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The Rise of Sovereign Wealth Funds

Recent years have witnessed the rise to prominence of a caéygory of
international investors known as sovereign wetittus(SWFs) The largest include

Abu Dhabi Investment Authority
Holl andds Stichting Pensioenfonds
Norwayods Govern#wmt Pension Fund

Government of Singapore Investment Corporation
Saudi Arabian Monetary Agency

Kuwait Investment Authorityand

China Investment Corporation

A -—a-a-—a_-9_-9_9a_-4a_-2

Collectively, SWFsmanaged assets in excesJ&$5 trillion as ofthe end of 2007,

although many suffered losses 0f%8@0% during 2008" While the phenomenon dates
back to the 1950s, the terdates baclonly to 20052 SWFs have become important

players in worldwide portfolio investing, especially in the wake of ébenomic and
financial crisis of 200-2008, whenthey took stakes inompaniesas prominenas UBS,

Citigroup, Morgan Stanley, Merrill Lynch, Barclays, Blackstone, Standard Chartered,

and the Carlyle Group.

According to the U.S.Department of the Treasyry8WFs are assets that a

Japands Government ,Pension I nvestment

Calfor ni a Public Employeesd Retirement

Syst

government (or governmehti nked entity) holds in another

goal of attaining a longerm return, but that it manages separately from its foreign

currency reserves, which it uses for stabilization andt-gbon liquidity purposes.

! Brad SetseandRachelZi e mbr a, AGCC Sovereign Funds: Reversal

Relations, Working Pape2009,
http:/Mww.cfr.org/content/publications/attachments/CGS_WorkingPaper_5.pdf.

2AndrewR 0 z a n o v HoldsitMeWaenlth ofNa t i o @estfaldBanking JournaR005.Reprinting by
State Street availahle

http://lwww.libertyparkusafd.org/lp/Hancock/Speci@@Reports/Sovereign%20Wealth%20Funds/Who%2

00wns%20the%20Wealth%200f%20Nations%2202005.pdf.

of

u. s. Department of the Treasury, Office of Internati

in Semiannual Report on International Economic andhaxge Rate Policie2007,
http://ustreas.gov/offices/internatioreffairs/economiexchangeates/pdf/2007_Appendi.pdf. Par. 2.
For a more lengthy and detailed treatment of both topicsSiseeneMe z z a ¢ a So-calledi T h e

1
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The International Monetary Fund (IMRtates thah SWFs can generally b
asspecial investment funds created or owned by governments to hold foreign assets for
longterm purposes 8 while the Organization for EconomicCooperation and
Devel opment (OECD) argues t heootnedi®¥gtnent ar e e s
vehicles funded by foreign exchange asséds

Given the difficulties associated with providing a working definition, some suggest
that fia practical way to identify SWFs could be define them by exclusidna useful
reference is the fairly comprehensi we and it
according to which SWFs are essentialbywereigrowned asset poolshich areneither
traditional public pension fundshor traditional reserves assets supporting national
currencies °dor its part, the International Working Group of Sovereign Wealth Funds
defines them as

special purpose investment funds or arrangements, owned by thealgener
government. Created by the general government for macroeconomic purposes,
SWFs hold, manage, or administer assets to achieve financial objectives, and
employ a set of investment strategies which include investing in foreign financial
assets. The SWFs earcommonly established out of balance of payments
surpluses, official foreign currency operations, the proceeds of privatizations,
fiscal surpluses, and/or receipts resulting from commodity exports.

Finally, theSovereign Wealth Fund Institytan organization that studies sovereign
wealth funds and their global impaprovides the following definition:

A Sovereign Wealth Fund (SWF) is a statened investment fund composed of
financial assets such as stocks, bonds, real estate, or other fimastcianents
funded by foreign exchange assefhese assets can include: balance of
payments surpluses, official foreign currency operations, the proceeds of
privatizations, fiscal surpluses, and/or receipts resulting from commodity exports.
Sovereign Walth Funds can be structured as a fund, pool, or corporation. The
definition of sovereign wealth fund excludsid, among other things, foreign
currency reserve assets held by monetary authorities for the traditional balance of
payments or monetary poligyurposes, statewned enterprises (SOES) in the
traditional sense, governmeamployee pension funds, or assets managed for the
benefit of individual$.

6Sover ei gn \RegadtorylssudskinaraialGability andPrudentialSu p e r v iEsropean , 0O
EconomyEconomic Papers 378, April 2009, Director@eneral for Economic and Financial Affairs,
European Commission,http://ec.europa.eu/economy_finance/publications/publication15064_en.pdf.

“International Monetary Fund, Global Financial Stability Report, October 2007,
?ttp://www.imf.org/external/pubs/ft/GFSR/2007/02/pdf/text.pdf.

Ibid.
® State Street, Sovereign Weéakunds, Assessing the Impact, Vision, Vol. llI, Issue 2, gp(@nphasis in
the original)
"nternational Working Group of Sovereign Wealth Fund
Principles and Pract2008es (6Santiago Principlesd),
http://lwww.iwg-swf.org/pubs/eng/santiagoprinciples.pdf. 27.
8Sovereign Wealth IFuadSdwnear é it g Ne@ebdldBIOI, Fund? 0
http://www.swfinstitute.org/swf.php.
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We will define SWFs here as funds owned or controlled by sovereign governments,
composed of foreign assets, held for a purpose other than that of supporting the currency,
that the government may use

to support state pensions,

to manage large surpluses such as profits from oil production,
to earn a return on capital,

for the public interest,

to mana@ foreign exchange asset reserves, or

to achieve other objectives

E R

How Many Sovereign Wealth FundsAre There and How BigAre They?

Two key reasons make thiguestion subtly difficult to answer: (1) the number
depends on the definitioone uses for SWEFsand (2) many funds are secretive about
their holdingsmaking itdifficult to be certain of their sizes.

AccordingtoE&var d Truman, <creator of the ATruman
comparingSWFs there are at least 3&hich rangein size from undetJS$1 billion to
possibly US$900 billion.® Another revealing list is that of the members of the
International Forum of Sovereign Wealth Funds, a foruwhich theSWFsof various
countries fAwil/l meet , exchange Vviews on i ss
understanding of the Santiago Rrin pl es and & Xhongahe 23 membei e s . o
nations of theforum, there are 25 memb&WFs.'* Interestingly,t he fMember s
| nf or mat indhe websgiteahgevarging levels of detail about each fund, ranging
from explicit decl ar at i on samondothefsutombserdry si zes
at all (Equatorial Guinea, Iran)Perhaps the most thorough list thus far is that of the
Sovereign alth Fund Institute, with 56 known or presumed fdh@ee Exhibit 11).

The size of a fundlependsprimarily onits purpose and the size and wealth of the
state funding it. For example, among the largest funds are those of the United Arab
Emirates and Norway, most of which manage excess res@aneed from petroleum.

Not all oil funds are that large, thougBudan,Sdo ToméPrincipe, and Azerbaijan all
haveoil-revenuebased fundthatmanage less thanS$2 billion eacht?

°Edward M.Tr u ma n , AA Scoreboar d f o rson$stitute fordritegnationdle al t h Fund

Economics, Paper presented at conference on Chinads
Washington, D.C.2007, http://www.iie.com/publications/papers/truman1007swf.pd1i0.
%nternational Forum of Sovereign Weakhunds, Al nternational Forum of Sove
i\llovember 162009, http://www.ifswf.org/index.htm.

Ibid.

12 5overeign Wealth Fund Institutep. cit
13 Truman,op. cit.,p. 10.
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However, thee are two primary reasons for thapid appearance and growth of
SWFs: the rapity increase in b prices and the accumulation ofrdge balanceof-
paymens surpluses?

First, many funds came about as an outlet for managing the extreme wealth that came
with the rapid rising price of petroleum. Some of theseh asNorwa y 6 s , doubl e a
pension fundsOthers,such asmany of the fundghat belong to members tiie Gulf
Cooperation Council, are more clearly intended to manage government wealth while
earning a return.

These funds can play a valuable role in stabilizing the economy during busyctss
troughs, partularly in these otrich countries that canalre turbulent economic cycles.
According to a report from Booand Company a consultancy fi Saud i Ar abi ads
bank, which had accumulated significant excess foreign reserves since the 1970s, was
ableto aushion the severity d decade of slow growth by infusing money into the Saudi
economy. Similarly, the Kuwait Investment Authority was instrumental in rebuilding the
Kuwaiti economy in the aftermath of® the inva

The combination of increased stability, increased returns, and greater economic
power through the concentration of its finances matkes creation of @ SWF an
appealingpolicy for suchpowers. The funds with this background are among both the
wealthiest ad least transparent in the world, making them powerful as well as elusive.

Second, a number of countries developed their funds on the basis of enormous trade
surpluses. China provides a classic exampl
growth butrelatively limited import growth has caused it to accumulate angnesving
sum of dollars in its foreign exchange resergs reserve reached US$1.2 trillion by
March 2007*® As a consequence of the rapid increase within the last decade, the
government has given much of this to the China Investment Corporation to manage.

Following the onsetof the worldwide financial crisign late 2008 the landscape for
SWFs has become @n more important. Governments or fund$ailed out many
politically salient and connected companies and institutions, vdiibbr became entities
similar toSWFsor became controlled wholly or in part by forel§iW/Fs

The American banks and insurarmgencies affected most during the beginning of
the financial crisis are the best examples of thishas)S. government now ownalIG.
The Kuwait Investment Authority, Temaselydthe Abu Dhabi Investment Authorigll
hold significant portions ofhe stockof Citigroup, Merrill Lynch, Barclays, and UBSee
Exhibit 1.2)

4 Mezzacapoop. cit.,p. 18.

> RichardShediac antHatemSamman A The Vi tal Role of Sovereign Wealtht
Booz and Company,009,http://www.booz.com/media/uploads/Vital_Role_Sovereign_Wealth_Funds.pdf

p. 2.

¥luanSh ang!l i nForeXiRederveloapdss 1 . 2 t China ViewoApril 13,207,March 1,

2010, http://news.xinhuanet.com/english/2@¥13/content_5969028.htm.

4
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While many other investors have been particularly cautiSUé-shave been active,
seeing this as an opportune time to invest in valuable companies at low fondasth
better eturns and more control. It remains to be seen what the future effect of this will
be. To be sure, SWFs have not escaped the crisis unscathed. Estimates suggest that
during 2008 the Abu Dhabi Investmehutthority lost 4046 of its fund value, the Kuwait
Investment Authoritylost 36%, the Qatar Investment Authoritpst 41%, the Saudi
Arabian Monetary Agencyost 12%, and the Norwegian Government Pension Fund
Globallost 30%.

7 Setserand Ziembrapp. cit.
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Exhibit 1.1

The Main Sovereign Wealth Funds

Year Main Source of | Current Size
Name Country Founded Funds (US$ bn)
Abu Dhabi Investment | United Arab 1976 Commaodity 875
Authority Emirates
Alaska Permanent Fun{ United States 1976 Commodity 29
Al bert ads H Canada 1976 Commodity 16
Australia Future Fund | Australia 2004 Fiscal surplusés 44
Brunei Investment Brunei 1983 Commodity 30
Agency
Canada Pension Pfan | Canada 1966 Employee 1278
Contribution§
China Investment China 2007 Forexreserve$ 200
Corporation
Economic and Social | Chile® 2006 Natural resourcés 15
Stabilization Fundl
Governmenbf Singapore 1981 Forexreserves, 330
Singapore Investment fiscal surpluses,
Corporation employee
contribution$
Government Pension | Norway 1990 Commodity 301
Fund of Norway
Investment Corporation United Arab 2006 Commodity 82
of Dubai Emirates
Kazakhstan National Kazakhstan 2000 Commodity 38
Fund
Khazanah National Malaysia 1993 Fiscal surplusés 26
Korea Investment Republic of 2005 Forexreserve$ 30
Corporation Korea
Kuwait Investment Kuwait 1953 Commodity 265
Authority
Libyan Investment Libya® 2006 Natural resourcés 5¢°
Authority?
Oil Income Mexico® 2000 Natural resourcés 52
Stabilization Fundl
National Pensions Ireland 2001 Noncommodity 31
Reserve Fund
Qatar Investment Qatar 2005 Commodity 60
Authority
Revenue Regulation | Algeria 2000 Commodity 47
Fund
Saudi Arabian Saudi Arabia 1952 Natural resourcés 270
Monetary Agency
Stabilization Fund (and| Russia 2004 Commodity 225
National Welfare Fund)
Temasek Holdings Singapore 1974 SOE$ 134
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Exhibit 1.1 (cont.)

NoteEdward M. Tr uman,

AA Bl ueprint

for

Politics, Policy Brief 2008, http:/Avww.petersoninstitute.org/publications/pb/pk®®df

Source: SimoneMe z zac apSocal idtedSover eReguiatoriesesFindnciaSiability and :
PrudentialSu p e r v iEsropeam Eadpnomyconomic Papers 378russels: European Commissjon

Sovereign

DirectorateGeneral for Economic and Financial Affaifpril 2009) (unless otherwise noted).
http://ec.europa.eu/economy_finance/publications/publication15064_en.pdf

Weal th

Exhibit 1.2
Sowereign Wealth FundsThat Made Major AcquisitionsDuring the Crisis (January
2007%December 2009)
Stake

SWF Target Company USS$ bn %
GIC of Singapore UBS 9.8 8.6
Abu Dhabi Investment Authority | Citigroup 7.6 4.9
GIC of Singapore Citigroup® 6.9 4.4
China Investment Corporation Morgan Stanley 5.0 9.9
Temasek (Singapore) Merrill Lynch® 5.0 11.3
Qatar Investment Authority Barclay$ 3.5 7.7
Kuwait Investment Office Merrill Lynch 3.4 7.0
Kuwait Investment Office Citigroug 3.0 1.6
China Investment Corporation Blackstone 3.0 10.0
Korea Investment Corporation | Merrill Lynch 2.0 4.3
Temasek (Singapore) Barclays 2.0 1.8
Temasek (Singapore) Standard Chartered 2.0 5.4
Saudi Arabian Monetary Agency | UBS 1.8 2.0
Abu Dhabi Investment Authority | Carlyle Group 1.4 7.5

Notes:

2Sold in September 2009 at a report&sih1.6 billion profit.

® Soldatthe end of March 2009.
°Reduced to a % stake in April 2009.

4Sold in December 2009 at a reporté®$1.1 billion profit.

Sources: European Central Bank; Sovereign Wealth Fund Institute.

Fund
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History and Concept ofSovereign
Wealth Funds

Over the past several years, sovereign wealth funds have grown to occupy a significant
position in both the financial markets (the funds are believed hold up to $3 trillion of
assetsf® and in the popular consciousness. The background of these funds is
consequently best examined as two separate histories: i) the history of the concept and
popular perception of sovereign wealth funds and ii) the history of the actual pools of
capital thaare classified as sovereign wealth funds.

Concept of Sovereign Wealth Funds

Although the concept of a pool of capital controlled by a government and invested in

assets seeking returns above the-fisk raté’is not unique enough to claim a specific

point of invention, the phrase Osovereign we
coined in 2005 by Andrew Rozanov of the Official Institutions Group at State Street

Advisors. Although it may be surprisingpat a term so firmly entrenched in the

American lexicon is less than 5 years old, popular usage of the term (and popular focus

on the funds on themselves) really only began in the second quarter of 2007. A media

search of articles containing the phréss o ver ei gn weal th fund shows
the phrase prior to 2Q2007, and a huge spike in usage at the end of 2007 and start of 2008.

18 A Portfolio Analysis Of Sovereign Wealth Funds, Christopher Balding, University of California Irvine,
June 6, 2008 Pg. 3

9 A Portfolio Analysis Of Sovereign Wealth Funds, Christopher Balding, University of California Irvine,
June 6, 2008 Pg. 10
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Exhibit2.1: Frequency of search ¢&édsovereign wealth
search

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

Sovereign wealth fund managers themselves were caught off guard by the largely
negative attention suddenly focused on their funBaderA | Sadad Managing D
of the Kuwait Investment Authority recalled:

When the whole issue of the size of Soveraige al t h Funds emerged in 2
The media was in a frenzy regarding the threat from Sovereign Wealth Funds, with

projections of the size of assets under management based on unrealistic

expectationg’

Examinati on f written menddoa cucssnabgien eodf wiistohv er
l' i ke Othreat or 6dangerd shows a similar
reference to sovereign wealth funds containe

0
0

Exhibit 2.2 : Frequency of sear ch 6t 6i soocvceurreriignng wena |
Google article search

(1| ] 1 1 Ml un ] 1 " |
2000 2001 5002 2003 2004 2005 2006 2007 2008 2009

Popular media, and governmental concerns largely centered on about sovereign wealth
fundsd | ack of transparency, potenti al for
governments to influence management decisitret benefit a nation rather than

optimize shareholder value.

The logic of the capitalist system depends on shareholders causing companies to act so
as to maximize the value of their shares. It is far from obvious that this will over time
be the onlymotivation of governments as shareholders. They may want to see their
national companies compete effectively, or to extract technology or to achieve
influence?*

However, as the financial crisis heated up, the liquidity that sovereign wealth funds were
ableto provide caused the funds to be viewed in a much more positive light, causing a

®BaderAl Sad6ad Managing Director of Kuwait Investment A
Working Group of Sovereign Whh Funds, April 5, 2009
2 Larry Summers, quoted ifhe Evening Standard (London), Pg. 27, September 21, 2007

9
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percentage increase in positive media reports on sovereign wealth funds at the end of
2008.

Exhibit 2.3 : Frequency of search 6 fsovereign Wwe
060sdbvereign wealth fundo saved bottom occurr.i

2008 2009

2000 2001 2002 2003 2004 2005 2006 2007

wnedl . L (TR Y [ By [ e vy
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

History of Various Sovereign Wealth Funds

Despite the new attention paid to sovereign wealth funds and the recent increase in both
the number and size of sovereign wealth funds, the largest funds are not new institutions.

The Kuwaitinvestment Authorityclaims to be the oldeStsovereign wealthuind, but the
oldest significantly sized fund meeting the IMF, Edwin Truman Institute for International
Economics, and Balding definitions for a sovereign wealth fund is the California Public

Employees Retirement Systéhi i Cal PERS) . Al t feet gdmtheal PERS
popular conception of sovereign wealth funds in the regard that CalPERS serves a state
rather than a nation, the fundds history is

behavior of newer more Opsrototypical 6 sovere

CalPERS was started in 1932 during the great depression after eleven years of political
agitation and a necessary state constitution change. CalPERS was initially-enbond
fund, but legislative modifications allowed for the addition of real estaté9b3 and
stocks in 1967. Interestingly, the impetus for CalPERS to begin making foreign equity
investments mirrors the impetus driving the foundation of oil based sovereign wealth
investment funds: the desire to preserve wealth even if domestic ecenloseetheir
competitive advantage (oil in the for some funds, or manufacturing for CalPERS) and are
supplanted by foreign economies. CalPERS pushed through a proposition allowing for

% The Independent (London), February 26, 2008 Tuedfldyto agree code of principles fsovereign
wealthfunds

% A Portfolio Analysis Of Sovergn Wealth Funds, Christopher Balding, University of California Irvine,
June 6, 2008

10
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foreign investment in 1984 after being influenced by U.S. Ambassadtapan Mike
Mansfiel dos assertion that Al 1] f Ameri can
Japanese product s, then its best for Uu. S. [
CalPERS in now approximately 20% foreign equities and 26% global fixechefé

Instructively, during its relatively long history, CalPERS has confronted two issues that
recur as themes for sovereign wealth funtise need to take an active shareholder role,
and the threat of political interference: CalPERS has fought offrtefifoy state
Governors to tap or privatize the fund, and was a pioneer in unifying public pension
funds into the Council of Institutional Investors in order to pressure their portfolio
companies into focusing on creating greater shareholder ¥alue.

Thefirst sovereign wealth fund, the Kuwait Investment Authority established The Kuwait

l nvest ment Office (the fundds London invest
revenues and r ama anelil. K10 werdertfalb state edvanues are

transferred annually to the Future Generations Fund, including 10 percent of the income
generated by the General Reserve Fifid.By 1986, government revenue from
investments exceeded oil reverfie.

Kuwaité itbés probably the othedbjecttive sover ei
wastotransfernenecurri ng assets, highly volati/l
diversified portfolio. To create a social stability in the country. [ think [the

fund] has worked well during the Iraqgi invasion [in] 1990 when Kuwait has

beem occupied by Il raqé for three years Kuwai
income, no revenue at all. $88bn was spent from the funds to finance the

budget. This is the reason why these funds has been cfeated.

gn f
eé w

The Kuwait Investment Authority emphasizes thassive nature of their investment
strategy, saying, Afiwe have been passive 1in
active role or been an % AlthdughiKB\tmadein 1988 [ any ]
outright acquisition ofAutobar, the largest lEopean hot and cold beverage and food

vendor it subsequently disposed of this inve
passive investor policyf. Taking a more active role in investments is not uncommon for

large sovereign wealth funds, andy perhapsbecomea necessity when shareholdings

grow as |l arge as Cal PERS6s or Kuwait bs.

Kuwaitodos 195306s sovereign wealth fund start
commodity fund: the KiribatRevenue Equalisation Reserve Fuvas founded in 1956.

Like Kuwai t 6 s soverei gn wewnhue BquafisationdReservehFeind Ki r i b @
was established to capture proceeds from the export of a finite resguiaeo (for

fertilizer) and create wealth for future generationBecause most countries which have

# pension & Investments, May 14, 2007, Raquel Pichardo

% Council of Institutional Investors websitettp://www.cii.org/abotfhistory

% Kuwait Investment Authority Website, http://www.kia.gov.kw/En/KIO/About/Pages/default.aspx

27 Kuwait Investment Authority Website, http://www.kia.gov.kw/En/KIO/About/Pages/default.aspx

% BaderA|  SMahagidg Director of Kuwait Investment Authority, at Davos 2008

“BaderAl Sa6ad Managing Director of Kuwait Investment A
30 Kuwait Investment Authority Website, http://www.kia.gov.kw/En/KIO/About/Pages/default.aspx

11
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set |p sovereign wealth funds in order to preserve finite natural resaugakh are still
in the in accumulation phase of their fund lives, the performance of the KRRbatinue
Equalisation Reserve Fund is an important bellwethtee $400m fund should st the
island nation's GDP by a sixth this y&ar.

The 1970s brought the foundation of several new sovereign wealth funds, including the
oil-funded Abu Dhabi Investment Authority (which is now thought to be the largest
sovereign wealth fund) and the lesotptypical Temasek. Temasek was founded in
1974 with an initial portfolio of approximately $100mm, and was founded as a
isoverei gn °‘pmeanmng thay rathentham sedving as a means of preserving
wealth across generations, the fund was intended to assist in managing the growth of the
Singaporean economy. Temasek vigorously asserts that they are not a sovereign wealth
fund owing to the facthat fund does not receive additional funding from the government

(it funds new investments by selling old investments) and does not require government

approval in its decision making process. T e
but acknowld ges t hat they are an fAactiveod investo
the investment holdings of an fnembattl ed go\

focused, professionally managed and commercially disciplined approach to
investiments. o

The late 1970s brought emergence of othetbaed Sovereign Wealth funds (the Abu
Dhabi l nvest ment Aut hority, Al askads Per man
Omanés State Gener al Reserve Fund) and sighn
later: petol based sovereign wealth funds are founded during periods of high oil prices

31 The Economistjanuary 19, 2008,
%2 The Business Times Singapore, acceptance speech of Ho Ching at Asia Society's June 25, 2008 dinner
% The Business Times Singapore, acceptance speech of Ho Ching at Asia Society's June 25, 2008 dinner

12
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Exhibit 2.4: Founding Years for Oil Based Sovereign Wealth Funds and Oil Prices

Rising Demand; Low Spare Capacity ; Weak

Dollear; Geopolitical Concerns
Il R L LR LR N

100 fe===ccccecccccocaaccacaaccaacaccaoacaaasacnaacaaasacaaacaasaacsaccaasaccsacaaasaemaacaaasaasaacaNaaann b
Events Oil Prices . . .
vents Ol lce Hurricanes Dennis, Katrina
and Rita in Gulf of Mexico Russia

\ Suadi Arabia

Malaysia
U bbb bbb il Dub.ai """""

Bahrain\
Mauritania

Nominal Dollars per Barrel

. Oman
PdVSA Worker's Strike
B0 tevscccccsccscccecscscasccscsscscessesesscsssssesemssssansan in.\lenezuela.and lraq War.Wotries « cc e e e v e

. Algeria

Iran-Iraq War Iraq Invades Kuwait Khazakhstan Ra| Khaymah
Trinidad and Tabago

Oman oman  apy Dhabi \
Inventory

Alaska Iranian Azerbaijian

Alberta Revolutio\ |
Arab Oil

Venezuala
zofEmba;goy; --------------------- T.S i P Y LR T N AL | DR

PEC Cuts Quotas;
Rising Demand
Asian Economic Crisis

— T T

A0 Wby bhabi T \ """" t IranI Qatar;' X

Saudi Arabia Abandons Swing Norway
Producer Role

o +——"""""""—""—"—"—"—7—7 ————
1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006 2008
Source: EIA
& internet

=== Official Price of Saudi Light == Refiner Acquisition Cost of Imported Crude Oil (IRAC)

As mentioned in the history of the concept of the sovereign wealth fund, there was
anxiety directed towards sovereign wealth funds starting in the second half of the 2000s.
This is anxiety was potentially caused both by the rapid increase in the nunfibed
over the previous decade, by the size of assets under management, and by the perceived
character of the countries which where establishing funds: Iran, Nigeria, Saudi Arabia,
China, Venezuela, Qatar, Libya, and Oman all established funds after TB8&lepth of
these countries image problems can be seen with Iran, Nigeria, and Saudi Arabia
capturing the last three places on the A& Roper Nations Brands Index (Anholt
GfK Roper Nations Brands Index is a measure of the global perceptiorohayg.

Over the past several years, the frequency of sovereign wealth fund openings has
accelerated.20 funds were opened by 2000, 20 new funds have opened since ZDO0

of which were opened after 2086.Despite the initial concerns, no fund has yet to be
seriously criticized for having a more negative impact than traditional investment
vehicles but rathethe funds have gained credit for their positive role in ameliorating the
financial crisis®

There & a lot of worry about the sovereign funds, but all of these worries are
assumptions or expectations; there is no real case [of sovereign wealth funds

34 U.S. Treasury Department, Depligsistant Secretary for Asia Robert Dohner, Statement before the U.S.
- China Economic and Security Review Commission, February 7, 2008 pg. 1

% South China Morning Post, Nick Westra quoting David Cohen, an economist at Action Economics,
February 12, 2008d? 2

13
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making decisions on a namommercial basis]; KIA has been a shareholder in

Daimler Benz since 1969, a sbholder in British Petroleum since 1986; in

terms of governance, we always made decisions on a commercial basis, always

been passive and never been a®tivisté there

%BaderAl Sa6ad Managing Director of Kuwait Investment A

14
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Sovereign Wealth Funds in Latin
America

While Latin America is a region endowed with vast natural resouncssericallyit
has not historically developed as m&Wy/Fsas other regionsave Among Latin
American countries, Chil e i-mandgediuads.t o t he r eg

Background on Chi |l eds Sovereign Wealth Funds

Chile has twoSWFs the Economic and Social Stabilization Fund (ES&#kJ the
Pension Reserve Fund (PRBpth are outgrowths of previous governmental funds and
were formalized and codified in 2006ith the passage of the Fiscal Responsibility Law
to becomeSWFs

The ESSF is descended from the Copper Stabilization Fund, which was created in
1985 as a means to |l essen the effect of fluc
budget. TheChilean government is highly dependent on copper revenues both directly,
through the copper industry companies thdt nationalized, and indirectlythrough
taxation. The ESSF continues to be managed with the same purpose as its Copper
Stabilization Fund dgacy with the broader mandate of providing macroeconomic
stability. When the price of copper and revenues are high, money flows into the fund.
When either declire the Ministry of Finance can draw on the fund gopport
government spending and finance fiscal deficits.

The objective of the PRF is to compensate for an expected shortfall in the
government 6s ability to meet future | iabili it
The fund is effectively a vehicle tohelp supplement and minimize the need for
intergenerational wealth transfers from young Chileans to older Chileans in the future.

Philosophically and practically, tiesSSFand® RF ar e si mi $WFrThet o NoO r we

similarities stem from both the souraen d t he pur pose of the funds
funds differ in age and maturity, their portfolios of assets also dfifgirh ough Chi | e 6 s
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funds may be expected to become increasingl"
ti me. Li ke MNWFswayi,nfGhoiwlsebasr e funded by the d
of natural resources. They perform the implicit function of preserving and enhancing the

national wealth that belongs to all Chileans, both present and future, in addition to the
ESSFO6s mo reeand erplitdlyd stated function of serving as@untecyclical

fiscal policy tool.Exhibit 3.1summarizes some of the most relevant details oE®SF

andthe PRF.

The funds were formally established by the Fiscal Responsibility Law in 2006. The
Concertacion coalition in power at the tim&hich wasresponsible for enacting this
legislation under President Michelle Bachelet, can be broadly characterized adefenter
This government, in powamtil January 2010marked a continuation of centdeft rule
in Chile since the e navhgnmnilitaryédictajorskiginnl9®.i noc het 6 s

The funds owe their genesia part to the fiscal prudence of the ruling Concertacion
coalition®' In 2007, Chile was flush with over 20 years of nearly icomius economic
growth. Global copper prices had increased stedddiween 2003 and 200&nd,
although with more volatility thereafter, still treedlupward through 2007 to more than
quadruple their 2003 leveld Having accumulatedenormous budget surplues,
Concertacion opted to save rather than spend much of this wealth and so began the
institutionalization process of creating 88VFs

While these actions seem remarkably prescient in hindsight and a victory for mature
and responsible government, the politics surrounding the funds, particularly the ESSF,
have been controversial. Critics of these aggressive saving policies have pointed to
Chilebs persistent i ncome i nequatreasdanjo and st
spend more of the revenue of the copper pri
standards of living and other means of furthering economic developnustactiely.
The global financial crisis of 2008 and the subsequent worldwide recession have gone a
long way toward quieting such criticism. In the face of the crisis, the ESSHrsiasf all,
performed well in terms of returns ahdsbeen a ready source ofpital to carry out its
countercyclical balancing purpose.

While the ESSF has alreadseenone major swing of the economic cycle, its
experience of the political cycle is less complete. The same party and ministers primarily
responsible for establishing dmunning the ESSF remad in power until the January
2010 election. Critics have pointed out théto r al | of Concertaci -r
establishing the ESSH{ may simply be laying up massive amounts of funds for
subsequent administrations to spenthveihg the oppositionnow electedinto office, to
reap the benefits of Concertaci-nbds fiscal p
support and approval of the Chilean electorate. Howet@iay, the idea that it was a
good decision to save gidely accepted across the political spectiim

37 Interview with Axel Christensen, Jue2009.
3| ondon Metal Exchange, www.Ime.co.uk.
3 |nterview with Andrés BianchiJune3, 2009.
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Outside observers have praisédile for its discipline and success in creating and
maintaining both th&eSSF andPRF. The funds havdrawn admirationfrom various
cornersfor their transpareay, organiation, and publicaccountability.The U.S:based
Sovereign Wealth Fund Institute, which ranks sassmnual |l y the worl doés
significant funds, awarded Chile a perfect score for quality of administration and
transparency’

Our Research Approach and & ategy

In the course of our research, we interviewed severattaigking individuals from
vari ous professional badcWgr bhese rediav iedlu a
perspectives helpeachbueour research witla sense of immediagygiven thetumultuous
state oftheglobal financial markets. Particularly helpful was the fact that Chile is among
the most open and transparent governments in the world regardsWs

All the interviews took place in Santiago during the first week of June 2009.
Consistent with Chil eds thosgieterviewesl sgovermrgr@dr di n g
officials included, permittedus to record their interviews andgranted usunlimited
discretion in quoting them. Several did, however, ask that we get their specific
permission before quoting them in any sort of publicationyMsereconcermed that as
individualsrepresenihg the government or the Ministry of Finandckeyhad tocarefully
crafttheir remarks to limit the possibility of misinterpretation.

The most significant interviews wecenductedvith the following individuals:

Andrés Bianchj former Chairman of the Chilean Central Bank. During his tenhee
Central Bank became independent the central government toward the end of the
military regime. In 2002006 Mr. Bianchiwas the Chilean Ambassador to theitgd
States Since that time, he has been Chairman of the Advisory Board to the Ministry of
Finance.

Eric Parradg International Fiance Coordinator of the Ministry of Finance of Chile. He
reports directly to the Minister of Finance, Andres Velasco, and is the person within the
Ministry of Finance most directly responsible for management oSiN&s He is also
responsible for debt magement. Dr. Parrado had previously worked for the, Isfter
earning his PID. in Economics from NYU and subsequently for the Chilean Central
Bank before being invited to begin building his current office from the ground up.

Axel ChristiansenManaging Director for Barclays Global InvestdiBGl), currently
starting up a new office for BGI in Santiago. He has both bay seHlside experience
and an MBA from the Stanford Graduate School of Busingsslsochairs an advisory
council for the Mnistry of Finance on capital markeasid works with Dr. Parrado in a
less official capacity, advising him on general principles of asset management.

“0Sovereign Wealth Fund Institute, www.swifinstitute.org.
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Ricardo Consiglio head of the International Trading Desk at the Central Bank, which
executes all operatios f o r SWEh In thie camacityhe is in charge of tactical asset
allocation, overseeing a team of nine portfolio managéesis an economist from the
University of Chile with a Masté degree in finance and economics from the University
of Warwick in the Uhited Kingdom

The Effect of the Financial Qisis

The financial crisis of 2008 has had a significant and lasting impasW\dfsglobally;
and Chile is no exception to thethough it has been the rare beneficiary of the upheaval.
With the Ei®&tedranardysnsghe sosereign debt of developed economies,
returns have been strong in both relative and absolute terms. Policy changes in reaction to
the crisis have beesignificant, though, as hdseenthe change irthe tenor of the
nati onal debate surroundi ng SWhseesppciallyphe i ety ar
ESSF.

Unlike the massive losses seen $WFsinvested in riskier asset classes, as of
2Q2009,Chilés ESSF had achi eved a%sinceitgineaptiom | rat e
in 2007*! This figureis adjustedor all inflows and outflows and is based on both capital
appreciation and interest income.

Asset Diversification on Hold

With the onset of the subprime crisis and subsequent volatility in global financial
markets, the Ministry of Finance arlde Central Bank of Chilewith input from the
Financial Advisory Committeeslected to put on hold plans to diversify the holdings of
both theESSF andhe PRF. The advisory committee itseffad recommendegortfolio
diversification into corporate bonds and equities be managed by external asset
managersThe policywas to go into effect as early as the end of 2008 for a variety
of reasongsis in indefinite abeyance Andrés Bianchistatesthe chief reason for this
postponements the fear that further volatility could result in significant accounting
losses for the ESSF and, as withdrawals are made for counteatyahding purposes,
potentially realized losses as well. Beyond the objective ills of such potential losses there
aref urt her political rami fications in that I
backlash against the idea of having sovereign wealttisifi The advisory committee
was thus concerneubt onlywith jeopardizing the value of the assets held by the ESSF
but alsowith endangeringis very existence.

From Domestic Criticism to Widespread Praise

The most remarkable shift in the political environment is the change from widespread
domestic criticism of Concertaci-nbés fiscal
foritsf or esi ght and careful pl anning.r,aidSuch f
both Bachelet and Velasco were criticized as fgitéd. But nowe the average Chilean

I «
.

“L Chilean Ministry of Finance, Economic and Social Stability Fund, 2009Q2 report
“2 Bianchi, op. cit.
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views Velasco and Bachelet in a different light. Velasco is widely cited as the most
popul ar minister in government veéni éven Bachel
hi gher than when she { AwoBianchifndtes,ctis kindnof Mar ¢ h
popularity for a Minister of Finance is almost unheard of, as typically the Minister is
primarily in the position of sayspemding @i NooO wi
requests from coll eagues. ABut now, par adoX
has risen continuously. 64% supputt

For the time being, Chileds ESSF will stay
investing primarily in soverergdebt. While this policy will not likely lead to impressive
returns over the sheror mediumterm, and may even jeopardize asset values should the
sovereign debt of Japan, thaitéd States and EU member nations be downgraded in the
future, it is viewed as necessary to prevent undermining the political support that
Chileans have for theBWFs

From Saving to Spending

The ESSF began drawing down its balances for the first dommg 1009 and
accelerated this program rapigdlyithdrawing more than US$illion over the course of
Q22009 and US$2.billion during Q3. Interestingly, the ESSF is so Mehded that
more than one official suspected the government would have difficulty spending
effectively even th&JS$4 billion it withdrew in Q2.

Who Calls the Shots?

The key decisioma ki ng i nstituti oBSWFsaretheMinistryeof ar d t o
Finance and the Central Bankith the Financial Advisory Committee exerting heavy
influence on the decisions. The framework for the existence of all three institutions is
established in thkegislationpassed by ongress. Within the constraints laid down by the
legal framework, the final arbiter is thdinister d Finance, who is beholden to the
President of theRepublic. What follows is a description of the role of each institution,
followed by a discussion of the process by which decision makers are selectiu
President and the Minister of Finance

Delineaion of Power Between theMinistry of Finance and the Central Bank

The Ministry of Financedefines thepoliciesthat guideC h i ISWFs sind theCentral
Bank executes themAccording to Eric Parragdit he recommendati ons (r
financial advisory committee) go to the ministry of finance [W]e study all the
recommendations, and then we send instructions to the central bank af ‘Efithe
Ministry of Financechose to use th€entralBank as tis fifiscal agend for managing the
funds because, according to Andrés Bianchi,GeatralBank @i s the only or

“GideonLong, Alnnovative LeaddStefvatrbdeo¥e&I009) Addr s aVeh:
http://latintrade.com/2009/10/innovatieaderof-the-yearandresvelascestewardof-c h i -lealths

“4 Bianchi, op. cit.

5 Interview with Eric Parradalune6, 2009
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in the public sector that has the technical expertise in management of funds &broad

And given that, at the time dahis writing, Ch | eés funds have been
currency deposits and government paper, @eatral Bank was able to leverage its
experience in managing fixadcome assets in the management of the fuAdsording

toBi anchi , t heir 0exp ettetm irevestmens thecimematienalt r at e d
reserves of the central bank are very liquid[T]he central bank became a kind of
executive body to manage these funifs

According to Ricardo Consigli@f the CentralBank,

we are in charge of the asset allocations of all the reserves. The finance ministry

decides the benchmark. They decide all of the asset classes we are allowed to

invest [in] €& they decide the | imits. [ Howev
selingaretatn by the centr al bank é the ministry
limits of what we can mov e[withi@tiheassetan move 5%
allocation guidelines put forward by the finance minist?y

The Central Bank decides on the best tactigabcedure for investing and liquidating
assets on a day-day basig®

Should theMinistry of Financed eci de to diversify the fund
stocks and bonds, however, these would likely be managed by an external fund manager,
not by the CentralBank. As ConsiglioexplaBy fiwe dondt have the cap:
equity and corporate bonds we know fi xed i ncome, we know
know about equities and corporate ban@sThat said, theCentral Bank was highly
involved in the proess of selecting potential external managers for the shelved-equity
investment policy.According toCo nsi gl i oCentrél Beak] dlsb knew about
external managers because a portion of our reserves are managed by external
managers ®d However, as Bianchi explanthe Ministry of Finance maintained close

i nvol vement with this process: AWhen the p
placeé | personally was very insistent that th
central bank bt that there should be people from the ministry of finance because, after all,

it is the gov®rnmentods money

As for theCentralBan k 6 s r ol e i fmwe rQetitialBankd give to the c y
ministry of finance our advicé we s ay wh & the hest forithe fumdeButdhis
must be defined by the ministry of finané [W]e can help them in anything that they
ask, but the final decision is on thefd The CentralBank also has the freedom to refuse

“° Bianchi op. cit.

7 Ibid.

“8 Interview with Ricardo ConsigliaJune3, 2009
9 |bid.

%0 |bid.

%1 Ibid.

%2 Bjanchi,op. cit.

%3 Consiglio,op. cit.
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to s%rve as the fiscal agent of thknistry of Financeiwe can say yes or w
no.

The Financial Advisory Committee

The Financial Advisory Committee was created in 2007 with the stated function of
advising theMinister of H nance i n matter $SFangdIPRBRETheng t o C
existence and role of the committee are stipulated in the laws pasgashsess that
created the fund®

The advisory committee debates the investment options for the funds, with technical
support from Eric Mimstry o Himadce™® Affer reachingiam t he
agreement, the committee makes its recommendations Mith&ter of Finance, which
he can choose to accept or not. Parrado statesitHat am t he | ink here |
financial committee and the minister of finance. | regortthe minister of finance
whatever recommendations that the financial committee maééscording to a senior
Ministtyof H nance of fi ci al involved with managing
an advisory board, they do not make decisions, butlikgeto consider them very
seriously, that if they make recommendations, it will be the general case that we will
accept all the recommendations, and so far we have accepted all their
recommendations’®

Although the law stipulates the role, number ofnmbers and meeting frequency of
the committeethe currenMinister of Ananceselectedts initial membership. According
to Bianchi, chairman of the committe@ me mber s [ wer e] selected n
technical capabilities, but also because they represented the whole political spectrum in
Chile. This we regard as crucially important to the legitimacy of the suggestions they
make to the governmentd

The lav alsostipulates that the mandate of the committee is to meet twice a year, but
in practice they have been meetingre frequently When asked to comment on the
mandateBi anc hi asserted fAthat would have been p
a year %

How theDecisionMakersAre Selected
ThePr esi dent of the republic, t he eléctedh al ar bi

directly by the voting population of Chile. Tieesident appoints thdinister of Fnance,
who must be confirmed b§ongress. The minister then hires key decision makers in the

4 Ibid.

% Informe Annual, Comité Financiero 2008

%% Bianchi,op. cit.

" parradopp. cit.

%8 Interviewwith asenior finance ministry officialune 2009
%9 Bianchi op. cit.

% Ipid.
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Ministry of Anance. The Central Bank is independent of the government. The members
of the Financial Advisory Committee are confirmed bongress on a rotating basis.
What follows is a descriptioaf how the members of tHénancial Advisory Committee
andthetechnical decision makers in tMenistry of Hnance are selected.

Selecting theMembers of theFinancial Advisory Committeéd Fostering Political
Independence and@iechnical Credibility

According to Bianchi, the members of thénancial Advisory Co mmi tt ee fiar e
selected by the minister of finance, but so far no one has questioned the independence of
these groups, becauée t hi s i s a very smal/l country and
thereare a number of think tanks, which range from center right to left of center, which
are technically very good. From these think tanks, come the members of these froups

Although the Minister of Financecamefrom the ruling Concertacion coalitiothe
members of the committee represent a broad
spectrum.(Exhibit 3.2 provides adetailed summary of each member dmd or her
background. According toBi anc hi , a politically diverse
wayofshaping decisions €& [althoughl]é iwthetnakes
we suggest something to the minister of finance, that suggestion has a certain technical
weight, but also a certain political weigtbAsBi anchi furt hetkeup|l abor at
of the committee provides a sort of protectd.i
say, if Martin Cristobal is there and he agrees then we can be sure that nothing foolish is
going to be done, and the same can be applied with respect toghe &ih

Hiring into the Ministry of Financed Creating a TechnocracyBased onTransparent
Hiring Practices

The direct advisors to thelinister of Fnance are appointees hired directly by the

mi ni ster hi msel f. Accordingl vy, &rCiha | Basr adoa
SWFs was hired directly bylinister of Fnance Andrés Velasco in 2007. Parrado had
studied under Velasco during his doctorpexiod at Yale. Asheat t est ed, Al wo

closely with Andrés Velascde was a full professor thededid my thesis with him sé
he believes in me®$

However, with regard to the technical staff, Menistry of FHnance put in place a
process designetb be systematic and meritocratiarrado stagethat in their hiring
processes

we are trying to be supdormal, supettransparent. We said we would like to
work like a Swiss watch in terms of nobody can complain that there are
di fferences in terms of fAyou prefer this guy

%1 Ibid.
%2 |bid.
® Ibid.
% parradopp. cit.
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similar t o reallydeéhnitahdivision,issin tarms of the guys that |
hired recently, | put ads in the newspaper to look for them. And we did a formal
process witlé 100 candidate’.

Putting in place a transparent and systematic process also extended to tiom sdlect
external fund managers for the currently shelved equity investment paticgrding to
Parrado, At his tr an sig &rthe procgss when weltrg i get e f | e c t
external managers. We invited everybody in the world, we invéted10 exernal
managers to be in the proce&8

Still,t he wultimate architect of the current [
finance [Andrés Velasco], with the support of the presid&nit remains to be seen
whether the institutions and decisioraking mechanisms will transcend political
administrations. We examine this question in the next section.

The Future of Chileds Sovereign Wealth Funds

Building Institutions ThatTranscendPolitical Administrations

Because laws stipulateh basic framewor k SWHsale under |
executive branch ofhe governmentcannot unilaterally changdhe fund$ framework.
According to Parrado, fiever ytamatergo chamgebac k e d
every other year whatever you want in terms of your objectiieEhe consensus behind
establishing this legal frameworgrew out of thewide acknowledgement of the

economic policy mistakes Chile had made in t
bad experience with procyclical fiscal poliéy t he i nstitutional react |
a fiscal rule, so that government expenditwald increas&€ [ i n | i ne wit h] p €

i n c o AYdns addition, those responsible for interpreting the law, dne design,
independent fnm the governmeniccording toBianchi,

boththe estimate of the economic growth rate over time and the estimate of the
mid-term price of copper are not established by the government, but by two
panels of experts that are independent from the government, and include
economists from the opposition aell as economists from the government. This
provides legitimacy to the estimates. With their advice, the government then
decides whatre the permanent incorsdt can expect to have during the next
fiscal year, andvhich aretransitory income Thesetransitory incomes are those
which are saved in order to finance and increase the sovereign wealtf’funds

The establishment of Chilebés fundspin | aw
of the advisory bodies contribute to the development of institsithat have the capacity

% Ibid.

% |bid.

%7 Senior finance ministry officialop. cit.
% parradopp. cit.

% Bianchi,op. cit.

" Ibid.
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to transcend political administrations. When asked if they have been able to build
institutions capable of transcending politics, Parrado respénd  t hi nk s o. I n
any political pressure. Never never ev@rThat beingsaid, although it is likely that

much of the technical staff will not change, it is possible that those closest to the
executive branch may see their jobs given to new political appairsteasid there be a

change in administration. Accordingto Bchi, il t hi nk, given the poli
Chileé f or i nst an cRarrddd wholiinsig is anhexcellenEecanamist and

most reliable pers@nif there were a change in government he would probably move to

the central bank’6However,iti s si gni fi cant to note that #fAt
of exchange of technicians between the central bank and the Ministry of Finance, the

central bank being independent and paying much better salarie€r i ¢ Parrado st
at the central bank, mred to the Ministry of Finance and, if a change of government took

place he would go back to the central bank and some new people would coite in

Therefore, even iParrado were to leave the ministry, he would likely remain involved in

the decisiormaking process, resulting in continuity with regard to the investment

decisions pertaining to Chiledés funds. With
Financial Advisory Committee Bianchi state that i i f we had a new govVe
personally wouldsagy 61 f you want I can | eavebd in ord

minister in place. But they may tell me to go ahead and staféon

With regard to theCentral Bank, the hiring of key decision makers is largely
insulated from politics. When asked about the potential effect oBeghtralBank of any
change in administration, Ricardo Consiglio off¢ghat i f r om o wur perspectdi
would be no changg wh i brimg thapinftr om t he si de of t he mi
[there] would be chang&?

Offering an outside perspective, Axel Christensen acknowtetiyg a potential
change in personnel at the level of Mmister of Fhance and his direct reports may be
the weak link in the institutionalization proces&ccording toChristenseni Ther eds a
good chance that Er iéc bwemoétt hlee ptemsroen dnd ftd
knowledge and expertise about that and how do you institutionalize.  grdbabty 6 s
from my point of view, the weaker spot right nawv and hi st oricall vy, e
minister comes with his or her own team so continuity is an.iséue

Even if there is uncertainty with regard to whether those who report directly to the
Minister of Finance will transcend political administrations, much has been done to
ensure that there is continuity in the key technical decisiaking bodies and that that
they remain apolitical. This is especially true of theancial Advisory Committee
wherebylawievery two years two members of the coc¢

" parradoop. cit.

2 Bianchi op. cit.

3 Ibid.

" Ibid.

'S Consiglig op. cit.
"8 Christensenop. cit.
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or conf iCongresd @n abotating badisThe first test of this rule came in 2008,

when the two members wup for confirmation Aw
clearly not aligned with the governméfit(seeExhibit 3.2 for a description of Eduardo

Wal ker Hitschfel doés Comgreds gonfioneehtdchnocrafdtignedf act t t
with the opposition bodes well for lostgrm institutional stability and speaks to a certain

level of political maturity amonghe decision makers. According to Biangliit hi n g s

depend more on how they are managed in practice, mardhbaretical institutions that

may be the optimal one$d

A Fiscal Policy Tool or aForce on theWorld Stage?

Chi | $Stwas dfeated to serve as a tool of countercyclical fiscal policy. Although
it has been a relatively small fund compar ec
Temasekor even Norwayodés pension fund, it is al
concevably become a significant force in international financial markets, as well as a
powerful tool for domestic investment.

However, C thuslfaehdve beknunmadaged in accordance with the narrow
goal of providing a reliable tool for countercyclidadcal policy, rather than a strategic
investment tool or a mechanism for intergenerational savings. According to Bianchi
Aobvi ous | y-factdirdteegenerationsal eféect, d that is basically not the reason.
The main reaso® i s t o h ayclkeal fiscalcpolioyn Even the name of the
fundd economicand social stabilization fuddandthe way it is being managed today
shows that this is the main purpos8 For example,i[ on J2009¢ it Vas
announced that the government was withdrawing $1.5 billion from the fund and the
central bank is withdrawing every week $50 million, to finance government expenditure
this ygglr.é [Spending] is being financed by drawing down the funds, not by gotng
debt

With regard to the question of using Chil
there appears to be little appetite among decision makgmsdown this pathAccording
to Bianchi fiwe are forbidden to invest internally. Or at least,ahsra strong restriction
on that 288 There appear to be two key reasons behind this, one economic and the other
more i deological. I n regard to the for mer,
not internally is to avoid a sort of Dutch disease flthe price of copper was as high as
it was in recent years, the result would be a very strong appreciation of the Chilean peso
and that would hurt tremendously other exporters. But if you keep the money abroad, you
dondt have this ehxacthdasn goen er sashiethayplvee bvestads. o nT
abroad, and in foreign currency not in pests

" Bianchi op. cit.
" 1bid.
bid.
80 1bid.
8 1bid.
8 |bid.
8 |bid.
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Regarding the idea of strategic domestic investments, Biaotds,i ishould not be
used for those purposes. It should be used for stabilization purposes. This also reflects a
very strong reaction to past policies. In Chileere is a rather important resistance, even
among people left of center, against industrial poli€ie idea has been generally
accepted that to pick winners is a difficult process that lends itsélf toc or r.@pt i on
[Rather] one should try to invest broadly in education, technical traietogthat would
improve the competitiveness of the overatloeomy, rather than support specific
sectorg®

With regard to taking | arge positions in
diversify into corporate stocks and bonds, a seNlmnistry of Fnance official closely
invol ved with maassegsitmji €ht eetms d6tLndsing abr
have the problem that the Middle East sovereign wealth funds have in terms of buying

strategic compani es, because we déniwe want
want to invest abroad, bét itrer ms of our investment pol i cy
wel | diversified, webre not going to take a
all. %

Regarding the SWkY ther averalb mooddithin the Mirsstry of

Finance is one of optimismccordingtoPar r ad o, AWe are a really

have aE!IBthe resources to [hire] more people to get sgaceWe have big hopes
funds

8 |bid.
8 Senior finance ministryop. cit.
8 parradoop. cit.
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Exhibit 3.1

Chil ebébs Sovereign Wealth Funds
Economic and Social PensionReserve Fund
Stability Fund (ESSF) (PRF)

Year Established Early 2007 (Copper 2006(Ancestor?)
Stabilization Fund: 1985).

IRR Sincelnception 6.12% 6%

Purpose To provide public funding | Supplementary source to
and/or pay back fiscal debt fund future pension

liabilities

Time/nvestment Horizon | Tied to business cycl8-10 | Longterm:20-40 years

years
Investable Asset Classes | Sovereigrdebt, bank Sovereigrdebt, bank
deposits depositsagencybonds

Source:Mi ni stry of Finance of 0@hiclkeg,r ofuSiay er ei gn
Januaryl7,2010. www.minhda.c./english/fondos_soberanos/
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Exhibit 3.2

Political Affiliations of the Members of the Financial Advisory Committee

Andrés Bianchi

President

Ana Maria Jul
Largomarsino
Vice-President

Eduardo Walker
Hitschfeld

Advisor

Martin Cristobal Llona

Advisor

Oscar Landerretche
Moreno
Advisor

Andrés Sanfuente
Vergara
Advisor

Education: Law, Universidad deChile; Ma s i
Economics, YaléJniversity

Background: Ser ved as chair man
during the final years of the military regime. During |
tenure, theCentral Bank became independent. Served
Chilean Ambassador to the nited States (2000-2006).

Affiliated with the centeileft Concertacion.
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Sovereign Wealth Funds in the
Middle East

The Middle East is the home to the highest concentration of sovereign wealth fund
(SWF)moneyin the world. Fronwhat i s reported to be the w
wealth fundto government investment vehicles focused on regional economic
development, the Middle East boasts more than thirteen major funds.

In this chapter we describe the current state of SWFs in the Middle East and examine
the effect of the financial crisien the SWFs in the region. In this analysis we
maintain a broad definition of sovereign wealth fund. Our research covered
traditional SWFs, such as the Kuwait Investment AuthgitiA) and Abu Dhabi
Investment Authority (ADIA) as well as newer invesent vehicles such as
Mubadala andhe Bahrain Mumtalakat Holding Company. In total, our research
covered the Kuwait Investment Authoritthe Abu Dhabi Investment Authority,
Bahrain Mumtalakat Holding Company, the Investment Corporation of Dubai, the
Mubadala Development Company, the joint venture between Mubadala and General
Electric, andthe Qatar Investment Authority. We visited a subsection of these funds
in our travels to the Middle East in August 2009 as part of the GKL research.

Most SWFs arenfamously guarded in terms of the information they release publicly.

Mo s t of our interviewees requested that 0 L
preserve anonymityjone of thenformation obtained during intervieves quoted in

this paper is attriied to individual funds or industry experts.

We begin our analysiwith an overview of the economies in the Middle East and a
description of the funds in the region including their histories, mission, and
relationship with the local economy. Weethgive a brief overview of the current

literature on SWFs in the Middle East, in particular focusing on what experts have
already written about the fundsd responses
covers our findings based on primary and sdeoyiresearch.

Middle Eastern SWFs are a diverse group of investors. While it is clear that the
financial crisis has touched all the funds and influenced their strategic chibiees,
impacton each fundand th& responses have been far from unifor@uring the

crisis, funds have reevaluated their investment decision process and asset allocation
(across classes and geographies), invested in the Middle East region, and instituted
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new partnerships among other strategic shifts. As the extensive medragmwn
Middle Eastern SWFs shows, it is impossible to generalize and succinctly daswer
the financial crisismay have affectediddle Eastern SW$? In this paper, we
provide a description of the funds, the financial crisis, and effgcthe financal
crisis whichwe hope begins to answer this complex question.

Overview of Middle Eastern Economies and Sovereign Wealth Funds

To understand SWFs in the Middle East and the effect of the financial crisis
on their operations, it is important to begin with an understanding of the regional
economy, politics and the history of the funds. In this section we give a brief
overview of tle countries and funds covered in our research: Bahrain, Qatar, the
UAE (Abu Dhabi and Dubai), and Kuwait. All of these countries are members of the
Gulf Cooperation Council (GCC).

Bahrain

Bahrain, a constitutional hereditary monarchy, has one of thedivesse economies
in the Persian Gulf region, although its economy is still largely focused on the
production of crude oil. Ranked 28y size of GDP, it has enjoyed growth of around

6% during recent yeafé. Oil revenue represents a large portion e Br ai n6s GDP

(13.1%), and the country is therefore very sensitive to fluctuations in the demand for

[

g

beert

and priceof oif However, Bahrainds government has
the countryds reliance on oi Welopgingatheh as
areas of I ndustry. For instance, manuf ac:

GDP and with aluminum repr es &nQthermgorBahr ai n

industries are shipping and commerce, ship repair, and light manufacfuring.

Bahrain has also sought to diversify its economy through fogu®n the
development of its financial sector. Financial compaareshe largest employers in
Bahrain, providing jobs for 80% of the national workforce. With a-delleloped

and diversifiedsector including both Islamic and conventional banks as well as a wide
variety of finance companies and investment advisors, Bahrain is situated as a
worldwide banking center and is the leader in the Gulf redfion.

Mumtalakaf?

Mumt al akat , ahen dDfinvbaet Kemigdom of Bahr ai

decree in 2006 as a holding company and is dedicated to creating wealth for its sole
shareholderthe government of Bahrain. Chaired by Sheikh Ahmed bin Mohammed

Al Khal i f a, Bahr ae, nhé govehimeni estetially awtétbsFi nan c

board of directors for the fund due to this shareholder relationship. With a portfolio
of over 30 companies, Mumtalakat seeks to hold a balanced portfolio, diversified by

%Central | ntell ii gheworld FAatgoeknBayh r &@lihVoNal Factbook
<https://www.cia.gov/library/publications/th&orld-factbook/geos/ba.html>.

8 |bid.

8 |bid.

7 B a h r Endyslopaddia Britannica,5 Dec. 2009,
<http://www.britannica.com/EBchecked/topic/49072/Bahrain>.
¥ Central Bank of Bahrain Website

“Mumt al akat 6s websi

30



E MeECMOCMOCMOCMPC |

geographic region and by industry. Thenduholds both majority and minority

positions invarious companies, but has been primarily focusing on its domestic
portfolio recently due to the gl obal fina
hol dings include Gul f ABA, anal@@nom @dceassing nati o
company, Batelco, the national telecommunications company, and the National Bank

of Bahrain.

Although a holding company and not technically a sovereign wealth fund,
Mumtalakat is different in that it is fairly transparent, aimtngbe best in class for
corporate governance. Open to all kinds of investments, Mumtalakat hopes to
continue to diversity its holdings after strengthening the position of its current
portfolio.

Kuwait

Kuwait, ranked 8 in the world by GDRper capitaowes its wealth to the production

of crude oi | . A smal l country with a rela
defined by its huge oil reserves, sadported at 104 billion barrels, or 8% of the

wor | dos? pieasceunte fBrs95% of export revees and well over half of the

GDP¥* Thus, the strength of the countryds eco
and the government has reported surpluses for the last ten years, however the drop in

prices in 2008 may reduce the size of reported surfdus2009% While this
dependence on oi l |l eads to economic vol ati
large 9gnough to allow for production to continue at current levels for the next 150

years:

Other industries in Kuwait include agriculture, mamigiaing and trade, but these
each represent a very small portion of GDP. The government has not been focused on
the development of other naml sectors because of the size of their reserves, but has
promised to use their considerable surplus to stabilize economy if necessary
because of the world financial crisfs.

Kuwait Investment Authority

The Kuwait Investment AuthorityKIA) is the oldest sovereign wealth fund in the
world and is dedicated to maximizing letgrm investment returns to create wealth
for future generations. The fund is divided into two divisidhs: General Reserve
Fund and thé-undfor Future Generations. €hgovernment invests 10% all state
revenus, including 10% of the income earned by the General Reserve &uary,
year into theFund for Future Generationshe government is not to use this fund for

SBCentral | ntell ii gheword Fastlgoekrkouyw,a CHA Q@ Factbook,
<https://www.cia.gov/library/publications/th&orld-factbook/geos/ku.html>.

*“Ibid.

% |bid.

“A K u w éEncyclogeedia Britannica,5 Dec. 2009,
<http://www.britannicacom/EBchecked/topic/325644/Kuwait>.

“Central |1 ntel |l ii gheWworldFatlgoekrKauyw,a CFAQVErl Factbook,
<https://www.cia.gov/library/publications/th&orld-factbook/geos/ku.html>.

BKlI Ads website
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any purpose except an emergency, tredfundhas oty been used in one case: the
Iragi invasion.

The KIA was established in 1953 by the government with the goal of achieving long
term investment returns to ensure economic stability for the state of Kuwait. Widely
regarded as one of the most sophisticatacereign wealth funds, KIA invests across

all asset classes and in all geographic areas. Its board of directors is headed by the
Kuwaiti Finance Minister and is otherwise composed of both governmental officials
as well as those not holding public office.

United Arab Emirates: Dubai and Abu Dhabi

The United Arab Emirates, a federation composed of seven emirates, has a large and
open economy with a trade surplus and a high per capita income. Each emirate is
largely selfgoverned, although a Fede&lipreme Council meets four times a year to
establish general policies for all the emiratesThe economy of the UAE is ranked
21%in the world by GDP, although each emirate has difféyeited oil reserves and
thushaspursued different economic degpment plans.

Dubai 6s wealth may have begun through the
were rapidly consumed and are now estimated as beingvemieth of its neighbor,

Abu Dhabir® Accordingly, Dubai has focused on developing its economyutiro

tourism, trade and financial services and has been fairly successful in this regard,
although it has been recently hurt by the economic recession. The government has

thus focused on building projects, like the port of Jebel Ali, built in the earl9 ©98

and declared a free trade zdffe The use of free trade zones has been an integral part

of Dubai 6s attempt to attract i nternati on:
t hreaten Bahrainods pl ace as t he Mi ddlI e E
corporations.

In contrast, Abu Dhabi has large reserves and its economic development model has

more closely resembled Kuwait in the past. However, more recently the government

has been focused on developing Abu Dhabi 6s
the creation of Mubadala, discussed below. The government, through this project, is

seeking to diversify away from oil not just in its wealth and holdings, but also through
sustainable industries in which the local population can participate.

Investment Grporation of Dubai®

The Investment Corporation of Dubai, or ICD, is the investment arm of the
government of Dubai and was formed in 2006 after the Department of Finance
transferred its portfolio to ICD. Its investment portfolio composes of companies in
the financial, transptation, utilities and energy, industrial and real estate sectors and

®Central | ntell ii gheworld FastlgoekUmyi ,t efdCIAX a®AVEand r at es, 0
Factbook <https://www.cia.gov/library/publications/theorld-factbook/geos/ae.htmi>.
YFDubayy (emirate, Ehoycldpada BAtanaid#5 Beni200at es ) , 0
<http://www.britannica.com/EBchecked/topic/172717/Dubayy>.
101 i

Ibid.
1921nvestment Corp. of Dubai Website http://www.icd.gov.ae/index.html
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is dedicated to the promotion and growth o
local, although it hopes to expand its geographic range of investments over time. The

board of directos is composed exclusively of members of the government. ICD, as a

holding company, is not technically a sovereign wealth fund and is more comparable

to Mumtalakat in its mandate and strategy. By managing and developing a diversified

portfolio, ICD hopedo continue to increase the prosperity of the entire community of

Dubai by successfully managing its current local portfolio and eventually expanding

into international holdings.

Abu Dhabi Investment Authortt§f

The Abu Dhabi Investment Authority, or ADIAyas established in 1976 to ensure the

future wealth of Abu Dhabi. Its investment strategy is similar to the KIA in that it

invests across a broad range of investment classes and geographic areas. Focusing
entirely on passi ve inhdeessohsnaeermased solelyldh A6 s i |
achieving longterm superior returns. ADIA is managed by its board of directors

composed entirely of government ministers and officials, who have absolute control

over the fundo6s e atfaditionalsoeeigndwedithufand, iABIA,s . A
like KIA, has been reluctant increase transparency beyond their compliance with the
Santiago Principles. It is widely believed that ADIA is the largest sovereign wealth

fund in the world.

Abu Dhabi Investment Countit

The Abu Dhai Investment Council was established as a subsection of ADIA and was
created to focus on regional investment opportunities. It is a joint stock company
primarily owned by ADIA. Investing primarily in real estate, private equity, and
infrastructure, it Bo owns about 73% of the Abu Dhabi National Bank.

Mubadala Development Compafty

Mubadala Development Company, or Mubadala, is dedicated to creating growth in

Abu Dhabi and diversifying the economy beyond oil wealth. It is a business
development and invesent company whose mandate is to expand not just the
emirateds wealth but al so to create indus:i
board of directors is composed of government members to whom the company is
accountable. Its current investments hbgen centered in the fields in which it feels

it has a competitive advantage: aerospace, energy, healthcare, information and
telecommunications, infrastructure, real estate and hospitality, and services. Its goal

in making international investments hasnarily been to bring business back into

Abu Dhabi. For instance, Mubadala owns a 5% state in Ferrari and under their
agreement the Mubadala | ogo wildl appear 0
raising its international profile and taking larger stakeompanies, Mubadala hopes

to bring business to Abu Dhabi to create a fully diversified economy independent of

its vast oil wealth.

103 ADIA website http://www.adia.ae/
194 SWEF institute ADIC http://www.swfinstitute.org/fund/adia.php
195 Mubadalawebsite http://www.mubadala.ae/
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Another example of Mubaddasvestment strategy i$s joint venture with General

Electric. Under this project, a multillion dollar venture, Mubadala will become a

long-term large stakeholder in GE and GE will bring its technology and expertise to

Abu Dhabi to hel p devel openetgh erojestrfinance,t e 6s e
and aviation'*®

_Q@Ilm

Qatardés economy is dependent on its produc
fluctuations in world oil prices, has experienced a budgetary surplus for the last eight

years. The economy ranks"88y size of GDP, with oil accounting for more than 50%

of this . Oil also represents over 70% of government revenues and about 85% of

export revenues. With over 14% of the wo
likely to continue to grow until its serves are exhausted, which will be in about 37
years if production continues at its curr e

petrochemicals and cement, but these industries are all relatively unimportant. The
Qatari government has sought to dsify its economic position through the creation
of their sovereign wealth fund, described below, in 2005.

Qatar Investment Authority

The Qatar Investment Authority, or QIA, was created by the Qatari

gover nment in 2005 to mamagmentsdsevell@®ver nme
di versify across asset cl asses. The govV:«
infrastructure, education and health facilitf. The Qatari government

economic diversification is certainly not unique, but its fund has feltba slightly

different investment strategy than some of its older counterparts. By pursuing flashier
investments and taking larger stakes in companies like Volkswagen, the QIA is
perceived by many as fAthe new kidhangen t he b
its investment strategy as it matures.

In general, the majority of these countries are dependent on their oil wealth and have
sought to use their sovereign wealth funds as a means to diversity their economies.

Views on the Middle Eastern SWFs

A TsBng Time: Sovereign Wealth Funds in the Middle East and North Africa and the
Gl obal Financi al Crisis,O0O by Victoria Bar |l
Monitor Group consultancy in May 2009, is a helpful introduction to the current

®General Electric, AGEBialhldi ubBdlal ar LGuokc&al MBUs$ines
Press Release,
<http://www.genewscenter.com/content/detail.aspx?releaseid=3873&newsareaid=2&menusearchcateg

oryid=>.

Wcentralln el | i gence i fhg World Factbodk@InA t ed Ar a®AVEamd r at es, 0
Factbookshttps://www.cia.gov/library/publications/thgorld-factbook/geos/ga.htm>.

1%8 Q1A website
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[

debates about SWE®1 t describes in detail the autho

view of the response of Middle Eastern funds to the financial crisis of2008. At
over 100 pages, it is one of the most thorough treatments how the financiahasisis
affeced MENA SWFs?™

The report covers thirteen funds in the region includmgAbu Dhabi Investment
Authority, Abu Dhabi Investment Council, DIFC Investments (Company) LLC,
Investment Corporation of Dubai, Istithmar World, Emirates Investment Authority,
Kuwait Investment Authority, Libyan Investment Authority, Mubadala Development
Company, Mumtalakat Holding Company, Qatar Investment Authority, RAK

l nvest ment Authority, and Omandés State
funds,ltlkle Monitor report psents a number of interesting findings that we summarize
below.

T According to Monitorés dat a, during
performed significantly better than SWFs based in the-Raific region as well
as some North American and Européamds/endowments.

1 Investment data suggests that older funds with large and diversified portfolios
were more protected, while those that had pursued aggressive investment
strategies and participated in significant leveraged transactions were more
affected ly the crisis

1 The Monitor report also suggests that MENA SWFs maintained the pace of
their new investments during 2008. However, this slowed in 1Q2009 and
most new investments were smaller, dotigesr in-region, and focused on
helping local economies.

1 The Monitor report suggests that the crisis exposed gaps in the risk management
and forecasting capabilities of the Middle Eastern SWFs. Going forward the
MENA SWFs may place more emphasis on improving systems and creating more
sophisticated ways of mariag risk

1 Going forward MENA SWFs may face increased pressure to improve governance
and accountability.

1 In conclusion, the Monitor report suggests that the crisis may have implications

Gen

he

for MENA SWFsd6 investment strategy going

o Increased domestinvestment might only make sense for the SWFs if this
investment is directed at sectors of the economy where a competitive
advantage can be sustaine

o SWFs may move beyond passive investing towards a focus on adding value
by getting involved in the managent and building of the companies in
which they invest

o The Monitor authors also suggest that the MENA SWFs would be
shortsighted to abandon investment in OECD countries

®Henceforth we will refer to the report as the
10 Barbary,Victoria, and Edward Chin. Testing Time: Sovereign Wealth Funds in the Middle East and
North Africa and the Global Financial Crisis. Monitor Group, 2009.
111 y4;

Ibid.
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In its detailed discussion of the response of MENA SWFs to the financial crisis, th

Monitor report is one of the most thorough discussions of the response of MENA

SWFs to the financi al crisis. The report
di fferenti al ef fect on ol der and newer fu
invesment and risk strategy. The discussion of MENA SWFs and the financial crisis

that we present in this paper can be seen in part as a response to the Monitor report.

The themes discussed in the Monitor report and addressed in our own research, have

also ben discussed in the broader literature about SWFs. Most of the existing
literature on SWFs describes SWFs in different geographies with few papers focusing
exclusively on the Middle East. The themes discussed in these papers are
nevertheless useful totsuat e our findings about Mi ddlI e
the financial crisis in the broader context of SWF research.

Importance of Social and Economic Links for SWF hvestment

One of the main themes in current literature on SWFs is the study of invesio
tendency to invest in countries that are culturally and/or geographically close to their

own. This bias towards investing in regioc
known as fAhome biasod i n investmendgg | i terat
School of Management suggests when discussing the investment decisions of mutual

fund i nvestor s, i Wh e n manager s di ffer i n
returnséinvestors wil/ | earn faster about
wilchnnel more money t'f the domestic funds. o
The academic research on SWFs has examined the effect of this home bias on

i nvest ment strategy. For example, in thei
Funds: Their | nvest me ntVidl8 Chhaothbaga amdsLucand Per
Laeven analyze the effect of this investn
comment s, they write comparing SWFs to ot
funds tend to invest i n countcuturagéldasforhat sha
sovereign wealth fund£%®Furthermpoesthisitandehcgto | y pr o
invest in the familiar and the closeh o me Amay indicate the €

Y

informational advantages, or simply a tendency to feel affinity with te f& % r . o

Since the beginning of the financial crisis, there has also been extensive coverage in

the media about the trend amongst Middle Eastern SWF to direct investment towards

the Gulfregiot™ The article ABringing tpudishedoverei g
in May 2009 explains

For the time being at least, the GCC SWFs are likely to play a less active
role globally, reverting instead to a more domestically oriented role.

"“perricone, Mike, AThereods No Place LikegHome: | nve
Insight,

<http://insight.kellogg.northwestern.edu/index.php/Kellogg/article/theres_no_place_like_home>.
"Chhaochharia, Vidhi and Laeven, Luc A. (2009), ATl
Funds, 06 SSRN, <http://ssrn.com/abstract=1262383>

14 pid.

115 Another detailed discussion of the trend towards MENA regional investment in the wake of the
financial <c¢crisis can be found in EWEBEMddgophi e, ASo
East Economic Digesb/1/2009, Vol. 53, Issue 18.
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Nevertheless, there are likely to be exceptions to this rule: the QIA took a
further £2bn (US$3.7bn) of convertible stock in Barclays in late October
2008 (which reportedly could pay up to 14% annually), and the Oman State
General Reserve Fund bought a 30% stake in the Corporate Commercial
Bank of Bulgaria in January 2008.

SWEF Partnerships

Current press coverage suggests that SWFs, including Gulf SWFs, are moving
towards partnerships with other SWFs or {gmvernmental partners. Reuters
journali st Nat suko Waki , di scusses this
ForcesforSt r at e gi c lOnevoétketlemding teasons cited for this trend is

[

t

the advantage of being able to use a part
article mentions that Franceo6s géigquer nment a

d ol nv e s tid leoking noeinvést, jointly with Mubadala in the French biotech
sector. This trend towards partnerships is expected to increase in the future. Waki
writes, Aexperts predict more funds wil/
in July (2009), 6@ of 149 asset managers who have routine with SWFs expected
collaboration or clubbing among SWFs from different countries as these funds

consider how best to at’hlheetrersl towande SWE ment o
collaboration is also highlighted by GordBl att i n ASovereign Wealt
To Take More Active Role In M&AOG when he w
in Aclubsod to cooperate on®strategic inves:
Generational Differences amon@gWFsin the Middle East and North Africa
The difference between early and later generation sovereign wealth funds in the
Middle East is also a theme frequently discussed in the SWF literature. The Monitor
Report provides a detailed overview of the generational development of SWFs in the
Middle East. Exhibit 4.inaps the chronology of the formation of MENA SWFs.
1%Bugness Middle EastMay 1, 2009: 23.
""Waki, Natsuko, fiSovereign FundRBReutdrpl8Aug.R@9ces for St
l<lr81ttp://www.reuters.com/article/idUSTRE57H3C820090818>.

Ibid.

19pjatt, Gordon (2009). "Sovereign Wealth Funds Prepargake More Active Role In M&A."
Global Finance.
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Exhibit 4.1: Chronology of the Middle Eastern and North African Sovereign
Wealth Funds

Middle Eastern SWFs Were Formed in Two Distinct Phases: Pre-1980 and Post-zooo
DIFC Investments,
Dubai, UAE

Investment Corporation
of Dubai, Dubai, WAE

Libyan Investment Authority,

Kuwait Libya

Investment State General Istithmar Mumtalakat Holding
Authority, Reserve Fund, World, Company,

Kuwait Oman Dubai, VAE ~ Bahrain

2002 2003 2005 2006 2007

Abu Dhabi Mubadala Qatar Emirates
Investment Development  Investment Investment
Authority, Company, Authority, Authority,
Abu Dhabi, UAE Abu Dhabi, Abu Dhabi, UAE UAE
UAE Ras Al Khaimah Abu Dhabi
Investment Investment
Authority, Council,
Ras Al Khaimabh, Abu Dhabi, UAE
UAE
Source: ATesting Time: Sovereign Wealth Fu
and t he GI ob alMoritor Gr@upc i a l Crisis.o

The generations of SWFs are frequently characterized by their different investment
strategies and approaches to risk managnt. As the Monitor Report suggests,

nol der funds J[e. g. those formed between t
cautious, discreet, and conservative investors, primarily trading in liquid assets or
through brokers t%d Theddnitotrepdrtsaysenat im coptrast,t y . o

the newer funds have tended to have a higher tolerance for risk in their investment
strategies. The authors of the report suggest,

These new funds have tended to take a more active investment approach.
They have sought highsk-adjusted returns, investing across a range of
asset classes and prospecting actively around the world for attractive
opportunities. Many of these funds have acted more like private equity
funds, borrowing to invest in higbrofile assets, rather thaelying on their

own capital accumulations, a strategy that emerged from an economic
environment in which credit was cheap and easily avaifable.

The observations of the Monitor report are echoed in other reports on SWFs. For
example, it is sometimes ggested that the QIA, established in 2006 and one of the
most high profile of the recent funds, follows a less structured approach than its more

120 Barbary, Victoria, and Edward Chin. Testing Time: Sovereign Wealth Funds in the Middle East and
North Africa and the Global Financial Crisis. Monitor Group, 2009.
121 i

Ibid.
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seasoned counterparts. Simeon Kerr writes inAihancial Timesthat since its
creation, At hed b Aomewhas baphazard) atgtegy, building
relationships with different par®Wers whil
will situate our research in the context of these current debates about Middle Eastern

SWFs and their reactions to the financiasis.

2Kerr, Simeon, GBO0ve€ei ghswpabvhdés breathing space
Financial Times18 Nov. 2009, ¥http://www.ft.com/cms/s/0/fd13d5dd30e11deaf63
00144feabdc0.html>.
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The Financial Crisis and Middle Eastern SWFs

Due tothe lack of publicly available data and ndisclosure of assets under
management by SWFs, an extensive andepth study on investment strategies of
SWFs remains a challenge. This is especially true for the Middle Eastern SWFs. As
of the end of 2007, thetal amount of assets under management (AUM) by all SWFs
was estimated to be US $3.2 trillion. The sum of AUM in three countries and two
emirates subject to our study (Kuwait, Bahrain, Qatar, Dubai and Abu Dhabi) was
estimated to be $1.165 billidA®

Objedive of the Funds

The main objectiveof the Middle Eastern SWFareto secure long term wealth for
future generations, generate funds necessary for future pension and healthcare
liabilities, and minimizetherc ount ri es® r el i ancehefums oi |
also face domestic political pressures to support local economies and achieve short
term returng?* This pressure has become more pronounced in the wake of the global
financial crisis which broke out in 2008. Middle Eastern SWFs, especially tge lon
established ones like KIA and ADIA, have traditionally followed a conservative and
disciplined investing strategy and preferred low inteyesting but relatively safe

fixed income products in the developed markets (e.g. U.S. Treasury bonds) and public
equity investments in blue chip companies (e.g. Daimler and British Petroleum). They
have mostly used reputable external asset managers and rarely engaged in direct, or
majority ownership, investment$he head of Kuwait Investment Authority, Bader

Al-Saadd stated in an interview with the Wal
money in a way to keep Kuwait going when

[

n

|
t

|l abor of China or the services ©Bf Switzerl

Established Plays: KIA and ADIA

Several fund officers, bankers and investment managers, whom we interviewed
during our trip, unanimously indicated

that SWF clients required more due diligence than other institutional investors such as
pension funds or national banks and the relations with these funds are

Ai nstitutionaleilzagdd oasdti pr bastee. 06 KIA and

track reord and expertise, followed a very prudent strategy in achieving safe
investments. They have also built their internal teams and have learned institutionally
from their mistakes. No asset class was excluded over tholeiding real estate,
private equityhedge funds, listed equities and direct investments.

Kl A
most sophisticated of all the fursides. 0 One

ZKern, Steffen (2007j)st dtSe viem eeé gtnDeutsthd Bakhn ftumea sr i s e,

Research<http://www.dbresearch.com/PROD/CIB_INTERNET_EN
PROD/PROD0000000000215270.pdf>.

“Bernstein, Shai, Lerner, Josh, and Schoar, Antoi ne

Weal th Funds, ohttpVovwwkhbsiegu/réseapcle/pdffQd2pdf>.

’Sender, Henry, -Sfidow & n@elsft Bhe WalliSwe@ JournaROnikn@4de s , o
Aug. 2007, <http://commerce.wsj.com/auth/login?mg=isedaucus
wsj&url=http%3A%2F%2Fonline.wsj.com%2Fdocunis%2Fprint%2FWSJA001-20070824.pdf>.
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A fundamental question in investment strategies of Middle Eastern SWFs since their
inception has been whether to target domestic and regional economy or international
markets. As a fund officesquarely put th What i s the purpose i s
money overseas versus deploying it i n | oca
assets under management in the these funds, regional economies are not large enough

to absorb substantial amoumisinvestments which need to be undertaken to achieve

enough returns to at least preserve the value of the assets. As of 2008, the combined

GDP of Kuwait, Bahrain, Qatar and the UAE, $467.45 bilfitis almost half the
amount of the total of $943.1 bdli"?’o f AUM of these countriesbo

Investment Patterns

There is no single investment pattern followed by all of these funds, as investment
styles differ between older and more established funds and newer funds. In addition,
some of the Gulf funds are government holding companies with structures and
objectivesdifferent from those of pure revenue stabilization and investment funds
with no portfolios of operating companies. Government holding companies, such as
Mumtalakat in Bahrain, aim to run assets of companies in their portfolios efficiently
andattainmaximum efficiency before building up a surplus to use in investments.

Ahighprofile i nvestment manager in the regio
90% identical. o One of the important diffe
hedge funds in contrast o ADI AOQ s Il nvest ment s directly

institutions have ifhouseand external asset managers and analysts for each asset

class, and ADIA is more engaged in both active and passive management, while KIA

has a preference for an active managdnstyle. A research article verifies our
observations, mentioning that at ADIA each asset class is managed internally and
externally, with the bult 70-80 percerd of assets being managed by external
manager s. Based on the s aassets are tanagédeby t he 1
external manager s, wher eas Kuwai t l nvestn
actively manages a smaller part, which spans a wide range of geographic areas and

asset classe$®

The philosophy and operations of KIA and ADIA are often cared to university

endowments or pension funds. In fact, shortly after taking over the helm at KIA in

2004, BaderASa6ad ordered a study of Harvard an
with KIAO&s investment strategy. @emthe one
investing horizon and a conservative approach just as KIA; on the other hand they had
achieved returns higher than those of KIA by investing in real estate, private equity,

hedge funds, and emerging markéts.

126 C1A Factbook

Sovereign Wealth Fund Institute, fASovereign Wealtt
<http://www.swfinstitute.org/funds.php>.
Fernandez, David G. and Eschweiler, Beupnhard (200S¢

Pr i mi Moprgan Researchshttp://www.econ.puc
rio.br/mgarcia/Seminario/textos_preliminares/SWF22May08.pdf>.

YsSender, Henry, -Sfidow & n@elsft Bhe WalliSwe@ JournaROnin@4e s , o
Aug. 2007, http://commerce.wsj.com/auth/login?mg=insecaucus
wsj&url=http%3A%2F%2Fonline.wsj.com%2Fdocuments%2Fprint%2F\WSJ01-20070824 .pdf>.
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As opposed to the traditionally indateinvestment approach of old funds, which
involved non-controlling stakes with no board representation, newer funds, such as
ADIC, Mubadala and QIA prefer to take controlling stakes in direct investments or
engage in joint ventures with prominent westethnology companies. Equity with
unlimited upside potential seemed more attractive than bonds yielding only limited
returns. Beyond achieving high returns on investments, some of these funds were
specifically tasked by their governments to transfer teldwy, build infrastructure,
establish health and transportation services and create new industries, b&sically
contribute to the development of the nation. One expert commented during an
interview t hat Bahrainos Mu mt al adtat foll
diversifying into various industries such as airlines, manufacturing, communications,
banking and technology. In its effort to rationalize and monetize investments of the
government, Mumtalakat considers investments only from an IRR perspective and
pursues an opportunistic and commercially driven investment approach.

Trophy Investments in the West

Some highly visible investments in prestigious Western companies by Middle Eastern
SWFs have recently attracted considerable media attention and raiseeldadigaute

among policy makers, regulators aadademicdan the West. The motives of these
investments have been placed under scrutiny, as some of these funds have been
blamed for pursuing political and geopolitical agendas rather than purely economic
purmposes in their activities in western markets, with possible adverse implications for
stability of financial markets or even national security of recipient nations. During our
interviews, we observed frustration by fund managers in face of these alleghations
response, higianking SWF officers we interviewed repeatedly emphasized that their

invest ments were purely fAeconomically mot.i
stabilizing nature of their investments, especially in these turbulent times ofocrisis.
Fernandez and Eschweiler also spoke of the

due to their long term nature and diversification across a wide range of asset classes,
geographies and managéfSRemarkably, one highanking banking bureaucrat in
theegi on made a distinction between ia

ggr es
Apassived Middle Eastern Funds. The same
as v

Chinese fundso scaring off the West w C
interviews.

High-profil e i nvest ment s in Western companies é
purchase ofafvper cent stake in Ferrar.i or a Qata
Chel sea Barracks, creat édl wb 0p uibd vi ecs tiinmagg ei no

asset s o andihe B.&.r A lpaeker in the region pointed out that some in the
West discounted these as #AAfabmaenthlitywithanv e st me n
intention of a power showff against the world. Nonetheless, the real intention of the
funds, accordinghe same banker, was to gain credibility by making headlines and to
relay the message that fAWe are serious 1inv
fundsd and the countries6é names on the maj

rernandez, David G. and Eschweiler, Beupnhard (200 E¢
Pr i m¥ Morgan Researchkshttp://www.econ.puc
rio.br/mgarcia/Seminario/textos_preliminares/SWF22May08.pdf>.
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achieving returns ro money, emerged as another investment strategy pursued by at
least some of the Middle Eastern funds.

Portfolio Diversification

In the years leading to the global financial crisis, Middle Eastern SWFs had started to
diversify their investments across mplé dimensions such @gographydeveloped

vs. emerging markets), investment horizons (short vs. long temd) asset classes
(bonds, public equities, sovereign and corporate debt, asset based securities, real
estate, hedge funds and private equitypunsuit of returns higher than the moderate
yields of fixedincome product$*

The realignment of KIA portfolio is representative of the strategic asset reallocation
conducted by the Middle Eastern SWFs before the outbreak of the crisis. The study on
Yale and Harvard endowments, which had been commissioned by Bad&aAl a d ,
head of KIA, had revealed that KIA was significantly underweight in real estate with

2.5 percent , and private equity withl.5 pe
of 20 percat in real estate and 17 percent in private eqtity.Fernandez and
Eschweil erdés study indicates that KIA curr

equity, one third in fixed income and the rest in alternatives.

Background on the Financial Crisis

The current economic crisis began as a subprime lending crisis in the U.S. real estate
markets in 2007. A low interest rate policy followed by the U.S. Federal Reserve after

the September 11 attacks led to an abundance of credit for home purchasers.
Combired with lax lending standards of banks and financial institutions, readily
available credit enabled many consumers with poor credit scores to obtain mortgages,
classified as fAisubprimed because they were
loans. h addition, adjustable rate mortgages were equally prevalent because their

lower mortgage payments for the first few years rendered home purchases more
affordable.

Residential and commercial mortgages were bundled by investment banks and
financial instituions into complex securiti®smortgagebacked securities or
collateralized debt obligatiofisand sold to domestic and international investors,
including central banks of countries with budget surpluses. These complex securities
promised high and safe returas residential property prices had never declined in the
U.S. Continued surge in demand for real estate led to a steady increase in property
prices in all segments: a real estate bubble was in full swing from 2001 through mid
2006.

131 bid.

sender, Henry, -Sfildow & n@elst Bhe Wil Swe® JoLrnaROnkn@4e s , o

Aug. 2007, <http://commerce.wsj.com/auth/login?mg=Hsextaucs
wsj&url=http%3A%2F%2Fonline.wsj.com%2Fdocuments%2Fprint%2F\WSJ01-20070824.pdf>.
¥Fernandez, David G. and Eschweiler, Beupnhard (200 E¢
Pr i m¥ Morgan Researchkshttp://www.econ.puc
rio.br/mgarcia/Seminario/teas_preliminares/SWF22May08.pdf>.
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Around 2006, the incese in home prices first slowed down, then came to a halt and
was followed by a downward turn of home values. As adjustaltde mortgages
started to reset to higher interest rates, subprime borrowers defaulted on their loans in
greater numbers as they wennable to afford resulting higher mortgage payments
and to sell their homes for profit due to sinking real estate prices.

The subprime crisis severely impacted the

[

and MBSO6s which had b dusomal ipvestors theosgeodtthb y many

world and took their value from mortgage payments of home owners. As housing
demand collapsed and property prices started to decline, New Century Financial
Corporation, the theflargest subprime lender in the U.S., filemt bankruptcy in

April 2007. This was followed by the collapse of many other providers of subprime
loans. In 2008, Bear Sterns is sold to JP Morgan at adiee price after facing a
liquidity crisis. U.S. government intervened to take control of Freddee and
Fannie Mae to help contain further damage to the economy.

In the meantime, asset prices in all classes, including equities and real estate, started
to decline globally. Lehman bankruptcy, the sale of Merrill Lynch to Bank of
Americg and the badut of AIG by the government occurred in sequence and sent
shock waves through the global markets. Although U.S. Treasury under the direction
of Henry Paulson devised a bailout plan (TARP) to assist the financial sector and help
the credit system functioproperly, financial tremors continued@ashington Mutual
declared bankruptcy and Wachovia under distress was purchased by Wells Fargo. The
main tool ofthe Fed wado control the damage to the economy and prevent the
financial system from collapse waskeep interest rates as low as possible and make
liquidity available through various lending facilities. Central banks globally took
similar measures.

As the crisis was unfolding, unemployment steadily rose, GDP growth first stalled
and then became negatjvend equities continued to plunge in developed markets.
The decoupling theory, which postulated that emerging markets in Europe and Asia
have become independent of the U.S. economy and thus would continue growing in
spite of a recession, was consideredfoconded by many experts since tremendous
amounts of value was wiped off both in developed and emerging stock markets in
tandem:*

NBRE declared December of 2007 as the official start of the recession in the U.S.
Based on an IMF study, advanced econonxgerenced a 7.5% decline in real GDP

in the fourth quarter of 2008, whereas the GDP contraction averaged 4% for emerging
economies®*Many domestic and international economic indicators painted a bleak
picture during this period: U.S. Bureau of Labor Stais announced that
unemployment stood at 10.2 in October 2009, the highest since April 1983. Dow
Jones Industrial Average declined 53.78 percent from its recent peak in October 2007
though the bottom in March 2009.

¥De Aenlle, Conrad, fDe dhedNeMYbrkTGmed Aeh.098,y vs. Real ity

<http://www.nytimes.com/2008/01/27/business/worldbusinessfZhtielink.9520541.html>.
¥l nternational Monetary, #und, fExecutive Summa
<http://lwww.imf.org/external/pubs/ft/weo/2009/01/pdf/exesum.pdf>.
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During the same period, S&P 500 Indest 57 percent and FTSE 100 lost 48 percent.
MSCI Emerging Markets Index dropped 67 percent during the same time.p8riod
S&P/CaseShiller Home Price 2€ity Composite Index dropped 32.6 percent from

its peak in July 2006 through April 2009. Commerciall restate also continued to

slide in the U.S. and developed markets in general. Losses of loans held by financial
institutions based on these assets continued to grow. Commercial real estate index for
all property types declined 41 percent from its peadatober 2007 through August
2009**" The writedowns of U.S. assets by all financial institutions are estimated to
be $21.378 trillion since the start of the crisis based on another IMF report issued in April
20009.

Effect of the Global Crisis on Funds

One ofthe first and most visible effects of the recession on the Gulf economies was

the 60 percent decline of oil prices, whi c
surpluses and necessitated net capital inflows to replenish reserves. The Gulf SWFs

were eyected to support domestic fiscal expansion to rescue financial institutions and

real estate companies in distré$s.

Wealth destruction in all areas of economy reached enormous scales throughout the
recession both in the developed and the developing nsailk@s phenomenon had an
immediate adverse effect on the recent investments undertaken by the Middle Eastern
SWFs, which had started to expand their investments to new asset classes and
emerging markets, beyond traditional fixedome securities and publequities in
developed economies.

Funds with greatest exposure to alternatives such as real estate, privateaaguity

hedge funds, and those with high leverage ratios received the biggest hit. Experts

whom we interviewed emphasized a lack of instoél sophistication of newer

funds as a contributing factor to the heavy losses incurred. As a fund manager put it

fthey did not understand what they were get
investments.

On the other hand, older and more sophistcc&teds were not entirely spared either:
ADIA incurred losses because of its exposure to equities and emerging markets
Based on anecdotal information, Saudi Arabian Monetary Agency, SAMA, lost the
least due to its heavy investment in fixed income seeariti

Response of Funds

SWF have become more vigilant in selecting external managers to invest their assets.
They perform irdepth due diligence and bring in advisors to scrutinize investment
proposals. In addition to external pressures from western goeatanfor more

1% yahoo Finance.

13" Moodys/REAL Commercial Property Price Index (CPPI), October 21, 2009.

138 |nternational Monetary Fund (2007). Global Financial Stability Report, October 2007.
<http://www.imf.org/external/pubs/ft/t GFSR/2007/02/pdf/text.pdf>. xi.

¥Fidora, Michael (2009 BefMSevamedi $n nWealtthke Eumnds s,
Bank, Conferenckaw and Economics of Money and Finance in Times of Financial Crisih&oet

Universitat, Frankfurt am Main, May 156, 2009 <http://www.lemf.unt

frankfurt.de/SWF_HoF_20090515.pdf>.

45



E MeECMOCMOCMOCMPC |

transparency, internal pressures about operations and investments, such as the
pressure on KIA from Kuwaiti parliament to disclose its investments during the crisis,
built up.

At the onset of the global financial crisis, Middle Eastern S\W&isred money to

purchase stakes in western financial institutions in what they saw as a good
investment opportunity. However, as the economy continued to plummet, they saw

the value of their investments dwindle and hence decided to take on a moree@strain

stance, preferring to stay put rather than making new investments. In holding
companies and investment arms of the government, managements started to revise

and restructure projects by cancelling some in infancy level or allocating more funds

to those ser to completion. During our interviews we heard the same message from

of ficers of different companies: AAL I asse
being restructured and maturities extended
operating comanies were being changed to help reverse the downward spiral of

losses.

As for the effects of SWFs investment actions on the markets, Roland Beck and

Michael Fidora argue that in spite of heavy losses of SWFs, they will remain powerful

players in the worlds f i nanci al markets from a quart
perspective. Thegaythat SWFs investments in Western financial institutions during

2007 and 2008 are now considered by many experts to have had a stabilizing effect on

global financial market§'

SomeSWF commentators have also suggested that the losses suffered by SWF during
the financial crisis may spur them towards a more active stance in investments in the
future. As the Monitor report suggests, i

towards a focus on adding value by helping to build the companies in which they
invést. o

In a similar way as the analysis of local investment trends, it is also important in this
section to draw a distinction between the different types of Middle Eastata&
investment vehicles. Our research suggests that funds such the KIA andi@IA

are charged with making foreign investments to diversify and hedge against
commodity exposutemay have very different approaches to active investment
compared to fundsvhose mission is to invest in the local economy and may have
more of a tendency towards active investment.

In the case of the first group of SWF, (e.g. ADIA, KIA, etc) it is not clear from our
research that financial crisis had an effect on the attitodeards passive versus
active investment. In our conversations with fund representatives and SWF experts,
we consistently heard the message that SWFs in the Middle East will remain largely
passive investors going forward. As one industry expert stdte@,C QGulf
Cooperation Coundit*?based SWFs will always be passive investors. They have no

YBeck, Roland and Fidora, MicBakbré¢2a00)Si iSevehei €
European Business Organization Law Revi®a853367.

1“1 Barbary, Victoria, and Edward Chin. Testing Time: Sovereign Wealth Funds in the Middle East and

North Africa and the Global Financial Crisis. Monitor Group, 2009.

142The GCC is a political and economic union between the UAE, Bahrain, Saudi Arabia, Qatar,

and Kuwait.
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political agenda and want to ensure investments generate income for future
generations. 0

Mi ddl e Eastern SWFsd Strategic Response

Inthsection we wil|l continue to analyze
response to the financial crisis. To further develop the observations from section
three that focus on investment strategies we will look at how the crisis has affected
SWEF strateg partnerships and home bias in investments. We will compare
observations from our primary research with trends suggested by other SWF
observers. For each trend we will ask whether the financial crisis has created a
per manent ¢ hange gyonifit@etpéctedVaFnds wil tetura to e
pre-crisis strategies.

SWE Partnerships

Recent announcements in the press suggest that Middle Eastern SWFs are
increasingly moving towards partnerships in the wake of the financial crisis. These
investmat partnerships are taking two primary forms: joint ventures with private
sector companies and alliances with other sovereign funds.

The most high profile SWHprivate sector alliance to date is the $8 billion venture
between GE and Mubadala announcedluty 2008. This venture is focused on
diverse initiatives including commercial finance, clean energy research and
development, aviation, and corporate learnifiyThe alliance between GE and
Mubadala has clear benefits for both parties. As part of thieuneeAbu Dhabi has
agreed to become atagpns har ehol der i n GE. At t h
influence in the MENA region will give GE access to a new market for its financial
services. GE also brings multiple areas of expertise to the emirate that will bolster

e

Mubadal ads mandate to foster | ocal devel

will share its financial and management knowledge throughtypé training at the
Mubadala & GE Management Prograffi.In addition, GE has become a key partner

in the Masdar Initiative, a local project aimed at creating solutions in clean energy.
(General Eleetc 2008) In June 2009 GE and Mubadala announced that they had
signed an agreement to expand GE's network of airplane engine maintenance, repair
and overhaul (MRO) providers in the Middle East thus advancing Mubadala's plans to
build a global MRO networkentered in Abu Dhabf*®

In its scale and reach, the @fibadala joint venture is remains unique in the region.
However, in interviews with our team, industry insiders hypothesized that Middle
Eastern SWFs may be movi ng tjoint@entdres a

il

t

n
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"WGeneral Electric, AGEBialhnldi ¢/ubBdll ar LGualcal MBUSi nes

Press Release,
<http://www.genewscenter.com/content/detail.aspx?releaseid=3873&newsareaid=2&menusearchcateg
oryid=>.

1% bid.

4% |bid.
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bet ween private compani e¥ AMastdr Movavellea ei gn w

Managing Director in Morgan Stanleyods Glo
suggested that SWFs dAwil |l al so |l ook incre
pivat equi ty firms 8nd in joint ventures. o

In addition to SWHprivate sector joint ventures such as the-IGlibadala project,
industry experts have noted a growing trend towards partnerships between@WFs,
amongother governmentelated investment vehiclesych as statewned enterprises
and state pension fundsExamples of recently announced partnerships of this type
include:

1 In August 2009, Qatar Holding, the investment arm of Qatar Investment
Authority, purchased a $448 million issue of preferenceeshar Uk
based property firm Songhbird Estates
Corporation (CIC).

1 In June 2009, the Kuwait Investment Company signed cooperation
agreements with Malaysiads Khazanah N
holding arm of the Malaysianogv e r n me nt ) and Australd@
pension fund manager for the Queensland government.

T I'n June 2009, Chinads Cl GdepeBdentygyapor e o :
supporedB| ackrockoés acquisitiofR of Barcl ay

1 In May 2009, Mubadalasigned a memorandum of understanding with
Franceds Fonds Strategique doélnvesti s:¢
for investing in areas of mutual interest to the two companies including
listed or private French companies in the following sectors: teagyol
health sciences, biechnology and renewable enerdy.

The timing of these partnerships coincides with the financial crisis, however, some
SWEF experts have suggested thas recent tred towards clubbing between SWFs
and stateelated investmentehicles represents an economically logical decision to
diversify risks and facilitate a better understanding of local markets as opposed to a
direct reaction to the financial crisisAs Ashby Monk, a research fellow at Oxford
University specializing in th governance andeopolitics of SWE, has suggested:

SWFs can fruitfully work together to facilitate local understanding in
foreign markets. This in turn can lead to higher returns over the long
term thanks to information asymmetries obtained by locakiovs. In
short, by bringing together two or three funds with diverse

146 Anonymous interview with authors, August 2009

“'Smith, Pamela Ann, fiSoverei gnTheMiddleEdstlJannds reasses
2009, <http://www.thefreelibrary.com/Sovereign+wealth+funds+reassess+their+strategies.

a0192051817>.

83 ClI C tQaiPdartici pate i n BlTedgRarkets]5JuR.2008, hase of BGI
<http://www.tradingmarkets.com/.site/news/Stock%20News/2374543/>.

“YBasit, Abdul, AMubadal a Ehaesj Times27eVayt2608,nt i n French
<http://www.khaleejtines.com/biz/inside.asp?xfile=/data/business/2009/May/business_May1091.xml
&section=business>.
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backgrounds into a cooperative arrangement, the effectiveness of the
investment function in a specific economic geography is maxiniZed.

In other words, partnerships between SWFs represent a logical next step for any
regionally based investment fund.

Partnerships are a growing feature of the SWF landscape in the Middle East.
However, as the SWF experts suggest, it is not clear whether these partnerships
occurred coincidently with the global financiadisis or whéher their growth was
precipitated bythe instability wrought by the financial crisis. For example, although
the MubadaleGE joint venture was announced in July 2008, it had been development
for a while prior to this time. The logic of SWF partnerships is clear even in a world
unaffected bythe destabilizing financial crisis. In the long run, SWFs will continue to

be able to benefit from the diminished risk and increased local knowledge that cross
geography partnerships offer.

Home biad Increasing Investment in the Middle East

In recent maths, many journalists covering MENA SWFs have focused on an
increase in local region investment. In examining this trend it is important to
distinguish between the SWFs designed for local investment (e.g. Mubadala and
Mumtalakat) and those intended to@st abroad to diversify the local economy (e.qg.
the KIA, ADIA). Local development funds in the first category naturally have a high
proportion of funds dedicated to local region investment. In our research we focused
on the second group of funds and exskwhether predominantly internationally
focused funds have moved to local investment. And, if this is the case, is this a trend
a response to the effects of the financial crisis? Industry experts and insiders diverge
in terms of their answer to this gimn. Without clear data tracking SWF investment
our analysis relies on publicly disclosed deals and the qualitative observations of
industry experts.

Some industry observers suggest that, as home bias theories would suggest, local
region investment tgalong been a feature of MENA SWF investment strategy. As

one of our i1interviewees explained, nGul

A

politics of™imhesimemt si,i® fAyou dondt
under $f Howaler,0at the same timéndustry observers suggest that the
financial crisis has served to increase the intensity of local investments. As one

expert suggested, SWFs and private equity

[

I

buy

response to the crisiss ngndaft&l fnmaodj ME NAo e

Research from the Monitor Group supports the theory that global economic insecurity

has increased the rate of | ocal Il nvest ment
last three months of the year [2008], 40 percentof MENASWFans acti onséwer ¢

*'Monk, Ashby, @ SWFs OxitwdSWF RrgiecR2rlun608,.c er t , 0
<http://oxfordswfproject.com/2009/06/22/swigrking-in-concert/>.

51 Anonymous interview with authors, August 2009

152 pid.

153 |bid.
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domest i c™fternketntest figures in Exhibit 4,1that show investment
trends in 200&009, provides further evidence to show that MENA SWFs have
increasingly favored local investment during the cri¥is.

Exhibit 4.2: Investments by the Middle Eastern Sovereign Wealth Funds
Middle Eastern SWFs Increased Their Domestic Investment in the Second Half of 2008

Mumber of SWF Deals, 2006-(1 2009
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Source: ATesting Time: Sovereign Wealth Funds
Gl obal Fi n aMonitdr @Group Cr i si s. O

High profile examples of local investment during the crisis include:

1 On the request of the Qatari government, in November 2008, the QIA
invested $5.3 billion into the local financial sector to buy a 20% stake in
all the banks listed on the Qatar stock exchdnge.

1 In December 2008, the KIA launched a fund on behalf of the Kuwait
government to stabilize the local stock market, which had fallen 38% in
20087

T In December 2008, Sama injected SR 14.4 billion into Saudi Hahks.
Finally, although not an example of direct local investment, ABd& a

“Barbary, Victoria and Chin, Edward, ATesting Ti me:

zlassnd North Africa and Mohiter GElpdMay2009.Fi nanci al Crisis. o
Ibid.

1% Unlike governments in Western Europe and U.S., the Qatari government could not prop up the

countrybés banks without undermining the riyal. Sou

Time: Sovereign Wealth Funds in the Middle East and North&fricand t he Gl obal Financi

Monitor Group May 2009.

"Goma, Eman and E|l Gakawai RawealtARUPDATENAt to cut

Reuters UK17 Jan. 2009, <http://uk.reuters.com/article/idUKLH67070120090117>.

Evans, Sophie, fSover eMigdeEdstiEcodosnic DigestMaypw2000.hei r f oc us
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stake in the more locally focusednd, ADIC, which has stakes in two
large Emirati banks, Abu Dhabi Commercial Bank and National Bank of
Abu Dhabi**®

As shown by the types of investments SWFs have nratleei regionbeconomy, in

the current environment this investment is probably driven more by the need for local

i nvest ment than fund managersodé familiarity
those funds traditionally focused on international investment have sdgeact to

pressure from local stakeholders and governments to make direct investments to
support the local economy. As thkddle East Economic Digesiplains,

While these funds have invested much of their wealth overseas in the

past, a combination dhlling international asset values and a need to

boost their own economies means that they are now directing more of

their cash to domest i-avned soveee®)t ment sé€ gover
wealth funds in the Middle East have a key role to play in reviving local

emnomies affected® by | ower oil prices. o

Investment data suggests that MENA SWFs have increased their investment in the
local region during the crisis. However, industry insiders are not unanimous in their
interpretation of this trend. The comments mbgasome of our interviewees suggest
that the current levels of local investment are a temporary trend that will reverse as
local and international economies stabilizé/hile dscussing funds that focus on

foreign investment, one industry insider suggestddat t her e are fAno ge
but Gul f SWFs seem currently to be fAmore
went on to say that perhaps this is becaus
SWFs fiuse money to invesas aufisniaderaf thekdge

assets that are directly tied to commodity priés.

An increased trend towards local investment has been a frequently discussed feature
of Middle Eastern SWF investment strategies during the financial crisis. However, as
local markets stabilize in the futyr is expected that funds will return to prasis
investment distribution focusing on internationally balanced investment portfolios.

Longterm vs. shorterm change

It is clear that Middle Eastern funds hawedertaken strategic changes during the
financial crisis. However, it is important to ask whether the financial crisis has
effected a long or shoterm strategic change in Middle Eastern SWFs. Industry
insiders differ in their opinions on the questioAt one end of the spectrum, the
Monitor Group report has suggested that the financial crisis may not have-a long
lasting effect on MENA SWF strategy.

SWFs have not been forced to rethink their strategies by the losses they have
sustainedr a lack ofattractive opportunities. Rather they have been constrained by
economic and political factors, which have forced many funds to look to investing at
home to help develop and diversify, or to it and support flagging local financial

*%bid.
1%%hid.
181 Anonymous interview with authors, August 2009
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sectors and stockanr k et s, particularly where the SWF
liquidity.*®2

Monitordos position that the financi al croi
strategies of MENA SWFs is echoed by Pamela Ann Smitfih@ Middle East.

Writing in January @ 0 9, she has suggested that, A mar

losses at a time when their own economies at home need closer attention. But,
analysts say, once financial stability returns, this increasingly important pool of
money will again be deployed in th&¥est as well as in the East, helping both to

r e ¢ o¥*®or furtber counter the suggestion that current SWF investment in local
economies may signal a loff@sting change in strategy, Smith explains that:

While there has been much speculation that the Guiids may

concentrate increasingly on investments in their own domestic and regional

markets, international analysts point out that, unlike the Gulf's central

banks, finance ministries or governments, these funds have been set up
specifically to obtain b b e st returns possible for fut
SWFs will want to ensure that their investments, whether at home or

abroad, are independently taken, competitive and profitable over the
mediumto-long-term**

However, Smith also suggests that in the nemréuthe financial crisis may have an
effect on SWF strategy. -ternSdnalystsvpointtod thatt hat |,
the future growth of the Gulf's SWFs will depend on relations between them and their
governments as well as on the price of theilo an d g8 adslitiop,gsing s . ©
forward a larger portion of GCC future revenue flow may be directed towards central

banks to be held as reserves for domestic investment in infrastructure, the financial
sector and real estate.

Other DevelopmentsAmongst Middle Eastern SWFs

The creation of the Santiago Principles or Generally Accepted Principles and
Practices for SWFs has been an important development for Middle Eastern SWFs.

These principles reflect the regulatory and political context in whiadM Eastern

SWFs are formulating their future strategies. The Santiago Principles comprise of 24
voluntary principles designed t o i mprove
i nvest ment deci si ons, t r'®8 nThep mimciplescwere an d a
published in Santiago, Chile in October 2008 and were written by the International

Wor king Group of Sovereign Wealth Funds (
improve communications with recipient countries and show that SWFs investments

are driven by conderations of financial risk and return as opposed to by political

Barbary, Victoria and Chin, Edward, ATesting Ti me:
andNort h Africa and t hMoni®lGdumMay 009nanci al Crisis. o
¥Smith, Pamela Ann, fiSoverei gnTheMiddleEdstiJannds reasses

2009, <http://www.thefreelibrary.com/Sovereign+wealth+funds+reassess+their+strategies.
a0192051817>.

%4 bid.

1% bid.

186 "I nternational Working Group of Sovereign Wealth Funds Presents the "Santiago Principles” to the
International Monetary and Financial Committee." International Working Group of Sovereign Wealth
Funds.October 11, 2008. http://www.iwgwf.org/pr/swfpr0806.htm
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motivations, the IWG was formed in May 2008 in concert with the International
Monetary Fund®’

The Santiago Principles reflect the aims of all SWFs that were involved in their

creation owho have signed the agreement. The IWG was comprised of SWFs from

across the world including: Australia, Azerbaijan, Bahrain, Botswana, Canada, Chile,

China, Equatorial Guinea, Iran, Ireland, Korea, Kuwait, Libya, Mexico, New Zealand,

Norway, Qatar, Rusaj Singapore, Timekteste, Trinidad & Tobago, The United

Arab Emirates, The United States. Amongst these funds Middle Eastern SWFs,
particularly the weHestablished ADIA and KIA, played a leading role in the

formation of the Santiago Principles. Whee thVG was formed in 2008, the group

was caechaired by a senior representative from ADIA. (International Working Group

of Sovereign Wealth Funds 2008) Furthe
commitment to the IWG and the Santiago Principles, in April 200®ait hosted a

meeting of the IWG where members agreed to form the International Forum of
Sovereign Wealth Fundsal so known as A Krhisvfarumt woldce c | ar at i
take over the work of the IWG and would be an informal body where SWF
representatves oul d meet and fAfacilitate an unders
and SWF a®tivities. o

187" |nternational Working Group of Sovereign Wealth Funds is Established to Facilitate Work on
Voluntary Principles." International Working Group of Sovereign Wealth Funds. May 1, 2008.
http://www.iwg-swf.org/pr/swfpr0801.htm

188 "International Working Group of Sovereign Wealth Funds Presents the "Santiago Principles" to the
International Mvnetary and Financial Committéénternational Working Group of Sovereign Wealth
Funds. October 11, 2008. hiffvww.iwg-swf.org/pr/swfpr0806.htm
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Conclusion

Middle Eastern SWFs are a complex and varied group of investment companies.
From ADIA and the KIA to Mubadala and Mumtalak#éihe funds are located in
different countries and have distinct mandates and investment philosophies. However,
for all their differences, the funds were all affected by the financial crisis. Many
funds suffered dramatic losses and political pressurevest in faltering local
economies.Eachresponded inlifferentways including reevaluating their investment
process and asset allocation, forming partnerships, and investing in local economies.
These responses provide a view into the complex funcgoninMiddle Eastern
SWFs who are renowned for their secretiveness. With billions of dollars under their
control, Middle Eastern SWF will no doubt continue to be important global investors
in years to come. Their response to the current financial cresysonovide us with a
better understanding of their operations.
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Legal and Regulatory Aspectof
Sovereign Wealth Funds

Introduction

The inherent dualitf®of SWFs 6 acti vities and origins r

[

a

aboutU.S. law and regulatory policy® As investorsSWFs fimust abide by t

rules as private pools of capitaf*At such a
the same timeas actors associated (or synonymous) with a foreign government,

SWFs may simitaneously be regulated as private investors and occupy the peculiar
position U.S. law reserves for sovereigns and their agents operating in the United
States. Foreign sovereigns enjoy privileges, bear responsibilities, and are subject to
restrictions ove and above those applied to their garglariety, nonsovereign
counterparts. Its appeal to legal academics a&fdlee problem of SWF status under

U.S. law implicates a range of issu@scluding when and under what conditions

SWFs caninvestintheUmitd St ates, the extent of SWFsO
whether SWFs should fear lawsuits brought in U.S. courts. An understanding of the

legal and regulatory issues attendant to SWF activities in the United States is thus
critical for both SWFs thems$ees and lhiose who do business with them.

This chapter will briefly address each of the three major considerations described
above: (1) restrictions on SWF investment in the United Stgtes).S. tax policy as
it relates to SWFEsand (3) SWF exposure to legal action in U.S. courts. As
demonstrated below, informed strategic decismaking demands analysis of relevant
U.S. legal and regulatory systems in each of these crucial areas.

189 5ee, e.glbrahim WardeSovereign Wealth Funds to the Rescue: Are They Saviors, Predators, or
Dupes? LE MONDE DIPLOMATIQUE, May 15, 2008available at

S

http://fletcher.tufts.edu/ news/ 2008/ 02/ Warde_May1l6.

wealth funds as financial and political actors).

19 This chapteradopts the definition of sovereign wealth funds describ&hapterd.

" Richard A. Epstein &manda M. RoseThe Regulation of Sovereign Wealth Funds: The Virtues of

Going Slow 76 U. CHI. L. Rev. 111, 117 (2009).

12 5ee, e.g Joel SlawotskySovereign Wealth Funds and Jurisdiction under the F$1AJ. PA. J.

Bus.L. 967,967 & 967n.6 (2009)(sber vi ng t hat a dAfl ourishing | egal
around SWFs) (additional citations omitted).
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Sovereign Wealth Fund Investments Under U.S. Law: Legal Requirements,
Political Realities

SWFs are generally considered fAforeign go\
in the United States are subject to review by the Committee on Foreign Investment in
the United States (CFIUS)® CFIUS acts as a gatekeeper, created by and tasked with
enforcing U.S. lawshatrestrict foreign investments that may impair national security
interests’™® Foreign control of U.S. nuclear assets or airlines, for example, is
prohibited”® CFIUS review ismandatory across a wide variety of deal structures,
including joint ventures’®

While transactions such as these are clearly forbidden, it can be difficult for SWFs
and their potential U.S. partners to predict how CFIUS will apply its regulations.

Signii cantly, fnational securityo isnot cle
|l eaving proposed deals at the mercy of fAa
i nconsi stent interpretationsao miaydase by Whi
basis’’®

Recent legislation has not made CFIUS approval easier to predict or obtain. The
Foreign Investment and National Security Act of 2007 (FINS#ded new
requirements to the range of CFIUS regulations, including compliance with U.S. and
multilateral countegrrorism, proliferation, and export control regimi&5-INSA also
expands the scope of transactions subject
infrastructured fr om power gener at® While theoacthgsas st or :
erected new barriers, it has not clarified how SWFs might clear existing hurdles.
AControl, o0 for exampl e, remalhes epleasity fAde
evidence that the acquisitén pur pose i s s Blfoetheytranbastion i nv e st
to be approved; even ifnaSWF does not have a majority ownership in a U.S.

" See31 C.F.R. Sections 800.211314.

74 Although the White House has the authority to suspend, prabiibéverse any such transaction

under U.S.dw, it should be acknowledged that a foreign sovereign might successfully challenge U.S.
restrictions on foreign investment in an international tribunal. Indeed, the United States itself mounted
a successful chaidledngett disOCaratha®e wivew Act , 0 arguin
application to U.S. investment in Canada violated A
Brendan J. Reed, Not8pvereign Wealth Funds: The New Barbarians at the Gate? An Analysis of the
Legal and Businedsnplications of Their AscendancyVA. L. & Bus. REv. 97, 123 (2009) (citing/.
SORNARAJAH, THE INTERNATIONAL LAW ON FOREIGNINVESTMENT 298 (2004)). Such considerations

are beyond the scope of this analysis, however, which assumes the applicatioarnfl¢.8r law.

175 Epstein & Rosesupranote 3, at 118 (citing Michael Hagan & Heidi Johar8wsvereign Wealth

Funds: Risks, Rewards, Regulation and the Emerging €roster Paradigm8 M&A J. 1, 5 (2008))

(additional citations omitted).

1°See 31 C.F.R. Stion 800.301(d).

177 7Zhao Feng, Notelow Should Sovereign Wealth Funds Be Regula@BRookK. J. CORP. FIN. &

Cowm. L. 483 (2009) (citing Christopher F. Coi,Survey of the United States Controls on Foreign
Investment and Operations: How Much is Enoygh®m. U. J.INT& L. & PoLOr 417, 421 (1994)).

1781d. (quoting Robert SheareFhe ExorFlorio Amendment: Protectionist Legislation Susceptible to

Abuse 30Hous. L. Rev. 1729, 174142 (1993)) (internal quotation marks omitted).

"9 David Alan RichardsSowreign Wealth Funds and U.S. Real Estate Investr@8mroB. & PROP.

38, 39 (2009).

180 Feng,supranote168 at 50506.

181 Richards supranote T70, at 40.
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enterprise, it may nevertheless be prohibited from completing the deal under the
Acontrol® standard.

On a related note, as witnessed by the aborted 2006 Dubai Ports Worldgtiacquis
of Britaindés Peninsular and Ori en,tnal St ear
turn, owned six U.S. ports, political considerations can often play a powerful role in
determining whether SWFs can go forward with acquisitions or investments
regardless of CFIUS approvat® CFIUS review and disclosure requirements,
coupled with a history of embarrassing leaks, make this process politically dangerous
for SWFs. Transactions subject to CFIUS review are examined for 3Gaddtsen
reviewed foran additional 45 daysunless an official with the rank of Deputy
Secretary or above signs off on them fifét.During these review periods, the parties
mustsubmit sensitive personal and proprietary informationto CHIUSc | udi ng At he
busi nes duees, 6commeraiall celationships and affiliations, transactional
document s, mar ket s h'® rTais iaforndatiorb is officialy s s pl an
exempt from Freedom of Information Act requests and should not be disclosed except
through administrative or judal proceedingsNevertheless, the).S. Department of
the Treasury itself has admitted to fAsever
occurred-®®

Although CFIUS review applies in principle to real estate transactions involving
SWFs!® certain real estate investmemhay be relatively safe betas they do not
require CFIUS approval. Acquisition of unimproved land, for example, is generally
exempt®®as is the purchase of unused building
customer list, intellectual property, or other proprietary information, or other
intangible assets or® €hRleUSa&asanséeentofdepceirssi
intervene in SWF investments in the Chrysler and GM buildings in New York further
suggefltgé that even raieely high-profile real estate investments may pass regulatory
muster.

182 Feng,supranote168 at 503 04.
183 see, e.gJonathan WeismaRort Deal to Have Broader Revie®ubai Firm Sought U.S. Security
Probe WAsH. PosT, Feb. 27, 2006&vailable athttp://www.washingtonpost.com/wp
dyn/content/article/2006/02/26/AR2006022600737.html (describing negotiations surrounding and
opposition to Dubai Ports World transaction).
1% Epstein & Rosesupranote162, at 11819.
185 5ee, e.g Letter from Henry M. Paulson, Secretary of the Treasury, to Max Baucus, Chairman of the
%gnate Finance Committee (Apr. 15, 20@&gilable atblog.nam.org/treasursnsItr041508.pdf

Id.
187 Expertscharacterize the impact of the new CFIUS regulations quite bro8eigRichards supra

note 10, at 41 (noting that these regulations fAhave
transaction in which an SWF is involved. 0).

18814, at 43 (citing 31C.F.R. Section 800.302(c), ex. 1, subsection (b)).

189

Id.

19019, at 44.
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SovereignWealth Funds and U.S. Tax Policy

The United States currently treats SWFs as sovereigns for tax purpbses.
Sovereign status in this context can be a significant beAsfilong as the SWF does
not engage in commerci al activity other t
defined as the acquisition of noncontrolling stakes, the funds can avoid both U.S.
income and withholding taxes on their U.S. investméfits Curiously, U.S. law
arguably treats SWFs more favorably than private foreign investamsgténe latter
(albeit relatively #l i gh't®ISgholarsnatetdatstarc | i ni n

generost 'y i s not required wunder Il nternational
sovereign immunity as such iIimposes no rest
SWFs!**

However, when SWFs do engage in taxable activities, they are taxed at corporate
rates heavier than those applicable to private inveStofBaken together, the benefits
and disadvantages of U.S. tax laws applied to SWFEshus may cancel each other

out , |l eading scholars to conclude that t he
guestion of whether taxation provides SWFs with a competitive advantage when they
invest in tH® United States. o

Taking a Sovereign Wealth Fund to Court

U.S. law grants foreign sovereigns and certain entities associated with foreign
sovereignsmmunity from suit in U.S. courts under the Foreign Sovereign Immunities

Act (FSI A). Despite FSIAGs presumption of
includes a number of exceptiotigt may subject SWFs to jurisdiction in U.S. courts.
This actalsor egul ates a | itigantdés ability to er

sovereign, an important related considerati@iwill be addressed below.

FSIA Immunity and SvereignWealth Funds

Two key considerations determine whether SWFs can claim immunitgr
FSIA: the SWF would have to satisfytheb s def i niti on of a forei
fend off arguments that jurisdiction in a U.S. court might be appropriate under one of
theacb s exceptions.

It appears likely that practically any SWF worthy dfet name would be
considered a foreign sovereign under FSIA. Hoei ncl udes both HAor ga

1 Michael S. Knoll,Taxation and the Competitiveness of Sovereign Wealth Funds: Do Taxes

Encourage Sovereign Wealth Funds to Invest in the United St&82S?CAL. L. REv. 703, 712 (2009)

(noting that, under Section 892 of the U.S. Tax Code, SWFs are exempt from taxation of

noncontrolling investmentsSee als&/ictor FleischerA Theory of Taxing Sovereign Wealg4

N.Y.U. L. REv. 440 (2009).

192 Fleischersupranote182, a 461.

%1d. at 464 65.

1941d. at 459 (citing Qantas Airways, Ltd. v. United States, 62 F.3d 385988&ed. Cir. 1995)).

9% noll, supranote182, at 712.

11d.at7636 4 (concluding that AU.
it

S. investors have an a
innest ments in both U.S. equ e

ies and real estate. 0)
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