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ABSTRACT

SWFs are a hot topic everywhere, for any number of reasons, both good and bad. The primary reason for the
constant headlines about SWFs is their sheer size. Reasonable estimates of the current size of SWFs put the total
at $10 trillion. We can include an additional $6 trillion in foreign exchange assets owned by governments; on this
definition, Japan’s government Pension Investment Fund probably already ranks as one of the largest SWFs in the
world, with about $1.3 trillion in assets.

The debate over SWFs in America and in Japan has been driven by one common concern---namely, nervousness
over the motives of SWFs. Other factors giving momentum to the debate in Japan include the need to increase the
yield on government pension funds in response to the ageing society as well as applying more modern asset/liability
management techniques to existing foreign exchange reserves.

Unfortunately, the Japanese mass media tends to treat the topic of SWF as an idea in itself, rather than as an
outgrowth of a series of failures of government policies or of the private sector. Issues such as the appropriate
level of forex reserves for Japan, effective management of those reserves, the failure of the private sector to
develop a strong fund management industry, and traditional problems in Japanese corporate culture such as lack
of transparency and healthy corporate governance are the real problems. Establishing a SWF is one tool to solve
certain problems, but it is probably not a solution in itself.

Introduction

SWFs are a hot topic everywhere, for any number
of reasons, both good and bad. The first reason for
the constant headlines about SWFs is their sheer size.
Reasonable estimates of the current size of SWFs
put the total at $3 trillion in nonpension funds and $7
trillion in government pension funds, for a total of
$10 trillion. We can include an additional $6 trillion
in foreign exchange assets owned by governments
and note that, on this definition, Japan’s government
Pension Investment Fund probably already ranks
as one of the largest SWFs in the world, with about
$1.3 trillion in assets.

Sovereign wealth funds have been financed either
directly from foreign exchange reserves, commodity
revenues, pension fund contributions, revenues from
privatizations of public assets and so on. But to be
clear, the term SWF is used to describe any pool of
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government-controlled financial assets which has
been financed out of public resources. SWFs derive
their funds from a wide range of sources, and they
also have any number of purposes. One type aims
at smoothing out the business cycle in the case of
economies dependent on volatile commodity prices.
Some examples of this type are the funds established
by Alaska or Botswana. Another model “hedges” the
national economy by investing in resources which
are in national deficit, such as China’s investment
in energy. A third common type is established to
manage excess foreign reserves, as is the case
Singapore, for example. The point is that it is difficult
to generalize about SWFs; each country’s decision
to establish or not to establish a government-owned
pool of assets is a reflection of that country’s political
process, fiscal deficit or surplus, natural resources,
and the level of development of its own financial
system.



Policy makers in countries targeted by SWFs
have raised two broad policy concerns: (1) their
lack of transparency and (2) their possible misuse
for political or other non -commercial goals. SWFs
pose a complex challenge for policy makers. On
one hand, SWFs are long-term investment vehicles
looking beyond quarterly results and therefore serve
as stable funding sources during financial turbulence.
In the current period of severe liquidity contraction,
and given the increasing possibility of global
economic slowdown, such large pools of long-term
capital could be important substitutes for bank credit.
SWFs are therefore often branded as “aggressive”
investors, since they do not have to worry about
short-term performance. Given the recent willingness
of SWFs to take large bets on the long-term recovery
of the US financial industry, for example, one can
only assume that SWFs will continue to be active
investors while publicly-held investment firms,
measured by short-term performance of their funds,
will be more cautious. Finally, as long as commodity
prices remain high, countries producing those
commodities will see continued strong inflow of
revenues diverted to their own SWFs, which will, in
turn, have to be invested.

On the other hand, there are operational concerns
stemming from government control. One point is
that although SWFs might be a welcome source of
long-term investment in a local economy, they may
distort prices of equity or interfere, at least in the
short term, with local monetary policy. The lack of
transparency and the weak governance typical of
several of the biggest SWFs create other anxieties; it
is certainly the case that many of the large SWFs are
owned by governments where free elections are not
the norm. Some policymakers fear that investments
by such funds might be driven for political, rather
than economic reasons. This would likely not benefit
the citizens who in the end own the fund.

In the United States, nervousness about SWF
began with attempts by Abu Dhabi to invest in US
ports, and anxieties increased when one of China’
s state-owned enterprises, CNOC (China National
Oil Corporation) attempted to buy the American
energy company Unocal. That nervousness reached
its peak in the fall of 2007 with the establishment of

China’s key SWF, CIC. American attitudes towards
SWFs changed when the subprime crisis in the US
threatened the financial stability of many of its major
financial institutions. The crisis made it impossible to
refuse much-needed capital injections by Asian and
Middle East SWF players into Citi, Merrill, Morgan
Stanley, and others. Bowing to the inevitable, the
US has accepted that SWFs are here to stay but has
insisted upon the establishment of “best practices”
for SWF investors. This code of conduct is to be
formulated through coordination by the IMF. The
US Treasury has also just issued a very long list of
best practices for hedge funds, in response to the
complaints from SWFs that they were being singled
out unfairly as market distorters.

Our sense in America is that the Japanese debate
on the issue of SWFs has become a hot topic for
similar reasons---namely, nervousness over the
motives of SWFs who have already been active
in Japan in the case of Sony, the Westin hotel at
Ebisu, and in a number of Japanese REITs. There
seem to be other factors giving momentum to the
debate as well. The need to increase the yield on
government pension funds in response to the ageing
society is one; applying more modern asset/liability
management techniques to foreign exchange reserves
is another. But in general, the suggestion that Japan
establish a SWF is generally met with skepticism
in the US. SWFs are generally associated with
developing economies whose domestic financial
markets are underdeveloped, with countries enjoying
large fiscal surpluses, or with commodity exporting
economies, such as Saudi Arabia. Many of the
largest funds are owned by governments where full
participatory democracy is not the norm. Japan fits
none of these criteria. And indeed, Japan already
has one of the world’s largest SWF in the form of
the Japanese Government Pension Investment Fund.
To the outside world, it’s not immediately obvious
that Japan needs a SWF; outsiders also are quick to
assume that the establishment of an SWF is a signal
that Japan is reversing its commitment to transfer
government assets, such as the postal savings
systems, the former Japan Development Bank, etc.,
to the private sector.

This attitude misses the context that is unique to
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Japan. Part of the problem in analyzing the case for
SWFs in Japan is that it is difficult to disentangle a
number of related issues. Unfortunately, the mass
media tends to treat the topic of SWF as an idea
in itself, rather than as an outgrowth of a series of
failures of the private sector. It is important not to
forget that there are specific problems that led us to
this debate. Establishing a SWF is one tool to solve
certain problems, but it is probably not a solution
in itself. This article is not an attempt to endorse or
reject the idea of a new SWF for Japan. It is simply
an attempt to list some of the problems that need to
be solved, either by using a SWF or not.

How Does a Japanese SWF Solve
the Underlying Problems?

There are four problems which are underlying
Japan’s calls for an SWF but which cannot be solved
solely by the establishment of an SWF:

e What is the appropriate level of foreign exchange
reserves for Japan?

e Why has the private sector failed to develop a
fund management industry capable of managing
the nation’s wealth?

e How will a Japanese SWF achieve a level
of transparency necessary for international
acceptance and how will support of the voters be
secured in the democracy that is Japan?

e How strongly does Japan really support the idea
of free flows of foreign direct investment into the
country?

Forex Reserves Need to be Better Managed

First, is Japan currently holding levels of
forex reserves that are too high and that should
be redeployed? A SWF is one good solution for
those who believe that Japan maintains an excess
at present; you would simply take what you deem
to be the excess, separate it into a new pool, and
invest it accordingly. In fact, the situation in Japan
is quite complex and seems to cry out for some sort
of reform, either an SWF or something else. Japan
has not intervened in forex markets to buy dollars
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since March 2004, so the level of dollars should not
be increasing. However, the dollar-denominated
interest income on those holdings is not being sold
and converted into yen, out of concern for the impact
on the yen/dollar rates (and, one assumes, to avoid
being regarded as unfriendly to the U.S.). Rather,
the MoF is issuing yen-denominated bills to offset
the increase in the dollar assets. Thus, even simply
maintaining the status quo implies a perpetual
increase in both the national debt and the level of
dollar reserves. One proposal calls for establishing a
SWF that would include only the interest income on
the dollar-denominated reserves, which the managers
of the SWF would diversify to some extent out of the
dollar, one expects.

There are other ways in which to tackle the issue
of excess reserves, however. One could imagine
the MoF simply introducing a method by which to
increase diversification of its holdings. The Central
Bank of Switzerland several years ago debated the
idea of establishing a SWF to manage its own excess
reserves. In the end, Switzerland decided to transfer
excess forex reserves to the local governments to
resolve their fiscal deficits rather than establish a new
SWEF. China has used its SWF, created from excess
forex holdings, to help recapitalize its banking
system.

But a SWF does not in itself solve questions
about exchange rate policy nor is a SWF in itself
a guarantee of the nation’s fiscal health. And, in
fact, Japan’s forex reserves probably are being
managed inefficiently, in a way that carries far too
much risk. Studies by the World Bank and work
by Larry Summers and numerous other academics
seem to prove what we sense intuitively---that
investing dollar reserves in short-term liquid and
safe foreign assets usually yields a negative return
over the long run, particularly if the owner of those
SWFs is an emerging economy experiencing real
exchange rate appreciation. For Japan, the concern
may be a long-term view of the yen/dollar trend.
What Summers’ study suggests is that over the
long run, the probability of a negative real return is
higher for a typical central bank portfolio than for a
diversified portfolio of bonds and equities. A SWF is



one practical way to execute this change, but it is not
in itself the magic solution-----the asset allocation of
existing reserves is the real challenge.

Private Sector Failures

Secondly, any endorsement of a new SWF
for Japan is an admission that there is no private
sector capability to manage these funds. We need
to understand why this is so. One important factor
to the lack of development in the fund management
industry was the system of cross-shareholding, which
was prevalent in the postwar decades up to the end of
the twentieth century. Cross-shareholding made any
analysis of investments unnecessary, since during
this period the primary purpose of investment was to
promote relationships rather than earn an attractive
rate of return. Another contributing factor which
stunted the growth of an investment culture was the
convention in most Japanese companies, including
financial firms, to pay according to seniority rather
than merit. Under such a system, there was---and
still is--- no incentive for fund managers to strive for
excellence. Asset management is a profession that
demands a high level of initiative and accountability
at the level of the individual manager; if
professionals are not paid for their success in acting
on their own analysis and convictions, there is little
incentive for them to enter the field. Weak demand
for investment analysis insures that there will be
weak supply; Japan has therefore been terribly late
to develop its business schools. Both the number
of Japanese students enrolled in overseas business
schools, as well as Japanese seeking professional
accreditations such as the CFA (Chartered Financial
Accountant), have fallen sharply during “the lost
decade”. While the rest of the world, including many
developing countries, have given birth to a thriving
alternative investment industry (hedge funds, private
equity funds, real estate funds and the like), it is
easy to list on the fingers of one hand the number
of home-grown world-class asset management
companies in Japan. Given the level of national
wealth and the issues of demographics, this is simply
not sustainable.

Accountability, Transparency and the Voters

Thirdly, accountability and transparency are
absolutely crucial to any SWF in Japan. It is likely to
be made a principle in the “best practices” for SWFs
which should soon be announced by the IMF that
funds should be established to have independence
from political parties; management of the fund
would be contracted to outside investment firms, so
that politicians could not influence investment to suit
their own local priorities or political ambitions.

Very few of the largest SWFs are owned by
freely elected governments. This is no coincidence.
It is no small task to educate the public to a level
where they understand the inevitability of short-term
negative investment returns from time to time. When
government is not accountable to voters, this is not
an issue. Japan does not have the luxury of China in
this regard. Unless there is a credible commitment
to hold SWF managers to strict standards on the
one hand, and to transparency of investment styles,
benchmarks, returns and compensation schemes
for the managers on the other hand, we can expect
more political volatility. This lesson has been learned
in Norway and indeed, in a few cases of US state
pension funds, where management of government
funds has become campaign issues.

In this regard, a Japanese SWF is to be welcomed
if it brings with it the need for greater transparency
and accountability of the government and its
fund managers to the Japanese people. Corporate
governance in Japan is generally regarded as being
far weaker than many other of its developed-
nation peers. An SWF would give the government
a chance to set an example for the private sector,
by establishing commissions, outside directors, and
rules that allow all stakeholders to air their concerns.
At the same time, it is essential that the fund be
established in a way that insulates it from political
pressure, much in the way that central banks are
typically made safe from interference by elected
politicians.
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Japan’s Commitment to Free Trade and FDI

Finally, Japan has not been perceived to be
enthusiastic about foreign investment into Japan,
although the government is working hard to change
that perception. Countries which accept investment
by SWFs often are the source of protectionist
backlash against these SWFs if citizens perceive that
the home countries of those funds are not equally
open to FDI. Much of the hostility sometimes voiced
in Europe and the US to the SWFs of China and the
Middle East has to do with the resentment about
the idea that those SWFs have made investments
in Europe and the US, while barriers to U.S. and
European investment into those countries remain.
Given the perception that Japan has been ambivalent
about FDI, this would be a particular risk to
relationships with Japan’s main trading partners.
In addition, freer regulations around immigration,
friendlier taxation of expatriates, and much greater
use of English as a second language are almost
certain to be necessary given that, as noted earlier,
the domestic fund management industry in Japan is
not substantial enough to manage the nation’s wealth
effectively. This might be thought of in terms of free
FDI of human capital as well as financial capital.

Concerns for Managers of Japanese Companies

Managers of Japanese companies have little to
fear from foreign SWFs; in fact, they will probably
feel more pressure from a SWF owned by their own
government. SWFs investing outside of their own
country have generally proven to be long-term stable
investors, willing to live through both downturns
as well as high points of the business cycle. There
are few cases where a SWF has claimed voting
rights. From the point of view of other shareholders,
this is not necessarily a good thing. One obvious
example is the case of some of the US financial
institutions accepting SWF investments, where long-
standing shareholders were hoping to ally with the
SWF to pressure for compensation cuts, changes of
management, etc.

There have been proposals in the case of
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Japan’s possible SWF to allow the fund to invest
domestically. There are many precedents for this
internationally, the most well-reported being the
case of China’s sizeable investments in several of its
largest banks. One hopes, however, that should the
Japanese SWF elect to invest in domestic companies,
it would use its influence as shareholder to promote
better corporate governance, much as the Pension
Fund Association has tried to do. In this sense,
Japanese managers may possibly expect to be held to
stricter standards by their own government fund than
may be the case for foreign SWFs.

The One Challenge that a SWF Certainly Helps
to Solve: Tokyo as an International Financial
Center

A Japanese SWF can stimulate growth and
development of the domestic fund management
industry and establish higher levels of corporate
governance and transparency in Japanese companies.
The IRCJ (Industrial Revitalization Corporation of
Japan) in much the same way served as a catalyst
to promote the development of the private equity
industry in Japan.

One model which has been studied by Japan,
for good reasons, has been GIC (Government
Investment Corp.) of Singapore. GIC invests heavily
in the training of young local talent, gives young
managers a lot of responsibility quickly, and pays
them well but at a level which is probably less than
what they could earn at some of the major private
sector fund management firms. This encourages staff
to leave after accumulating several years of good
experience, at which point many enter the domestic
private sector for higher pay. This process is a clearly
beneficial to the country.

At the same time that investment is needed to
develop domestic fund managers, given the size of the
challenge to manage Japan’s wealth more efficiently,
it is inevitable that mandates must and should be
given to foreign firms. Those firms and their staff
must be made to feel welcome, must be given access
to information legitimately needed for their analysis,
must be paid at market rates, their techniques to be



utilized, and they must be given a chance for their

views to be heard and their expertise to be shared
broadly---within the private as well as public sector.
Given the quality of Tokyo’s physical infrastructure,
the size of Japan’s savings pool and the opportunities
to improve returns on just about every class, the rise
of Tokyo’s importance as a regional financial center
would seem to be almost inevitable.

The debate about SWFs now taking place in
Japan is an extremely productive process in itself,
since it brings together under one theme the issues
of commitment to market discipline, to financial

transparency, to FDI, and to ongoing pension reform.
It is my own personal guess that Japan will not go
the way of establishing an SWF along the lines of
those of other countries, although it is to be hoped
that the Government Investment Pension Fund will
be given greater freedom to diversify its portfolio
and to seek more input from outside experts in order
to do so. Whatever the outcome of the debate, a
vigorous examination of the proposal for Japan’s
SWF will result in a more financially-sophisticated
Japan, with a public better able to understand the
underlying issues.
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-where technology is embedded, hidden in the

background

- that is sensitive, adaptive, and responsive to the

presence of people and objects

- that augments activities through smart non-explicit

assistance

-that preserves security, privacy and trust

worthiness while utilizing information when

needed and appropriate
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This vision builds on European strengths in mobile

communication, digital broadcasting, rich content and

network infrastructure and provides a new impetus

for rapid and complete convergence of fixed and

mobile applications as well as synergies between

broadcast and on-line services.
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