs.61

Under this light, there should be no difficulty in establishing that the protection
of the public from national or economic threats is more valuable than the efficiency
gains that derive from market openness. Under this reasoning, national security is
taken as of utmost importance and necessarily is hierarchically above financial

54 Jiwei, CIC Chairman, characteristically said, ‘officials in Europe told me they wanted me to state clearly
that we wouldn’t take stakes of more than 10%, or ask for voting rights . . . so I said fine, if Europe doesn’t
want me, I won’t go. So I want to thank these financial protectionists, because as a result, we didn’t invest
a single cent in Europe’, Jason Dean, ‘China Wealth Fund to Boost Investments’ The Wall Street Journal
(New York, 20 April 2012) <http://online.wsj.com/article/SB124006120569931959.html> accessed 1
November 2014.

55 As observed Stephen Schwartzman, founder and head of the private equity firm Blackstone. ‘But since
the spotlight has been put on them, they have pulled back dramatically. They don’t want to be members
of a club that doesn’t want them as members. They’ve pretty much withdrawn’; Benjamin Cohen,
‘Sovereign Wealth Funds and National Security: The Great Tradeoff’ (2009) 85 Intl Aff 718.

56 Nair, a senior fellow at the Wharton Financial Institutions Center, supports this view on the basis that
India should diversify its excess reserves in energy, a sector tightly protected by governments from foreign
investments, Vinay Nair, ‘Should India Set up a Sovereign Wealth Fund? It’s a Bad Idea’
Knowledge@Wharton (27 March 2008) <http://knowledge.wharton.upenn.edu/india/article.cfm?arti
cleid¼4272> accessed 9 November 2013.

57 ibid.
58 The National Staff, ‘UAE’s Banking Chief Predicts Tighter Regulations’ Gulf Base (Abu Dhabi, 25 May

2010) <www.gulfbase.com/site/interface/NewsArchiveDetails.aspx?n¼137592> accessed 24 September
2013.

59 An OECD paper published during the crisis warned that ‘countries will be tempted to adopt ‘beggar thy
neighbor’ policies, including investment protectionism in various guises’; OECD, ‘Building Trust and
Confidence in International Investment: Report by Countries Participating in the “Freedom of
Investment” Process’ OECD (March 2009) 12, available at <http://www.oecd.org/daf/inv/investment-
policy/42446942.pdf>.

60 OECD, ‘More Governments Invoke National Security to Restrict Foreign Investment. OECD Adopts
Guidelines to Avoid Protectionist Use of Security Measures’ 23 July 2009 <www.oecd.org/daf/interna
tionalinvestment/investmentpolicy/moregovernmentsinvokenationalsecuritytorestrictforeigninvestmento
ecdadoptsguidelinestoavoidprotectionistuseofsecuritymeasures.htm> accessed 1 November 2014.

61 Jeffrey Garten, ‘The Unsettling Zeitgeist of State Capitalism’ Financial Times (London, 14 January 2008)
<www.ft.com/cms/s/f0f2a32e-c2d6-11dc-b617-0000779fd2ac.html> accessed 1 November 2014; IFLR
staff, ‘Panic’ (2008) IFL Rev <www.iflr.com/Article/1976753/Panic.html> accessed 1 November 2014;
IMF (n 21) 16.
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stability considerations and economic efficiency. Financial stability is also rated as
more important than economic efficiency, which can be pursued only once the fun-
damental goods of national security and financial stability are reasonably safeguarded.
As Kern notes, there should be ‘no place for naivety – security interests should be de-
fended’.62 The question then becomes: are those interests under threat, and, even
then, is regulation necessary to achieve these aims?

Rationale for regulatory intervention
Having established the broad principles that must shape the regulatory response
to SWFs, the next step is to establish a rationale for regulating SWFs. History
has been dominated by the clash between economists who consider market forces to
be largely sufficient to regulate the behaviour of market participants,63 and those
who see regulation as an alternative to the failure of market forces to produce a so-
cially optimal outcome.64 Regulation itself does not come without costs, nor is it
panacea to every inefficient market outcome. It is essential, therefore, for the estab-
lishment of a regulatory rationale, to expose the elements that make regulation
necessary.

The adoption of financial regulation is a process that is, to a large extent, reaction-
ary to financial crises. According to Brunnermeier and others:

when everyone is calling for more regulation, for example, as now, in a post-
crisis setting,65 it is not needed at all, since bank managers are timid and risk
averse. When regulation is needed no one wants it, because asset prices are ris-
ing, there is a boom, everyone is optimistic and regulation just gets in the
way.66

Conversely, in the case of regulating SWFs, regulation is more popular when the
economy is performing well, when company managers and governments can afford
to be more selective about the origin of foreign investments and the reserves of
SWFs grow at a faster pace.67 During downturns, foreign investments become crucial
for the economy, and few governments discuss regulation. Indeed the financial crisis
and the need for external capital has effected a shift in the attitudes of Western

62 Kern (n 7) 15.
63 Friedman, Stigler and Posner argue government intervention creates more problems than it seeks to

solve, Howard Davies, ‘Financial Regulation: Why Bother?’ Society of Business Economists Lecture,
Financial Services Authority, January 1999; Milton Friedman, Capitalism and Freedom: Fortieth
Anniversary Edition (Chicago University Press 2002); J Stigler, Production and Distribution Theories (New
York: Macmillan, 1940); Richard A. Posner, ‘Theories of Economic Regulation’ (1974) 5, The Bell
Journal of Economics and Management Science 335; Ludwig von Mises, The Historical Setting of the
Austrian School of Economics (Ludwig von Mises Institute 2007).

64 Paul Krugman and Robin Wells, Economics (3rd edn, Worth Publishers 2012); Steven Schwarcz,
‘Regulating Complexity in Financial Markets’ (2009) 87 Washington University L Rev 211.

65 This refers to the GFC, see John Hull, ‘The Credit Crunch of 2007: What Went Wrong? Why? What
Lessons Can Be Learned?’ Rothman School Research Paper 2009, 2–7.

66 Markus Brunnermeier and others, The Fundamental Principles of Financial Regulation’ Geneva Reports
on the World Economy (2009) 11, ICMB/CEPR 36.

67 As argued, for instance, in Veljko Fotak and William Megginson, ‘Are Sovereign Wealth Funds Welcome
Now?’ (2009) Columbia FDI Perspectives, Vale Columbia Centre No 9, 1–3.
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governments towards SWFs.68 As to the time when regulation is more needed, there
is no definitive distinction between times of growth and times of crisis, since the per-
ceived risks of SWFs exist independently of the state of the recipient economy.
Screening SWF investments during an economic downturn, however, could come at
extremely high economic cost. Therefore, during recessions the immediate national
interest dictates that SWFs remain unregulated regardless of possible future national
security risks.69

Thus, the objectives of wider financial regulation might be, for example, to sustain
systemic stability, to maintain the soundness and safety of financial firms, or to pro-
tect consumers. The economic nature of those objectives implies that regulation ulti-
mately aims to improve national welfare. However, it was seen above70 that
regulating economic activity, such as trade or FDI, can harm national welfare as a
matter of trade-off between them. The explanation for this apparent contradiction is
that regulating trade or FDI (and thus giving rise to protectionism) can impede
healthy economic activity and thus be welfare reducing. Regulating the financial sec-
tor, however, might address problematic activity, protect society from recessions and
maintain national welfare. By extension, it is understood that trade and FDI can in-
crease total welfare (defined as the surplus consumers and producers benefit from
while conducting an economic activity) in the long-term, whereas an unregulated fi-
nancial sector can increase total welfare only in the short-term. In the longer term,
the financial sector, if left unregulated, will succumb to the boom-and-bust cycle,
threaten financial stability, and produce losses for society as a whole.

Thus, the objectives of regulating the wider financial sector are mainly economic,
namely the maintenance of financial stability and the protection of individual firms
and minority shareholders.

The question then is, should standards of prudential regulation apply equally to
public, as much as to private entities? Or maybe different considerations warrant a dis-
tinct approach for public entities engaged in economic activity? As SWFs are a rela-
tively new phenomenon and have, so far, never given rise to financial stability
concerns, the example of public (state run) pension funds may be of use here.
Detailed regulations for pension funds exist in most countries.71 Pension plans, first,
may give rise to information asymmetries and thus justify regulatory intervention to
protect consumers, for example, by enforcing and overseeing disclosure. The invest-
ments and risk undertaken by pension funds may also create externalities and threaten
financial stability and/or the stable outflow of pension payments. Further intervention
may, thus, be justified to impose financial reserves and place limits on risky assets.
One such example is the EU’s European Insurance and Occupational Pensions
Authority (EIOPA) among whose core responsibilities is to support the stability of

68 Reuters staff, ‘Sovereign Funds Welcome in Germany, FinMin Says’ Reuters (London, 9 May 2008)
<www.reuters.com/article/2008/05/09/germany-sovereignfunds-idUSZWE96121220080509> accessed
3 June 2014; Fotak and Megginson, ibid 1–3.

69 Formerly concerned governments, when the recession struck, set aside their concerns over national secu-
rity and actively sought investments by SWFs, see n 66.

70 See n 39 onwards.
71 See a previous comparative study undertaken on pension regulations in OECD countries: NAPF, ‘UK

Pension Regulations Compared’ NAPF Research Report (October 2008).
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the financial system along with the protection of pension beneficiaries.72 Public pen-
sion funds are generally subject to prudential regulations to the same extent as private
ones, and quite rightly. For instance, regulations in Canadian and European public
and private funds require the use of liability discount rates that are based on high-qual-
ity interest rates.73 By contrast, in the USA the same only applies to corporate pension
funds. Public ones, instead, may link the liability discount rates to the (assumed and
thus arguably subjective) expected rate of return on their assets.74 According to a 2014
study by the Universities of Yale and Maastricht, US public pension funds made use of
this laxity to accumulate substantial risky assets (amounting to 75 per cent of their
portfolio). A major worry by the authors is that the increased risk-taking of US public
plans could lead to substantial future costs to taxpayers or public entities, if their risky
investments fail to meet the expected rates of return. They conclude that there is no
reason why public pension funds should be regulated differently to private ones.75

This example is illustrative of the logical assumption that, as far as economic consider-
ations are concerned, market imperfections (information asymmetries, agency prob-
lems, transaction costs, public goods, negative externalities, and imperfect
competition) can equally arise from the behaviour of, or affect, public entities as much
as private ones. This is also a fundamental premise of the principle of competitive neu-
trality, namely that ‘no business entity is advantaged (or disadvantaged) solely because
of its ownership’.76

Llewellyn identifies seven components of the economic rationale for regulation
and supervision in banking and financial services.77 These are discussed below and
their applicability to the case of SWFs considered (Figure 1). For this purpose, the
main risks caused by SWFs are considered, examining their applicability to the vari-
ous components of the rationale for the regulation of banking and financial services.

The first component is the potential systemic problems associated with externali-
ties (a particular form of market failure). This point is intended to address the sys-
temic risks caused by the behaviour of financial institutions. Systemic risks that flow
from externalities usually describe the economically rational behaviour of a financial
firm, which, if adopted by all firms, will cause the banking system to collapse.78 This
threat is generally considered to be inherent in the financial sector because of the
links between the firms operating in it and does not apply to other sectors, such as
manufacturing.79 In the case of SWFs, such a threat is present only to the extent that
SWFs investments might contribute to the creation of asset bubbles or where they
collectively withdraw their investments thus causing market crashes. The available

72 Robin Ellison, ‘The European Union and pensions: regulatory intervention’ The Allianz-Oxford Pensions
Conference: Frontiers and dilemmas of pension investment and management (2012) 21.

73 Aleksandar Andonov and others, ‘Pension Fund Asset Allocation and Liability Discount Rates’ Working
Paper (2014) 1, available at <http://ssrn.com/abstract=2070054>.

74 ibid.
75 ibid 31.
76 Antonio Capobianco and Hans Christiansen, ‘Competitive Neutrality and State-Owned Enterprises:

Challenges and Policy Options’ OECD Corporate Governance Working Papers, No 1/2011, 3.
77 David Llewellyn, ‘The Economic Rationale for Financial Regulation’ FSA Occasional Paper Series 1

(April 1999), 9–10.
78 Brunnermeier and others (n 66) 13–23.
79 ibid.
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evidence, however, defeats the likelihood of such a scenario. As it is stated, SWFs as
a rule tend to execute long-term investments80 while instances of asset sales are
rare.81 In any event, there is no credible reason why SWFs should not require sepa-
rate consideration from other investment vehicles in the general context of financial
regulation. However, a number of authors deem such a threat to be real.82

The second component of the rationale for regulation is the correction of other
market imperfections and failures. This means that there are inherent costs in the mar-
ket, such as information problems, conflicts of interest, and agency problems that are
not taken into account by the relevant actors while determining the price for their

Figure 1. Summary of SWF perceived risks. Each risk identified leads to its own type of cost.
However, the risk of market imperfections can be broken down into different kinds of risks,
each involving its own costs.

80 For example, KIA ran a very low-risk portfolio since it was responsible for Kuwait’s ‘Fund for Future
Generations’, Brad Setser and Rachel Ziemba, ‘GCC Sovereign Wealth Funds – Reversals of Fortune’
Council on Foreign Relations, Center for Geoeconomic Studies Working Paper 2009, 23 <www.cfr.org/
content/publications/attachments/CGS_WorkingPaper_5.pdf> accessed 4 May 2013.

81 For examples, see, Steffen Kern, ‘Sovereign Wealth Funds – State Investments During the Financial
Crisis’ DeutscheBank Research (2009) 4 <www.dbresearch.com/PROD/DBR_INTERNET_EN-
PROD/PROD0000000000244283.pdf> accessed 4 May 2013.

82 See, for instance, Edwin Truman, ‘Sovereign Wealth Fund Acquisitions and Other Foreign Government
Investments in the [USA]: Assessing the Economic and National Security Implications’ US Senate,
Testimony before the Committee on Banking, Housing and Urban Affairs (14 November 2007), 6
<http://banking.senate.gov/public/index.cfm?FuseAction¼Hearings.Testimony&Hearing_ID¼
4c63b142-fd5c-4b82-aff9-75e254271056&Witness_ID¼466dee50-7158-4039-9309-b2f7b2f23f61> ac-
cessed 4 May 2013; Adrian Blundell-Wignall, Yu-Wei Hu and Juan Yermo, ‘Sovereign Wealth Funds and
Pension Fund Issues’ OECD Working Papers on Insurance and Private Pensions No 14 (2008), 12
<www.oecd.org/insurance/privatepensions/40345767.pdf> accessed 1 November 2014.
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http://banking.senate.gov/public/index.cfm?FuseAction=Hearings.Testimony&Hearing_ID=4c63b142-fd5c-4b82-aff9-75e254271056&Witness_ID=466dee50-7158-4039-9309-b2f7b2f23f61
http://banking.senate.gov/public/index.cfm?FuseAction=Hearings.Testimony&Hearing_ID=4c63b142-fd5c-4b82-aff9-75e254271056&Witness_ID=466dee50-7158-4039-9309-b2f7b2f23f61
http://banking.senate.gov/public/index.cfm?FuseAction=Hearings.Testimony&Hearing_ID=4c63b142-fd5c-4b82-aff9-75e254271056&Witness_ID=466dee50-7158-4039-9309-b2f7b2f23f61
-5-
, 6
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.
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www.oecd.org/insurance/privatepensions/40345767.pdf
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transactions.83 In light of the opacity of SWFs and the information asymmetries cre-
ated thereby, this rationale appears to be more topical. It has been argued that SWFs
raise questions as to their behaviour as shareholders and the risk of political
interference.84 The existence of such a threat, however, is not supported by the expe-
rience with SWFs until now. In fact, despite the existence of SWFs for decades, not a
single substantiated example of political interference has been recorded, indicating
that fear scenarios involving SWFs exist merely in the realm of the hypothetical.85

Quite to the contrary, it is believed that the unique scrutiny that SWFs attract and
the suspicion surrounding them, cause them to act ‘hypercautiously’.86

The third rationale identified by Llewellyn is the need for monitoring of financial
firms and the economies of scale that exist in this activity. The idea behind this point
is that all firms observe the rules laid down by market regulators, whether they con-
cern financial stability, national security or investor protection and, as such, monitor-
ing is a fundamental principle of any form of regulation and it applies to financial
firms and SWFs alike.

The fourth component of the rationale for financial regulation is the need for con-
sumer confidence (which also has a positive externality). Generally this means that,
because of regulation, consumers are confident their rights and interests are duly pro-
tected and, therefore, undertake more transactions and increase liquidity into the
market. In the case of SWFs, regulation could ensure that parties on the other side of
a transaction involving an SWF (whether companies, a shareholder or entire coun-
tries) will be protected from any abuse by such a fund. Regulation could, based on
this argument, reduce popular or business backlash to sensitive SWF investments.

The fifth component is the potential for gridlock. This term describes the situation
where all firms know how they should behave towards customers but, nevertheless,
adopt hazardous strategies to secure short-term advantages since detecting such haz-
ardous behaviour is only possible in the long-term.87 SWFs, assisted by their opacity,
could engage in such behaviour and hide political agendas behind their investments
or use their financial influence to obtain political advantages (use of political lever-
age). However, as argued above, SWFs’ passive investment attitude and their general
desire to remain low-profile leads one to conclude that this threat is limited.

The sixth rationale for regulation is the risk of moral hazard. It is associated with
governments’ preferences to create safety net arrangements, including lender of last
resort, deposit insurance, and compensation schemes. This element has no relevance
to SWFs.

Llewellyn states consumer demand for regulation as the final component of the ra-
tionale. This aims at creating a degree of assurance among consumers, as well as en-
couraging lower transactions costs (for example, cost savings in investigating
financial firms’ positions). This applies to SWFs if the recipient companies and coun-
tries are considered to be the consumers. A graphic representation of this analysis is
provided in Figure 1.

83 Llewellyn (n 77) 21.
84 See n 12.
85 Truman (n 89) 4.
86 Paul Rose, ‘Sovereigns as Shareholders’ (2008) 87 North Carolina L Rev 102.
87 Llewellyn (n 77) 27.
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As seen from the discussion above, the majority of rationales used to justify the
regulation of the wider banking and financial sector could also apply to SWFs.
However, the underlying premises of these rationales are disputed by various com-
mentators. For example, various experts in the field contest the risks SWFs pose to
systemic stability88 (Llewellyn’s first component) or political interference89 (part of
the second ‘market imperfections’ component). When such risks are unsubstantial,
then the rationale for regulating SWFs folds.

Thus, the question is whether the above-mentioned market imperfections neces-
sarily warrant the adoption of regulation or whether the market response to market
imperfections can be cost-effectively replaced or improved by government. Indeed,
Mezzacapo argues that although markets do not necessarily provide first-best incen-
tives to behave as efficiently as possible, (sometimes) they could provide strong in-
centives.90 Thus, Mezzacapo argues, when searching for an appropriate market
response to market imperfections, it is crucial to determine the incentives of the vari-
ous market participants. As stated above, the market imperfections created by SWFs
(and the subsequent costs) are rooted in SWFs’ lack of transparency. Therefore, a
clear incentive is created for SWFs themselves to build trust, but also more particu-
larly, to devise rules, institutions, and behaviours, minimizing the costs flowing from
the opacity of SWFs.91 Simultaneously, recipient governments and companies wel-
coming FDI have a clear incentive to maintain an open economy, while ensuring the
protection of vital national and economic interests.

‘Transparency’ at the centre stage of the discussion
Increasing SWFs’ transparency is often considered the solution to most concerns re-
garding SWFs. Thus, the question of whether it is transparency that must be targeted
by regulatory proposals has been elevated to centre stage in the discussion. It must
be pointed out in this respect that various US and EU regulations provide for a con-
siderable and comprehensive mandatory disclosure regime when a major stake in a
listed company is acquired.92 However, as discussed above,93 such requirements have
so far not produced an effective disclosure regime for SWFs.

88 An IMF study examined financial stability issues that arise from the increased presence of SWFs in global
financial markets. It concluded that there is ‘no significant destabilizing effect from SWFs on equity mar-
kets, which is consistent with anecdotal evidence’, Sun and Hesse (n 36) 4.

89 Edwin Truman, ‘Sovereign Wealth Funds: The Need for Greater Transparency and Accountability’
Peterson Institute for International Economics Policy Brief PB07-6 (August 2007) 4 <www.petersoninsti-
tute.org/publications/interstitial.cfm?ResearchID¼783> accessed 4 November 2013.

90 Simone Mezzacapo, ‘European Economy – The so-called ”Sovereign Wealth Funds“: Regulatory Issues,
Financial Stability and Prudential Supervision’ European Commission, Economic Papers 378 (April
2009), 39–40 <http://ec.europa.eu/economy_finance/publications/publication15064_en.pdf> accessed
21 February 2014.

91 ibid.
92 In the USA, statute requires disclosure of important information by anyone seeking to acquire over 5% of

a company’s securities by direct purchase or tender offer, Securities Exchange Act 1934, Pub L 73-291,
48 Stat 881, 15 USC s 78a and the following; When a major holding in a listed company is acquired or
disposed, see arts 85–97 of Council Directive 2001/34/EC of 28 May 2001 on the admission of securities
to official stock exchange listing and on information to be published on those securities.

93 See n 9 onwards.
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Opinions diverge as to the role of transparency in the debate about regulating
SWFs. Some authors view transparency as a means to achieve other results, while
others argue in favour of transparency as an objective in itself.

Mezzacapo, for example, says that transparency is to be regarded as an ‘intermedi-
ate target’, one used to attain other policy objectives, and is not an objective itself.
Thus, for Mezzacapo, there is no objection to allowing opaque investors to operate
in foreign markets because ‘any shareholder/investor is not per se transparent (for ex-
ample, hedge funds and private equity funds) unless required or imposed to [be]
so’.94 Therefore, for Mezzacapo the real concern about SWFs is not their lack of
transparency per se, but the fear of hidden political motives that might impact on in-
ternational and domestic markets.

As noted by the European Commission, SWFs’ transparency ‘is also important to
ensure SWFs are included in global surveillance of financial markets’.95 According to
the Commission, it appears public monitoring and supervision of SWFs, therefore,
may be mainly or primarily focused on the phase of ‘integration’ of SWFs financial
resources in recipient countries’ economies, and aims at increasing the overall level
of transparency as well as strengthening the supervision of entities and intermediaries
used by SWFs to manage their assets.96

Truman adopts a more principled approach towards transparency, stating ‘trans-
parency [in SWFs] promotes horizontal accountability among the interested parties
and stakeholders (domestic and international) as well as vertical accountability
within the policy process’.97 ‘Accountability’, he adds, ‘involves the citizens of the
home country, the citizens of the host country (who may distrust the motives of the
foreign government), and the international financial community in general, including
other participants in global financial markets’.98 Although Truman does not make his
position as to the place and role of transparency in the discussion entirely clear, his
stance comes close to arguing that there is a case for transparency per se.

Gilson and Milhaupt argue otherwise that increasing transparency is unnecessary,
that the fundamental problem lies in the state-owned nature of SWFs, and in the fact
that sovereigns have ‘different interests from private investors’.99 Therefore, ‘lack of
transparency is not in itself the problem, and as a result transparency cannot be itself
the solution’.100

This article’s position is that while transparency and accountability of financial
firms are sound governance principles, financial actors should be allowed to derogate
from applying them fully if this is necessary for their operation. Transparency and ac-
countability could become powerful tools in the hands of regulators tasked with

94 Mezzacapo (n 90) 28.
95 European Commission, ‘A Common European Approach to Sovereign Wealth Funds’ COM (2008)

115, 5.
96 Mezzacapo (n 90) 45.
97 Truman (n 89).
98 ibid 8.
99 Ronald Gilson and Curtis Milhaupt, ‘Sovereign Wealth Funds and Corporate Governance: a Minimalist

Response to the New Merchantilism’ (2008) 60 Stanford L Rev 3.
100 According to Gilson and Milhaupt, international investments are always political and the very existence

of sovereign investors (quoting Truman) ‘calls into question our most basic assumptions about the . . .
functioning of our economies and the international financial system’, ibid 3.
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maintaining financial stability and eradicating market imperfections. In the case of
SWFs, such funds should be actively encouraged to increase transparency, as this can
alleviate potential concerns of recipient countries and create a more open environ-
ment for SWFs. Conversely, as things currently stand, SWFs should not be obliged
to implement higher transparency standards than those required for their competi-
tors (which is usually taken as the standard required for the maintenance of financial
stability). This is where the principle of competitive neutrality (‘no business entity is
advantaged or disadvantaged solely because of its ownership’)101 becomes relevant
again. In fact, a certain degree of opacity is necessary for SWFs in order for them to
maintain their effectiveness and competitiveness vis-à-vis other investment vehicles,
such as hedge funds. Therefore, as long as no particular considerations apply to
SWFs, then their mere government-owned status should not be enough to ground
theoretical and unclear concerns about national security and political interference. At
the same time, if a level playing field is established in the regulation of all financial ac-
tors, SWFs would not be permitted to resist calls for transparency on the basis that
they are being unfairly discriminated against.102 Such examples are the requirement
in the USA of disclosure of important information by anyone seeking to acquire
more than 5 per cent of a company’s securities by direct purchase or tender offer, 103

or the EU transparency rules when major holding in a listed company is acquired or
disposed104 which apply regardless of the public or private nature of the investor.

Based on the rationale and the objectives of regulation discussed above, this arti-
cle below develops various theoretical regulatory models that have been suggested in
the past and may be applied to regulate the behaviour of SWFs.

Having analyzed the theoretical framework of the rationale for regulating SWFs,
the article now moves on to examine regulatory structures that have been proposed
in the past in the context of SWFs.

(c) Potential regulatory frameworks
In recent years, and since SWFs have attracted a level of attention, various regulatory
models for SWFs have been proposed. A categorization of the models most com-
monly offered in the relevant literature follows.

In the first category are models that favour limitation of SWFs’ operations. For ex-
ample, one suggestion proposes a ceiling on the amount of shares SWFs can acquire
in domestic companies, or that it be conditional (on state approval) for share owner-
ship to exceed a certain percentage. A second type of model favours ‘incentive-type’
regulations. Supporters propose imposing charges on SWFs (such as additional taxes
or restricting voting rights) until they rectify the costs they impose on target coun-
tries, or until they transfer their assets to private actors. The third kind of regulatory
proposal suggests imposing reporting requirements on SWFs. Finally, another

101 See n 75.
102 See, for instance, Steven Weisman, ‘Overseas Funds Resist Calls for a Code of Conduct’ New York

Times (New York, 9 February 2008) <http://www.nytimes.com/2008/02/09/business/09sover-
eign.html> accessed 1 November 2014.

103 See n 91.
104 ibid.
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regulatory model, discussed below, advocates allowing SWFs to regulate their behav-
iour by themselves (‘self-regulation’).

Limiting SWFs’ acquisitions and protecting strategic industries
The first model suggests imposing ceilings on the share quantities SWFs can acquire
and/or protecting certain industries from their investment ambit. This regulatory
model originally concerned formerly state-owned enterprises, in which Britain’s
Government purported to continue to exercise control over future ownership and ac-
tivities, through the possession of a ‘golden share’.105 This enabled the state to control
the percentage of shares held in a company by foreign investors, or ensure its approval
was required for the execution of business activities, such as mergers and asset sales.

Garten proposed a similar scheme,106 noting many governments contemplated
adopting measures to protect their industries from SWFs, but failed to ‘admit that
dealing with SWFs may require departures from the conventional liberal orthodoxy
concerning global trade and investment flows’, 107 which Garten believed necessary.
He suggested SWFs should not own more than 20 per cent of any company in the
USA or the EU without the host government’s permission. Garten suggested a re-
quirement of reciprocity, where the ability of a country to buy foreign assets was con-
ditional on it granting similar access to foreign (Western) funds. In his view, the
underlying premise is that SWFs are essentially political entities and should be
treated as such.108

Investment caps soon became a popular idea among European countries. Das
highlighted that the ‘knee-jerk reaction’ of analysts and policy-makers in the recipient
economies ‘is to limit the stakes that SWFs can have in [a] certain category of indus-
tries . . .’.109 Under such a model, the regulatory authorities of the host country can
determine both the accessible and the stake limits of the industries. Such a model
applies in India, where the Foreign Exchange Management Act 1999 enables ‘Press
Notes’ to be issued and establish the foreign investment policy applicable to each
sector. The Press Notes determine which sectors require the prior approval of the
Foreign Investment Promotion Board before foreigners may directly invest in them
and which do not require approval. Additionally, the Press Notes establish the maxi-
mum percentage of a company that can be owned by a foreign investor based on the
sector in which that company operates.110

Incentive-type regulation: restricting voting shares or imposing taxes
Incentive-type regulation is softer than the regulation-type discussed above. It is de-
signed to offer incentives to SWFs operating in various countries which encourage

105 Andrei Baev, ‘Is There a Niche for the State in Corporate Governance? Securitization of State-Owned
Enterprises and New Forms of State Ownership’ 18 Hous J Intl L 1, 20 (1995).

106 Jeffrey Garten, ‘We Need Rules for SWFs’ Financial Times (7 August 2007) <www.ft.com/cms/s/0/
1a968284-44fd-11dc-82f5-0000779fd2ac.html> accessed 10 December 2010.

107 ibid.
108 ibid.
109 Dilip Das, ‘Sovereign-Wealth Funds: The Institutional Dimension’ (2009) 56 Int Rev Econ 85, 99.
110 Press Note 7, Issued by the Government of India, Ministry of Commerce and Industry, Department of

Industrial Policy and Promotion, SIA (FC Section), 16 June 2008.
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them either to rectify the various costs they impose on the system or to transfer the
exercise of voting rights attached to company shares to third parties. While superfi-
cially appealing, analysis reveals that the underlying purpose of such proposals is to
incentivize SWFs to suspend investment activities altogether.

The first incentive-type regulation is the one restricting the voting rights of shares
held by SWFs, a historic protectionist measure against foreign corporate control. In
the USA in 1791, legislative provisions were made in the charter for the country’s
first quasi-central bank, the first Bank of the United States, to avoid foreign domina-
tion. Under the charter, only resident shareholders could vote and only American cit-
izens could become directors. This provision prevented foreign control of the Bank,
even though 70 per cent of its shares by 1811 were foreign owned.111

Gilson and Milhaupt developed this idea in relation to SWFs. The authors’ ‘mini-
malist approach’ was to remove the voting rights of equities of US firms acquired by
foreign government controlled entities, until the equity is transferred to private
hands.112 Their rationale is that, in principle, the interests of sovereign and private
investors clash and they accept Keynes’s maxim that ‘international cash flows are
always political’.113 The authors call this state directed capitalism ‘mercantilism’.
By removing voting rights, sovereigns will refrain from exercising influence over
management and those who have purely financial motives will continue to invest.114

This mechanism mirrors the ‘break through’ rule provided by the EU Takeover
Directive.115

Gilson and Milhaupt accept that their model may lead to unsuccessful results if
applied in an under-inclusive or an over-inclusive manner. In the first case (under-in-
clusion), the model will lack effectiveness if it is not applied to other manipulative
transactions, such as requiring strategic concessions before an SWF injects more cap-
ital into a portfolio company (problem of reciprocity); or if it does not cover state in-
vestment entities other than SWFs which may also be used to advance political
goals, such as government-controlled companies.116 The authors believe that these
problems can be managed under existing disclosure rules in developed countries or
via other measures dealing with the phenomenon of state capitalism in general.117

In the second case (over-inclusion), the measure may apply to foreign public enti-
ties other than SWFs, such as state pension funds, and could risk being imposed by
foreign governments on US state pension funds, such as the CalPERS. Gilson and
Milhaupt argue that suspending the voting rights of US state pension fund foreign
equity investments should not hurt the funds’ performance for the same reason that
vote suspension should not deter US equity investments by foreign SWFs who do
not have a strategic motive.118 Conversely, this negates the positive impact that

111 Chang (n 41) 3.
112 Gilson and Milhaupt (n 99) 10.
113 ibid 1.
114 ibid.
115 The ‘break through’ rule provides that shareholder voting restrictions provided by corporate charter,

contracts or different shareholders’ agreements do not apply where the offeror has gained 75% of the
target company’s shares.

116 Gilson and Milhaupt (n 99) 26–28.
117 ibid 28.
118 ibid 30.
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shareholder activism by US state pension funds has had on corporate governance
standards in other countries. The authors accept this cost, but believe it is not a large
one, mainly because the role played by US state pension funds in the effort to im-
prove corporate governance standards has not been central.119

Another proposal falling in the category of ‘incentive regulation’ is the one offered
by Fleischer in 2009.120 Fleischer based his discussion on the US tax regime that cur-
rently treats SWFs as sovereigns for tax purposes.121 Sovereign status in this context
can be a significant benefit. As long as the SWF does not engage in commercial activ-
ity other than ‘portfolio investments’ (defined as the acquisition of non-controlling
stakes), the funds can avoid both US income taxes and withholding taxes on their
US investments.122 Private-foreign investors, conversely, are generally taxed lightly
on their portfolio investments in the USA, but do face significant taxes on some
types of income, such as dividends from US corporations and certain real estate in-
vestments.123 Fleisher, citing Qantas Airways v US,124 argues that such generosity is
not required under international law, as ‘the international doctrine of sovereign im-
munity as such imposes no restrictions’ on the USA’s right to tax SWFs.125

Calculating when an exemption should be warranted would be complex since SWFs
have varying degrees of independence from government influence.126 In the USA, an
entity which is at least 50 per cent owned by a foreign government loses the tax exemp-
tion,127 as does one where the foreign government128 has sufficient interest for effective
control.129 The US policy ensures SWFs remain as minority shareholders and draws
the line at having foreign governments control US companies without paying tax.

In other cases it may be futile to attempt to link an SWF action to its respective
government. Even if this hurdle is overcome, most governments now adopt a more
restrictive approach towards sovereign immunity, which immunizes foreign states
from suits in connection with sovereign acts, but does not equally cover commercial
acts.130 This exception from immunity applies both with regard to immunity from ju-
risdiction as well as immunity from execution.131 States adopting this approach

119 ibid.
120 Victor Fleischer, ‘A Theory of Taxing Sovereign Wealth’ (2009) 84 NYU L Rev 440.
121 US Tax Code, s 892.
122 See also, Michael Knoll, ‘Taxation and the Competitiveness of Sovereign Wealth Funds: Do Taxes

Encourage Sovereign Wealth Funds to Invest in the United States?’ (2009) 82 S Cal L Rev 712.
123 Fleischer (n 120) 463–5.
124 Qantas Airways, Ltd v United States, 62 F 3d 385, 388–90 (Fed Cir 1995).
125 Fleischer (n 120) 459.
126 SWFs can have varying degrees of independence from government influence. In certain cases it would,

indeed, be futile to attempt to link an SWF action to its respective government.
127 United States Code, 2006 Edition, Supplement 5, Title 26 - INTERNAL REVENUE CODE, §

892(a)(2) - Income of foreign governments and of international organizations.
128 Defined as the integral parts of a government or any body that constitutes a governing authority.

Treasury Regulation s 1.892-2T(a)(1) (1988)–Treasury Regulation s 1.892-2T(a)(2).
129 IRC s 892(a)(2)(B) (2006).
130 James Berger and Charlene Sun, ‘Sovereign Immunity: A Venerable Concept in Transition?’ (2011)

27(2) Intl Litig Q 5.
131 David Gaukrodger, ‘Foreign State Immunity and Foreign Government Controlled Investors’ OECD

Working Papers on International Investment 2010/02, 5 <http://www.oecd.org/corporate/mne/WP-
2010_2.pdf> accessed 1 November 2014.
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include the USA132 and the UK,133 the primary recipients of SWF investments. The
jurisdictional immunities of the state were addressed again in February 2012 in the
case of Germany v Italy (Greece intervening)134 before the International Court of
Justice. The Court noted that it was not called upon in these proceedings to consider
the question of how international law treats the issue of state immunity for non-
sovereign activities, especially private and commercial activities (acta jure gestionis) to
which, under many laws, immunity does not apply. As Truman, rightly, notes:

governments are understandably concerned about not compromising their
room to manoeuvre in managing their international investments . . . however,
once a government seeks to operate outside its national borders, then it no
longer is “sovereign” in most respects’.135

Indeed, in most jurisdictions, sovereign immunity does not apply to foreign gov-
ernments’ commercial activities.136 This point becomes relevant when considering
the applicability of the ‘act of state doctrine’ to the behaviour of SWFs. The act of
state doctrine holds that ‘every sovereign state is bound to respect the independence
of every other sovereign state, and the courts of one country will not sit in judgement
on the acts of the government of another done within its own territory’.137 This doc-
trine is used to protect a national government from the scrutiny of acts performed
within its own borders by foreign courts.138 For acts performed by a government
outside its national borders, the act of state doctrine cannot be evoked.

Fleischer develops a theory of taxing sovereign wealth as a complementary instru-
ment to other regulations. He performs a cost–benefit analysis (CBA) of the opera-
tion of SWFs and concludes that the negative externalities outweigh the positive
ones.139 In his view, because the potential for negative harm is severe, the potential

132 Letter from Tate, Acting Legal Adviser, US Department of State, to Acting US Attorney Perlman, 19
May 1952, reprinted in 26 Department of State Bulletin 984–85; Under the restrictive theory, foreign
states were accorded immunity for their governmental acts, but not for their private or commercial acts.

133 s 14(2), (3) State Immunity Act 1978.
134 Jurisdictional Immunities of the State (Germany v Italy: Greece intervening) – Judgment, I.C.J. Reports

2012, p. 99 <http://www.icj-cij.org/docket/files/143/16883.pdf>.
135 Truman (n 89).
136 For a more detailed discussion on the issue of ‘sovereignty’ and how it applies in the context of SWFs

see, Kathryn Gordon and April Tash, ‘Foreign Government-Controlled Investors and Recipient Country
Investment Policies: A Scoping Paper’ OECD (2009) 10, 16 <http://www.oecd.org/investment/investment-
policy/42022469.pdf> accessed 8 December 2014.

137 Underhill v Hernandez, 168 US 250 (1897). In this case, Underhill instituted an action in a New York
Court to recover damages for his detention in Venezuela by Hernandez’s new revolutionary govern-
ment. Finding for the defendant, the court determined that Hernandez had acted in his official capacity
as a military commander so his actions were those of the Venezuelan government. Therefore, based on
the act of state doctrine, the Court refused to hear Underhill’s claim against the government.

138 For more see, Michael Zander, ‘The Act of State Doctrine’ (1959) 53 AJIL 826.
139 He argues SWFs: threaten American foreign policy interests; support the inefficient allocation of re-

sources; increase managerial slack (for example, when China acquired a non-voting stake in
Blackstone); may have a contagion effect as a result of their lack of transparency; encroach on the auton-
omy of the American enterprise (in exchange for foreign investments), and support autocratic regimes,
see (n 120) 485 ff.
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for positive benefit modest, and the capital supplied by SWFs so easily replaced by
private investors,140 there is a prima facie case for a Pigouvian tax.141 Fleischer argues
that setting the right tax rate142 depends on what policymakers believe is the hurdle
rate of SWF investors, which means in practice, whether they should be taxed more
or less than private investors.143

Following representations made to the US Joint Committee on Taxation, Funk
argues the US tax exemption144 in reality is unlikely to impact on the structure of an
investment by an SWF, given the usual nature of such investments.145 The notion
that SWFs’ investments are not significantly affected by possible tax exemptions may
minimize the economic (if not political) case for a Pigouvian tax.

The above proposals’ objective is to incentivize SWFs either to sell their stakes to
privately held companies (Gilson and Milhaupt) or to reduce the costs they impose
upon the system (Fleisher). However, as discussed below, both systems contain the
basic elements of all incentivizing schemes but fail to provide clear guideline by
which SWFs could continue to operate in financial markets and, simultaneously, re-
tain their voting rights or avoid tax charges.

Command and control regulation: increase transparency through reporting
requirements

This type of regulation advocates forcing SWFs, through legislation, to produce re-
ports with specific information, thus aligning themselves with the regulated part of
the industry, such as mutual funds, banks, and insurance companies.146

Keller suggests an ‘indirect’ supervisory and regulatory framework adapted to
address the specific concerns about SWF investments may be based ‘on the manda-
tory requirement for a SWF to conduct investments over a certain threshold (or
investments of certain kinds) through third-party professional asset managers’, or

140 Although he states that ‘neither the brightest promises nor the greatest perils of [SWFs] have yet been
realized’, see (n 120) 494.

141 A Pigouvian, or corrective, tax, is designed to make the person who engages in an activity with negative
externalities or public harms internalize the costs associated with that activity, Arthur Pigou, The
Economics of Welfare (4th edn, Macmillan and Co 1932) 192–93.

142 On the complexity of policymakers selecting an optimal rate, see Jon Truby, ‘Fiscal tools for inclusion of
GCC states in the global environmental programme: focus upon new vehicle imports’ in Critical Issues
in Environmental Taxation, Volume XI (Edward Elgar 2012); Jon Truby, ‘Towards Overcoming the
Conflict Between Environmental Tax Leakage and Border Tax Adjustment Concessions for Developing
Countries’ (2010) 12 Vermont Journal of Environmental Law 149.

143 Fleischer (n 120) 469; 472–3.
144 Staff of Joint Committee on Taxation, 110th Cong, Economic and US Income Tax Issues Raised by

Sovereign Wealth Fund Investment in the United States 21-22 (Comm Print 2008).
145 William Funk, ‘On and Over the Horizon: Emerging Issues in U.S. Taxation of Investments’ (2010) 10

Houston Bus & Tax L J 1, 6.
146 For examples of such regulations, see for instance, in the US context, the Employee Retirement Income

Security Act 1974 (Pub L No 93-406, codified in part at 29 USCS s 1002 and the following) applying to
pension funds; the Investment Advisers Act 1940 (15 USC s 80b-6) for institutional advisors; See also,
Sandra Blome and others, ‘Pension Fund Regulation and Risk Management: Results from an ALM
Optimisation Exercise’ OECD, Working Papers on Insurance and Private Pensions No (2007) 8.
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alternatively ‘to disclose its shareholder voting records when the ownership percent-
age in a company exceeds a given threshold’.147

A more detailed model is proposed by Mezzacapo, who suggests following a two-
layer approach of ‘self-regulation within a statutory framework’,148 similar to the one
widely adopted in Europe for stock exchange regulation. In this respect, she recalls
the provisions introduced in 2005 in the Italian Financial Consolidated Act149 in or-
der to increase transparency, and thus market discipline, in relationships between
Italian listed companies and foreign companies having their registered office in a
country whose legal system does not ensure transparency.150 The same provisions
also apply to Italian companies with financial instruments widely distributed among
the public and affiliated with or controlled by such foreign companies.

Pursuant to Articles 165ter–165septies of the Italian Financial Consolidated Act,
Italian listed companies linked, controlled or under the influence of ‘foreign non-
transparent companies’, for example, SWFs, should attach to their Annual Report a
Relation illustrating the relationship existing with ‘foreign non-transparent compa-
nies’. Italy’s Securities Commission is entrusted with significant supervision and on-
site inspection powers, while relevant countries are identified in joint decrees issued
by the Minister of Justice and the Minister of the Economy and Finance (using crite-
ria listed in the same Italian Financial Consolidated Act).

In order to prevent jurisdiction shopping by SWFs, where state investors would
select as targets the jurisdictions that are more favourable to them, reporting require-
ments could be implemented on a global basis. A number of international organ-
izations could be considered to host such an enterprise, although it is argued by
Mattoo and Subramanian that the WTO would be the ‘natural’ place to strike a bar-
gain between countries with SWFs which want secure and liberal access for their cap-
ital, and capital-importing countries that have concerns about the objectives and
operations of SWFs.151 According to the authors, such a bargain would necessarily
involve greater transparency by SWFs and channelling investment through indepen-
dent asset managers, in return for access for SWF investors to Western markets. The
model for the transparency requirement could be the disclosure requirements of the
OECD’s principles of corporate governance.152

Self-regulation
Since the beginning of the debate on SWFs, the idea of self-regulation has not re-
ceived wide support in the literature. Most commentators seemed unaccepting that,
left to themselves, SWFs would produce a reliable regulatory framework to address

147 Amy Keller, ‘SWFs: Trustworthy Investors or Vehicles of Strategic Ambition?’ (2008) 7 Georgetown
Journal of Law & Public Policy 51.

148 Mezzacapo (n 90) 45.
149 Legislative Decree n 58 of 24 February 1998.
150 Meaning transparency as to their establishment, assets and liabilities, and operations.
151 Aaditya Mattoo and Arvind Subramanian, ‘Currency Undervaluation and Sovereign Wealth Funds: A

New Role for the World Trade Organization’ Peterson Institute for International Economics, Working
Paper Series 2008-02, 16.

152 OECD, ‘OECD Guidelines on Corporate Governance of State-Owned Enterprises’ OECD Publishing
2005 <www.oecd.org/dataoecd/46/51/34803211.pdf> accessed 1 November 2014.
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the perceived costs raised by the activity of SWFs. The model of self-regulation was,
nevertheless, the one opted for by the IMF during the International Working Group
which culminated in the ‘Generally Accepted Principles and Practices’ (GAPP) (dis-
cussed in more detail below). Even now, GAPP (or ‘Santiago Principles’) offer possi-
bly the most effective route towards reducing the costs due to SWFs and silencing
their critics, and together, reducing protectionist pressures.

The categorization above of the most commonly proposed regulatory models has
offered a platform of analysis on the basis of the real issues that surround SWFs,
namely their benefits and concerns about them. The analysis below focuses on the
theoretical aspects of the above models, but also aspects pertaining to the implemen-
tation and the costs of each system.

(d) Analysis
The basic problem identified in the above-mentioned proposals is that they appear
to be overshooting the mark. Nearly all of these proposals are based on the mis-
guided premise that regulation is necessary to preserve national security and other in-
terests, while the available evidence on SWFs shows that such intervention is
unnecessary.153 Additionally, each of those proposals is likely to impose extra bur-
dens upon SWFs which might incite them to seek investment opportunities else-
where, where they will not face protectionism.154 Thus, such models can result in
being more economically injurious than beneficial.

Moreover, imposing additional burdens against foreign funds simply on the basis of
state ownership appears discriminatory and ignores the fact that state-owned actors can
behave like model investors in global markets. Finally, some of the measures contem-
plated are too severe on those SWFs that have already implemented high transparency
standards, such as the Norwegian and Australian funds,155 and may even discourage
others from making similar progress. These difficulties are discussed in detail below.

Theory
The first ground for criticizing the above models is that, with the exception of the
self-regulatory model, they cannot avoid being labelled as overtly protectionist. In
the words of Matoo and Subramanian, ‘unilateral action could easily acquire a protec-
tionist slant, especially if protectionists articulate their concerns in the language of
national security as happened in the aborted acquisition effort by DPW and in the
case of the Chinese SOE, CNOOC’.156 This first objection could form a preliminary
basis for rejecting most of the above models. In practice, any measure that aims at
screening FDI on national security or any other grounds (even those justified) in-
volves some degree of protectionism. However, the above models appear to go be-
yond what is necessary to guarantee specific national interests. As explained above,
most of the concerns about SWFs, which prompted the above regulatory models, are

153 Although, it may still serve a useful purpose in satisfying critics and general consumer demand for a risk-
free economic environment. See above, the fourth component of Llewllyn’s rationale, ‘consumer
confidence’.

154 See above the case of Chinese funds, n 54.
155 Figure 2.
156 Mattoo and Subramanian (n 151) 16.
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either theoretical, exaggerated, or completely unfounded and thus do not need ad-
dressing with hard-line legislative measures. In fact, the available evidence on SWFs
shows that they do not pose realistic national security threats. Moreover, it has been
advocated in this article that nothing in the structure, size, or behavior of SWFs
poses particular financial stability risks, that is, different to those posed by other mar-
ket actors, such as hedge funds and private equity firms. In other words, while ac-
knowledging that SWFs could have an impact on financial stability and, thus, should
be subjected to the same standards of prudential regulation as other actors, there is
nothing specific about SWFs that should warrant special regulations. If anything, the
behaviour of SWFs, (given their risk aversion, passive behaviour and long-term out-
looks) as well as their injections of liquidity during the crisis,157 show they are a fac-
tor of stability in international financial markets.

Garten’s model (setting investment caps) has been met with fierce opposition in
The Economist. In its criticism, The Economist described Garten’s view as ‘outrageous’
and said that he fails to explain ‘how any of this would serve the interests of the
countries in which SWFs might want to put their money’.158 It was, moreover, ar-
gued that there are better ways of managing risk. If, for example, the government of
North Korea was in a position to lay its hands on vital defence-related technology by
buying British Aerospace, say, that would, indeed, be a worrisome development. But
the danger could be prevented ‘by making any such takeover subject to a national-se-
curity veto’, as would be the case in the USA.159 Following this article, and during
the financial crisis, Garten himself retreated from his position, stating that he had
‘misjudged the context of global capital flows in the last half of this decade’ and that
‘we should be careful not to discriminate against SWFs, especially as compared with
other investors such as private equity, hedge funds and corporations’.160

This usual mistrust towards SWFs also appears in Gilson and Milhaupt’s model.
They, however, do not consider their proposal ‘protectionist’, believing a protection-
ist measure to be one designed to protect domestic companies’ commercial interests.
Whereas their proposal ‘would not lower investment values for foreign investors on
account of their nationality or sovereign affiliation per se.’161 They believe that the ab-
solute value of the investments (and thus their attractiveness) will remain unaffected
by their proposal. However, it cannot be guaranteed that the economic value of a
non-voting share will remain the same vis-à-vis sovereign investors,162 or that the
overall value of a share will not decrease (even very modestly) if demand by SWFs
drops. In any event, Gilson and Milhaupt’s argument appears to be an attempt to
stretch the analysis of their model to bypass the ‘protectionism’ label. It is difficult to

157 See n 38.
158 Economist staff, ‘Fear of Foreigners’ Economist (London, 14 August 2007) <www.economist.com/

node/9641906> accessed 26 December 2013.
159 ibid.
160 Jeffrey Garten, ‘Keep Your Rich Rivals Close’ Newsweek (New York, 9 August 2008) <www.newsweek.

com/2008/08/08/keep-your-rich-rivals-close.html> accessed 26 December 2012.
161 Gilson and Milhaupt (n 99) 11.
162 Principle No 21 of GAPP states that ‘SWFs View Shareholder Ownership Rights as a Fundamental

Element of Their Equity Investments’ Value’, see International Working Group on Sovereign Wealth
Funds, ‘Sovereign Wealth Funds - Generally Accepted Principles and Practices’ (October 2008) <www.
iwg-swf.org/pubs/eng/santiagoprinciples.pdf> accessed 20 January 2014.
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see how removing an important privilege from a specific type of foreign investor can
escape the characterization of ‘protectionism’. In addition, their proposal appears to
discriminate against sovereign investors by removing a fundamental proprietary right
(the voting right attached to each share) for a weak justification, which is to protect
‘market-based capitalism against mercantilist regimes’.163 Their justification, there-
fore, appears to be based primarily on the ideological premise that state capitalism is
inherently problematic.

A similar inclination to that of Gilson and Milhaupt’s is also evident in Fleischer’s
proposal (a fact which reinforces the reasons for including these two models in the
same category). Fleisher argues that ‘a tax on sovereign wealth could help encourage
a broader policy of supporting private investment over state-controlled invest-
ment’.164 In this respect, it should be said that while taxing and removing voting
rights from SWFs appears to ‘incentivise’ them to operate differently, in reality what
both theories suggest is to maintain the restrictions for as long as SWFs hold domes-
tic securities or to tax them simply for their presence in the domestic market. There
is little SWFs can do to remove those restrictions or avoid taxation, other than aban-
don the market altogether.165

Finally, the issue of discrimination equally arises in relation to the command and
control regulatory proposals, specifically those by Truman, Garten, and Mezzacapo,
advocating mandatory reporting requirements (which put sovereign investors at a
serious competitive disadvantage).

Implementation
The second part of this analysis focuses on implementation of the above proposals.
It is shown that many of them involve important, if not insurmountable, difficulties,
and as such do not represent a reliable solution to the concerns about SWFs.

The implementation of the first category of proposals, namely, restricting the in-
vestments of SWFs, is prevented by the problem as to how to identify an investor or
a fund that should be subjected to such restrictions. This is a controversial and multi-
faceted issue. Furthermore, some host country corporations and pension funds may
be as averse to such limitations on the SWFs as the SWFs themselves.166

First, restricting SWFs (either by imposing investment caps or excluding various
sectors from their ambit) would run into difficulties if applied in the EU. Under the
Treaty on the Functioning of the European Union (TFEU), capital movements from
third (non-EU) countries into the EU may not be hindered, otherwise they run the
risk of contravening the provisions of the Treaty.167 So far no judgment has been

163 Gilson and Milhaupt (n 99) 10.
164 Fleischer (n 120) 494.
165 If a restriction or tax was implemented as a penalty for their opacity, to regain their voting rights or

avoid a tax, SWFs would only need to become more transparent. Gilson and Milhaupt, and Fleischer,
however, believe this restriction should be implemented during SWFs’ existence. Indeed, it is unlikely
that a ‘special tax’ would incentivize those countries managing them to ‘stop threatening USA national
economic interests’, or ‘cease to be autocratic’.

166 Das (n 109) 99.
167 Namely, art 63(1) TFEU, see also, Stefan Grundmann and Florian Möslein, ‘Golden Shares – State

Control in Privatised Companies: Comparative Law, European Law and Policy Aspects’ (2001–2002) 4
Euredia 627.
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delivered by the Court of Justice of the European Union (CJEU, formerly ‘European
Court of Justice’) involving investments by SWFs, but the existing case-law is
sufficient to serve as a roadmap for most types of investments, including those of
SWFs. According to the rulings of the Court, FDI may be screened, or hindered,
only so far as it is necessary in order to protect a fundamental national interest, such
as national security or the provision of a universal service (water, electricity, etc.).168

These provisions must also be specific and proportional to the threat encountered
and must not intrude into the decision-making autonomy of the undertakings
concerned.169 In light of this provision, most of the proposed regulatory frameworks,
such as Garten’s share limitation model, Gilson and Milhaupt’s restriction of
voting rights and Fleischer’s tax model (and in some cases even Truman’s
reporting requirements model) would risk contravening EU law as they would fail
to demonstrate how SWFs can present an imminent and specific threat to the
national security of the recipient countries. As such, EU Courts would strike them
down.

Since some of those models support restriction of FDI, in particular sectors, a se-
rious obstacle in their implementation would be identifying those ‘strategic sectors’
that warrant special protection. It would be very difficult to adopt in the EU context
a uniform framework establishing which industries are ‘strategic’ and which are not.
In carrying out such an enterprise, each Member State would be bound by its own
interests and beliefs and by its own special circumstances, making it difficult to iden-
tify those sectors or sub-sectors of a strategic value to every Member State. The fact
that France included ‘casinos’ in its 2005 list of strategic industries as being ‘directly
or indirectly linked to matters of national security’,170 is only demonstrative of the
difficulties awaiting the EU regulator faced with the task of formulating an EU-wide
list. In its capital movement case law,171 the CJEU has given directions as to what ac-
tivity constitutes a strategic interest (which would, in any event, exclude sectors as
obviously not strategic as ‘casinos’) but they still remain very broad and, more impor-
tantly, they do not give sufficient direction as to what specific parts of a sector are
strategic. As a result, the Court may view Telecoms a ‘strategic’ industry,172 although
the Commission might not classify an entire national telecoms industry as strategic,
rather only specific parts.

A similar, if not more difficult, task would involve identifying those funds that
should be subject to reporting requirements. First, a number of high-profile SWFs

168 As required by C-54/99 Association Église de Scientologie de Paris v Prime Minister [2000] ECR I-1335
para 17; C-503/99 Commission of the European Communities v Kingdom of Belgium ECR I-4809 para 47;
C-483/99 Commission of the European Communities v. French Republic, [2002] ECR I-4781 para 49; C-
463/00 Commission of the European Communities v. Kingdom of Spain, [ECR] ECR I-4581 para 72.

169 Commission v Belgium para 49.
170 Euractiv staff, ‘France under Fire for Protectionist Initiative’ Euractiv (Brussels, 2 September 2005)

<www.euractiv.com/en/innovation/france-fire-protectionist-initiative/article-143656> accessed 1
November 2014.

171 See for instance, Commission v Spain para 66; Commission v Belgium para 43; C-367/98 Commission v
Portugal para 47.

172 Commission v Spain para 71.
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would refuse to be characterized as such.173 Thus, each country would be faced with
the task of unilaterally picking the specific funds that must disclose more information
without driving those funds’ investments away to other countries.

To ensure a level playing field among all countries concerned, a global list of SWFs
could be agreed multilaterally, possibly within the context of the WTO, as suggested by
Mattoo and Subramanian.174 This would prevent both the reduction of FDI in coun-
tries that implement stricter reporting requirements, and prevent the exploitation by
SWFs of poorer underdeveloped countries in urgent need of foreign capital that are un-
able to screen FDI, let alone impose reporting requirements.175 However, it is unclear
how an international institution could force a member to subject its state-owned funds
to reporting requirements, or even force it to recognize that it possesses such a fund in
the first place.176 The failed outcome of the negotiations for a Multilateral Investment
Agreement (MIA) in 1998177 under the auspices of the World Bank and the OECD,
and the failure of the WTO to include investment issues in its mandate in 1994 are suf-
ficiently paradigmatic of the difficulties of such an endeavour.178

Nevertheless, even assuming that a list of the world’s SWFs was universally ac-
cepted, governments could still modify the structure and arrangement of state enti-
ties in order to circumvent the regulatory regime. In some cases, state-owned
enterprises or even the ruler’s private wealth could be used to carry out the same ac-
tivities as SWFs do today. All in all, the models suggested by Truman, Garten, and
Mezzacapo appear extremely time-consuming and ultimately unworkable.

Finally, Fleischer’s taxing model appears less difficult to implement, but it is
doubtful whether tax policy can identify the appropriate tax to compensate for risks
to national security. Tax authorities are hardly the appropriate bodies to protect na-
tional security and set foreign policy. In other words, how is a tax official supposed
to calculate and impose a tax to compensate for the cost of ‘threatening American na-
tional interests’ or ‘supporting autocratic regimes’?179

Costs
The final part of the analysis discusses the potential costs of each system. Here, the
consequences between various policy options deriving from the Great Tradeoff (as
described by Cohen)180 between market openness and national security, become

173 Such cases include China’s SAFE: Oxford Analytica, ‘China’s SAFE Poses Challenge to SWF Code-of-
Conduct efforts’ (29 September 2008) <www.wnd.com/markets/news/read/6704669/china’s_safe_
poses_challenge_to_swf_code> accessed 4 May 2013.

174 Mattoo and Subramanian (n 151).
175 The WTO’s dispute resolution mechanism would ensure that countries with SWFs respect the established rules,

Agreement Establishing the WTO, 15 April 1994, 33 ILM 1144, <www.wto.org/english/docs_e/legal_e/04-
wto.pdf> accessed 1 November 2014, establishing the WTO’s structure and relations among its members.

176 For example, Saudi Arabia has never publically admitted to managing such a fund.
177 MIA purported to develop multilateral rules that would ensure intra-state investment was governed in a

more systematic and uniform way. This enterprise halted because of insurmountable disagreements, in-
cluding the ‘exception culturelle’ maintained by France and Canada in support of French culture, Jean-
Rodolphe Fiechter, ‘The French Strategic Investment Fund: A Creative Approach to Complement SWF
Regulation or Mere Protectionism?’ (2010) 3 J Appl Econ 59, 67.

178 ibid.
179 Fleischer (n 120) 451.
180 Cohen (n 55).
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more obvious. The costs associated with each system may differ greatly, but they also
depend on the special circumstances of each country. For example, during the Dubai
Ports case, the argument was used that such a deal might facilitate the smuggling of ter-
rorists into the USA from the Middle East.181 Concerns about terrorism, however, are
not identical for all countries that receive SWF investments. This fact must be consid-
ered when assessing the costs and benefits of a model, when applied in different coun-
tries. If the USA is a far more popular destination for foreign capital than other
recipient countries, it may be more willing to sacrifice a small part of this in order to
maintain national security safeguards. In contrast, FDI in Greece, Portugal, Spain, and
Ireland might have a higher value during the debt crises currently facing these coun-
tries,182 and thus the cost of hindering foreign capital might be higher for them than for
Switzerland or Estonia.183 For this reason, the costs (or benefits) of each regulatory
model are determined by circumstances which are better assessed on a case-study basis.

Any national authority contemplating establishing a regulatory framework for
SWFs should do so on the basis of a CBA. A regulator that does not use a CBA to
formulate new policy or to check on the impact of specific measures runs the risk of
delivering an output that may reflect the given objectives but may lead to unin-
tended inefficiency, since not all relevant factors will be considered.184 One of the
most important elements of the CBA is the description of the difference between
the world as it would be if a proposed option were adopted and the situation if it
were not adopted. A CBA, therefore, focuses on the incremental impact of the pro-
posed options (including the ‘do nothing option’).185 According to Alfon and
Andrews, the cost of no action in the wider financial sector could be large: a com-
plete market failure, while the indirect costs (negative market impact) are those that
are least obvious from a cash perspective.186 On the subject of regulation of SWFs,
the no action option will hardly result in a complete market breakdown or a threat
to national security. Conversely, the indirect costs that may arise from strict regula-
tion of FDI warrant more attention and analysis.

At the present time there are sufficient indications of the trade-off that ensues if
governments give way to protectionist calls and adopt legislation restricting SWFs.
Bloomberg and Schumer have cited the example of the US Sarbanes–Oxley Act
2002—shortly after its passing, there were signs of investment shifts towards Europe
and Asia.187 While discussing protectionism (see above), it was stated that Chinese
funds have proved that they are prepared to seek investment opportunities elsewhere

181 Levin (n 17).
182 See further, Roberto De Santis, ‘The Euro Area Sovereign Debt Crisis: Safe Haven, Credit Rating

Agencies and the Spread of the Fever from Greece, Ireland and Portugal’ ECB Working Paper Series,
No 1419/2012, <www.ecb.int/pub/pdf/scpwps/ecbwp1419.pdf> accessed 20 June 2013.

183 Estonia has the lowest debt-to-GDP ratio in the Eurozone (9.6%). Juhan Tere, ‘EU’s Least-Indebted
State Estonia Is Model for Euro After Greek Crisis’ The Baltic Course (Tallinn, 11 May 2010) <http://
www.baltic-course.com/eng/analytics/?doc=26735&ins_print> accessed 1 November 2014.

184 Isaac Alfon and Peter Andrews, ‘Cost-Benefit Analysis in Financial Regulation – How to Do it and How
it Adds Value’ (1999) 7 Journal of Financial Regulation and Compliance 339.

185 ibid.
186 ibid 18.
187 ‘Over the first ten months of 2006, [USA] exchanges attracted barely one third of the share of IPOs

measured by market value that they captured back in 2001, while European exchanges increased market
share by 30 percent and Asian exchanges doubled their share’, Michael Bloomberg and Charles
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if faced with a protectionist backlash, even before the adoption of concrete legisla-
tion.188 Such behaviour was in line with previous statements by Chinese officials that
they will avoid investing in countries that use national security as an excuse for pro-
tectionism.189 Moreover, as already explained, the protectionist outlook of many
Western countries in the energy sector may be hindering India from creating an
SWF, thus further reducing global liquidity.190 Such a fund would aim to direct its in-
vestments in the Western energy sector to complement India’s lack of natural re-
sources, but would certainly raise suspicions and eventually face the resistance of
Western governments.191 Even when investments are not met with resistance by na-
tional administrations, the highly heterogeneous standards of foreign investment reg-
ulations set up by different governments can still inflict considerable compliance
costs on SWFs and hence affect the efficient flow of capital.192

It thus becomes apparent that each of the above regulatory models (perhaps with
the exception of self-regulation discussed below) imposes significant costs on the sys-
tem, the extent of which depends on the nature of each model and its degree of pro-
tectionism. These costs can ultimately defeat the very rationale for adopting each of
the above models, which is to rectify other indirect costs associated with SWFs, such
as political leverage and investor uncertainty. This finding should inform the next
part of the analysis.

In the first category of regulatory models (such as Garten’s), imposing ceilings
upon the share ownership of SWFs may surely be an effective way of discarding
most possible concerns, such as the threat of financial stability and using corpora-
tions to achieve political means. However, at the same time, it creates an excessively
hostile economic environment for SWFs and is almost certainly the most effective
way of driving their investments overseas. Under such a framework, SWFs would be
automatically classed as ‘bad investors’ and their investment activity would meet vari-
ous reputational obstacles apart from the legal ones. Therefore, from the point of
view of costs, excluding various sectors altogether is preferable to the ‘investment
caps’ solution because it offers SWF managers the assurance that there is no limit on
the amount of investment they wish to undertake. Such a system, however, is still far
from optimal because of the uncertainty it creates with regard to the sectors open to
investment. Such a model has serious drawbacks when considering its implementa-
tion, which may lead to additional costs in the form of the loss of investment
activity.

Gilson and Milhaupt, who suggest removing the voting rights of state investors,
themselves admit the risk of over-inclusion, namely the expectation that govern-
ments whose SWFs and pension funds have their voting rights suspended will im-
pose similar suspensions on the equity holdings of comparable US government

Schumer, ‘Sustaining New York’s and the US’ Global Financial Services Leadership’ 12 (2007) New
York, <www.nyc.gov/html/om/pdf/ny_report_final.pdf> accessed 1 November 2014.

188 See nn 53–54.
189 Leonora Walet, ‘CIC Warns Western Governments Against Protectionism–Report’ Forbes (New York,

10 December 2007) <http://www.abcmoney.co.uk/news/112007180319.htm> accessed 1 November
2014.

190 See n 41.
191 ibid.
192 Mattoo and Subramanian (n 151) 16.
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entities.193 As they admit, this side-effect might cause the positive impact that share-
holder activism by US state pension funds, for example, CalPERS, has had on corpo-
rate governance standards in other countries, to be lost.194 However, Gilson and
Milhaupt appear prepared, albeit tacitly, to accept a larger loss than they openly ad-
mit, since the positive effect of activist SWFs investing in domestic equity will also
be lost. Sovereign shareholders, in their few instances of activism have on many occa-
sions benefited companies by raising takeover premiums and opposing hostile take-
overs.195 Finally, an additional type of cost incurred by this model is the reduction in
value of the shares in question. As SWFs would abstain from purchasing such stock,
and would arguably favour stocks from other countries or investments in govern-
ment bonds or real estate, the subsequent drop in demand for shares would also be
reflected in their price. Although this reduction could be small (even minuscule), no
company management would choose to incur it simply to prevent sovereign share-
holders from voting in company meetings.

Fleischer’s model is more nuanced than Gilson and Milhaupt’s, and offers a theo-
retically more interesting system of dealing with the concerns about SWFs, at least
from the point of view of costs. Fleischer suggests that the transactions carried out
by SWFs impose certain costs on the recipient countries, which, however, are not re-
flected in the actual price of the transaction. Fleischer’s proposal suggests that

Table 1. Summary of Regulatory Proposals

Regulatory Model Theoretical Objections Implementation Costs

Investment Caps
(Garten/Davies)

Discriminatory/
Protectionist

Contravening
EU law/Difficulty
of adopting a
common position

Reduced
foreign
investment

Incentives
Regulation
(Gilson & Milhaupt/
Fleischer)

Discriminatory/
Protectionist

Contravening
EU law/Difficulty
of value judgments

Reduced
foreign
investment/Loss
of equity value/
Reduced
shareholder
activism

Command and
Control (Truman/
Garten/Mezzacapo)

Discriminatory/
Protectionist

Public or
confidential
disclosure?

Reduced foreign
investment

Self Regulation
(IMF/SWFs)

No objection Doubts as to
effectiveness

No objection

193 Gilson and Milhaupt (n 99) 29.
194 ibid 30.
195 For example, Norway’s Government Pension Fund’s opposition to MidAmerican’s bid for Constellation

in late 2008, where the Fund had a 4.8% stake. Norway’s SWF considered the price insufficient and has
brought MidAmerican to court.

126 � Journal of Financial Regulation, 2015, Vol. 1, No. 1

D
ow

nloaded from
 https://academ

ic.oup.com
/jfr/article/1/1/95/2357856 by guest on 23 M

ay 2023

A
.


opaque SWFs pay a ‘Pigouvian’ tax196 to the recipient countries, to compensate for
the costs they impose on them (however large or small) and at the same time be
incentivized to become more transparent.197 It can be argued that the tax incentive
proposal is a good way to incorporate the cost, if any, in the decision-making of
SWFs and thus appears to be the most effective way to regulate ‘market imperfec-
tions’.198 Although Fleischer’s proposition, surely, also creates the risk of turning in-
vestors away and hardly escapes criticism as to the obstacles to its implementation,
from the point of view of costs it is, at least in theory, the best of the models dis-
cussed so far.

Self-regulation
The above analysis indicates that most types of hard regulatory interventions to
regulate SWFs have serious setbacks as much from a theoretical perspective, as
from the point of view of implementation and costs. The present section discusses
the alternative model of supranational self-regulation favoured by the IMF. A pro-
posal prioritizing international over national action is founded upon the belief that
a set of commonly accepted shared values is of chief importance for the effective-
ness and legitimacy of such a governance structure. Binding sovereign investors to-
gether, with the additional involvement of an international institution, is a more
effective way of enhancing the legitimacy of regulatory intervention than unilateral
action.199

Compared to the national regulatory options discussed above, supranational re-
sponses to SWFs present a number of advantages. First, supranational bodies are per-
haps more immune to short-term political considerations such as a possible
momentary suspicion towards foreign investments.200 As a result, measures adopted
by such an entity can offer greater objectivity, focus on longer-term benefits and re-
sist frequent changes in the law. Secondly, the objectivity of a supranational effort, re-
moved from national political considerations, could also appeal more easily to SWFs
and include them in the rule-making process, thus equating this process to that of
self-regulation.201 Thirdly, supranational responses are harmonized. The heterogene-
ity of various national investment review standards could impose undue costs of
compliance on SWFs and hence affect the efficient flow of capital.202

196 See n 140.
197 If the negative externalities generated by outweigh the positive externalities, this may warrant a higher

tax on SWFs. If the opposite applies, this may warrant subsidizing SWFs, ibid 29.
198 As argued by Llewellyn on the rationale for regulation, ‘focusing on the accountancy cost of regulation

(which can be measured) overstates the true cost of regulation because it does not incorporate the true
value of the consumer benefit if the effects of market imperfections are alleviated’, Llewellyn (n 77) 21.

199 Additionally, for the importance of shared values in the modern global financial regulatory architecture,
see, Emilios Avgouleas, Governance of Global Financial Markets (CUP 2013) 435–39.

200 Such calls are sometimes reflected in the unjustified negative press that foreign investors receive.
201 Self-regulation describes an array of regulatory instruments that rely upon consensus and co-operation

as a means through which behaviour is regulated, Bronwen Morgan and Karen Yeung, An Introduction to
Law and Regulation – Text and Materials (CUP 2009) 92.

202 Mattoo and Subramanian (n 151) 16.
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This regulatory framework is typically implemented through the means of a Code
of Conduct (CoC). A CoC is defined by the International Federation of
Accountants as a set of:

principles, values, standards, or rules of behavior that guide the decisions, pro-
cedures and systems of an organization in a way that (a) contributes to the
welfare of its key stakeholders, and (b) respects the rights of all constituents af-
fected by its operations.203

CoCs, as policy tools, are usually entered into on a voluntary basis, meaning
that the negotiating members were not compelled to participate by a central
decision maker. Rather, a central body provided its members with an opportunity
to negotiate and agree on a set of rules. This method of setting international
standards is common, given that the drafting of command-based tools is, in most
cases, unrealistic beyond the national level.204 Attempting to establish mandatory
rules at the international level would necessarily encounter the problems identified
above.205

CoCs and SWFs
The effort to establish an international regulatory framework for SWFs was primarily
led by the OECD, which opened the way for the IMF to elaborate on the issue even
further. The OECD Investment Committee began by publishing a report to the G7
countries on SWFs and recipient country policies.206 This document highlighted the
beneficial impact of SWFs on the global economy and recognized the legitimacy of
national security concerns although it stated that these cannot be a cover for protec-
tionist policies.207 The OECD suggested that security-related investment safeguards
should be made as open as possible208 and that investors and home countries can
ease concerns through greater transparency.209 The OECD policy initiatives contin-
ued with a declaration on SWFs and Recipient Country Policies in 2008,210 and with
a publication collecting the main OECD policy instruments that apply to SWFs and

203 Professional Accountants in Business Committee, ‘Defining and Developing an Effective Code of
Conduct for Organizations’ (2007) 5 <www.ifac.org/sites/default/files/publications/files/Defining-
and-Developing-an-Effective-Code-of-Conduct-for-Orgs_0.pdf> accessed 1 November 2014.

204 Morgan and Yeung argue that the absence of democratic rule-making institutions that can legitimately
establish and enforce legally binding commands across and within nation states constitute the main hur-
dle in utilizing command-based techniques at the supranational level, Morgan and Yeung (n 201) 313.

205 See n 152 onwards.
206 OECD, Sovereign Wealth Funds and Recipient Country Policies - Working Together to Maintain and

Expand Freedom of Investment’ (2008) Investment Committee Report <www.oecd.org/daf/inv/in-
vestment-policy/41456730.pdf> accessed 28 May 2013.

207 ibid 2–4.
208 ibid 4, without however explaining this point in great detail.
209 ibid 6.
210 OECD, ‘OECD Declaration on Sovereign Wealth Funds and Recipient Country Policies’ (2008)

<http://www.oecd.org/daf/inv/investment-policy/
oecddeclarationonsovereignwealthfundsandrecipientcountrypolicies.htm> accessed 1 November 2014.
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recipient countries.211 These two policy documents largely restated the conclusions
of the April Report to the G7 countries.212

Arguably, the most important step in the process of the supranational regulation
of SWFs came in October 2008, when the International Working Group (IWG) of
SWFs published GAPP.213 This was the result of a long process of reflection led by
the IMF and the G7 over the impact of SWFs on financial stability and the poten-
tially political character of their investments.214 The purpose of GAPP was to pro-
mote those accepted principles and practices that establish appropriate governance
and accountability standards regarding the investment practices of SWFs. A distinc-
tive feature of GAPP, as opposed to the policy tools of the OECD, is that they were
drafted with the participation of some of the world’s largest SWFs, thus amounting
to a self-regulatory initiative.

GAPP consists of 24 practices and principles, focusing on three key areas. These
are intended to be implemented by SWFs and include: (i) legal framework, objec-
tives, and coordination with macroeconomic policies; (ii) institutional framework
and governance structure; and (iii) investment and risk management framework
where SWF managers were encouraged to disclose more information. GAPP left it
to each individual SWF to assess their implementation, and disclose their assessment
to the public.

The object of SWFs should not be to project state power. Instead, according to
Principle 19 it is to ‘maximize risk-adjusted financial returns in a manner consistent
with its investment policy, and based on economic and financial grounds’. If invest-
ment decisions do not comply with this goal, then the goal of the fund’s investment
policy ought to be disclosed. It is suggested by Backer that such deviation from the
suggested model might open that fund to special regulation.215 SWF management
‘should be consistent with what is generally accepted as sound asset management
principles’ (Principle 19(2)).

GAPP reaffirmed the distinction between private and public funds. While the ob-
jective of the private funds lies in the maximization of their owners’ wealth, public
ones may have a wider array of objectives, such as macroeconomic ones. This view
of GAPP suggests, however, that the attainment of macroeconomic objectives is lim-
ited to economic ones and does not extend to political goals. Moreover, a number of
principles encouraged the separation between the entity and the sovereign. This is
supported through the establishment of clear objectives for the fund, the division of
roles and responsibilities, and provisions on independence and the maximization of

211 OECD (n 206).
212 Although the October publication included older OECD instruments on international investments that

were also of relevance to SWFs.
213 IWG, ‘GAPP’ (n 162).
214 As Norton says, the issues considered included the relation of SWFs to: (i) financial stability and cur-

rency exchange rate impact; (ii) possible geo-political issues; and (iii) risk management issues, including
matters of transparency, accountability, and governance, Joseph Norton, ‘The “Santiago principles” for
SWFs: a Case Study on International Financial Standard-setting Processes’ (2010) 13 J Intl Econ L 645.

215 Larry Catá Backer, ‘Sovereign Wealth Funds as Regulatory Chameleons: The Norwegian Sovereign
Wealth Funds and Public Global Governance Through Private Global Investment’ (2009) 41
Georgetown J Intl L 108.
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risk-adjusted financial returns.216 This may be accomplished at a functional level,217

for example, through a legal specification of roles and responsibilities.
GAPP’s main aim is, therefore, to make the sovereign entity act like a private one.

This insistence on the ‘private actor’ is not unknown as it is widely used in the EU
law of state aid, where an action by the state is compared to that of a private actor
under similar circumstances, to determine whether it is compatible with the common
market.218

However, while directing SWFs to adopt the conduct of a private investor, GAPP
does not require the funds to hire external managers. Instead, it is the fund’s invest-
ment policy that ‘should address the extent to which internal and/or external invest-
ment managers are used, the range of their activities and authority, and the process
by which they are selected and their performance monitored’.219

Implementation of GAPP
CoCs still present a significant weakness in terms of the absence of any formal en-
forcement mechanism. No SWF is under any obligation to implement or observe
any of these principles, not even those funds that took part in the preparatory work
of the IWG. Although under national self-regulatory models the law may intervene
in a facilitative capacity by enforcing mutual agreements,220 such enforcement cannot
be easily implemented at the supranational level where compliance is usually reliant
upon the parties’ willingness to observe the agreed rules.221 The absence of an appro-
priate enforcement mechanism thus risks rendering those commitments ineffective.

This concern, although a valid one, should not be overstated. Enforcement, just
like standard-setting, differs significantly depending on whether it is made at the na-
tional or supranational level. At the supranational level, both the drafting of com-
mand-based tools and the enforcement of the agreed rules are, in most cases,
unrealistic or at least unworkable. International commitments, even when drafted as
binding rules, are left to Member States to implement domestically.

If it is accepted that SWFs belong in a ‘community of shared fate’,222 they can
incentivize members to supervise potential non-compliance and use persuasion and
negotiation to ensure that compliance. An effective implementation of the agreed
rules can also have symbolic value as it may allow individual SWFs to invoke it in or-
der to advertise their ‘business ethos’ to the rest of the financial world.223 Such

216 See, in particular, Principles 1, 6, 8, 15, 19, 20, and 21.
217 Larry Catá Backer, ‘Sovereign Investing in Times of Crisis: Global Regulation of Sovereign Wealth

Funds, State-Owned Enterprises and the Chinese Experience’ (2009) 19 Transnatl L & Contemp Probs
179, 127.

218 The test aims to discover whether an undertaking has received a benefit that it would not have received
in ‘the normal course of events in the private market’, Case C-256/97 DMT [1999] ECR I-3913, opin-
ion of AG Jacobs at para 31.

219 Sub-principle 18.
220 Morgan and Yeung (n 201) 95.
221 ibid 313.
222 For example, the failure of one participant may have catastrophic effects on the entire community and

thereby threaten the well-being of each individual participant, so as to encourage the emergence of con-
sensual mechanisms of regulation, ibid 316.

223 ibid 328.
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‘business ethos’ is not merely limited to its reputational value. It is observed that, fol-
lowing the financial crisis, SWFs have demonstrated an increased appetite for joint
ventures and foreign investment activities in cooperation with local funds.224 One
such example is the China Africa Development Fund, a Chinese investment fund fo-
cusing on stimulating and facilitating Chinese investments in Africa.225 A good repu-
tation, in this sense, becomes essential for SWFs to continue to project the image of
benign investors and convince local funds to cooperate.

For the time being, the available evidence on compliance with GAPP shows
mixed results: while overall compliance is still lacking, many encouraging signs can
already be observed. According to the Behrendt Report on the progress in the imple-
mentation of GAPP by SWFs, compliance with GAPP 18 months after their publica-
tion remained low (Figure 2).226

Figure 2. Santiago [GAPP] Compliance Index as of March 2010. Source: Behrendt (n 226)
6. This index, which represents the author’s estimate, is based on relevant data accessed from
January–March 2010 and provided by SWFs, the IWG, and IMF. A more thorough
description of the Compliance Index is provided in Sven Behrendt, ‘Gulf Arab Sovereign
Wealth Funds: Governance and Institution Building’ (2010) 11th Mediterranean Research
Meeting, European University Institute: Florence & Montecatini Terme.

224 Natsuko Waki, ‘Sovereign Funds Join Forces for Strategic Investment’ Reuters (London, 18 August
2009) <http://uk.mobile.reuters.com/article/fundsNews/idUKLNE57H03R20090818> accessed 15
July 2013; Michael A. Marcotte, ‘Money Managers May Partner with SWFs to Grow in Developing
Markets’ Pensions & Investments (London, 21 February 2011) <http://www.pionline.com/article/
20110221/PRINT/302219939> accessed 15 July 2013.

225 CAD Fund, <www.cadfund.com/en/> accessed 18 November 2013.
226 Sven Behrendt, ‘Sovereign Wealth Funds and the Santiago Principles Where Do They Stand?’ Carnegie

Endowment for International Peace (2010) 7.
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This, however, does not constitute in any way a reason to abandon the entire ef-
fort. The progress recorded in the Behrendt Report took place within a short period
from the conclusion of GAPP. It is natural to expect institutional change to be slow,
especially when it happens on a voluntary basis and it takes place in countries with
varying traditions of governance and administration. If anything, the results of the
Behrendt Report constitute an additional reason to formalize the task of reporting
the compliance progress of SWFs by entrusting it to the International Forum of
Sovereign Wealth Funds (IFSWF).227 This institution is best placed to carry out this
task as it is charged with the organization of SWF meetings and can thus cover the
additional monitoring costs through the contributions of SWFs and the IMF.228

It is, thus, supported that the option of self-regulation at the international level
avoids the majority of the problems identified in the hard-law national regulatory
proposals discussed above. It is proportional to the issues relevant to SWFs and pre-
serves the investment-friendly environment that is necessary in a global post-crisis re-
covery scenario such as the current one. Therefore, it offers a better theoretical
framework upon which to base the regulation of SWFs.

Organization of a self-regulating SWF body. The purpose of this analysis is to provide
a rationale for regulating SWFs rather than a full regulatory framework. However,
some brief discussion and thoughts on the form of this self-regulatory body is war-
ranted, to be of benefit to the conclusion.

The current annual meetings of the IFSWF are by invitation only and, aside from
press briefings,229 there is no detailed account of their meetings. The lack of trans-
parency is displayed openly with a members-only log-in to their website required to
view any detailed accounts.230 Only 8 of 21 members of the body disclose detailed
information on their investment policies,231 and some but not all members are legally
required by their jurisdictions to disclose information or accounts of their investment
activities,232 with one member admitting they have no intention of publishing an an-
nual report or financial statements.233 Increased transparency would indeed be bene-
ficial for the markets and provide assurances for host governments; indeed Norway
has argued that its rigorous transparency requirements have explained risks that have
been beneficial to its investments including during the 2008 financial crisis.234

227 As the IWG has been renamed in its meeting in Kuwait (May 2009).
228 It is noted that in July 2011, the IFSWF published a report on its members’ experience in the application

of GAPP. This report, however, did not involve any form of monitoring, but rather, a written record of
members’ discussions on the incorporation of the principles in their internal governance structure. It is
nevertheless a step in the right direction. IFSWF, ‘IFSWF Members’ Experiences in the Application of
the Santiago Principles’ Report prepared by IFSWF Sub-Committee 1 and the Secretariat in collabora-
tion with the Members of the IFSWF (7 July 2011) <www.ifswf.org/pst/stp070711.pdf> accessed 12
December 2013.

229 See <http://www.ifswf.org/>.
230 ibid.
231 See n 227.
232 ibid 20–24.
233 ibid 21.
234 ibid 28; Norway’s Minister of Finance described transparency as a ‘prerequisite of the fund’s existence’,

Kristin Halvorsen, ‘Sovereign Wealth Funds’ OECD Forum 2008 – Climate Change, Growth, Stability,
Norway’s Ministry of Finance <www.regjeringen.no/en/dep/fin/News/Speeches-and-articles/minister-
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A sensible means of organizing a self-regulating SWF body would be to assign re-
sponsibility for such organization to a secretariat. The secretariat would arrange an
annual forum, which would be for SWFs to exchange ideas and discuss their progress
in implementing GAPP. International bodies, such as the IMF, the EU, the Arab
League, the African Union, and representatives from NAFTA could participate only
as observers or to contribute with ideas. Ideally, membership should be open to all
state-owned investment funds regardless of their investment objectives, thus drawing
as much participation as possible (including pension funds, development banks, and
similar organizations).

The IMF would be a suitable and convenient platform to be used as secretariat.
Otherwise, it may be possible for the WTO to play an administrative role such as a
secretariat, since as the article has highlighted, it would be impracticable for the
WTO to undertake a regulatory role. The advantage of the WTO is that it provides
equal participation among members, as opposed to the IMF or the World Bank
which may be viewed as Western-controlled bodies (since by political agreement
they are always headed by Westerners and the voting power of their Western mem-
bers carry more weight).235

The IFWSFs could play a gate-keeping role in excluding and isolating certain
funds, such as the Libyan SWFs if necessary. However, they should specifically not
be empowered to impose additional disciplinary measures since this would defeat
the voluntary nature of the scheme. Furthermore, it would be impracticable, create
divisions among SWFs, and consequently risk damaging the project as a whole.

It is important to note that GAPP is not a set of ideals that SWFs will struggle to
reach, ‘but an inventory of best practices that already exist’.236 This means that
GAPP does not require SWFs to adopt any practice that is not already being fol-
lowed by at least one other SWF. This fact makes it difficult for SWFs to argue that
the CoC’s standards of accountability and transparency are a costly burden. It is
equally important that GAPP is constructed in a broad way so as to provide SWFs
with sufficient flexibility in their manner of implementation as long as the spirit of
the code is complied with. In short, it can be expected that since SWFs have signed
up to GAPP, they should observe ‘a process of competitive emulation’237 among
them.

2 . C O N C L U S I O N
This article has demonstrated that regulatory responses to SWFs need to take into
account the reality and the actual characteristics of sovereign investors. Otherwise,
they run the risk of becoming overtly protectionist and imposing unwanted costs on
the global financial system. It is true that where SWFs are involved there is no

2/finansminister_kristin_halvorsen/2008/sovereign-wealth-funds.html?id¼515179> accessed 4 May
2013.

235 See Ngaire Woods, ‘Making the IMF and the World Bank more accountable’ (2001) 77 Intl Aff 83;
Robert Wade, ‘US hegemony and the World Bank: the fight over people and ideas’ (2002) 9 Rev Intl
Pol Econ 215.

236 Katinka Barysch, Simon Tilford and Philip Whyte, ‘State, Money and Rules: An EU Policy for Sovereign
Investments’ Centre for European Reform Essay (2008), 14 <www.cer.org.uk/sites/default/files/publi-
cations/attachments/pdf/2011/essay_swf_dec08-1342.pdf> accessed 10 November 2012.

237 ibid.
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consensus on how they should be dealt with from a regulatory perspective.
Nevertheless, a close examination of SWFs’ investment behaviour, and a sober analy-
sis of the real benefits and potential costs they bring to international financial mar-
kets, lead to the conclusion that the nightmare scenarios about financial instability
and national security predicted by many are not realistic. In other words, it is unreal-
istic to claim that the trade-off to market openness (‘the do nothing option’) is a
compromise of national security or financial stability. At the same time, a trade-off
can be said to exist in the option of adopting hard regulation, which is a loss of
efficiencies.

At the same time, a trade-off can be said to exist in the option of adopting hard
regulation. This could erase efficiency benefits, and consequently would means the
actual negative costs of SWFs are not significant enough to justify hard regulatory
intervention. Nevertheless, a limited form of regulation may be warranted simply to
ease protectionist pressures and maintain consumer (and corporate) confidence in
the market for SWF investments. While other risks, such as the undue political lever-
age of countries managing huge SWFs, may be real, they cannot be tackled by a sim-
ple regulatory instrument. Increasing transparency might have a positive impact, but
SWFs should be allowed to remain opaque to the extent that their immediate com-
petitors are allowed to.

Taking all of the above into account, neither the ‘restriction’ of SWFs, the ‘incen-
tives’, or the ‘command and control’ regulatory models can offer a satisfactory regula-
tory response to the rising phenomenon of SWFs. These models are either
excessively protectionist and discriminatory (and are not justified by the real facts re-
garding SWFs) or they are too costly and unworkable.

Alternatively, a supranational regulatory framework that would involve the partici-
pation of such funds, such as GAPP, appears to eliminate many of the direct costs
identified. As a result, it creates a more investment-friendly global environment and
assures the continued operation of those benign investors.
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