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It isan hona to appear today before this distinguished Congressiond Commission to
evauae the growing importance of sovereign wealth funds(SWFs), especialy thoe in
China ontheU.S. finanda servicesindudry. AsTreasury Deputy Secretary Kimmet
has recently said, Ot is hard to escape the conduson tha theongdng increase in SWF
cross-border investment represents a potential structural shift in theglobd econony. Itis
incumbent on econormic policymakersin al countiesto consder fully theimplicationsof
this shift and howto respond3 This hearingisacritica step to ensuring that Congress
and other policy-makers anticipae the chdlenges posed by sovereign investors and take
stepsnotonly to preserve our open market, butalso to protect vital interests.

In sharp contrast to many other naions the United States has had a virtudly exclusve
focuson private markets since its inception, generally avoiding forays into public
ownership of critical ingitutions BecausetheU.S. econony isfundanentally premised
on private Bnot govenment Bownership, our regulatory system does not take account of
very different motivationstha may goven nonprivate investors. Great care thusneeds
to betaken well in advance of any significant entry into our markets by state-owned or
controlled inditutions Asformer Treasury Secretary Summers has said, GGovernments
are very different from other economic actors. Their investments should be govened by
rules designed with that reality very clearly in mind.G

Thisis paticularly trueof finandal inditutions Finandal firms are backed by express
and implicit taxpayer guaantees (e.g., degpost insurance, access to the Federal Reserve
discountwindow) and are critical to afundioning U.S. payment system, capital market
and econony asawhole. Finandal inditutionsalso handle other people® money Bfunds
provided to them in trug by depostors, investors and retirees, taking on a safekeeping or
even fiduaary responsbility tha may nat be compatible with foreign-government
objectives. Findly, finandal ingitutionsBmog notably private-equity firms Binvest in
other firms and, thereby, gan inade knowledgeabout thar opeations intellectud
propaty and objectives. All of this makesit vital tha SWF and similar state activitiesin
theU.S. finandal system be conduded in atrangarent fashion with clear regulatory
authornity built in advance to prevent corflicts of interest, ingder transactionsor Bmogt
troubling Dactivities designed to foger home-country political or military objectives.

In this statement, | would like to emphasize thefollowing condusons

¥ Issuesraised by recent high-profile activities by entities owned or controlled
by the Chinese govenment do notraise concerns separate from those posed
by other sovereign paticipantsin theU.S. finanda market. Asaresult, no
separate action related to them is appropriate or required. However,
additiond U.S. andinterndiond actionsare required to anticipae potentially
seriousproblems resulting from sovereign investment, as detailed be ow.
Chinese- entities should be fully within the scopeof these standads

! GPublic Footprints in Private Markets: Sovereign Wealth Funds and the World EconomyOby Robert M.
Kimmitt, Foreign Affairs, January/February 2008.
2 Funds that Shake Capitalist LogicOby Larry Summers, Financial Times, July 29, 2007.



¥ State-owned busgness enterprises should beviewed as a class, with
appropriate govanance focused notonly on SWFs, butaso on any other
state-owned enterprises tha, by virtue of stakes taken in private busness, can
exert noneconomnic influence in private markets outside ther home borders.
In addition, some mgjor corporations(e.g., PetroChing are nomndly private,
butare in fact state-controlled and thar activities thusmug be govened as
such. Oneneed look nofurther than Gazprom@ recent acquisitionsof
European energy pipdinesto recognize these potential risks.

¥ Theshap spikein state-controlled postionsin U.S. finandal ingitutions
warrants immediate attention from policy-makers and establishment of a clear
supeavisory framework. Asddailed in thetable at the close of this testimony,
we calculate tha sovereign enterprises have invested $44.3 billion since 2006
in U.S. banks brokers and other finanda firms. While asmall percentage
relative to thetrillionsin finandal-indudry market capitalization, several of
these stakes (e.g., Blackstone Merrill Lynch, Morgan Stanley) make the
govanment stake-holder anongthefirm@ largest investors. Even thoughall
of these investments have been carefully structured to meet (passivityO
requirements, they are neverthdess so large as to permit significant influence
ove firm opeaations Asaresult, additiond safeguardsfor these investments
are required even if they are structured as passive ones.

¥ Appropriate additiond safeguadsfor sovereigninvestmentsin U.S. finandal
ingitutionsinduderequiring tha all equity postionsin U.S. finandal-
services firms be conduded throughthird-party asset managers. Indeed, it
would bebest if all SWF and similar investments were executed throughasset
manage's (induding throughbroadly-hdd mutud fundsor exchangetraded
fundg, as this would ensure sole focus on economic objectives and reduce
systemic risk. Recent SWF assertions induding those from Chinese officials,
tha all thar investments are solely economic are contradicted by other
statements. Controls mug and should beindituted in advance to prevent
conflicts of interest, ingder trading or othe potential abuses and to limit
market risk.

¥ Soveegnstakesin afinandad inditution abovefive percent not executed by a
third-party asset manager should create a presumption of control. Such
investments could thusbe consdered by the Committee on Foreign
Investment in the United States (CFIUS) if CFIUS deemed thetakeover target
pat of theU.S. critical infrastructure. However, finanda-ingitution
acquisitionsraise uniqueissues. Thus all finandd investments abovea
potential control threshold should be subject to prior approvd by the
appropriate fundiond regulator (e.g., Federal Reserve, SEC, state insurance
commissiond). TheFederal Reserve has frequently expressed to Congressits
deep concerns aboutcommercial ownership of insured depostories® These

3 Testimony by Scott G. Alvarez, General Counsel, Federal Reserve Board on Industrial Loan Companies
before the Committee on Banking, Housing, and Urban Affairs, U.S. Senate, October 4, 2007.



fears apply with far more force to ownership stakes by sovereign entities and
demondrate the urgent need for prior approvd and careful, trangparent
govenance.

At the same time we take care to insulate finandal-services firms from sovereignrisk, we
mug similarly bevery scrupulousaboutensuring an open market. Thisisnoidle
congern, as some of the proposls related to SWFswould not only be protectionist, but
aso actudly endange U.S. finanda stability. Some of the SWF investments cited above
infinandal ingitutionscame in thenick of time, with severa very largeband, thus
systemically significant Bfirmsin urgent need of thefundsthey foundabroad. Even if the
U.S. wanted to eschew sovereign investments, our current-accountdeficit putsusin no
postionto doso. TheSwiss Nationd Bank has recently estimated that the United States
accounts for sixty percent of theworld'saggregate current accountsurpluses.* Barring
sovereign investments would smply cut off our collective nose to spite our face Dit
would deprive usof urgently-needed resources tha, for awide variety of reasons we
send abroad.

A Unified Policy For All Government-Related Investment

Definitionsdiffer aboutwhich firms should or should not be congdered in the policy
review of sovereigninvestment, with some suggesting this should ssimply belimited to
SWFs and others urging that other entities (e.g., commodity-focused stabilization funds
or even central reserves) be broughtunde scrutiny aswell. This debae arises because
naionsfollow very different practicesinvesting their surpluses. A recent pape by Ted
Truman at the Peterson Inditute for Internaiond Economics® provides a careful
differentiation of different types of sovereign ventures, as well as an overview of thar
current scopeand size. Asthepape notes, some entities Be.g., the Saudi Arabian
Mondary Authority Dare consdered reserve funds butin fact have very significant
holdingsof foreign investments (estimated as at least $235billionfor this entity). AsMr.
Truman notes, counties geneaaly provideinformation on ther reserve holdings butitis
often incomplete, especialy with regard to holdings of foreign securities. Asaresult, he
recommendsbas this testimony also suppots Bpdicy tha focuses on all foreign
govanment investments in private-sector firms, regardless of thenomnd naure of the
govanment-controlled enterprise engaging in theinvestment activity.

Definitiond difficulties complicate a soundassessment of thesize of SWFs, reinforcing
therecommendaion of a policy focused on al foreign investment by government-
controlled entities. Looking only at theventures now consdered SWFs controlled by
Chinashows firms of congderable size and scope(currently estimated at $66 billion).
However, asthe Truman paper cited aboverightly notes, Chinahas vast reservesin

* Speech by Philipp Hildebrand, Vice-Chairman of the Governing Board of the Swiss National Bank, at the
International Center for Monetary and Banking Studies, Geneva, December 18, 2007.

® “Sovereign Wealth Funds: The Need for Greater Transparency and A ccountabilityOby Edwin M.
Truman, senior fellow at the Peterson Institute for International Economics, August 6, 2007.



addition to those now housd in its SWFs, permitting it at any point either to invest these
reserves directly or to swell SWF baances. Thus U.S. policy with regard to China®
SWFsbPlike all others Bshould be based ndather on size nor ontheddinition of how an
ingitution may beddined. Fundamentally, any sovereign investment in a private venture
isproblematic if tha investment is of a size and structure to permit controlling influence.

Wha aretherisks? A recent pgper by the Federal Reserve Bank of San Frandisco®
summarizes them as follows:

¥ theposibility that Girategic leverage Ocould be used to promote narow,
naiondistic objectives,

¥ use of resources to suppot Qhaiond-championCfirms at the expense of
others;

¥ use of acquisitionsto obtain strategic information; or

¥ acquidition or control of critical infrastructure (e.g., finance,
telecommunications etc).

With regard to finandal inditutions some have arguad’ that SWFs will in fact have a
stabilizing influence because fundswill notbeinfused or withdrawn in a sudden way tha
could disruptthemarket. However, largeprivate investors have sometimes used ther
market impact to affect currency valuesin thar favor ba movewith not only market
impact, butalso potential nationd-security implications Further, thevulnerability of
globd finanda marketsto actionsby even onemagjor player is clearly evidenced in
recent problems in the subpiime-mortgage and monoline-bondinsurer arenas. SWFs and
other sovereigninvestors have clearly grown to thesize at which oneor more of them
could have at least as much impact on finanda markets by any sudden actionsresulting
eithe from changed market sentiment or, far more troubling, altered nationd-policy
objectives.

Financial-Industry Considerations

Currently, any controlling sovereign stakein aU.S. finandal inditution could come
unde CFIUS review if thetransaction were deemed to affect critical infrastructure.
However, tha review now indudes aflawed definition of control and does not
differentiate between finandal-services firms and all others subject to thisreview, even
thoughfinanaa inditutionsplay uniquerolesin the U.S. market and have an array of
implicit and explicit guaantees. Review of sovereignfinanda investments should
follow broader U.S. pdicy and thusbring these acquisitionsunde additiond, advance
supavisory scrutiny to protect interests specific to finandal markets.

In return for federal protections U.S. finandal-services firms come unde numerous
regulations These are based onwha has come to be caled a Qhree-pillarOapproach
following internaiond conenauswithin the Basel Committee on Banking Supevision,

¢ Csovereign Wealth Funds: Stumbling Blocks or Stepping Stones to Financial Globalization?OFederal
Reserve Bank of San Francisco, December 14, 2007.
" Kimmet op. cit.



theInternaiond Organization of Securities Commissionsand similar organizations
Thesepillars are:

¥ regulatory capital;
¥ supevison;and
¥ market discipline

In my view, noneof these pillars applies to sovereign investments, with those related to
supavision and market discipline especially problematic. As SEC Charman Cox
recently noted,? sovereign entities can be subject to significant interna conflicts of
interest or even corruption and mog are not govened by any form of third-party
supavision tha would limit thisrisk. For example, in Ching SWFs are notunde the
supavision or control of any supeavisor, nor does any such entity have the power to
condrain, ater or limit SWF activity.

Compoundng the problem of home-county supeavisionisthefact tha theability of U.S.
supavisorsto govan SWFsismos undear. To be sure, sovereign entities engagingin
U.S. commercial activity are subject to thejurisdiction of the U.S. coutts, as has been
demongrated in an array of cases.” Charman Cox concedes this point in theremarks
noted above butgoes onto say tha hewondesif aforeign supavisor would in fact be
able to sandtion an erring sovereign investor, noting that, Q1]f the same government from
whomwe soughtassistance were also the controlling person behind theentity unde
investigaion, a congderable conflict of interest would arise.O

Thisis no academic matter. Such corflicts have already occurred, with the scopeof the
problem evidenced by thefact tha, in the mog public recent case, theforeign entity was
not even a sovereign investor pe se, butrather avery wealthy individud close to the
interests of his home govenment. In 1991,athen-state owned bank (CrZdit Lyonnas)
used afront peson Bamajor French investor with close ties to his home-country
president Bto acquire Executive Life, atroubled Californiainsurance firm. When this
transaction cameto light several years ago, U.S. regulators soughtto sanction Credit
Lyonnas and the French investor, but press reports indicated they were blocked for
severa yearsin doing so by virtue of direct and indirect French govenment
intervention® It took several years before the Federal Reserve and Department of
Judice were thusable to findize amajor settlement with the patiesinvolved. Were
these parties either direct government entities and/or affiliated with a govenment
disindined to honorU.S. law enforcement, the ability of the United States ever to findize
these judgnents would be, at best, undear.

8 Speech by SEC Chairman Christopher Cox, OThe Rise of Sovereign BusinessQ Gauer Distinguished
Lecturein Law and Policy at the American Enterprise Institute Legal Center for the Public Interest,
December 5, 2007.

® See Republic of Argentina v. Weltover, Inc., 504 U.S. 607 (1992), I.T. Consultants v. Pakistan, 551 F.3d
1184 (D.C. Cir. 2003), interpreting the Foreign Sovereign | mmunities Act (FSIA) 28 U.S.C. 1604,
1605(a)(2).

19 (Decision Nears for Credit Lyonnaisin Executive Life CaseOby Charles E. Boyle, Insurance Journal,
February 25, 2002.



Financial-Industry Sovereign Investment: Specific Recommendations

Findly, | would like to turn to the specific suggestionsprovided at the start of this
statement for sovereign investmentsin finandal-services firms. Asnoted, | bdieve
ongong efforts with regard to codes of condud or best practices, such asthos now
undeway a thelMF Dare very important efforts and should be moved expeditioudy to a
meaningful conduson. Theprindples many have espousd for these codes (see, for
example, the Truman pgpe and Summers statement) should generally beincorporated, as
they are soundhigh-level prindples tha would significantly enhance corporate
governance and investor protection.

However, as the abovediscussion of enforcement problems demondrates, these codes
and high-level prindples have consderable limitations Thereis no clear mechanism
with which naionscould enforce these codes or even ensure they are beng met, despite
assurances to tha effect from sovereign naionsor thar SWFs. Thisis particularly true
with regard to codes that state tha sovereign fundsshould ba corruption or conflicts of
interest, as corrupt naionswill surely sign these codes and then continuewith busness as
usud.

Specific prindples Be.g., trangarency and accountbility Dare aso vulnerable, and not
jug because naion-states may hgppily conaur with these prindples and then violate them
with abandon. Thedeails of these prindples will in practice provevery difficult to
hammer out, making it hard to establish a set of prinaplestha goes beyond well-meant
godsto specifics tha would be meaningful for thase nationstha would genuindy seek
to comply with them. Asthe San Frandsco Federal Reserve has noted, Orherequirement
for stringent trangparency tests of SWFs may be unredlistic, dueto cogly monitoring and
collection of information.O Trangparency soundsfineDindeed, it isfineDin prindple,
but deciding which disclosures would in fact beuseful will provevery difficult, as
evidenced by the decade or so it has taken to hash out still-incomplete rules for the
disclosures meant to accompany the Basel 11 risk-based bank capital rules.

So, moving beyond codes of condud and high-level prindples, how should sovereign
finandd-ingitution investmentsin theU.S. begowerned? Itis, | bdieve, vital to ensure
tha sovereign investments are made only for commercial, not nationd-policy, reasons
and tha they are of a size and nature that limits macroeconomic or finandal-system risk.
To besure, SWF managers have recently soughtto reassure globd markets as the scope
of thar opeationshas grown. Jug last week, thehead of thelargest Chinese SWF came
to Washington on jug such amission. However, he told the press that his SWF would
notinvest in tobacco or in projects tha damagetheenvironment. These are laudable
gods, to be sure, butthey indicate tha investments would still have non-commercid
motivationstha warrant careful scrutiny.** Reinforcing this conaern is arecent repott
from an indugry andyst tha SWFs have amajor interest in acquiring asset-management

1 GChina Tries to Reassure U.S. About Its Investing PlansOby Steven R. Weisman, New York Times,
February 1, 2008.



firms notto profit by ther opaations butrather to learn fromthem.*® Agan, thisis
laudable, but notcomparable to truecommercial motivation. Put another way, these
investments are meant to foger externdities BDan appropriate god for govenments, but
not private firms with shareholder, employee and other stakeholder obligaions

Asaresult, al sovereigninvestmentsin U.S. financial-services firms Bregardless of
charter or thar regulatory structure Bshould be conduded either throughthird-party asset
manage's or placed throughdiversified investment vehicles such as mutud or exchange
traded funds Thisisan important general prindple for all sovereigninvestments, butb
dueto the uniqueguaantees behind mog finandal inditutionsand the systemic
importance of even relatively small onesBit isvitd that it goven sovereign investments
in this sector. As Secretary Summers has noted:

All of these risks would be greatly mitigated if SWFs invested through
intermediary asset managers, asisthe case with mog ingitutiond pools of
capital such as endowments and penson funds The experience of many
endowments and pengon funds suggests tha this approach is in mogs
cases likely to produce the best risk-adjused retums

Should therequirement for third-party asset management not apply, then all sovereign
finanda investments abovea five pecent ownership stake should come unde advance
supavisory review, in addition to thedegree to which they come before CFIUS. As
noted, finandal-services firms have an array of uniquecharacteristics tha differentiate
them from other commercial ventures. Thisis, indeed, the premise of U.S. banking law b
which seeks to bar commercial ownership of insured depostoriesBandit isacritical
concern of theFederal Reserve Board and FDIC. Althoughmuch of thedebaeislimited
to insured depostories, many systemic-risk and fidudary issues transcend them, as has
been made clear by an array of market developments ranging from the FRB-led rescue of
LongTerm Capital Management in 1998to the problems of the mondine bondinsurers
now driving globd equities markets up and down onadaly basis.

So far, all of therecent significant sovereign investment in finandal entities have escaped
formal advance scrutiny, althoughsevera were pre-cleared in an informal fashion with
the appropriate agency. Thiswas donebecause each is carefully structured to meet the
specific banking and securities law criteriafor Qpassive investment.O However, passivity
can sometimes be more alegd fictionthan an opeationd fact, as was made clear in press
reports tha suggested that the dismissal of Citigroup@former CEO was pressed by a
Saudi investor with alargeDalbét passive Downership stake.® His pressure may well
have been appropriate, butit wasn®passive.

U.S. banking law™ defines control as an ownership stake above24.9 percent or when
variousOndicia of controlOare foundby the Federal Reserve. Thelaw indudesa

12 (BWFs eye asset managersOby Steve Johnson, Financial Times, November 05, 2007.

13 GPrince Alwaleed: Why Chuck Had To GoOby Andy Serwer and Barney Gimbel, Fortune, November
16, 2007.

14 See 12 U.S.C. 1841(a), 12 C.F.R. 225.2(e).



presumption tha control does not exist if ownership stakes are bdow five percent,
althoughthe FRB may still find such control even if nomind ownership postionsfall
bdow five percent. Thisapproach Bwhich looksbeyondlegd formalities Bshould be
applied to al finandal-services firms, notjus banks to ensure tha no sovereign entity
takes a postion or uses its power to obtain influence dispropottionge to its holdingsor to
advance non-economic objectives.

To accomplish this requirement, Congress would need to indruc the Federal Reserve and
other bank regulators to assume tha control existsin ownership stakes abovefive percent
by sovereign entities. This could be donethrougha changein law or jug througha
resolution. However, a comparable standard would need to be established in law for
other finandal-services firms, where no such provision of law or prior-approvd process
exists. Thiswould subject broker-dealers, investment advisers, private-equity firms and
insurance companies to an unprecedented level of federal scrutiny, but only with regard
to approvd of changes of control tha involve sovereign entities.

These nonbanking firms can play maor roles in both thefinandal system and the
econony as awhole and they are often also backed by federal protection. Cases abound
bthe afore-mentional rescue of amagjor hedgefund and the bal-out now beang structured
for monolinebondinaurersto name but two examples. Reflecting these back-stopsand
broader systemic-risk congderations the U.S. Treasury is aboutto propo® a new
regulatory scheme for thefinanda-servicesindudry as awhole. Thiswould, if enacted,
create the platform from which to establish a unified prior-approvd process for sovereign
investment in finandal inditutions butits completionisyearsaway. Urgent and
immediate finanda-market concernswarrant short-term action to ensure tha any
controlling stakes Bdefined as proposd Bthusbecarefully reviewed in advance and tha
al conditionsto any such approvds are explicit ones to which personsexpressy subject
to enforceable U. S. law are bound.



Date Investor Targe Amount
21May “07 Chinalnvestment Corp.® Blackstone $3B
Sep."07  Bourse Duba®® NASDAQ $42B
30 Sep. *07 Mubalda Development Co.* Carlyle $14B
Oct. 07  Citic®® Bear Stearns $1B
300ct. 07 Dubd Internaiond Capital™® Och-Ziff $13B
27 Nov. 07 Abu Dhabi Investment Authority® Citigroup $75B
19 Dec. *07 Chinalnvestment Corp.? Morgan Stanley $5B
24 Dec. “07 Temasek Holdings? Merrill Lynch $44B
14 Jan. 08 Kuwait & Koreg™ Merrill Lynch $4B
14 Jan. 08 Singgpore, Kuwait, & others Citigroup $125B
Total: $443B
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