Two things well-governed
sovereign wealth funds have in
common

Sovereign wealth funds may have a reputation for opacity,
but good governance can help to change perceptions and
ensure they retain access to international financial markets
and gain the trust of leading global investors.

Sovereign wealth funds (SWFs) are as diverse as the countries they are
founded in. They range from funds with a few hundred million dollars to others
with more than $1 trillion of assets under management. Some disclose all their
investments, while others take a more conservative approach to transparency.
Standards of governance, and perceptions of governance practices, are also
divergent across the world's SWFs: some are tightly run organizations with
demonstrable levels of accountability and transparency, while others have
markedly lower levels of governance.

While SWFs face the same issues as any investor, they are often subject to
more scrutiny. Being owned by national (or, in some cases, sub-national)
governments heightens the risk that they are perceived as being politically,
and not economically, driven. Furthermore, as a class, they have, fairly or
unfairly, acquired a reputation for opacity.

Consequently, governance levels become key for maintaining perceived
legitimacy as a player in major financial markets or a partner to blue-chip
investors.

So, what leads to a SWF being well-governed? Our analysis suggests that while
discussing SWFs as a single group is difficult, two common threads emerge
that could guide policymakers and investors. First, it appears that the
governance of a SWF is driven in part by the standards of governance within its
home country. Second, SWFs that are members of the International Forum of
Sovereign Wealth Funds (IFSWF) — an international body that maintains and
promotes an agreed set of principles and practices for SWFs — seem to display
higher levels of transparency and governance than non-members.
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Why SWFs matter

There are three main reasons why SWFs matter.

Firstly, they control significant financial assets. The consultancy Global SWF
estimates that SWFs' assets under management exceeded $10 trillion in 2022.
While this remains a fraction of overall global financial assets, SWFs are an
important — and increasingly prominent — investor class. Furthermore, they
play an outsize role in certain asset classes. Global SWF estimates that SWFs,
along with public pension funds, hold about $500 billion in hedge funds —
equivalent to 25 percent of the total industry size. For many years, SWFs
attracted relatively limited attention: Dixon, Schena, and Capapé argue that
before their rise in prominence in the 2000s, “few people were aware” SWFs

Table 1: SWFs date of establishment by decade?

No. of fu nds existed.! This is certainly not the case today.
Decade founded Secondly, many SWFs are playing an increasingly active role in their domestic
economies as well as in both public and private international financial markets.
1950-59 3 While SWFs have existed in some form for several decades, they were initially

focused largely on either providing long-term savings or budget stabilization.
They were generally funded through excess commodity revenues or foreign
currency holdings. They also typically invested exclusively in foreign markets.
Now, however, an increasing number of SWFs invest domestically on a
commercial basis in support of strategic economic objectives.
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1980-89
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Alongside the shift in how SWFs invest, there has also been a change in how
they are funded. Several SWFs are now provided with endowments of
government assets (such as shares in state-owned companies) or one-off
capital transfers. These SWFs then derive capital for operational costs and
additional investments from a variety of sources, including returns on existing
2000-09 24 investments and debt issuance. This has been a particularly popular approach
with so-called strategic funds and generally requires additional expertise and

20-'0_-'9 30 capacity.

Thirdly, there has been a sharp rise in the number of SWFs in recent decades,
and many more are in the planning stages. As well as a shift in the types of
SWFs being established, there has been an increase in the number of funds
established. Of the 77 SWFs listed in the latest IFSWF Annual Review 2, 58 were
founded after 2000. While this may partly reflect the fact that some funds
founded earlier on have since been closed, the broader trend appears clear —
and looks set to continue this decade. According to the IFSWF, four new SWFs
have been reported since 2020, with Global SWF reporting that another ten
have been proposed and are in the process of being established.
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Why governance is especially
important for SWFs

For many sovereign wealth funds, the ability to invest in international markets
— or to attract co-investment from international investors — is central to their
strategy. As a result, maintaining access to these markets and partners is
essential. At a time when protectionist sentiment is increasing across the
world, access cannot be taken for granted in the way it has been in the past.

For many years, SWFs had no agreed standards and attracted relatively limited
attention. However, this changed in the early 2000s when such funds became
more prominent and drew additional scrutiny.

This change was driven by several factors. First, a period of high commmodity
prices in the 2000s provided significant capital to fund investments by existing
SWFs and create new funds. Likewise, considerable trade surpluses in several
East Asian countries during the same period had a similar effect. Second,
tension around foreign ownership of critical infrastructure and assets spiked
when US politicians raised around US port security following DP World's
takeover of P&O in 2006, which would have seen it responsible for the manage-
ment of some US port operations.® Third, several SWFs played a prominent role
in supporting major Western financial institutions during the 2007-08 global
financial crisis.

Collectively, these factors attracted increased attention to SWFs and their
operations. This, in turn, increased pressure on funds regarding governance
and the extent to which funds were seen to operate with purely commmercial
objectives versus broader strategic political or economic objectives.
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Unearthing the correlations:
developing a new model

While there have been efforts to establish common principles and practices
among SWFs, these initiatives fall short of a cormmon set of standards followed
by all, or a majority, of such funds.

In the autumn of 2007, the International Monetary Fund (IMF) convened the
International Working Group of SWFs to draft a set of generally accepted
principles and practices, which would eventually become known as the
Santiago Principles.* This working group eventually transformed into the
IFSWF, which now lists 37 full members and six associate members, including
many of the world's leading SWFs.

These efforts have had some success, but challenges remain.

On the one hand, Maire, Mazarei, and Truman (2021) note that “the average
scores [on the Truman Scorecard] have continued to improve,” including both
overall averages and those funds which have been included since the initial
scorecard.® Likewise, Dixon, Schena, and Capapé argue that material progress
is observable among SWFs' published self-assessments of their compliance
with the Santiago Principles.®

However, while it appears there has been an improvement in governance, it is
also clear that for many SWFs, their level of governance remains below the
levels found in other major government financial institutions within the
country, such as finance ministries and central banks. It is also less clear what
is driving higher levels of governance among some funds.

Establishing why some SWFs have higher governance standards than others
could provide insights that would enable policymakers to develop effective
approaches to enhance governance across SWFs more broadly.

To establish which factors are correlated with higher standards of governance,
we used the latest edition of the SWF scorecard, developed by Edwin Truman
as a proxy for governance at SWFs, and conducted regression analysis across
five key variables.

Two key factors had a major influence on levels of governance. First, whether
the fund was a member of IFSWF, the body responsible for the Santiago
Principles. Second, the level of governance in a fund's “home country”, as
established by using the country’'s score in the “control of corruption” subset of
the World Bank’'s Worldwide Governance Indicators.

We found no correlation between governance levels and the size of assets
under management, the number of years a fund had been in operation, or the
country's score for government efficiency in the World Bank's Worldwide
Governance Indicators.

Through this analysis, we have developed a model that explains around 20
percent of the variance in a fund'’s score in the Truman SWF scorecard.



Joining the dots: what our
analysis revealed

Given the imprecise nature of the data involved, any conclusions are
necessarily somewhat tentative. One of the key insights is confirming the
highly heterogeneous nature of SWFs. It remains difficult to speak extensively
of SWFs as a group because of their diversity as a class. It also seems clear that
the factors covered in this paper provide only a partial account of governance
among SWFs.

However, the results do provide evidence to back up the hypothesis that
governance among SWFs is driven in part by the standards of governance
within their home country.

Notably, membership of the IFSWF is correlated with higher levels of
transparency and governance. Given that the Truman Scorecard is based on
the Santiago Principles — against which members of the IFSWF are expected
to assess their level of compliance — this is perhaps not surprising. And clearly,
the correlation could run in both directions: it may also be the case that SWFs
with a higher commitment to strong governance are more likely to join a body
such as the IFSWF.

However, it is encouraging that membership of the organization does appear
to correlate with changes in SWFs' behavior, which also echoes the finding in
Maire, Mazarei, and Truman (2021) that “the 36 members and associate
members of the IFSWF have a slightly higher average [score in the Truman
Scorecard] (69) than the 28 non-members (62)".7
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Implications for policy makers
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For policymakers, the findings prompt two key considerations. First, there
should be an expectation among policymakers encouraging the creation of
SWFs that the funds are likely to reflect the broader level of governance within
the country. This is certainly not to discount the use of SWFs, but it does
highlight that SWFs created in a country with poor governance are unlikely to
resemble prominent SWFs in other markets without significant efforts.

Second, the absence of a clear definition of SWFs or rigid norms or regulations
around their governance has led to a considerable diversity of approach. The
possible correlation between membership of IFSWF and higher governance
scores suggests that adopting voluntary standards may have some impact on
governance standards — and that efforts to support and strengthen these
standards may prove effective in driving broader improvements. However, as
noted above, the causality implied by this conclusion would need to be
qualified.

Implications for further research

Further research could track these relationships over time, using historical
(and future) data to establish how far SWFs’' governance changes over time
and the extent to which this is related to broader factors (such as changes in
government control of corruption) or to institutional factors.

Likewise, further research could examine institutional factors that may inhibit
a SWF's governance and account for some of the variance in the Truman
Scorecard, which is left unexplained by the model in this paper. This could
include an analysis of SWFs' internal human capital — such as the number and
seniority of employees — and institutional constraints, such as the legal
structure of the SWF and its mandate.
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Appendix: The SWF Governance model

Data

Assessing levels of governance is an imprecise science. To provide a working
proxy for SWFs' level of governance, we used the most recent edition of the
scorecard developed by Edwin Truman (“the Truman Scorecard”). This
scorecard was first published by Truman (2009), and its most recent iteration
was published by Maire, Mazarei, and Truman (2021). It assesses a SWF's
compliance regarding 33 equally weighted factors and scales this score to 100.

This data set has several advantages.

First, the exercise has been conducted on four separate occasions, meaning
that further research could analyze these findings against previous iterations
of the Truman Scorecard, assessing the degree to which trends are constant or
have changed over time.

Second, the survey is designed to be comparable with the elements of the
Santiago Principles and so reflects a set of common standards for SWFs as
drafted in part by a group of SWFs. This suggests it reflects an idea of
transparency as envisaged by the sector.

Third, while the survey reflects information from 2019, it is close enough in time
to the other data used to provide a robust comparison. While previous
iterations of the Truman Scorecard demonstrate that funds can, and have,
improved their score, it is unlikely they would see significantly different
outcomes in the space of a couple of years. Therefore, the Truman Scorecard
provides a decent picture of their levels of transparency as they currently
stand.

Fourth the Truman Scorecard assesses a broad range of governance
indicators, giving a more complete view of SWFs operations than alternatives
such as the Linaburg-Maduell Transparency Index, which only assesses ten.

Furthermore, we have compared SWFs' scores in the Truman Scorecard to
their scores on the GSR Index, developed by the consultancy Global SWF
(Chart 1), which aims to act as an assessment tool for the best practices of
state-owned investors and looks to assess SWFs' governance, sustainability
and resilience. While the scores measure different elements, there is a
reasonably strong correlation between the two metrics, which suggests a
certain element of consistency in how SWFs are assessed in this area.

The other data sets we have used are broadly straightforward. We have used
the IFSWF's definition of each SWF's year of formation, as included in its 2021
Annual Review. SWFs are not uniform in their practice of reporting their level
of assets under management, and several funds do not do so at all. As a result,
we have used the estimates published by the consultancy Global SWF in its
2023 Annual Report, which uses publicly disclosed information where available
and informed estimates where it is not.

To assess governance and government capacity levels in the fund’'s “home
country,” we have used the World Bank’'s Worldwide Governance Indicators.
Again, assessing levels of governance and government capacity is inexact.
However, the World Bank’s indicators provide arguably the most widely
respected and credible assessment available and are derived from more than
30 underlying data sources.

Most SWFs are owned by a sovereign state, but a significant minority — 17
percent of the data set in this paper — are owned by sub-national
governments. In this instance, we have used the scores for the state as a whole
as the best approximation.

One significant challenge was which SWFs to include in the research. There is
no definitive list of SWFs, and, as a result, each of the data sets this paper draws
on covers a slightly different list of funds. For completeness, this paper
includes SWFs present in all the data sets — an approach that comprises 46
funds, including the most notable ones.

There is a risk that the results could be affected by the fact that several
countries have more than one SWF — held either at national or sub-national
level. While this accounts for 15 of the 46 SWFs in the data set, only two
countries —the United States (three funds) and the United Arab Emirates (four
funds) — account for more than two SWFs. All three US funds record similar
scores on the Truman Scorecard (ranging from 82 to 93), but there is
significant divergence within the UAE funds between the highest scoring SWF
(Mubadala, which scores 75) and the lowest (Emirates Investment Authority,
which scores 36). It is unlikely that this has a significant impact on the findings
of this paper, but it may be important to note in designing further research.




Analysis

The broad regression analysis in Table 2 demonstrates that several variables
have very high p-values and are unlikely to contribute to a workable model.
Assets under management, years of operation, and government effectiveness
have very small coefficients and p-values that suggest they are not significant.
The model as a whole has an adjusted R-squared of only 0.105 with a standard
error of 18.25.

Removing the three non-significant variables (Table 3) leads to an increase in
the adjusted R-squared to 0.161 with an R-squared of 0.198, a standard error of
17.67, and ensures all variables are significant — or on the border of
significance — at the 5 percent level.

The coefficient for the IFSWF membership dummy variable is 11.56, suggesting
that membership of the body is correlated with a fairly significant increase in a
fund’s score on the Truman Scorecard (albeit with a standard error of 5.98).

Marks on the Truman Scorecard range from 23 to 100, with a mean of 67 and a
standard deviation of 19.29. Looked at from a different perspective, given that
the Truman Scorecard is composed of 33 equally weighted elements, it is the
equivalent of ensuring compliance with a further 3.85 elements.

The coefficient for the Control of Corruption variable is 8.82, with a standard
error of 2.86. Given that the Control of Corruption score ranges from -2.5 to +2.5,
with a mean of O and a standard deviation of 1, this suggests that a one
standard deviation improvement of a country's score in the Control of
Corruption index is associated with an increase in its score on the Truman
Scorecard of 8.82 or ensuring compliance with a further 2.94 elements.

In both instances, the coefficients suggest a significant correlation between
the independent and dependent variables, but the standard errors mean the
findings must be significantly qualified, as demonstrated by the broad
dispersion of the results visible in Chart 2.

Table 2: Broad regression analysis

Dependent variable: Truman Scorecard score

Number of observations: 46

Table 3: Tailored regression analysis

Dependent variable: Truman Scorecard score

Number of observations: 46

Chart 2: Actual versus predicted values for tailored regression analysis (table 2)
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