
1

Sovereign Wealth Funds for India: Delineating 
Issues and Options from International Experience# 

by 
Narayan Chandra Pradhan and Ramesh Golait *

Abstract

In recent years, foreign exchange reserves of some of the central banks are increasingly being 
switched into investments in riskier assets that have been perpetually meant for liquid and safe 
instruments. Those reserve funds are mainly derived from excess liquidity in the public sector 
stemming from government fiscal surpluses or from official reserves of central banks of emerging 
market economies constituting as Sovereign Wealth Funds (SWFs). The estimated assets currently 
managed by the SWFs exceed the combined pool of assets by hedge funds and private equity firms but 
smaller than the pension funds and mutual funds taken together. The rapid accumulation of low-risk 
foreign exchange reserve assets by many emerging market economies has generated debate on how 
such assets could be invested in order to improve the return without taking excessive risks. If SWFs 
grow as estimated by various agencies and their international diversification continues, liquidity 
inflows into a wide range of asset classes can be expected at higher order. A substitution away 
from central bank reserves invested in liquid sovereign paper to SWFs invested in higher yielding 
and dividend-bearing private securities is a likely situation in the coming years. In this pursuit, 
India is also vying for establishment of SWFs. At the same time, demand for asset management and 
investment banking services is also set to increase. Keeping in mind the advantages that the rise of 
SWFs may bring, there is also good reason to introspect implications for global financial market 
stability, corporate governance and national interest in the backdrop of current international 
financial turmoil. 
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Section I
Taxonomy of Sovereign Wealth Funds

As such, there �s no readymade def�n�t�on of Sovere�gn Wealth Funds (SWFs) ex�sts �n econom�c l�terature 
that �ncorporates var�ety of funds ava�lable for operat�on �n �nternat�onal f�nanc�al markets. Bas�cally, �t �s a 
government �nvestment veh�cle that manages fore�gn assets w�th a h�gher r�sk tolerance and h�gher expected 
returns than for central bank fore�gn currency reserves. The fuzzy log�c beh�nd th�s def�n�t�on �s: central bank 
reserves �n some countr�es, wh�ch trad�t�onally have been �nvested ma�nly �n l�qu�d and safe �nstruments, 
are �ncreas�ngly be�ng sw�tched �nto r�sk�er assets. The�r funds are ma�nly der�ved from excess l�qu�d�ty �n 
the publ�c sector stemm�ng from government f�scal surpluses or from off�c�al reserves at central banks. It 
has been assessed that, �nvestments by SWFs are typ�cally one type of cap�tal flow among countr�es so they 
have always been closely related to global �mbalances �n trade. When countr�es run surpluses on the�r current 
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However, the usual disclaimer applies.
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account, they generate equal and oppos�te net cap�tal outflows of one sort or another and those cap�tal flows 
produce an �nvestment �ncome (G�eve, 2008). 

Trad�t�onally, the pattern of �nvestments was emanat�ng ma�nly from the developed countr�es and was 
�nvest�ng �n develop�ng ones, wh�ch had abundant land and natural resources but scarce cap�tal s�gn�fy�ng 
the h�gher returns. In the present day context, �t �s flow�ng �n oppos�te d�rect�on. Wh�le earl�er �nvestors were 
ma�nly from the pr�vate sector and were seek�ng out the best returns on cap�tal, now-a-days the �nvestors 
are ma�nly from the emerg�ng market econom�es central banks and governments and the bu�ld up of fore�gn 
assets reflects the�r pol�cy cho�ces. 

Modern SWFs are bas�cally or�g�nated from o�l-produc�ng countr�es, the f�rst one be�ng Kuwa�t Investment 
Fund set up �n 1953. It makes sense for o�l-produc�ng countr�es to spread the benef�ts of th�s endowment 
across generat�ons by �nvest�ng part of current �ncome �n assets for future �ncome generat�on. Abu Dhab� 
�nst�tuted the largest fund cons�st�ng USD 875 b�ll�on, whereas, Norway establ�shed a fund for �ts excess o�l 
�ncomes of about USD 380 b�ll�on �n 1990. S�ngapore has accumulated two large funds but unusually not 
based on o�l �ncome. More recently, Ch�na and Russ�a have �nst�tuted large SWFs of the�r own, and Ind�a has 
also carved a corpus of USD 5 b�ll�on for the purpose of creat�ng SWFs.  Furthermore, Braz�l and Japan also 
have plans for such type of funds. The major SWFs �n operat�on s�nce 1953 are presented �n Table 1. 

Table 1: Major SWFs in Operation 

Country Name of Fund Assets Managed 
(USD Billion)

Year of 
Inception

Sources of Fund

United Arab Emirates Abu Dhabi Investment Authority 875 1976 Commodity wealth

Norway Government Pension Fund- Global 380 1990 Commodity wealth

Singapore Government Investment Corporation 330 1981 Other, including 
foreign exchange 

Kuwait Kuwait Investment Authority 250 1953 Commodity wealth

China State Investment Corporation 200 2007 Foreign exchange

Hong Kong HKMA Investment Portfolio 163 1998 Foreign exchange

Singapore Temasek Holdings 159 1974 Other

Russia Oil Stabilisation Fund 125 2004 Commodity wealth

Australia Australian Future Fund 61 2006 Other

Qatar Qatar Investment Authority 60 2000 Commodity wealth

Libya Libyan Arab Foreign Investment 
Company

50 1981 Commodity wealth

Algeria Revenue Regulation Fund 43 2000 Commodity wealth

Alaska, USA Permanent Reserve Fund 40 1976 Commodity wealth

Russia National Welfare Fund 32 2008 Commodity wealth

Brunei Brunei Investment Agency 30 1983 Commodity wealth

Korea Korea Investment Corporation 30 2005 Foreign exchange

Total 3,200 approx.
Source: Sovereign Wealth Fund Institute (as on March 2008).

In general, fore�gn exchange reserves are �ntended to make transact�ons ava�lable for �mports and for 
management of the exchange rate. Th�s requ�res reserves to be �nvested �n l�qu�d, low-return fore�gn assets 
such as sovere�gn debt, depos�ts w�th the Bank for Internat�onal Settlements and other central banks and 
commerc�al banks w�th h�gher rat�ngs. W�th SWFs, governments set h�gher return object�ves and th�s opens 
up poss�b�l�t�es for �nvestment �n a range of r�sk�er assets – corporate debt, pr�vate equ�ty, hedge funds, etc. 
Whereas, the t�me hor�zon for �nvestment of forex reserves �s relat�vely short, �t �s comparat�vely longer 
for SWFs. In th�s context, the paper d�scusses types of funds and the�r genes�s �n Sect�on II; Sect�on III 
covers del�neated �ssues for d�scuss�on; Sect�on IV deals w�th r�sks and opportun�t�es of SWFs; �ssues and 
arguments of SWFs for Ind�a are dealt �n Sect�on V; Sect�on VI draws �mpl�cat�ons followed by the conclud�ng 
observat�ons. 
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Section II
Type of Funds and their Genesis

The rap�d accumulat�on of low-r�sk fore�gn exchange reserve assets by many emerg�ng market econom�es has 
focused attent�on on how such assets could be �nvested so as to �mprove the�r return w�thout tak�ng excess�ve 
r�sk. Th�s has led many countr�es, l�ke S�ngapore, to establ�sh nat�onal fore�gn asset funds other than off�c�al 
reserves. These funds could be class�f�ed accord�ng to several cr�ter�a, �nclud�ng mot�ves for establ�shment 
and sources of fund�ng. The class�f�cat�on based on mot�ves for establ�shment usually d�st�ngu�shes between 
stab�l�sat�on funds, sav�ngs funds and ‘pure’ sovere�gn wealth funds. Stab�l�sat�on funds are mechan�sm 
des�gned to reduce the �mpact of volat�le fore�gn exchange �nflows on the economy. Such funds have been 
establ�shed �n many o�l-export�ng countr�es (�nclud�ng Alger�a, Norway, Russ�a, and several central As�an 
and Gulf countr�es) and �n some non-o�l commod�ty producers (e.g., Botswana and Ch�le).

Sav�ngs funds are based on the pr�nc�ple of �nter-generat�onal equ�ty: non-renewable resource revenue should 
be managed �n a manner that w�ll leave future generat�ons at least as well off as the current one. Once a fund 
has reached a certa�n s�ze, the ma�n �ssue becomes how to preserve accumulated wealth and manage the 
fund’s assets prudently wh�le real�s�ng a reasonable rate of return1. Such ent�t�es could be termed as ‘pure’ 
sovere�gn wealth funds.

As ment�oned �n Table 1, SWFs generally categor�sed �nto two broad groups based on the source of the 
fore�gn exchange assets:

(1) Commod�ty based funds are establ�shed through commod�ty exports - e�ther owned or taxed by 
the sovere�gn government. They serve d�fferent purposes l�ke stab�l�sat�on of f�scal revenues, 
�nter-generat�onal sav�ng and ster�l�sed assets of the central banks. As a result of recent r�se 
�n commod�ty and fuel pr�ces, many funds �n�t�ally establ�shed for f�scal stab�l�sat�on or for 
ster�l�sat�on purposes have evolved �nto sav�ngs funds.

(2) Non-commod�ty based funds are typ�cally establ�shed through transfers of assets from off�c�al 
fore�gn exchange reserves. Large current as well as cap�tal account surpluses have enabled 
non-commod�ty exporters (part�cularly, �n South East As�a) transfer ‘excess’ fore�gn exchange 
reserves to stand-alone funds. Non-commod�ty SWFs assets often der�ved from at least 
part�ally ster�l�sed �ntervent�on and may therefore, be thought of more as ‘borrowed funds’. 
S�nce commod�ty SWFs assets often der�ve from fore�gn currency accru�ng d�rectly to the 
government, the fore�gn currency �s not converted to domest�c currency, does not enter the 
domest�c economy, and therefore does not need to be ster�l�sed through the �ssuance of domest�c 
debt to avo�d unwanted �nflat�onary pressures (Box 1).

Some SWFs have operated for several decades as �nst�tut�onal �nvestors manag�ng government fore�gn asset 
portfol�os (e.g., �n Kuwa�t, S�ngapore and the Un�ted Arab Em�rates). Others were carved out recently from 
fore�gn exchange reserves, after these were deemed to have exceeded most common benchmarks for reserve 
adequacy. The demarcat�on l�nes between these categor�es are �n pract�ce often blurred, as the fund’s purpose 
evolves over t�me and w�th the s�ze of the fund. The most recent example �s Russ�a’s o�l stab�l�sat�on fund, 
wh�ch spl�ts �nto a reserve fund and a fund for future generat�ons be�ng started �n February 2008. Funds may 
also perform d�fferent funct�ons at the same t�me. Norway’s Government Pens�on Fund-Global currently 
performs stab�l�sat�on, budget f�nanc�ng, �ntergenerat�onal sav�ng and wealth management funct�ons (Table 
2). 

As reported �n a Deutsche Bank study of 12 econom�es, �nclud�ng 5 w�th a natural resource fund and 7 w�thout, 
the IMF draws f�ve conclus�ons on the effect�veness of such funds v�z., (1) For countr�es w�th resource funds, 
the establ�shment of the fund d�d not have an �dent�f�able moderat�ng �mpact on government spend�ng; (2) In 
terms of causal�ty, f�nd�ngs suggest that countr�es w�th more prudent expend�ture pol�c�es tended to establ�sh 

1/ In Norway, for instance, the amount of savings accumulated for future generations was seen as sufficient when they 
reached 100 per cent of GDP.
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resource funds, rather than the fund �tself lead�ng to �ncreased expend�ture restra�nt; (3) The establ�shment of 
resource funds may have helped �n the relevant cases to ma�nta�n caut�ous pol�c�es �n the context of ongo�ng 
revenue var�ab�l�ty; (�) The coord�nat�on of fund operat�ons w�th overall nat�onal f�scal pol�cy - to the extent 
that th�s �s def�ned as a pol�cy object�ve – has proven d�ff�cult; and (5) Ev�dence suggests that funds have been 
most d�ff�cult to operate when the extent of rel�ance on resource revenues has been largest.

The class�f�cat�on based on sources of fund�ng d�st�ngu�shes between ‘real wealth’ or ‘own wealth’ and 
‘borrowed wealth’ funds. The former �nclude ent�t�es funded by natural resource rents and taxes, f�scal 
surpluses and government asset sales (e.g., land sales or pr�vat�zat�on revenue). These funds may not have 
clearly def�ned l�ab�l�t�es and are thus s�m�lar to pr�vate endowments. Th�s feature also g�ves fund managers 
more freedom �n select�ng asset classes �n wh�ch they could �nvest. By contrast, funds carved out of fore�gn 

Box 1 
How SWFs differs from Official Reserves?

As per the Balance of Payments Manual (1993) by IMF, reserve assets are ‘those external 
assets that are read�ly ava�lable to and controlled by the monetary author�t�es for d�rect 
f�nanc�ng of payment �mbalances, for �nd�rectly regulat�ng the magn�tude of such 
�mbalances through �ntervent�on �n exchange markets to affect the currency exchange rate, 
and for other purposes’. Key �ssues �n determ�n�ng whether SWF assets can be cons�dered 
as off�c�al reserve assets �nclude the�r l�qu�d�ty and marketab�l�ty as well as whether there 
�s some legal or adm�n�strat�ve gu�dance that would preclude the assets from be�ng read�ly 
ava�lable to the monetary author�t�es to meet BoP need. Whether a g�ven fore�gn exchange 
asset can be class�f�ed as a reserve asset has to be assessed on a case-by-case bas�s:  In 
some cases, SWF assets may be �nvested �n l�qu�d and marketable �nstruments and the 
monetary author�t�es reta�n a clear legal r�ght to call upon those assets to meet a balance of 
payments need. These SWF assets are l�kely to be class�f�ed as off�c�al reserves.  In many 
other cases, however, SWF assets may be �nvested �n less l�qu�d �nstruments and/or the 
monetary author�t�es may not have a clear legal r�ght to call upon them. These SWF assets 
would not be class�f�ed as off�c�al reserves. As SWF assets fall out of reserves, even �f 
perfectly appropr�ate from a stat�st�cal perspect�ve, they also carry r�sks fall�ng out of the 
mechan�sms that the �nternat�onal f�nanc�al system has for reserves transparency. The two 
pr�nc�pal such mechan�sms (both voluntary) are the IMF’s aggregate quarterly Currency 
Compos�t�on of Off�c�al Fore�gn Exchange Reserves (COFER) database and the Data 
Template on Internat�onal Reserves and Fore�gn Currency L�qu�d�ty (Reserves Template), 
part of the IMF’s Spec�al Data D�ssem�nat�on Standard (SDDS). At present, there are 119 
countr�es part�c�pat�ng �n COFER and 6� countr�es subscr�be to the SDDS.

Table 2: Asset Management of Selected Funds
Country Fund name Foreign/domestic asset Split Operational management
Alaska Permanent Reserve Fund Non-Alaskan and foreign Alaska Permanent Fund Corporation 

(special private corporation)

Alberta Alberta Heritage Trust Fund Mainly domestic Treasury’s Investment Management 
Division

Kuwait General Reserve Fund Domestic and foreign Kuwait Investment Authority (KIA), 
autonomous government body

Kuwait Future Generation Fund Mainly foreign KIA

Norway Government Pension Fund 
–Global

Only foreign (heldas NOK 
account)

Central bank, including private investment 
managers

Oman State General Reserve Fund Almost entirely foreign Autonomous government agency

Source: IMF; SWF Institute.
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exchange reserves are typ�cally ‘borrowed wealth’ funds, �n that they der�ve at least partly from ster�l�sed 
fore�gn exchange �ntervent�on and therefore have clearly def�ned l�ab�l�t�es.

Accord�ng to some rud�mentary est�mate by econom�sts �n Morgan Stanley, SWFs w�ll grow to USD 12 
tr�ll�on by 2015, an amount that roughly corresponds to the s�ze of the ent�re US economy (Jen, 2007a). The 
recent act�v�t�es relat�ng to SWFs that are worthy of ment�on: Duba�’s purchase of an und�sclosed amount of 
Sony shares, Abu Dhab�’s acqu�s�t�on of USD 7.5 b�ll�on worth of C�t�group, Ch�na’s USD 3 b�ll�on stake 
�n pr�vate equ�ty f�rm Blackstone, etc. Accord�ng to an est�mate by Morgan Stanley, SWFs have poured 
about USD 37 b�ll�on �nto f�nanc�al �nst�tut�ons as rescue operat�ons dur�ng 2007. Table 3 prov�des recent 
act�v�t�es of SWFs �n �nternat�onal f�nanc�al markets. SWFs have shot �nto the l�mel�ght �n the wake of the 
sub-pr�me cr�s�s because of the recent h�gh-prof�le �nvestments made by some SWFs from the develop�ng 
world. SWFs from Ch�na, West As�a and S�ngapore have emerged as sav�ours of some of the best known 
names �n the �ndustr�al and f�nanc�al sectors. Among the benef�c�ar�es of SWF �nvestments �n recent months 
are the lead�ng pr�vate equ�ty company. 

Table 3: SWF Capital Injections in Financial Institutions since November 
2007

Date of Announcement Sovereign Wealth Fund Financial Institution Amount (US USD Billion)
November 26, 2007 Abu Dhabi Investment Authority Citigroup 7.5

December 10, 2007 GIC – Singapore UBS 9.8

December 19, 2007 China Investment Corporation Morgan Stanley 5.0

December 24, 2007 Temasek - Singapore Merrill Lynch 4.4

January 15, 2008 GIC – Singapore Citigroup 6.9

January 15, 2008 Kuwait Investment Authority Citigroup 3.0

January 15, 2008 Korea Investment Corporation Merrill Lynch 2.0

January 15, 2008 Kuwait Investment Authority Merrill Lynch 2.0

Total 40.6

Source: Gieve, 2008.

Sovereign Wealth Funds for India: Delineating Issues and Options from International Experience

Chart 1: Relative Size of SWFs
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The est�mated assets currently managed by SWFs exceed the comb�ned pool of assets by ‘hedge funds and 
pr�vate equ�ty f�rms’ but smaller than the ‘pens�on funds and mutual funds’ taken together (Chart 1). Th�s 
phenomenon, �n general, attr�butable to the global macroeconom�c �mbalances ex�sts s�nce m�d-1990s hav�ng 
large chunk of cap�tal flows to the emerg�ng market econom�es �nclud�ng Ind�a benef�t�ng mostly from trade. 
Accord�ng to the WTO stat�st�cs, the world economy at present �s �ncreas�ng at the rate of 3.5 per cent dur�ng 
last three years, �.e., 2005-07 wh�ch �s cons�dered strongest s�nce last th�rty years. Dur�ng the same per�od, 
the average merchand�se trade also �ncreased by 6.8 per cent gett�ng benef�ted out of �ntegrat�on among 
the world’s ma�n trad�ng reg�ons – Europe, As�a and the US – along w�th the expans�on of global f�nanc�al 
markets. 

Whether these SWFs are cons�dered large or small depends on the metr�c used. Two po�nts, however, are 
�nescapable regardless of the metr�c. The f�rst �s that SWFs are already large enough to be system�cally 
s�gn�f�cant. The second �s that they are l�kely to grow larger over t�me, �n both absolute and relat�ve terms that 
calls for a d�scuss�on of the �ssues emanated from the �nternat�onal f�nanc�al system.

The other key feature of the current econom�c expans�on �s that �t has been happen�ng �n a low-�nflat�on 
env�ronment qu�te for some t�me but current pos�t�on �s d�fferent. A number of factors �nclud�ng trade helped 
to expla�n why recent h�gh o�l pr�ces have not fed through to consumer pr�ces. Along w�th central banks’ 
�mproved use of monetary pol�cy tools and management of �nflat�onary expectat�ons, cheaper goods from 
emerg�ng market econom�es rel�ed heav�ly on cheap supply of labour have flooded global markets thereby 
curb�ng �nflat�onary pressures com�ng from the energy and commod�ty s�de. If trade �s the ma�n dr�ver of 
global econom�c act�v�t�es, �t �s also one of the dr�vers of cap�tal flows and the result�ng �mbalances between 
countr�es w�th a surplus �n the�r trade balance and countr�es w�th a def�c�t. Th�s has led to large expans�on 
of cap�tal flows to the emerg�ng econom�es and huge bu�ld-ups of fore�gn exchange reserves  to match 
trade surpluses. Most of these cap�tal flows are d�rected towards the US market. Reserves accumulat�on, �n 
part�cular, has been the ma�n feature of the As�an econom�es after the f�nanc�al cr�s�s of 1997. It prov�des a 
means to stab�l�ze the exchange rate, to keep �t at a level cons�stent w�th export growth and to prov�de enough 
l�qu�d�ty �n case of a BoP cr�s�s, as all these countr�es are softly pegged to the dollar and therefore, potent�ally 
prey to speculat�ve attacks.2

The South East As�an econom�es have w�tnessed an �ncrease �n sav�ngs and a fall �n �nvestment �n the wake 
of the As�an f�nanc�al cr�s�s w�th the except�on of Ch�na (Genberg, et al., 2005). S�nce then, these countr�es 
have generally cont�nued to pursue a macroeconom�c pol�cy m�x �n support of an export-led growth strategy 
wh�ch susta�ns the sav�ng-�nvestment patterns. Meanwh�le, �n the o�l export�ng countr�es, export revenues 
have been boosted by the �ncrease �n the pr�ce of o�l s�nce 2000 (Chart 2).

S�nce domest�c �nvestments �n these countr�es have not �ncreased at the same pace, the result has been a r�se 
�n net sav�ngs �n the o�l export�ng countr�es. The fore�gn assets are accumulated almost ent�rely by the off�c�al 
sector. H�gher o�l revenues �n o�l export�ng countr�es translate �nto h�gher government budget surpluses. In 
South East As�a, where the currenc�es shadow the dollar, fore�gn assets are accumulated pr�mar�ly by the 
central banks �n the form of off�c�al fore�gn exchange reserve accumulat�on (H�ldebrand, 2007). It �s also 
observed that �n some countr�es, the reserve accumulat�on has been further magn�f�ed by pr�vate cap�tal 
�nflows.

2/The International Monetary Fund defines official reserves as ‘external assets that are readily available to and controlled by 
monetary authorities for direct financing of payments imbalances, for indirectly regulating the magnitudes of such imbalances 
through intervention in exchange markets to affect the currency exchange rate, and/or for other purposes’. Total reserves 
comprise gold, foreign currency assets, reserve positions in the IMF and Special Drawing Rights (IMF, 1993).
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Section III
Delineated Issues for Discussion

Th�s sect�on del�neates follow�ng three �ssues for d�scuss�on �n general and Ind�an scenar�o �n part�cular. 

1. To what degree should central banks play a role �n the format�on and runn�ng of sovere�gn wealth 
funds?

2. What are the ma�n operat�onal �ssues that central banks face �n  (a) manag�ng sovere�gn assets; 
and (b) pursu�ng normal central bank funct�ons �n the presence of a sovere�gn wealth fund 
managed outs�de the central bank.

3. What challenges could ar�se for f�nanc�al markets and corporate control from a substant�al 
�ncrease �n sovere�gn cross-border asset hold�ngs �n the med�um term?

By apply�ng a s�mple rule to �dent�fy wh�ch countr�es potent�ally hold excess reserves, we can read�ly �dent�fy 
the countr�es that are obv�ous cand�dates for future SWF. A l�st of countr�es that meet the follow�ng two 
cond�t�ons: they have no SWF at present and judg�ng by the Greenspan-Gu�dott� rule, they hold excess 
reserves of at least USD 10 b�ll�on (Table �).

Table 4: Countries with Excess Foreign Exchange Reserves (end of 2007)
(USD Billion)

Country Excess Reserves according tothe Greenspan-Guidotti Rule
Japan 582
Taiwan (Province of China) 121
India 80
Brazil 37
Thailand 35
Nigeria 24
Morocco 13
Poland 11

Table excludes countries which already have established SWFs and countries for which 
data on reserves are not available or reliable.

Sovereign Wealth Funds for India: Delineating Issues and Options from International Experience

Source: Hildebrand, 2007.

Chart 2: Crude Oil Price
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One of the bas�c prem�ses of open global cap�tal markets �s the �dea that cap�tal flows freely among the 
econom�es �n search of �nvestment opportun�t�es that y�eld opt�mal r�sk-adjusted rates of return. The fact that 
large and government-controlled �nvestment compan�es make substant�al �nvestments �n pr�vately owned 
compan�es �n other countr�es ra�ses concerns about the val�d�ty of the hypothes�s that cap�tal seeks opt�mal 
r�sk-adjusted rates of returns. Governments of rec�p�ent countr�es may have doubts about the mot�vat�on 
beh�nd such �nvestments. 

These doubts are l�ke th�s: Are SWFs �n pursu�t of a var�ant of the trad�t�onal mot�ve to max�m�se returns? Or 
could a part�cular government be tempted to use �ts SWF as a f�nanc�al �nstrument �n pursu�t of a part�cular 
pol�t�cal object�ve? The mere fact that such quest�ons ar�se could serve as a tr�gger for protect�on�st pol�c�es 
�n rec�p�ent countr�es, thus aga�n underm�n�ng the proper funct�on�ng of free markets. The real or perce�ved 
act�v�t�es of SWFs play a role �n challeng�ng these deeply held assumpt�ons about the world economy. The 
most �mportant challenges assoc�ated w�th the r�se of SWFs are therefore to ensure that the pol�cy react�ons 
�n the rec�p�ent countr�es of potent�al and actual SWF �nvestments do not degenerate �nto what ult�mately 
amounts to f�nanc�al protect�on�sm. 

Section IV
 Risks and opportunities of SWF

As the troubled cond�t�ons preva�led �n �nternat�onal f�nanc�al markets ar�s�ng out of sub-pr�me cr�s�s, many 
people worry about the �mpl�cat�ons of the grow�ng clout of SWFs from the develop�ng world. The worry �s 
on three counts v�z., f�nanc�al, pol�t�cal and �deolog�cal (Box 2). It has been alleged that, many SWFs lack 
transparency �n the�r operat�ons - ne�ther the�r �nvestment object�ves nor the�r s�ze nor the�r asset allocat�ons 
are known. Th�s ra�ses superv�sory and other concerns for econom�es �n wh�ch SWFs have made �nvestments. 
It �s contended that, SWFs could pose a threat to f�nanc�al stab�l�ty. The members of the Internat�onal Work�ng 
Group  of Sovere�gn Wealth Funds (IWG), wh�ch met �n the beg�nn�ng of September 2008 �n Sant�ago, Ch�le, 
has reached a prel�m�nary agreement on a draft set of pr�nc�ples and pract�ces for recommendat�on to the�r 
respect�ve governments.  

Box 2: Outlook on SWF growth – calculative uncertainties

A simple calculation by Deutsche Bank Research sheds some light on the potential weight of state-
funded investment entities in the medium to long term provided that the favourable economic conditions 
observed over the past decade, especially in emerging economies, persist. Such projections, however, 
are subject to a number of substantial economic and political uncertainties, most importantly, the general 
level of growth, especially in the emerging markets, the development of individual balances of payment, 
and commodity prices, especially oil. In addition, the calculation entails some specific imponderabilities 
– on the downside as well as the upside:

•  The actual growth of SWF assets may be substantially weaker than these figures suggest if asset inflows 
into state funds are reduced by e.g. cyclical downturns in general, a weakening of competitiveness in 
exporting economies, or a slowing of oil price rises in the case of oil exporting countries.

• Additional transfers from official reserves into SWFs are far from unlikely, given the current level of 
excess reserves in the emerging markets. Even by conservative measures, excess reserves have been 
calculated to amount to more than USD 1.5 trillion in the emerging markets.

•  The above results may be taken as conservative projections, taking into account that they start off 
from the current estimates of existing state funds and do not discount that countries which have not 
established SWFs so far may decide to rededicate available funds into SWF-type entities in future.

•  More optimistic assumptions on general economic and commodity market conditions yield considerably 
higher forecasts.

Source: Deutsche Bank Research, September 10, 2007.
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The Generally Accepted Pr�nc�ples and Pract�ces for Sovere�gn Wealth Funds (GAPP) �s a voluntary 
framework that would gu�de the appropr�ate governance and accountab�l�ty arrangements, as well as the 
conduct of appropr�ate �nvestment pract�ces by SWFs. In response to the call from the Internat�onal Monetary 
Fund’s pol�cy-gu�d�ng Internat�onal Monetary and F�nanc�al Comm�ttee (IMFC), the IWG expects to present 
the GAPP to the IMFC at �ts October 11, 2008 meet�ng �n Wash�ngton DC. The IWG �ntends to publ�sh 
the GAPP thereafter. The IWG members3 also dec�ded to explore the establ�shment of a stand�ng group of 
SWFs. Th�s �s �n recogn�t�on of the need to carry forward the work relat�ng to the GAPP, as necessary, and 
to fac�l�tate d�alogue w�th off�c�al �nst�tut�ons and rec�p�ent countr�es on developments that �mpact SWF 
operat�ons.

The pol�t�cal concern �s that SWFs w�ll be used by fore�gn governments to advance strateg�c object�ves. One 
scare scenar�o, for �nstance, �s that a fore�gn government may acqu�re a controll�ng �nterest �n a part�cular 
manufactur�ng company, then use �ts control to s�mply d�smantle the fac�l�t�es �n that country and relocate 
these to the fore�gn country or elsewhere. Thus, f�nanc�al control w�ll be used to weaken manufactur�ng 
capab�l�ty. Assum�ng, however, that fore�gn governments m�ght enterta�n such object�ves, the code of 
conduct may be formulated to address the underly�ng concern. Fa�r enough, but these concerns are best 
addressed by hav�ng a l�m�ted negat�ve l�st for SWF �nvestment or �ndeed for fore�gn d�rect �nvestment (FDI) 
�n general. There rema�n concerns of an �deolog�cal var�ety. G�ven that the f�nanc�al and pol�t�cal concerns 
can be addressed w�thout great d�ff�culty, �t �s the �deolog�cal concern that �s at the root of much of the 
host�l�ty towards SWFs. 

It �s worth ment�on�ng th�s type of concern at some length �n Ind�an scenar�o - the case of Un�t Trust of Ind�a 
(UTI). A few years ago, when UTI ran �nto problems, many were qu�ck to argue that government ownersh�p 
was not cons�stent w�th performance �n mutual funds. But UTI has successfully re�nvented �tself and rema�ned 
a form�dable player �n the mutual fund bus�ness. A recent case �s a po�nter to the rescue operat�on by the 
US Government tak�ng control of the troubled mortgage f�nance g�ants ‘Fann�e Mae’ and ‘Fredd�e Mac’. 
The regulator of the two compan�es, the Federal Hous�ng F�nance Agency proposed to manage these two 
compan�es, though on a temporary bas�s for the t�me be�ng.

The debate about the r�sks and opportun�t�es of sovere�gn wealth funds �s s�m�lar to the ongo�ng debate �n 
the US and the EU about hedge funds. One of the problems about hedge funds �s that the�r operat�ons are 
opaque and they are not regulated by any s�ngle author�ty. The same could apply, w�th some mod�f�cat�on, 
to sovere�gn wealth funds, except that S�ngapore publ�shes �ts balance-sheet and deta�ls of assets under 
management per�od�cally. One may also ask whether a Sovere�gn who owns the funds can be mean�ngfully 
regulated by any author�ty other than a mult�lateral organ�sat�on. It �s clear that SWFs also operate through 
hedge funds, and �n one or two cases, through pr�vate equ�ty compan�es. They �nvest the�r resources �n 
these h�gh-return ent�t�es. They also leverage the�r resources by ra�s�ng debt aga�nst the�r contr�but�on. If 
th�s leverage - borrowed funds aga�nst the SWF’s assets �s taken �nto cons�derat�on, the �mpact of sovere�gn 
wealth funds can be cons�derably h�gher than the USD 3 tr�ll�on as ment�oned earl�er �n th�s paper.

On the above background, the order of magn�tudes of resources managed through SWFs also becomes more 
ser�ous �n �ts �mpl�cat�ons. The econom�es rece�v�ng SWF �nvestment should follow four bas�c pr�nc�ples. 
F�rst, avo�d protect�on�sm at any cost. Countr�es should not erect counterproduct�ve barr�ers to �nvestment, 
regardless of whether the �nvestor holds a controll�ng �nterest �n nat�onal f�rms. Second, uphold fa�r and 
transparent �nvestment frameworks. Investment pol�c�es and processes, espec�ally those �nvolv�ng nat�onal 
secur�ty cons�derat�ons, should be publ�c, clearly art�culated, pred�ctable, and non-d�scr�m�natory. Th�rd, 
w�th�n those frameworks, respect �nvestors’ dec�s�on. Hav�ng la�d out the ground rules, rec�p�ent countr�es 
should not tell SWFs how to �nvest the�r money. Dec�s�ons on how to allocate �nvestments across countr�es 
and asset classes are for the fund managers alone, part�cularly g�ven the potent�al for losses as well as ga�ns. 
F�nally, treat �nvestors equally. Tax and regulatory pol�c�es should not d�scr�m�nate between fore�gn and 
domest�c ent�t�es.

Sovereign Wealth Funds for India: Delineating Issues and Options from International Experience

3/ The IWG member countries are: Australia, Azerbaijan, Bahrain, Botswana, Canada, Chile, China, Equatorial Guinea, 
Iran, Ireland, South Korea, Kuwait, Libya, Mexico, New Zealand, Norway, Qatar, Russia, Singapore, Timor-Leste, Trinidad 
& Tobago, the United Arab Emirates, and the United States. Oman, Saudi Arabia, Vietnam, the OECD, and the World 
Bank, participate as permanent observers. The IMF helped to facilitate and coordinate the work of the IWG by providing a 
secretariat for the IWG.
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On the other hand, SWFs should follow f�ve pol�cy pr�nc�ples of the�r own. F�rst, �nvest commerc�ally, not 
pol�t�cally. SWF �nvestment dec�s�ons should be based solely on econom�c grounds, rather than pol�t�cal 
or fore�gn pol�cy cons�derat�ons. SWFs should make th�s statement a formal part of the�r bas�c �nvestment 
management pol�c�es. Second, convey world-class �nst�tut�onal �ntegr�ty. SWFs should be transparent about 
the�r �nvestment pol�c�es and have strong r�sk-management systems, governance structures, and �nternal 
controls. Although not h�ghly leveraged and, �n pr�nc�ple, long-term �nvestors, SWFs can represent large, 
concentrated, and opaque pos�t�ons and thus may cause worr�es of system�c r�sk. Th�rd, compete fa�rly w�th 
the pr�vate sector, too. SWFs should be careful not to be seen as hav�ng an unfa�r advantage �n compet�ng 
w�th the pr�vate sector for transact�ons, �nclud�ng by f�nanc�ng acqu�s�t�ons at below-market rates. Fourth, 
promote �nternat�onal f�nanc�al stab�l�ty. As publ�c-sector ent�t�es seek�ng to benef�t from healthy global 
markets, SWFs have a strong stake �n and respons�b�l�ty for �nternat�onal f�nanc�al stab�l�ty. Dur�ng t�mes of 
market stress, SWFs should be comm�tted to commun�cat�ng effect�vely w�th the off�c�al sector to address 
f�nanc�al-market �ssues. F�nally, respect host-country rules. SWFs should comply w�th and be subject to all 
appl�cable regulatory and d�sclosure requ�rements of the countr�es �n wh�ch they �nvest. 

These pr�nc�ples are all pred�cated on the fact that SWFs asset accumulat�on �s appropr�ate �n the f�rst place. 
St�ll, the underly�ng macroeconom�c pol�c�es creat�ng the resources for SWFs should be under constant 
rev�ew to see that they, too, rema�n appropr�ate - both for the countr�es w�th SWFs and the �nternat�onal 
f�nanc�al system. Publ�c d�sclosure �s therefore appropr�ate for SWFs to m�t�gate system�c r�sk. The w�de 
var�ety of exper�ence and �nvestment strateg�es among SWFs, comb�ned w�th the w�de d�vers�ty of reg�mes 
for regulat�ng �nward �nvestment, underscores the need for broadly d�scussed and accepted best pract�ces. 

Section V
Sovereign Wealth Fund for India

G�ven the large accumulated reserves of about USD 300 b�ll�on as at end-August 2008 and sub-opt�mal 
�nvestment strategy adopted, there are suggest�ons from var�ous walks of l�fe to create a sovere�gn wealth 
fund for Ind�a. Forex reserves from Ind�a are st�ll be�ng �nvested �n low-r�sk OECD government secur�t�es 
and bank depos�ts y�eld�ng less than 5 per cent. As th�s pool of cap�tal has �ncreased, so has the cost of an 
overly r�sk-averse �nvestment strategy. When one compares that Temasek of S�ngapore has earned 18 per 
cent on �ts USD 100 b�ll�on portfol�o, the scale of lost on earn�ngs �s go�ng to be an alarm�ng proport�on �n 
case of Ind�a. 

In fact, Ind�a �s one of the largest holders of forex reserves. Wh�le the �dea of �nvest�ng reserves has many 
supporters �n Ind�a, there rema�ns strong oppos�t�on from the pol�cy makers. Accord�ng to Dr. Y. V. Reddy, 
former Governor, RBI, “the rat�onale for an SWF does not ex�st �n Ind�a as yet. We do not have volat�le 
commod�ty exports that need to be smoothed out through a stab�l�sat�on fund. We have not had cons�stent 
current account surpluses – for the most part, the current account has been �n def�c�t.” Further, he was hav�ng 
op�n�on that management of the fore�gn exchange reserves �n Ind�a �s subject to �nternat�onal best pract�ces 
and d�sclosure standards and trad�t�onally vests w�th the central banks or monetary author�t�es of the country. 
In some cases, central banks adv�se the government �n the des�gn and establ�shment of Stab�l�sat�on Funds 
or SWFs. In some other cases, they also operate as fund managers, but subject to formal pr�nc�pal-agent 
agreements. In a few cases, the central bank creates a separate un�t w�th�n �tself to manage a fund. In v�ew 
of the expert�se and cred�b�l�ty, �nvolvement of a central bank �n such funds to a s�gn�f�cant extent appears 
log�cal (Reddy, 2007). Ind�a’s fore�gn exchange reserves are managed accord�ng to the law; the Reserve 
Bank adheres to the �nternat�onally best pract�ces of measur�ng the reserves and data d�ssem�nat�on standards; 
and the Reserve Bank follows appropr�ate prudent�al norms �n the management of the fore�gn exchange 
reserves.

One m�ght add that, Ind�a don’t have a f�scal surplus e�ther, wh�ch would warrant excess�ve sav�ngs be�ng 
parked abroad. G�ven the shortages �n �nfrastructure for wh�ch Ind�a need fore�gn �nflows, the argument 
would be to the contrary. Instead of bu�ld�ng up forex reserves out of wh�ch Ind�a could carve out SWFs, she 
must create cond�t�ons for absorpt�on of �nflows �nto �nfrastructure so that forex reserves decl�ne (Rammohan, 
2008). 
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As ment�oned �n Table �, Ind�a has excess reserves of USD 80 b�ll�on accord�ng to Greenspan-Gu�dott� 
rule - the amount of reserves that �s earn�ng a low rate of return and could be put to better use through the 
creat�on of an SWF. The d�ff�culty �s w�th the computat�on of ‘excess’ reserves. It cannot be presumed 
that all �nflows on the cap�tal account are stable and �rrevers�ble. Elements of cap�tal �nflows that have 
contr�buted to the �ncrease �n forex reserves �n Ind�a �n recent years are �ndeed of the volat�le �n nature. As 
regards the Ind�an debate on Part�c�patory Notes, the doubts of the regulator are centered on the anonym�ty 
of contr�butors to funds, wh�ch end up �n Part�c�patory Notes. It may well be the case that Sovere�gn Wealth 
Funds are themselves among the sources of funds for hedge funds. Th�s adds yet another p�quant element to 
the quest�on of what funds Part�c�patory Notes (Rammohan, 2008).

In th�s context, �t �s necessary to v�ew the concept of ‘excess reserves’ from several angles, �nclud�ng from 
the perspect�ve of poss�ble real sector shocks to the current account and the nature of cap�tal flows. Ind�a �s 
vulnerable to shocks on account of o�l pr�ce and fluctuat�ons �n food gra�ns product�on, wh�ch �s st�ll largely 
dependent on monsoon cond�t�ons. Add�t�onally, a large part of the cap�tal flows are portfol�o flows and a 
s�gn�f�cant component of FDI �s �n the nature of pr�vate equ�ty or for acqu�s�t�on of ex�st�ng f�rms and not �n 
Greenf�eld projects. Ind�a has been seek�ng comfort �n respect of the nature of �nvestment assoc�ated w�th 
cap�tal �nflows through hedge funds channels and part�c�patory notes. S�m�lar �ssues could also be relevant �n 
respect of pr�vate equ�ty flows. Wh�le �t �s essent�al to recogn�ze the publ�c sector nature of the Stab�l�sat�on 
Funds and SWFs that may be �nvest�ng �n Ind�a, �t �s also useful to study the evolv�ng global pract�ces 
of �nvestee countr�es’ approaches to these funds (Reddy, 2007). Dr. Reddy was not altogether aga�nst the 
format�on of SWFs �n Ind�a. He added, “�f and when such a cons�derat�on �s g�ven, �t would be essent�al to put 
�n place sound governance, transparency and accountab�l�ty standards that would prov�de necessary comfort 
to the domest�c, f�scal and monetary author�t�es and, add�t�onally, to the �nvestee countr�es.” 

There are three major arguments on fl�p s�de sl�ghtly �n favour of creat�ng an Ind�an SWF. 

(1) Ind�a’s reserves are bu�lt from cap�tal account �nflows and are hence encumbered assets that are 
subject to cap�tal fl�ght. The fact that Ind�a has a merchand�se trade def�c�t of about USD 90 
b�ll�on dur�ng 2007-08 and a current account def�c�t of USD 17 b�ll�on does make �t d�fferent 
from other large reserve holders whose reserves have been bu�lt up from huge trade surpluses. 
However, the current account def�c�t as a percentage of GDP �s manageable �f we add software 
and serv�ces �ncome. As a result, Ind�a’s balance of payments and trade pos�t�on appear stable 
g�ven the s�ze of the economy. Clearly, Forex reserve at around USD 300 b�ll�on, Ind�a has far 
exceeded the cush�on needed for any cap�tal fl�ght and to cover the current account def�c�t. 

(2) Although, RBI has recently made eas�er for Ind�ans to �nvest abroad through the Jo�nt Ventures 
and Wholly Owned Subs�d�ar�es. Hence over the long term, Ind�a should cont�nue to see cap�tal 
move from developed countr�es to h�gh-growth develop�ng countr�es. Open�ng the cap�tal 
account for outward �nvestment may slow down net cap�tal �nflows but �s unl�kely to reverse the 
process.

(3) It has been argued that, an Ind�an SWF w�ll be subject to corrupt�on and m�smanagement and 
could be m�sused to promote domest�c, pol�t�cal or fore�gn pol�cy object�ves. A very val�d 
concern, g�ven governance �n Ind�a and the scale of funds �nvolved, however, one that can 
be m�t�gated through des�gn�ng the fund correctly and l�m�t�ng the amount of funds ava�lable. 
Norway has already set up a good template for �ts fund that has now �n effect become the 
standard for other SWFs. 

The follow�ng f�ve best pract�ces that can be del�neated from the exper�ences of other countr�es: (1) Ensure 
accountab�l�ty through a board of d�rectors that �ncludes the Pr�me M�n�ster, so there �s a pol�t�cal cost of 
m�smanagement (for example, S�ngapore and Malays�a). (2) Use th�rd-party fund managers, so profess�onals 
can �nvest and confl�cts are reduced (for example, UAE and Norway). (3) Determ�ne asset allocat�on (publ�c 
versus pr�vate and equ�ty versus debt) and return expectat�ons. (�) Follow h�gh standards of transparency 
and d�sclosure (for example, Norway). (5) Adopt soc�ally respons�ble �nvestment pract�ces (aga�n, Norway). 
There �s much that Ind�a can learn from other countr�es’ exper�ences w�th SWFs. 

Sovereign Wealth Funds for India: Delineating Issues and Options from International Experience
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Section VI
Concluding Observations

From the above analys�s, �t can be assessed that SWFs have great potent�al to grow �n near future g�ven the 
�nternat�onal f�nanc�al cap�tal flow framework. Th�s �s reflect�ve of the r�s�ng fore�gn exchange reserves �n 
the emerg�ng markets of As�a (more spec�f�cally o�l-export�ng countr�es). If SWFs grow as est�mated by 
var�ous agenc�es, and the�r �nternat�onal d�vers�f�cat�on cont�nues, l�qu�d�ty �nflows �nto a w�de range of asset 
classes can be expected at h�gher order. S�m�larly, a subst�tut�on away from central-bank reserves �nvested �n 
l�qu�d sovere�gn paper to SWFs �nvested �n h�gher-y�eld�ng and d�v�dend-bear�ng pr�vate secur�t�es �s l�kely 
to occur. At the same t�me, demand for asset management and �nvestment bank�ng serv�ces �s set to �ncrease 
�n �nternat�onal f�nanc�al markets. Keep�ng �n m�nd the many advantages that the r�se of SWFs may br�ng, 
there �s also good reason to expect �mpl�cat�ons for global f�nanc�al market stab�l�ty, corporate governance 
and nat�onal �nterests. 

As a corollary to th�s development, var�ous act�ons may emerge w�th respect to the transparency of SWFs 
wh�ch could help to promote f�nanc�al stab�l�ty. The nat�onal secur�ty concerns can be a cause for government 
�ntervent�on, but �t should be l�m�ted to except�onal cases. As a general rule, however, SWFs l�ke other 
�nvestment veh�cles should be able to benef�t from free markets on a rec�procal bas�s. In the recent per�od 
the debate reflects a broad var�ety of v�ews over the potent�al �mpact of SWFs (Annex). A more apprec�at�ve 
approach to the potent�al benef�ts of SWF �nvestment �n compan�es �n search of cap�tal, as well as a sober 
assessment of the potent�al r�sks �nvolved �s needed.
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Annex: 

Policy initiatives – SWFs growth and national and international responses

Factually, the policy debate on SWFs issues has only just started in the majority of countries concerned. At 
this relatively early stage, widely diverging views and approaches can be observed – both at the national level 
as well as in an international comparison. This may not least reflect that there is widespread disagreement not 
only over the means by which a regulation of the activities of SWFs could be regulated, but on the potential 
policy implications of their growth and activities in the first place. 

• United States: In the US, Treasury officials have underlined the country’s commitment to an open 
investment climate, welcoming SWFs in principle. In addition, it has been suggested that the IMF and 
the World Bank should provide a set of best practice rules for SWFs with a view to providing guidance 
and incentives to ensure appropriate institutional arrangements, governance, operational and risk 
management, accountability, as well as transparency of rules, operations, asset management guidelines 
and performance.

• United Kingdom: The government maintains the UK’s traditional liberal position and has rejected notions 
of discouraging foreign state investment funds from pursuing investments in the country, and also the 
negotiations of common rules at international level similar to WTO-type deliberations. However, the 
Chancellor has emphasised that reciprocity in market access is considered a vital precondition in the long 
run. 

• France: France already has a stringent legal framework that allows the protection of key industries against 
foreign ownership. Although no concrete policy measures have been announced, the current government 
has indicated that it is pursing an industrial policy that takes a broadly defined national interest into 
consideration.

• Italy: The Italian government has taken a liberal stance on the SWF issue and announced its support for 
liberal market access and indifference regarding the nationality of potential investors. The concept of 
golden shares has been met with reservations.

• Germany: The government has announced that it will suggest – in the context of its presidency – that the 
G8 develop a set of transparency rules for the operation and asset management of SWFs. It also intends to 
make equivalent proposals in the context of the IMF. The US and French governments are understood to 
support these initiatives.

• European Union: The EU has reiterated its commitment to open markets, emphasising that it would be 
disconcerting if the EU were not open and attractive to SWF investments and the latter were to invest 
anywhere but in the Internal Market. However, the Commission acknowledges the potential need to protect 
sensitive industries, especially where buying countries protect these domestically. It has emphasised the 
importance of reciprocal market openness. As a potential mitigant, the Commission is considering the 
introduction of a regime of European golden shares. Reviewing the implications of SWF growth and 
possible policy responses, the Commission has announced that it will present a report in mid-September 
2007.

• Russia: Operating a large SWF itself, the Russian government takes a protectionist stance on foreign 
investments. Following recent legislation, the Russian national intelligence agency Federal Security 
Service, FSB, is actively involved in decisions regarding foreign ownership of 39 key industries, such as 
nuclear energy, aerospace, natural resources and the arms industry. Recently, Senior Russian politicians 
have backed plans to create a government agency to enable its sovereign wealth fund to pursue a riskier 
investment strategy. Furthermore, the assets of the country’s National Wealth Fund are now managed 
by the country’s central bank. However, Russian law restricts the central bank from investing in riskier 
products, meaning that the fund’s assets have been invested in safer instruments, which garner a lower 
return. 


