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Abstract

The emergence of Sovereign Wealth Funds (SWIs) and their
investment have attracted attentions from both host and home countries
and have become a hot—debated topic among regulators and academics
since 2007, resulting from SWFs’ governmental ownership, opaque
transparency as well as huge and rapidly growing scale. In the
process, SWFs have been controversially perceived as non—commercial
investors and their politics—based investment should be a threat to or
a negative impact on the global financial market, the safety of host
countries’ national interests or domestic economy as well as the
quality of the invested corporation governance. Therefore SWFs
regulation has been highly politicized. Until the financial ecrisis
erupted in 2008 and led to SWFs’ more —than —hundreds —billions —
loss, the emotional reaction or conspiracy argument from host
countries were partly eliminated, while not surprisingly, this
situation testified eloquently that the potential hazards of SWFs were
exaggerated and also aroused home countries concerns about SWFs’
function and prospects.

SWFs are defined by the author as investment tools or capital
pools owned by government, initiated with foreign exchange assets
and aiming to obtain rational financial return beyond the risk —free

rate. The rise of SWFs is rooted of global trade long —standing
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imbalance and the inherent defects of the international monetary
system. The specific purpose of setting up SWFs in the emerging
countries such as China is to reduce holding cost for excessive
foreign exchange reserves and to achieve an equitable distribution of
global capital gains in the world, which can be viewed as an
adaptive adjustment to abuse of dollar’s reserve currency status by
the United States. Due to lack of sound corporate governance
structure and corresponding regulation system, SWFs’ rush into
global financial markets implies a greater risk exposure of excessive
foreign exchange reserves. Meanwhile, the rise of SWFs takes a
great change to traditional pattern of global capital flows, suggesting
the growing importance of the emerging countries in global economic
landscape as well as drawbacks of international financial supervision
system. Moreover, the deep anxiety raised by SWFs reflects the
problem of global macroeconomic imbalances and the great challenge
brought to traditional international law by public power’s embedding
into market in the private law way as SWFs investment. Overall, the
response of international society to SWFs has a significant deficiency,
i.e., lack of perspective from home countries, leading to that
potential threat of the funds has been exaggerated, and the
responsibility neglected by host and home countries. So the SWFs
have been treated restrictively and discriminatorily.

Effective regulation for SWFs is a critical breakthrough to
promote global economy to develop healthly and steady and to
enhancing world—wide financial regulation cooperation. The best way
forward is to depoliticize SWFs regulation and make SWFs become
typical or generally be accepted neutral market investors. Accordingly,

two big transitions are needed, i.e., the home rather than host
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countries should exert most regulatory function and the investment
behavior rather than identities or ownership of the investors should be
topped among supervisory targets. Primary regulator transition requires
home countries to erect transparent firewalls between their role as
shareholders and as watchdogs of state—owned capital—exporting, and
to employ legal/market accountability instead of political accountability
to reduce improper governmental interference and draw the clear
boundaries of public and private power. Supervisory target transition
requires international society, especially host countries, adhere to
regulatory neutrality principle, regardless of investors’ ownership,
meaning the regulators make decisions and rules only based on
investment behavior itself, rather than investors’ owners, and take
efforts to reduce discriminatory treatment with SWFs.

In terms of specific measures, the author proposes a three—step
functional approach to regulate SWFs. The home countries should
firstly improve corporate governance of SWFs and make the funds
viable, i.e., the funds are capable to obtain the normal market
profit without policy allowance and administrative subsidiary. And
then host countries need to review and amend the degree and scope
of sovereign immunity exception, national security review mechanism
and the key infrastructure protection system. A comprehensive
judgment based on separate entity exclusion and nature of activity is
recommended when analyzing whether the SWFs’ investment is the
sovereign activity.

The international law should clarify and redefine concepts of
investment in bilateral investment agreements and then the international
investment law should apply to SWFs under the definition. It is

recommended to build a bilateral —-based capital gains tax information
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sharing mechanism and to impose classified supervision on SWFs in
accordance with the test result of market —based investor and
importance of system. Financial Stability Board should assume
responsibility for regulating the SWFs which are systemically
important without market investor status, while the SWFs with market
investor status should be treated in line with the principle of private
autonomy. This strategy keeps to depoliticizing SWFs investment and
will make the focus of international regulation and law about SWFs

transformed from identity (who it is) to contract (what it has done) .

Key Words: Sovereign Wealth Funds Regulation; Depoliticiz-
ation; China Investment Corporation; Corporate Governance; Inves-

tment Dispute Settlement



