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Abstract

Sovereign wealth funds (SWFs) are
Increasingly Important players in equity
markets in the United States and abroad.
However, despite their economic power,
their reach, and their desirability as
investors, SWZFs are almost entirely
disengaged from corporate governance
matters in U.S. firms. Indeed, with the
exception of Norways Government
Pension Fund-Global, SWFs are notable
primarily  for  their  passivity  as
shareholders.

Given that a variety of domestic and
external political and regulatory factors
that discourage SWF engagement in
corporate governance in the United
States, how can SWFs provide appropriate
stewardship over their equity
Investments? This article addresses this
question by describing how SWZFs and
regulators can create the crucial “space”
necessary for SWF engagement in
corporate governance.
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Introduction

Discussions of corporate governance often
focus solely on the attractiveness of firms
to investors, but it is also true that firms
seek out preferred investors.! What, then,
are the characteristics of an attractive
investor? With over $5 trillion in assets,
sovereign wealth funds (SWFs) are
increasingly important players in equity
markets in the United States and abroad,
and possess characteristics that firms
prize: deep pockets, long-term (and for
some, theoretically infinite) investment
horizons, and potential network benefits
that many other shareholders cannot
offer. Indeed, in a recent BNY Mellon
survey of large corporations, SWFs were
identified as particularly attractive
investors.2 The survey report notes that
“lwlhile in 2010 47% of corporates
reported engaging with SWFs, in 2012
that had grown to 62%.” But the report
also notes an important concern for US
markets: of the companies reporting
engagement with SWF's, companies based
in Western Europe had the highest rate of
engagement, with 79% of corporations
reporting discussions with SWFs. On the
other hand, North American companies
had the lowest rate of engagement with
sovereign investors, at 49%.
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Despite their economic power, their reach,
and their general desirability as investors,
SWFs are almost entirely disengaged from
corporate governance matters in U.S.
firms. Indeed, with the exception of
Norway’s Government Pension Fund-
Global,3 SWFs are notable primarily just
for their passivity as shareholders. It is
well-documented that SWFs present
unique challenges not only to the
countries in which they invest, but also to
their own domestic governments and
citizen-beneficiaries, and it is these varied
political challenges that provide the
strongest explanation for SWF’s relative
passivity in corporate governance.* But
complete passivity has a dark side,
especially when combined with a long-
term investment horizon. If, like
consumers, shareholders’ two primary
means of affecting corporate behavior are
voice and exit,> than passive SWF's are not
simply a non-factor in corporate
governance, but may have a negative
effect by holding large, inert share blocks
that could be held by more engaged
shareholders that would be more vigilant
in containing managerial agency costs.

Given the domestic and external political
and regulatory factors that discourage
SWF engagement in corporate governance
in the United States, how can SWFs
provide appropriate stewardship over
their equity investments? The article
answers this question by describing how
SWFs and regulators can create the
crucial “space” necessary for SWF
engagement in corporate governance.

The analysis proceeds in two substantive
sections. Part I discusses the key factors
that limit SWF involvement in corporate
governance activities in the United States.
Part II describes how, given these
limitations, SWFs may engage in
governance without triggering regulatory
reprisals, and how regulators can
encourage SWF investment and
engagement.

I. SWF Corporate Governance
Strategies and Responses to
Regulation

The most comprehensive evaluation of
SWF behavior in corporate governance is
found in Mehrpouya, Huang and Barnett’s
comprehensive 2009 study® reviewing the
proxy voting and engagement policies and
practices of SWFs. The study examined
the behavior of the largest ten SWFs: Abu
Dhabi Investment Authority (ADIA),
Australian Government Future Fund
(AGFF), China Investment Corporation
(CIC), Government of  Singapore
Investment Corporation (GIC), Kuwait
Investment Authority (KIA), Libyan
Investment Authority (LIA), Government
Pension Fund Global (GPFG), Qatar
Investment Authority (QIA), Russian
Reserve Fund (RRF) and National Wealth
Fund (NWF), and Temasek Holdings
(Singapore). All but the Russian funds—
RRF and NWF—held equity positions at
the time of the study.

Obtaining information on engagement and
proxy voting is difficult because most
countries do not require disclosure of
shareholders’ proxy votes. Most SWFs
(like many other institutional investors)
do not publish data on their proxy votes,
though Norway’s GPFG is a notable
exception to this rule; the authors were
therefore required to search numerous
public and proprietary sources to find
indications of SWF engagement and proxy
voting behavior. The authors looked at
several markers of engagement, such as
whether the SWF seeks board seats,
whether it actively votes its shares,
whether it makes other engagement
efforts (such as direct contact with
management), whether the SWF has
proxy voting guidelines and whether it
discloses proxy votes.

A board seat would allow the SWF a more
active role in management, but would
create a heightened risk that the SWF
would use its influence to extract private
(and possibly political) benefits.
Unsurprisingly, the authors found little
evidence of SWFs seeking board seats.
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They found that when SWFs do hold board
seats, it is typically because the SWF
holds a large percentage of the
outstanding shares or has historically held
controlling stake.” Much more rarely, a
SWF holding a non-controlling stake may
secure a board seat. Mehrpouya, Huang
and Barnett note only two such instances,
one of which involving an 8% shareholding
in German company GEA Group by KIA,
and the other a 10% holding in Beijing
Capital International Airport by GIC.

As noted above, most SWF's do not disclose
their proxy policies, and of the ten largest
SWFs, only GPFG discloses its proxy
voting policies. GPFG’s proxy voting
policies are based on guidelines from the
OECD’s Principles for Corporate
Governance, the OECD“s Guidelines for
Multinational Enterprises, and the UN
Global Compact. The authors report that,
while not disclosing detailed proxy voting
policies, “lal number of the funds,
including KIA and Temasek indicate that
they exercise their shareholder rights,
including voting on resolutions, in order to
protect their financial interests.” In its
most recent annual report (following the
publication of the Mehrpuoya, Huang and
Barnett study), CIC also provides some
discussion of its proxy voting and
corporate engagement approach:

As a financial investor, we usually
maintain a minority shareholder
status and do not seek to control
or influence investee companies.
Nor do we always exercise our full
ownership rights. When we do, we
are consistent with our investment
policy to protect the value of our
investment. CIC continues to
strengthen its postinvestment
management process and strives
to do what we can as a minority
shareholder to help our investee
companies achieve success. By
helping these companies thrive,
we also fulfills [sic] our own value
creation objectives.®

As with proxy voting policies, only GPFG
discloses actual proxy votes. This lack of
transparency makes it difficult to

ascertain whether SWFs behave similarly
to other types of large investment funds,
such as pension funds, endowment funds,
or mutual funds. Although a few
countries, including Italy, require
disclosure of actual proxy votes, there are
insufficient investments in most
jurisdictions from which to draw definitive
conclusions about SWF proxy voting
behavior. However, from interviews with
some prominent SWF portfolio companies,
the authors were able to determine that
most SWFs exercise their proxy voting
rights. They also noted examples of
engagement with management. As
suggested by the language from CIC’s
annual report, SWFs may attempt to
engage management in an effort to
enhance the value of their investment. In
some cases, portfolio company managers
have close relationships with SWFs.
Norges Bank Investment Management,
which manages GPFG, has an extensive
engagement program that engages
companies on corporate governance,
environmental, human rights and other
issues. Mehrpuoya, Huang and Barnett
report that “[iln 2008, NBIM engaged with
16 companies on corporate governance and
shareholder rights; with 19 companies on
child labor, risk management in the
supply chain, and board competence; and
with ten companies about their stance on
greenhouse gas emissions.” Aside from
GPFG and a handful of examples of
engagement that are connected to large
equity purchases, it is unclear to what
extent SWFs attempt to take an active
role in influencing management of their
portfolio companies. The available
evidence suggests that SWFs are passive
investors. The following section seeks to
explain why this is the case.

Explaining SWF Passivity

As Balding has stated, sovereign wealth
funds operate at the intersection of money
and politics.? This puts the managers of
SWFs—who in some cases are bureaucrats
with experience in the sponsor country’s
central bank or ministry of finance, or in
other cases professional managers
recruited from private financial services
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firms—in a position that requires
balancing of both domestic pressures
(financial, such as the responsibility to
meet an internal benchmark, and internal
political pressures to invest locally) and
foreign (political pressures from host
governments). This section sets out the
ways in which SWF managers respond to
these pressures and shows how the
investment behavior of SWFs is directly
shaped by both foreign and domestic
pressure.

The numerous explanations for SWF
passivity have been discussed amply
elsewhere,1© and only a brief review of
these pressures is necessary here. The
following i1s not a definitive list of the
factors (and, particularly, regulations)
that may affect ownership decisions, but
does reflect the most important of these
factors from the perspective of a sovereign
wealth fund.

1. Taxation of Sovereign Wealth
Funds

Under Section 892 of the Internal
Revenue Code, income earned by foreign
governments on investments in the United
States in stocks, bonds, or other domestic
securities, financial instruments held in
the execution of governmental financial or
monetary policy, or interest on deposits in
banks in the United States, is exempt
from taxation. The exemption provided
under § 892 does not apply to commercial
activity, however, with the justification
that as an extension of the doctrine of
sovereign immunity, § 892’s exemption
should be limited to activities that are
related to sovereign activities of the
government, as opposed to commercial
activities.!! The definition of commercial
activity under § 892 turns on whether
income was received from a controlled
commercial entity, a term defined to mean

any entity engaged in commercial
activities (whether within or
outside the United States) if the
government (i) holds (directly or
indirectly) any interest in such
entity which (by value or voting
interest) is 50 percent or more of

the total of such interests in such
entity, or (ii) holds (directly or
indirectly) any other interest in
such entity which provides the
foreign government with effective
control of such entity.12

Because “effective control” may come at
shareholdings significantly below 50%,
SWFs have a tax incentive to avoid
making investments that might trigger
tax liability under § 892.

2. Regulation by the Committee on
Foreign Investment in the United
States

CFIUS reviews every covered transaction
in which a foreign government-controlled
entity takes control of a US firm. The
definition of control is the crucial trigger
in determining not only whether the
transaction will be deemed to be a covered
transaction, but, assuming the threshold
of control is passed, whether the
transaction  requires a  mitigation
arrangement that reduces the ability of
the foreign government-controlled entity
to control the target firm. The Treasury
regulations promulgated after the FINSA
amendments to the Exon-Florio
framework clarify that not only what
situations in which the investor might be
deemed to have a taken a controlling
stake in a target firm, but also encourages
interests acquired and held passively.
Section 800.302 of the regulations, which
lists “Transactions that are not covered
transactions,” includes the following safe
harbor:

(b) A transaction that results in a
foreign person holding ten percent
or less of the outstanding voting
interest in a U.S. business
(regardless of the dollar value of
the interest so acquired), but only
if the transaction is solely for the
purpose of passive investment.
(See § 800.223.)

Although the ten percent safe harbor
provides some comfort, the Treasury also
makes clear that holdings of less than ten
percent are not presumptively passive.
The regulations further clarify that an
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ownership interest is held for the purpose
of passive investment if “the person
holding or acquiring such interests does
not plan or intend to exercise control, does
not possess or develop any purpose other
than passive investment, and does not
take any action inconsistent with holding
or acquiring such interests solely for the
purpose of passive investment.”

If an investment does not clearly fall
within the safe harbor, CFIUS may
require a mitigation agreement. Under
the statute, “[CFIUS|] or a lead agency
may, on behalf of the Committee,
negotiate, enter into or impose, and
enforce any agreement or condition with
any party to the covered transaction in
order to mitigate any threat to the
national security of the United States.”13
There are two primary hurdles that
CFIUS must overcome before entering
into a mitigation agreement with a party
undertaking a covered transaction. First,
CFIUS must provide “a written analysis
that identifies the national security risk
posed by the covered transaction and sets
forth the risk mitigation measures that
the CFIUS member(s) preparing the
analysis  believe(s) are  reasonably
necessary to address the risk.”4 CFIUS
must then, as a committee, agree that
“risk mitigation is appropriate and must
approve the proposed mitigation
measures.”’5 Second, “CFIUS may pursue
a risk mitigation measure intended to
address a particular risk only if provisions
of law other than section 721 do not
adequately address the risk.”6 If, for
example, another statute or set of
regulations, such as the National
Industrial Security Program Operating
Manual (“NISPOM”) adequately mitigate
the risk posed by the investment, then
CFIUS would not enter into a separate
mitigation agreement.

When analyzing the investment and
governance behavior of SWFs,
generalizations often conceal important
issues arising between specific SWFs and
home countries. While CFIUS lets the
overwhelming majority of transactions
pass through review without -either

requiring a further investigation or
imposing a mitigation agreement,!” the
earlier analysis of the bi-lateral behavior
of acquisition activity originating from
certain SWF sponsor countries
(particularly China) suggests caution in
viewing the CFIUS  process as
overwhelmingly successful for foreign
investors. For which SWF is CFIUS
review most likely to be successful? It
seems obvious that it is likely to be more
successful for SWFs from countries that
are not political rivals with the United
States.  That CFIUS might view an
acquisition by a Chinese SWF differently
from an acquisition by a large Canadian
pension fund is no surprise. China poses
concerns for the US government that
Canada or Norway do not. What is
problematic, however, is the perception—
and perhaps reality—that Chinese
investment is actively discouraged. This
concern is particularly worrisome when
the U.S. political climate tends to reward
such discouragement; this is perhaps most
likely to be the case in an election year,
when charges of being soft on China or
other political or economic rivals become
especially pronounced. Suspicions of this
brand of politicization were recently
expressed by Gao Xiqing, the vice
chairman and president of China
Investment Corporation; according to the
report, “when CIC seeks to invest in the
United States, despite the fact that US
infrastructure is in pretty dire straits,
[Gao] is politely asked to look elsewhere,
even when the investment represents only
a small stake.”® No doubt referring to
CFIUS, Gao stated that while the
seemingly  technical roadblocks to
investment in the United States appear to
be technical in nature, they are in reality
political: “It’s not serendipity, it’s by
design.” The US regulatory structure thus
presents an irony: while US regulations
have actively promoted shareholder
engagement (to take just two recent
examples, through Dodd-Frank’s say-on-
pay regulations and the SEC’s failed
efforts to promote proxy access), the
CFIUS rules work against engaged SWF
investment.
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3. Securities Regulations

Several securities regulations may also
impact the extent of a SWF’s holdings in
U.S. listed companies. For example,
holdings of 5% or more of a company’s
outstanding stock may result in
disclosures required by sections 13G or
13D of the Exchange Act of 1934. A more
important limitation, not unique to SWFs
but acting as a deterrent to large block
holdings generally, is Section 16 of the
Exchange Act. Section 16 has two
relevant components. First, Section 16(a)
imposes potentially burdensome
disclosure obligations on any person who
beneficially owns more than 10 percent of
any class of equity security. Beneficial
ownership of shares may be determined by
reference to the definition under Exchange
Act Rule 13d-3, which, among other
things, links ownership investment and
voting rights over the shares. Section 16
reporting includes the filing of Form 3
once the Section 16 ten percent threshold
has been passed; statements of changes in
the beneficial ownership of the shares
under Form 4; and an annual statement
filed under Form 5.

Second, Section 16(b) imposes what is
known as the “short-swing profit rule”,
which forces disgorgement of any profits
made by the section 16 filer on any sale
and purchase, or purchase and sale,
within a given six-month period. Unlike
the Exchange Act’s general antifraud
provision, Section 10(b), the section 16
filer need not be in possession of material,
non-public information, and need not have
acted with scienter. Indeed, through the
matching rules under Section 16(b), a
series of trades need not produce a profit
to result in liability; only a single matched
pair, within a six-month time frame, need
show a profit. As Bernard Black has
noted, “[tlhese rules create a strong
incentive not to cross the 10% threshold.
The forfeiture rules greatly reduce a
shareholder's liquidity, and the reporting
burden is substantial, especially for a
large institution which 1is frequently
buying and selling.”19

Black also cites additional federal
securities regulations that discourage
becoming investors generally from
becoming a “control person”, including the
limitations on the sale of stock imposed by
Rule 144 of the Securities Act and
potential liability for the corporation’s
activities under Section 15 of the
Securities Act of 1933 and section 20 of
the Exchange Act of 1934. The SEC
defines control very broadly, so that
ownership amounting to as little as 10%
might be considered a control stake for
purposes of the statutes and regulations.20

4. Transaction Costs and Headline
Risk

As I have argued elsewhere, transaction
costs may have an effect on a SWFs’
investment decisions.?! If navigating the
CFIUS process requires significant
expenditures of effort by the SWF and its
attorneys, or the SWF fears that the
transaction may become politicized, it may
choose to invest elsewhere or to limit the
scope of the investment so as to avoid
creating a risk that the transaction would
be closely investigated by CFIUS and,
possibly, ultimately blocked.?2 Some deal-
making behavior by SWFs may be
characterized as a kind of regulatory
arbitrage,?? as SWFs limit investments to
ownership levels so as to avoid CFIUS
filings and attention, securities
regulations, or other regulations or
internal governance provisions that might
trigger increased costs for the SWF.

Transaction costs also play another very
important role in encouraging SWF
passivity: they encourage SWFs to avoid
appearing political in their investment
and governance decisions. This may be
viewed as “headline risk” for SWFs. SWFs
are already viewed with suspicion by
many regulators, and publicity suggesting
that a sovereign is using its SWF for
political purposes can have a profound
effect on the costs of SWF investment;
alarmist portrayals of SWF investment
activity routinely ignore these headline
risks and how they impact large,
diversified portfolios. Imagine, in an
extreme scenario 1involving national
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security, that a SWF decided to use an
investment in a US firm as a tool of
espionage. An SWF makes an investment
in a company and begins to pressure the
company for information on certain
operations or products. Leaving aside
potential violations of Regulation FD,24 if
a company were to share such
information, what would be the effects?
First, CFIUS may be triggered, and the
investment could be frozen or unwound.
Second, and more devastatingly,
regulators would take an interest in every
other investment made by the SWF.
Other home countries’ regulators, seeing
that a SWF investment was used for
political purposes, would apply enhanced
scrutiny to existing investments2® and
proposed investments, and countries
would likely consider protectionist
regulations governing SWF investment.
All of these effects would dramatically
increase the cost of investment by the
SWF: increased legal fees, increased
managerial time and effort in explaining
investment decisions, and potential losses
as the SWF is forced to forego or unwind
some investments and instead shift funds
to less attractive opportunities.

In a more likely scenario, a SWF may
invest for more benign strategic
purposes—arguably, for political purposes
in the sense that the investment extends
beyond purely commercial gains for the
SWF itself and serves to further some
political end, such as food security or the
support of a local industry. Some of the
research reviewed above suggests that
some SWFs have invested strategically. It
is helpful to distinguish here between
strategic investing that implicates the
national security of host nations and
strategic investing that does not, since the
U.S. regulatory structure (and most other
host country regulations of foreign
investment activity) restricts activity that
implicates the host country’s national
security, but does not restrict strategic
activity that might be politically beneficial
to the SWF sponsor country but does not
impact the national security of the host
country. Examples of such strategic
investing may include establishing links

to resource-producing or extracting firms
as a means of buttressing resource
supplies, or investing in a firm in order to
acquire know-how (for example, a
relationship with a private equity firm
may enable a SWF to learn valuable
investment techniques). Assuming such
investments are not prohibited by
CFIUS—e.g., there is no unmitigated
national security risk—why, then, does
the U.S. not see more such investments
from China and other political rivals? One
explanation is that even  when
investments do not create national
security risk, the use of a SWF for any
purpose that suggests a double-bottom
line, whether in the United States or not,
creates headline risk not just for the SWF
but also for U.S. regulators, who may be
wary of the perception that U.S. firms are
part of a politically strategic investment
program. Or, more simply, the strategic
use of a SWF—CIC, for example, or even
other nationally-sponsored funds from the
same country, such as the China-Africa
Development Fund—may provide political
cover to U.S. politicians who would like to
discourage investment for their own
political purposes.

5. The Santiago Principles

By design, the IWG’s “Generally Accepted
Principles and  Practices,”?  more
commonly known as the “Santiago
Principles,” are designed to affect SWF
investment behavior. The Santiago
Principles were intended, among other
things, “to continue to demonstrate—to
home and recipient countries, and the
international financial markets—that the
SWF arrangements are properly set up
and investments are made on an economic
and financial basis.” The principles are
non-binding, however, and many host
countries remain suspicious of SWF
motives.

The Santiago Principles contain two
principles that are especially relevant to
this article. The first, GAPP 19, relates to
SWF investment decisions. The second,
GAPP 21, relates to SWF participation in
corporate governance.
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GAPP 19 states that “[tlhe SWF’s
investment decisions should aim to
maximize risk-adjusted financial returns
in a manner consistent with its
investment policy, and based on economic
and financial grounds.” The baseline
policy position of the Santiago Principles
is commercial, non-strategic investing.
However, Subprinciple 19.1 provides
SWFs with some liberty to deviate from

purely  return-based investing: « “If
investment decisions are subject to other
than economic and financial

considerations, these should be clearly set
out in the investment policy and be
publicly disclosed.” Notwithstanding this
liberty, the commentary on  this
subprinciple does not discuss strategically-
oriented deviations from return-based
investing. It instead references deviations
due to “legally binding international
sanctions and social, ethical, or religious
reasons,” and specifically mentions
Kuwait, New Zealand and Norway, which
all have internally restrictive investment
policies.2” The commentary goes on to
state that “[mlore broadly, some SWFs
may address social, environmental, or
other factors in their investment policy. If
so, these reasons and factors should be
publicly disclosed,” a vague principle that
would arguably encompass some kinds of
strategic behavior provided the strategic
policy is disclosed.

GAPP 21, which addresses governance,
states that:

SWFs view shareholder ownership
rights as a fundamental element
of their equity investments’ value.
If an SWF chooses to exercise its
ownership rights, it should do so
in a manner that is consistent
with its investment policy and
protects the financial value of its
investments. The SWF should
publicly disclose its general
approach to voting securities of
listed entities, including the key
factors guiding its exercise of
ownership rights.

The commentary explains that:

SWFs demonstrated ability to
contribute to the stability of global
financial markets results in part
from their ability to invest on a
long-term, patient Dbasis. The
exercise of voting rights is seen to
be important by some SWFs for
their capacity to hold assets and
preserve value rather than
becoming a forced seller and, by
definition, a shorter-term investor.
The exercise of ownership rights is
also seen by some SWFs as a
mechanism for keeping the
management of a company
accountable to the shareholders,
and thus contributing to good
corporate governance and a sound
allocation of resources.

6. Internal Political Constraints

Some SWFs, and perhaps particularly
those founded in democratic regimes, may
come under pressure to conform their
investment and corporate governance
practices with the governance preferences
of the public. As Norway’s GPF-G
explains,

[(Ilnvestors should also share
responsibility for how  the
companies in which they invest
are conducting themselves, for
what they are producing and for
how they are treating the
environment. The Government
deems it important to integrate
this type of responsibility into the
management of the Government
Pension Fund, because it promotes
values that are important to the
Norwegian people, and because it
represents an important
contribution to raising awareness
amongst investors and companies
domestically and abroad.28

As a more general matter, the ability to
engage in corporate governance correlates
with long-term investment. Internal
political pressures may make long-term
investment objectives more difficult to
obtain. As Dixon and Monk argue,2®
sovereign investors may have difficulty in
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explaining performance results and
investment strategies to their
constituencies. But even when funds
attempt to  provide  higher-quality
disclosure, explanation and education
about results and investment policies,
“such a strategy still may prove ineffective
and be trumped by the salience of and
desire  for short-term  performance
metrics.”30 Additionally, “domestic
opponents of a country’s SWF could utilize
the poor performance to reinforce their
argument against the existence of the
fund or the fund’s strategy.”3! These
concerns may lead SWFs to either adopt a
short-term investment approach, and/or
decrease transparency to avoid signaling
investment strategies.

7. Institutional Constraints

Finally, most SWFs have two significant
internal constraints which limit their
effectiveness in corporate governance.
The first is structural, and it is simply the
reality that, unlike private equity firms
and some hedge funds, SWF's are typically
designed to act as broad-based investors
that tend to follow the tenets of modern
portfolio  theory, which  prescribes
diversification of investments across
various asset classes. The very structure
of SWFs—often, as decreed by the
governing documents of the SWF—s
designed to limit the SWF’s investments
in equity to relatively small positions as
part of a larger portfolio that includes
numerous asset classes. This does not
prevent SWFs from engaging in activism,
of course; pension funds generally invest
similarly, for example, and many are
active  shareholders in  governance
matters. However, because they hold
relatively small amounts of any given
company in the portfolio, SWF managers
may believe that they have relatively little
economic incentive to engage in
shareholder activism.32

The second structural concern with SWFs’
ability to engage in corporate governance
matters is that SWFs tend to be relatively
thinly staffed, and more importantly, it
appears that none (with the exception of

Norway’s GPFG) invest in governance
matters by creating specialized internal
governance-focused groups. To be sure,
the absolute ratio of staff to assets is not
dispositive on the issue of whether the
SWF will be able to engage in governance.
In 2010, GPFG had a staff of only 217
employees and $322 billion in assets and
engaged extensively 1in  governance
activities,33 while the Qatar Investment
Authority had a staff of 110 and assets of
$60 billion and did not engage in
governance. However, the many reasons
suggested above for why SWFs are passive
and reluctant to engage in governance also
help to explain Norway’s interest in
governance. Most particularly, Norway is
both a democracy in which the population
holds relatively strong views on social
issues, and Norway is not viewed as a
political rival or potential threat to host
countries, while most other SWFs come
from non-democratic (or less democratic)
regimes, and some are viewed as political
rivals to host countries. Both domestic
and international politics are inseparably
linked to the ability and will of SWFs to
engage in corporate governance.

II. TOWARD BI-LATERAL
TRANSPARENCY IN SOVEREIGN
INVESTING

As SWFs continue to acquire equity
interests in the United States and around
the world, questions concerning their
proper role in corporate governance will
continue to arise. SWFs have many
reasons to remain overly passive. Some
may even hesitate to exercise their basic
voting rights. This is unfortunate,
however, because SWFs are designed to be
long-term investors and should be well-
incentivized to provide an important voice
in corporate governance matters. How
then, can SWFs manage to avoid the
political and regulatory ramifications that
would likely arise from efforts to engage in
corporate governance? In this section, I
outline two key roles for transparency and
how it links to the role of SWFs in
corporate governance. First, SWFs must
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become more transparent in their
investment decision-making and corporate
governance activities. Second, and equally
important, regulators must be more
transparent in how they deal with SWFs.

SWF Transparency

Because of concerns with the potential
politicization of SWFs, regulators and
observers have called on SWFs to become
more transparent in how they invest and
in how they engage with their portfolio
companies—for example, how SWFs vote
proxies and disclose proxy voting policies.
Others have attempted to provide
benchmarks to encourage transparency.
The Sovereign Wealth Fund Institute, for
example, publishes the Linaburg-Maduell
Transparency Index, which rates SWFs on
ten measures of transparency.34

Transparency can be evaluated across a
number of dimensions. Dixon and Monk
identify five: political transparency, (the
fund’s objectives and relationship with the
sponsoring government), procedural
transparency (governance and decision-
making procedures); policy transparency
(internal fund operations and policies);
operational transparency (implementation
of investment strategies); and
performance transparency (fund outcomes,
benchmarking, and risk profile).35 All of
these aspects relate to and build upon one
another, and all have an impact on the
ability of a SWF to engage in activism, as
well as signaling what kind of activism the
SWF might engage in. For example,
political transparency equates to
disclosure of fund motives, as well as
disclosure of the relationship of the
sponsor government to the SWEF; these
disclosures help establish confidence that
the SWF will be used for commercial
purposes. If there 1s mno political
transparency, host country regulators will
be inclined to examine transactions more
carefully because of the risk that the SWF
will act non-commercially, and may put in
place mitigation agreements (as is not
uncommon in the U.S.) that limit the
ability of a SWF to engage in governance.
Lack of transparency thus creates
external pressures on SWFs that manifest

themselves through increased regulatory
scrutiny and attendant transaction costs.
On the other hand, transparency may also
invite scrutiny of a fund’s holdings and
investment practices, which in turn can
create internal popular or political
pressures on the fund to alter its
practices.  Transparency thus reduces
investment frictions, but may also
enhance domestic pressures on the SWF.

While transparency 1is connected to
corporate governance engagement,
obscurity is linked to passivity and
disengagement. This may be a conscious
trade-off for many funds: they are willing
to forego corporate governance activities
in order to avoid unwanted attention by
either foreign regulators or by politicians,
bureaucrats or citizens of their own
country. It is also certainly the case that
even if all SWFs were highly transparent,
some SWFs would still not engage in
governance. First, they may not believe
that the benefits of engaging in corporate
governance efforts outweigh the costs.
Alternatively, they may choose to free-ride
off the efforts of other investors and avoid
the costs of engagement. For some SWFs,
however, engagement has costs that
extend beyond those expended by other
investors because SWFs present risks that
most other investors do not. Some kinds
of engagement may be risky for SWF
investors in US firms because of the reach
of CFIUS. The US Treasury regulations
implementing FINSA broadly define
“control” to encompass activities in which
an investor has the ability to “determine,
direct or decide important matters
affecting an entity”, including major
transactions, closing or relocating
operations, dividend payments, equity and
debt issuance, selection of new business
lines, entry or termination of significant
contracts, appointment and dismissal of
senior officers, or amending the articles of
incorporation. These matters typically fall
far outside the range of actions that even
the most active shareholders would
engage in (excepting transactionally-
oriented activist hedge funds), but what
about  aggressively  criticizing  pay
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practices at a firm? Or asking a company
to cease dealing with companies in certain
countries? These activities would seem to
invite scrutiny, even if the engagement
falls comfortably within “mere influence”
and does not suggest control. In other
words, if SWFs engage as “activist”
investors, they may worry that they will
not be treated as other investors. Further,
the reality faced by SWFs is that risks
presented by sovereign investment differ
from one SWF to another; US regulators
likely do not consider the risks presented
by Chile or Norways SWFs to be
equivalent to the risks presented by
China’s. Thus, the range of governance
activities that may be undertaken by
Norway’s GPF-G with respect to US firms
would be far greater than what could be
undertaken by China’s CIC.

If SWFs are concerned about signaling
investments and practices to the market,
it is possible in the U.S. to selectively
disclose some information to regulators
without disclosing it to other parties. The
SEC provides a limited exemption for
institutional investors who would be
otherwise required to disclose all their
holdings under Form 13F. The exemption
is intended to protect investment
strategies, and so i1s limited as to duration
(one year) and is generally not used for a
large number of stocks because the SEC
requires that “[ilf confidential treatment is
requested as to more than one holding of
securities, discuss each holding separately
unless the Manager can identify a class or
classes of holdings as to which the nature
of the factual circumstances and the legal
analysis are substantially the same.” The
SEC also requires filers to describe,
among other things, the investment
strategy being followed, why public
disclosure of the securities would be likely
to reveal the investment strategy, and to
explain how failure to grant the request
for confidential treatment would be likely
to cause substantial harm to the filer. The
exemption does not contemplate political
motivations for requesting confidential
treatment, such as the desire to avoid
domestic political pressures.

Unfortunately, most SWFs are not filing
13Fs at all, let alone filing confidential
treatment requests for portions of their
holdings. Only two foreign-based SWFs,
Norway’s Government Pension Fund-
Global and Singapore’s Temasek
Holdings, have filed recent 13Fs. As will
be discussed in the next section, SWFS are
treated differently from other investors by
regulators. However, in this instance,
most SWFs are not acting like other
investors, and because of their status as
entities controlled by a sovereign
government, the SEC 1is limited (by
politics, if not by legal authority) in its
ability to enforce its rules against them.

Enhancing Regulatory
Transparency

Just as regulators and some observers call
for more transparency from SWFs, SWFs
and other observers have raised the need
for enhanced transparency from
regulators. The risk of SWF politicization
has been amply discussed, but equally
important is the risk that politicians and
regulators from countries in which an
SWF seeks to invest will use the cover of
“national security” review to prohibit SWF
investment. In each case, SWF investment
has become politicized. This is not to
ignore the reality that SWFs are, indeed,
unlike other investors in important ways,
and that regulatory structures must be
adapted to take these differences into
account. However, reciprocal
transparency helps to facilitate both the
investment decision by the SWF and the
analysis of national security risk Gf any)
by the regulator.

Lawyers who regularly advise foreign
investors (not only SWFs, but any foreign
investor that would be subject to a CFIUS
investigation) are familiar the
transactional frictions that mark the
current CFIUS process. An opinion piece
written by two attorneys, Stephen Paul
Mahinka and Sean P. Duffy, outlines
these challenges.3¢ They note that CFIUS
could reduce the uncertainty surrounding
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its reviews and investigations by
“providing brief general summaries of the
bases for its determinations with respect
to proposed transactions.” CFIUS
provides little clarity to its proceedings
except through the annual report provided
to Congress, a portion of which is made
public. As described above, this report
provides general statistics about notices
submitted, investigations and reviews
initiated, industries involved, and the
nationalities of the bidders. The public
report does not provide any information
regarding specific transactions or the
mitigation agreements that may have
been entered into as a consequence of an
investigation. Mahinka and Duffy
compare this opacity with other agencies:

In  contrast, numerous US
regulatory and enforcement
agencies, including the
Department of Justice Antitrust
Division and the Food and Drug
Administration, commonly provide
public statements describing their
decisions, while accommodating
confidentiality  concerns.  Any
similar brief summaries of Cfius’
parameters of decision would
necessarily be circumspect, in view
of security concerns and the need
to protect the Agency’s
deliberative process. Nonetheless,
it is difficult to conclude that US
government, foreign government,
foreign investors and acquirers,
and indeed Cfius itself, would not
be Dbetter served by a short
statement of the parties to the
transaction, the industry involved,
and the Agency’s general rationale
for its determination. Such
transparency, which would require
an amendment of the Agency’s
statute, would enhance the
predictability and likely the
legitimacy of Cfius’ decisions,
enabling both US sellers and
foreign investors and acquirers to
better gauge Cfius’ probable
concerns and more efficiently

undertake investments in US
businesses.

The recent Ralls suit shows the difficulty
in obtaining clarity on CFIUS decisions.
On July 25, 2012, CFIUS issued an order
identifying  national  security  risks
associated with the acquisition of wind
farms, located near a US navy facility, by
Ralls.3”  Ralls, a subsidiary of Sany,
China’s largest machinery manufacturer,
filed a complaint against CFIUS on
September 12.38 The complaint sought,
among other things, an order and
judgment declaring that CFIUS wviolated
the APA, that CFIUS lacks the authority
to issue an order prohibiting the Ralls
transaction or regulating future
transactions not resulting in foreign
control of a person, and enjoining CFIUS
from attempting to do so, an order and
judgment declaring “arbitrary and
capricious” CFIUS’s determinations that
the Ralls transaction falls within CFIUS
jurisdiction and that it presents national
security risks. Ralls then filed a motion
on September 13 seeking a temporary
restraining order and  preliminary
injunction.?® Ralls argued that to avoid
irreparable harm it needed to resume
construction by September 20, which
would allow the company to finish
construction by the end of the year and be
eligible to claim $25 million in federal tax
credits. The suit was thought to have
little chance of success, but did have some
interesting implications:

The plaintiffs challenge CFIUS’s
procedures for reviewing
transactions. Ralls objects to
CFIUS’s failure to provide any
“evidence or explanation for its
determination[s]” that the
transaction was a  “covered
transaction” (and thus under
CFIUS jurisdiction), that the
transaction poses national security
risks, and that those risks cannot
be mitigated by less-restrictive
means than the overbroad (in
Ralls’ view) measures in the
amended order. The challenges
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should be wunderstood in the
context that CFIUS review is
generally confidential (CFIUS
does not disclose even the fact that
a review was requested). When
CFIUS has a national security
concern, the Committee will often
explain to parties that there is
evidence of a national security
concern but, in the interest of
national security, the Committee
often will not share the reasoning
or evidence with the parties. Here,
Ralls is complaining about the
inability to hear or understand the
issues. If successful, the suit could
increase the transparency of the
review—such as a requirement
that the Committee articulate for
the parties its justification for
orders beyond a bare finding of
“national security risk.” It could
also open the door for CFIUS to
explain the reasons for
recommending to the President
that a transaction poses national
security threats. If this were to
come to pass, such disclosure could
open the door to fruitful mitigation
discussions.40

Unfortunately for Ralls, on the
recommendation of CFIUS President
Obama issued an order blocking the
transaction, and by statute the order is
not reviewable.4! As noted above,
however, there are important
justifications for enhanced transparency of
CFIUS actions, particularly when the
transparency takes the form of a short
public statement setting out the reasons
for the action. As argued by Mahinka and
Duffy, more disclosure of the bases for its
recommendations would make CFIUS
reviews and investigations more
predictable and provide foreign investors
with a better sense of the types of
investments that are likely to create
national security concerns. More
generally, an explanation of its actions
would help inoculate CFIUS against
claims that its decisions are susceptible to
political manipulation, and that increased

frictions for certain deals, particularly
from political and economic rivals, are not
“by design.”

More disclosure is not a panacea for
politicization of SWF investment, and it is
crucial to recognize the limits of
transparency. Transparency does not
eliminate political influence in business
transactions, just as more transparency
through campaign finance laws does not
eliminate business influence in political
elections. But transparency can raise the
costs of improper behavior. In the case of
CFIUS rulemaking, a statement
accompanying an action would require
CFIUS to provide principled reasons for
its determinations, which could then be
evaluated by the public and other nations.
The U.S. has much to gain from
eliminating politicized treatment of
foreign investments, and could take a lead
in providing a stable foreign investment
environment that would strengthen the
US case when it demands similar
treatment for US-based firms investing in
foreign markets.

Creating space for SWFs In
corporate governance

As noted at the outset, complete
passivity may be detrimental for SWFs
and the firms in which they invest. On
the other hand, regular, active
engagement may not be necessary or even
desirable for all SWFs. But if SWFs are
indeed investing for the long term, how
can they play a meaningful role in
corporate governance? In this part, I will
outline ways in which even the most
constrained SWF can find space to play an
important role in corporate governance
matters: a role that is not problematically
passive, but does not create regulatory
risks for the SWF.

As noted above, Treasury rules restrict
what may be called “positive” governance.
Positive governance efforts are typified by
engagement with management on social
issues, governance changes, and even
business matters. Examples of positive
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governance outcomes include board
nominations, shareholder proposals, and
advice on business strategies. Most of the
shareholders classified as “activist”,
including activist hedge funds, some labor
union funds, and some public pension
funds, are engaged in positive governance
efforts. Positive governance efforts,
especially those resulting in strategy
changes and changes on  board
composition, are more likely to create
regulatory concern because they increase
the risk that the SWF is using or could
use its influence for non-commercial
purposes.

For SWFs that are viewed by U.S.
regulators as presenting more significant
political risks, positive governance is not a
realistic option, even if the SWF intends to
only engage in what it believes are
shareholder value-producing governance
efforts. However, the same SWFs may be
able to focus on “negative” or “restrictive”
shareholder rights.42 Examples of negative
governance include merger approvals,
exercise of voting rights, approval or
ratification of transactions in which there
is self-dealing, and the creation of
bounded governance structures, such as
supermajority approval requirements for
certain transactions or for certain
governance changes. Negative governance
is typified by rules creation and approval
of major events, but passivity with respect
to most corporate governance matters.

Qatar’s SWF provides a useful recent
example of negative governance. Qatar
Holdings, an investment vehicle of the
Qatari SWF, owned approximately 13% of
Xstrata, a large mining company with
operations around the world. Glencore, a
large commodities trading and mining
company, sought to merge with Xstrata.
Glencore held shares in Xstrata, but
because the deal required approval by a
majority of disinterested shareholders,
Qatar Holdings’ ownership block was
sufficient to successfully block the merger.
Qatar Holdings engaged in lengthy
discussions with Glencore and Xstrata,
and consistently held out for a better deal

over months of negotiations (which it
succeeded in getting, even though it was
not as much as Qatar Holdings had hoped
to gain). Some viewed Qatar Holdings’
efforts as “activist” investing.43 However,
the SWF was not engaged in positive
governance, which is typified by efforts to
catalyze change. Indeed, they were acting
as a roadblock, as a check on a
management decision that was
exceedingly material to their investment.

Significantly for SWFs, negative
governance efforts are implicitly granted a
safe harbor by the Treasury rules. The
Treasury rules% state that various
activities which fall under the definition of
negative governance outlined above will
not trigger the “control” definition under
FINSA, including (1) the power to prevent
the sale or pledge of all or substantially all
of the assets of an entity, (2) The power to
prevent an entity from entering into
contracts with majority investors or their
affiliates, (3) The power to prevent an
entity from guaranteeing the obligations
of majority investors or their affiliates; (4)
The power to purchase an additional
interest in an entity to prevent the
dilution of an investor’s pro rata interest;
and (5) The power to prevent the change of
existing legal rights or preferences of the
particular class of stock held by the SWF.
As 1 have argued elsewhere, this
regulatory posture makes good sense from
a policy perspective, because negative
rights do not tend to divert management
authority away from the directors and
officers, but instead place limits on the
ability of directors and officers to impair
the rights or interests of the negative
right-holder. On the other hand, positive
rights necessarily involve the exercise of
management influence or power, which is
precisely the kind of activity that one
might worry about with SWFs, i.e., that
management is influenced to do something
that inures to the political benefit of the
SWF. Exercising positive rights makes
you an activist, but exercising negative
rights makes you a  responsible
shareholder.
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While positive governance activities may
raise suspicion with regulators, depending
on the political relations between the host
country and the SWF sponsor country,
negative governance efforts merely set
limits to or check managerial behavior,
and are less likely to concern regulators.
These are generalities, of course, that will
not hold for every SWF investing in the
United States. Particular decisions by
SWFs with respect to corporate
governance are intensely context-specific.
A given SWF must consider the effects of
its activism on numerous parties,
including corporate managers and other
shareholders, host country regulators,
home country citizens, and regulators in
other countries in which the SWF has or
invested or may invest in the future. The
political relationship between the SWF
sponsor country and the host country
plays a large role in shaping governance
behavior, as does economic necessity (a
desperate host country may welcome
investments that it would otherwise prefer
to discourage; see, for example, the
investments by numerous SWFs in U.S.
financial institutions in  2008-2009).
Finally, layered on to these factors,
internal pressures may encourage certain
types of engaged governance behavior, as
with Norway’s environmental and social
shareholder activism.

CONCLUSION

SWFs as a group are still finding their
way as investors. While some SWFs are
very sophisticated investors, others are
still developing their investment
capabilities. So it is with SWF
engagement in corporate governance.
While a few SWFs have sophisticated
governance engagement programs in
place, most do not invest in corporate
governance. I have argued that this
consequence 1s not solely the result of
SWF  choices, however; regulatory
frameworks in the U.S. and elsewhere
discourage corporate governance
engagement by SWFs. This is not to say
that all SWFs should engage in positive
corporate governance. However, they

should have the ability at least to
effectively engage in negative governance
efforts, and markets and regulators should
expect SWF's to engage in such efforts.

Available empirical evidence indicates
that markets tend to welcome minority
SWF investment, but some studies
suggest suspicions that SWFs will engage
in tunneling or political activities. SWFs
can alleviate these suspicions by
enhancing transparency of when and how
they engage in corporate governance

efforts. Regulators can  promote
engagement and responsible sovereign
investing by providing greater

transparency to their regulatory efforts.
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