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INTRODUCTION

Sovereign wealth funds (SWF) have been disrupting global finance noticeably. Their total assets under
management have doubled over the past decade to now USD 7.7trn (SWFI, 2018). States investing in
enterprises, the open market in general, is not an entirely novel phenomenon yet one that is expanding in its
scale. The topic has therefore been receiving an increased attention in the recent literature. States derive the
endowment for an SWF from either having successfully exploited natural resource abundances or from
having recycled consistently ran trade surpluses generated by an export-led growth strategy. Both ways
culminate in accumulating an ‘excess wealth’ and extensive foreign exchange reserves accordingly (Clark
and Monk, 2010: 20). Managing these more profit-oriented, in commercial and strategic manners, opens up
wide opportunities for not only the surplus country itself but the global economy alike. Economic
globalisation is the integration and risen interdependence of national markets, sovereign boundaries blur
while growth and prosperity are fuelled by diminishing trade barriers. On the downside, however, large and
persistent asymmetries have emerged. Trade imbalances entail deficits and surpluses. Repatriating surpluses
back into the system through, for instance, conducted SWF investments, both domestically but more so
abroad, may contribute alleviating arisen imbalances.
In aiming for greater diversification, for hedging more effectively and in reaping the benefits widely
liberalised and open financial markets hold, SWF investments flow abroad increasingly. States, then
essentially, become international investors by design. Surging foreign direct investment (FDI) is perceived
one of the more popular and commonly welcomed results globalisation has brought along. With state-backed
capital, however, the picture becomes opaquer. Political motives may come into play. Scepticism would
derive from the fear that an SWF is ‘not act as strictly commercially minded [..] but would instead be forced
to invest strategically by home-country governments seeking political influence or access to foreign
technology’ (Megginson et al., 2013: 541). Additionally, research on (fractional) state ownership and firm
productivity is widely conclusive and suggests rather negative than positive impacts.
Evaluating the impact, the motivations and repercussions, of states that invest abroad requires combining
multiple research areas within economics and political economy. Doing so is intricate as some of the involved
trajectories are contradictory. What Bernstein et al. (2013: 220) break down to ‘the potential interactions
between mission and ownership structure’ illuminates the nature of an SWF to lie somewhere between
politically influenced and profit orientation, somewhere between acting as commercially driven institutional
investor but state-owned entity alike. One identifiable gap in the existing literature lies in projecting the
theory of FDI onto the particular case of SWF investments flowing abroad. Accordingly, the research
question approached in the following essay would contemplate whether commercial or indeed political
motives predominate and how both may interact.
In doing so, section two outlines some major foundations of FDI, foundations of what drives, what motivates
states to embark on more active pathways in mediating between domestic and global markets, as well as
foundations of SWF practices theoretically. Section three takes an empirical viewpoint and aims to
amalgamate the involved research areas and overlapping dimensions. One comprehensive picture shall be
generated from having broken the analysis down into four different angles. Empirically routed, SWF practise
will be assessed. Following this, both the immediate market reaction and long-term firm effects will be looked
at. Finally, the topic will then be reconnected to the theory of FDI while contemplating the exact role an
active nation-state obtains. Section four concludes.
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FOUNDATIONS

An identifiable gap in the existing literature lies in projecting the theory of FDI on particularly an SWF
investment abroad. The challenge in doing so derives from amalgamating contradictory trajectories. For
instance, whereas transnational corporations are assumed to perform superiorly, rather the opposite applies
for state-owned enterprises. Governments around the world have come to set up foreign investment agencies,
attracting FDI ranks high on the agenda of many policymakers, yet when it comes to foreign states investing
within their sovereignty, the reaction often is rather muted. Although being subject to an expanding literature,
there is still no overarching consensus on the motivations and repercussions of states investing abroad.

2.1

Foreign direct investment and productivity

Foreign investment brings in capital, the labour market could benefit as well (Lipsey, 2004). Both effects,
although positive, represent limited impulses, singular effects that diminish over time and hence run out
eventually. Only sustained productivity increases spawn economic growth that persists.1 Inward FDI, in
general, is perceived beneficial (Girma and Görg, 2007). Still, the question is whether FDI indeed contributes
to sustainable productivity gains or in fact fails supporting long-term growth.
Neoclassical economic theory implies assuming the former. Stepping abroad necessarily incurs some form
of ‘liability of foreignness’ (Zaheer, 1995). Foreign markets are an uncertainty per se, partially unknown and
thus somewhat risky. For an enterprise to embark on such journey for profit maximisation, it needs to
outperform the domestic competition (Aharoni, 2015). To do so, it needs to be better, i.e. more productive in
order to sustain being better (Markusen, 1995; 2004; Markusen and Venables, 1998). Corroborating
empirical evidence can be found in Girma and Görg (2007) for the UK manufacturing sector, in Barrios and
Strobl (2004) for Spain and in Djankov and Hoekman (2004) having analysed firm level longitudinal data
from the Czech Republic. The conclusions reached are widely congruent as TFP develops slightly, yet
significantly faster in affiliates of transnational enterprises. Technology diffusion and knowledge transfers
from the parent firm would be the most determining factors in explaining the obtained productivity boost.
Criscuolo and Martin (2009: 269) attempt to further dissect such productivity variations in their model. Using
firm level data from the UK as well, their econometric analysis builds around:

𝑤
"#$ = 𝛽()* 𝑀𝑁𝐸.(#,$) + 𝛾# + 𝛿.(#,$) + 𝜀#$
Where 𝑤
" describes the productivity development in affiliate 𝑖 in time 𝑡. 𝑀𝑁𝐸. represents the parent firm.
An advantage in productivity could derive from 𝛽()* which, for positive values, describes an advantage
from simply being transnational (i.e. network and scale effects, synergies). It may derive from 𝛾# representing
firm-specific factors (or ‘cherry picking’ essentially) or from indeed parent-specific factors 𝛿. which would
then spark the desirable effects on productivity through expertise and knowledge transfers. Criscuolo and
Martin (2009) find evidence for both parent-specific as well as plant-specific factors to correlate positively
with the rising productivity levels in an acquired affiliate. The question, consequently, lies in how the two
factors would interact. Analysing foreign takeovers in the Norwegian manufacturing sector, Balsvik and
Haller (2010) find strong evidence for foreign investors to rather pick cherries over grabbing lemons in the
first place. Weche-Gelübcke (2013) does so too for the traditionally strong German manufacturing sector.
Benfratello and Sembenelli (2006) test for the potential simultaneity of the ownership proxies. Applied to an
extensive dataset of Italian manufacturers, their model shows how productivity gains virtually vanish once
1

Theoretical background on long-term economic growth and productivity in Solow (1957) and Mankiw et al. (1992)
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endogeneity, industry-fixed effects and firm heterogeneity are controlled for simultaneously. In general,
whereas older studies on the topic, such as Doms and Jensen (1998) or Globermann (1994), summarised in
De Mello (1999), tend to find significant and strong results, newer studies, applying more sophisticated
econometric methods and larger, superiorly refined data sets, appear less conclusive indeed.

2.2

The mediating state

Globalisation has disrupted the perception of sovereignty. Domestic markets experienced relentless
liberalisation, economies are increasingly integrated and outward-oriented. Governments and states have
evolved into mediators between domestic and global markets. Further, globalisation came to ‘undercut the
validity of traditional, state-centred, forms of social science’ (Henderson et al., 2002: 438). Vast asymmetries
are one of the more direct consequences of unfettered markets. For instance, some economies, in relying on
export-led growth strategies to converge, have amassed extensive foreign exchange reserves from persistent
current account surpluses (Nayyar, 2006).
Notwithstanding, unfettered global markets would still work toward an equilibrium, an optimum apparently,
that, however, does not preclude such asymmetries. In other words, globalisation, though beneficial on an
aggregate level, creates economic winners and losers alike (Stiglitz, 2003). While finance and trade appear
borderless increasingly, effective redistribution mechanisms do not and an appropriate legal framework is
incoherent on the transnational scale. One example of unfettered markets culminating in dismal repercussions
can be seen in what has become known as the Dutch disease.2 The Dutch disease can be conceptualised
referring to the model by Corden and Neary (1982). In an open economy, tradeable and non-tradeable sectors
coexist. Introducing resource abundance3 into the model would shift the comparative advantage toward
commodities and leads to an excessive growth within the according sector. Investments and wages realign
toward the commodities sector while the export composition of the open economy shifts just alike. The basic
principle behind the model setup builds on the Heckscher-Ohlin framework and hence Stolper-Samuelson
theorem (Stolper and Samuelson, 1941). An influx of ‘excess wealth’ will soon culminate in the real
exchange rate (RER) appreciating as prices are determined internationally. The economy, overall, becomes
in fact less competitive. Additional issues related to natural resources in particular lie in their extraction to
be capital-intensive, fewer labour input is needed while other sectors in the economy fall into relative decline.
Further, natural resource extraction is bound to comparatively low value-added and subject to global market
price volatilities. Ultimately, resource extraction is finite (Sachs and Warner, 2001). Market forces alone
would support neither an increased diversification nor adequate transitioning mechanisms. Even states that
have generated an unprecedented wealth from exploiting natural resources face the intricate task of
rebalancing their economies at some point (Ahmed, 2016).
Still, the implied stern correlation between resource abundance and therefore sluggish economic growth
appears puzzling and is not consistently backed by empirical evidence. Sachs and Warner (2001) presuppose
the non-resource sector to be the engine of growth in the long run. However, Brunnschweiler and Bulte
(2008) argue that econometrically, resource dependency should be treated as an endogenous factor rather.
Both sectoral preference and the set of comparative advantages are defined not only by market forces but by
governments and institutions alike (Lin and Chang, 2009). An active state may succeed in driving
diversification toward non-resource sectors. What Brunnschweiler and Bulte (2008) imply then follows the
delineation by Glassman (1999: 688) of an ‘internationalisation of the state’ encouraging governments to
mediate between global markets and national development needs.
The term has been coined by an article in the Economist in 1977 referring to the unexpected discovery of vast natural gas reserves
a,around Groningen in the late 1950s and the entailed repercussions from their rapid exploitation
2

3

Or, theoretically, any other asymmetry disrupting the sector equilibrium unsustainably (Corden and Neary, 1982)
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So quite paradoxically, while globalisation has squeezed the capacities of the nation-state on the one hand
side, its role in mediating between markets, on the other side, is required increasingly (Stiglitz, 2003). For
instance, Cox (1992) describes states to develop into ‘transmission belts’ then counterbalancing domestic
interests and external influences. Foretelling on an eclipse of the nation-sate appears premature and
inaccurate indeed. States have been and can continue to be the principal agent in setting not just the political
conditions but more so the framework conditions fostering economic development both within and beyond
borders (Barrow, 2005). Empirical evidence, that regularly fails to support the notion of successful ‘laissez
faire’ approaches, again corroborates assuming the sustained raison d’être of the nation-state. In fact, efficient
coordination and guidance is vital in enabling sustained growth (Warwick, 2013). The ‘ideology of the right
has driven the definition of the appropriate economic role of the state’ for too long (Stiglitz, 2003: 26).
However, there is actually little consensus on the actual degree to which governments could and should take
an active stake in markets. Among others, Lin (2011; 2012) has come to define the role of the state best as
silent facilitator, one that would not necessarily ‘distort’ market forces but rather guide them. Industrial
upgrading would be conducted best by conforming toward present factor endowments and hence the
structural comparative advantage the country has. Although the nation-state is anything but powerless in
shaping economic development, it should avoid defying its comparative advantage structure too much. Factor
mobility, furthermore, is inherently limited as well (Lin, 2011). Still, ever just complying toward the
comparative advantage would essentially stall relative prosperity. No real convergence would be achieved as
the global technology frontier is pushed forward alike. States arguably need to jump ahead their comparative
advantage to some degree; governmental interference, then, may indeed be regarded justifiable. An opulence
of debates on the topic is available. Consensus is limited, yet most economist would agree that sustained
economic development and upgrading ‘will not happen purely through market forces and will need
government intervention’ to at least some degree (Lin and Chang, 2009: 491).

Figure 1

BIR

Stylised mapping of the main trade corridors to be captured and developed by the ‘Belt and Road Initiative’ including major
collecting points along the way. Data from Wijeratne et al. (2017)
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An exceptional example of the facilitating, the mediating state, or governmental intervention, can be found
in the the ‘Belt and Road Initiative’ (BIR) pushed forward by the 13th five-year-plan under president Xi
Jinping. Introduced in 2013, China aims to manifest its regained role as an economic powerhouse and global
partner. An infrastructure endeavor in essence, the newly developed and in other parts rejuvenated trading
corridors ought to facilitate exchanging goods between China and the rest of Asia, alike Europe and Africa.
With, by now, about USD 186bn in allocated means and the Silk Road Fund (SRF) overseeing an aggregate
endowment of USD 40bn, the BIR is proclaimed as ‘potentially one of the largest geo-economic exertions
of all time’ (Wijeratne et al., 2017: 34). In 2015 alone, an estimated 4,000 project are linked to the BRI either
directly or indirectly (Shah, 2016).
An economic rationale behind the BRI appears straightforward. While the coastal regions and Beijing have
undergone an astounding convergence, Western China remains critically underdeveloped, left behind. China
aims for an integrated, more even domestic development in rebalancing its economy. Chinese corporations
profit immensely from the opportunities BRI provides (Ferdinand, 2016). Moreover, with an estimated labour
force of over 125m people working in manufacturing, in majorly low-skill jobs, China faces an intricate
balancing act between industrial upgrading and not jeopardising the livelihood of millions of its citizens (Lin,
2016). Spurring transcontinental trade in manufactured goods, what the BRI ultimately aims for, might
condemn further rising surpluses in industrial capacities (Wijeratne et al., 2017). Politically, the motives
behind the BRI may be assessed through the lens of the ‘China Dream’ that shall align apparent neoliberalist
streams, reaping the benefits from globalisation, with socialist ideals and inclusive domestic policies.
Individual aspiration, the ‘American Dream’ in essence, met by one collective, national identity would
develop a ‘harmonious society’ (Ferdinand, 2016: 944). Internationally, whether shown through an
increasingly assertive foreign policy, pushing the RMB toward reserve currency status or reshaping
supranational collaborations through, for instance, the BIR, China strives to become an acknowledged soft
power on par with the US (Eichengreen, 2015).
What this chapter has outlined are some of the asymmetries spawned by globalisation in more detail. Their
common denominator, basically, lies in having culminated in the accumulation of ‘excess wealth’ (Gordon
and Clark, 2010: 20), that, however, derived from an underlid ‘two-speed economy’ (Corden and Neary,
1982). Deficit countries find themselves on the opposing side of the spectrum accordingly (Cline, 2010). In
dealing with an uneven influx of foreign capital, states can respond and even may prevent undesirable
spending effects through tightening RER appreciations by setting up an SWF. An SWF embodies the
mediating state, acting prudential, while refraining from intervening into free market allocations directly.
The economy is not steered away from its comparative advantage set, it conforms to its natural factor
endowment structure. What is being alleviated, potentially even absorbed, are negative repercussions from
rebalancing what has previously functioned as ‘two-speed economy’ which, from the theoretical point of
view, would then again be quite in line with Lin (2011; 2012). To what extent states follow political intentions
when acting as an investor is one of the subjects the ensuing essay addresses. Arguably, in acquiring equities
abroad, the question of sovereign legitimacy arises. Again, with regard to China, its main SWF that is under
the management of the Chinese Investment Corporation (CIC), that question is particularly present. An
institutional investor following commercial objectives apparently, Clark and Monk (2010) imply an
inseparability from the Chinese government. The CIC, then alike the BIR, mirror the ambitions and shifting
power dynamics China evokes on the global stage.
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Sovereign wealth funds

As outlined in the preceding chapter, some countries have amassed extensive foreign exchange reserves from
having ran current account surpluses. Both an insurance and liability, adequately ‘recycling’ vast reserves
emerged an intricate task to the governments. While desirable prima facie, the underlying cause for having
generated such ‘excess wealth’ implies an economic asymmetry that may spark inadvertent consequences in
the long run. An SWF is born aiming to avoid these (Aizenman and Glick, 2009; Clark and Monk, 2010).
An SWF is set up by and responds to governmental authorities (Kotter and Lel, 2011). While differing in
their given degree of autonomy, their investment objectives and strategic alignment, they all receive their
mandate from the treasury (Balding, 2012). Complete independence is unlikely as governments serve as both
sponsor and beneficiary (Megginson et al., 2013). Endowments derive form of positive trade imbalances. In
the case of Arab nations and Norway, for instance, these come from abundant natural resources (Bernstein
et al., 2013). Other economies, again, China most notably, have sourced their wealth from export-led growth
strategies culminating in surpluses and foreign exchange reserves (Clark and Monk, 2010). Commonly, an
SWF is long-term oriented while equally protecting against short-term market volatilities that would disrupt
resource-dependent economies in particular (Bernstein et al., 2013).
Figure 2

Sovereign wealth funds by nation and endowment

Nations mapped according to their SWF endowment. Aggregated capital endowment as some countries (i.a. UAE, China, Saudi
Arabia, Singapore) control more than one SWF. Excluded are the SAFE Investment Company (China) due to lacking reliable
data and funds of less than USD 1bn in assets. Data from SWFI (2018)

Norway controls the single largest SWF with an endowment of more than one trillion USD under
management. Both China and the UAE, controlling more than one fund, oversee combined assets of approx.
USD 1.3trn and USD 1.2trn respectively (SWFI, 2018). An SWF would usually be managed by investment
professionals majorly, positions are held long-term and acquired stakes are large hence resembling
institutional investors in their approach (Brav et al., 2008). Building the case for foreign investments, an
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SWF would prefer to invest in highly developed countries with sound macroeconomic fundamentals and
deep, liquid financial markets, in countries that have both entrenched institutions and a reliable legal
framework (Ciarlone and Miceli, 2016). Resource-dependent nations, in shielding against downturns induced
by some form of resource curse, face an increased need to diversify abroad (Corden, 2012). Cross-border
acquisitions appear to rather increase for distressed markets which, in contrast, would rather discourage
private investment. One cautiously inferable hypothesis may see an SWF to potentially become the stabilising
force in periods of financial turmoil (Ciarlone and Miceli, 2016). Positioning themselves as ‘white knight’
investors, an SWF would then indeed provide an effective long-term anchor to stumbling sectors (Haberly,
2010: 1843).
Having amassed foreign exchange reserves can, paradoxically, be both blessing and burden. On the opposite
side of the spectrum, for the US most prominently, running external deficits is not unsustainable per se but
more of an ‘exorbitant privilege’ ever since the Bretton Woods system collapsed (Eichengreen, 2011). The
USD remained the lead currency in global finance and therefore generates excess returns on foreign assets
that would discount the corresponding liabilities owed by approx. 2.7 to 3.7% annually according to
Gourinchas and Rey (2007). Habib (2010) draws widely corroborative conclusions. The US benefits from
excess returns of approx. 3.4% annually. Habib (2010) further extends the framework finding other reserve
currency issuing major economies to similarly profit from such intrinsic asymmetries, yet to some lesser
extent. It is difficult to pin down an exact number on excess returns as methodological approaches differ
widely. Curcuru et al. (2013), for instance, find the US privilege to be less exorbitant but in fact rather minor,
hovering around 1.9% annually which is driven by differentials in FDI positions (6.1%) and significantly
less so by capital gains (0.4%). Globalisation, again, has spawned wide asymmetries. The US, as an indirect
result therefrom, are more indebted than ever while foreign exchange reserves in other economies, such as
China, remain on exuberant levels (Eichengreen, 2016).
Holding such reserves, for developing and emerging markets in particular, invokes no direct costs but incurs
foregone income on an aggregate level, somewhat mirroring excess returns on the other side. Rodrik (2006),
supported by Gallagher and Shrestha (2012), estimates these ‘social costs’ to be close to 1% of the GDP.

Figure 3

Social cost of holding excess reserves (developing countries)

As share, percentage, of GDP. As in Rodrik (2006), underlying spreads (0.05, 0.07) refer to the difference in return from
holding assets compared to the costs of borrowing abroad (Gallagher and Shrestha, 2012: 507)
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These social costs, of course, depend on how foreign exchange reserves are held. Most foreign exchange
reserves are being recycled through US Treasuries which curb both liquidity and return rates. Rising
opportunity costs are the consequence (Broner et al., 2013). Foreign exchange reserves, in fact, need to
remain somewhat flexible, depending on what they ought to cover. Short-termism still is an issue in
developing economies mostly (Eichengreen, 2016). In practice, domestic entities would refinance themselves
abroad, at cheaper rates, which then requires the central bank to back up the incurred currency exchange
through rebalancing its foreign exchange portfolio by, ideally, the commensurate amount. The social cost,
imposed on the economy in all, in the example here, derives from the lower yields on the recycled exchange
reserves juxtaposed to the cost of having borrowed abroad. Social costs, basically, are an insurance premium
on liquidity (Rodrik, 2006). Diversifying foreign exchange reserves via more advanced, more profit-oriented
investment vehicles, incorporated in an SWF can be an approach to alleviate such fiscal pressures (Aizenman
and Glick, 2009; Corden, 2012).
An additional motive, that would go beyond profit orientation alone, lies in what Haberly (2011) defines as
the ‘strategic alignment’ of an SWF in order to actively foster domestic economic development. Underlying
political motives would not be concomitant but indeed deliberate. Globalisation challenges national
boundaries, economic integration and unfettered liberalisation increasingly demand economies to remain
competitive (Henderson et al., 2002). As outlined earlier, government might utilise an SWF to intervene
proactively (Clark and Monk, 2010). What China aims for with the BRI, supported by the CIC, may well be
categorised as some approach toward an ‘internationalisation’ of the state (Glassman, 1999: 688; Wijeratne
et al., 2017). However, methodological difficulties arise in analysing and mapping such alleged intentions
unequivocally. Financial and political motives can of course overlap. Again, the CIC, in seed-funding parts
of the SRF endowment, hence indirectly participating in financing the BRI, can be applied as an example for
such an overlap (Shah, 2016). Sticking with the CIC, the vast majority of its initial investments abroad
matches to resource-motivated acquisitions, which, again, undeniably implies political motivations to play
at least some. Still, in practice, entirely disjoining political from economic drivers appears, in most cases, not
possible (Haberly, 2010).
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ANALYSIS

So far, the relevant foundations on FDI and SWF investments were outlined theoretically. An altered
perception of the role the nation-state obtains along globalisation has been conceptualised. In so doing, this
essay elaborated some major motivations on why states may embark on setting up an SWF. In essence, an
SWF embodies states ‘responding’ to an increased need for some form of mediation addressing arisen
economic asymmetries and absorbing long-term risks. The two examples chosen cover consequences the, by
some called, resource curse may hold as well as China mobilising amassed foreign exchange reserves more
strategically and hence potentially driven by political objectives to some extent.
In analysing potential repercussions from states investing, states investing abroad in particular, the two
dimensions of FDI and SWF investments shall now be interrelated to one another looking at empirical work
primarily. The first part therefore reflects on the common investment practices of an SWF. The second part
then analyses immediate market reactions to, the third one long-term implications of an SWF investment.
The fourth part reconnects the theory of SWF investments to FDI through the lens of macroeconomic and
political economy point of views. The key conflict being perpetuated throughout the chapter lies in
contemplating on whether an SWF is motivated by political, by rather profit-oriented objectives or rather an
inseparable amalgamation of both.

3.1

Sovereign wealth funds

SWF investments are drawn toward large, transnational firms, that have been performing poorly and face an
increasing likelihood of financial distress to come while relying on little to no liquid reserves (Bortolotti et
al., 2009; Chhaochharia and Laeven, 2008; Knill et al., 2012a; Kotter and Lel, 2011). Targeted firms would,
in other words, display an undervaluation and low values for Tobin’s Q ratio (Ferreira and Matos, 2008).
Figure 4

Host firm value development in relation to an SWF investment

Cumulative abnormal return (CAR), in percentage, in relation to the stake acquired by an SWF. Sample of 227 purchasing
between 1987 and 2008 globally (Dewenter et al., 2010: 268)

Shaping long-term, strategic partnerships requires an SWF to have the capacity and means to influence
effectively. Shleifer and Vishny (1986) provide the theoretical framework. In their context, an SWF can be
perceived as an institutional investor that acquires large stakes signalling long-term ambitions (Dewenter et
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al., 2010). As such, not just the incentive but more so the actual ability to monitor and potentially lobby firm
activities arises which can, in theory, alleviate potential hazards from free riding. An SWF investment then
implies continuity and stability indeed. However, with rising influence comes rising dominance and large
shareholders might push an own agenda more easily (Shleifer and Vishny, 1997). In the most detrimental
scenario, such agenda could lead to intentionally extracting firm assets and profits in what is commonly
referred to as tunnelling (Johnson et al., 2000). The trade-off between the benefits from monitoring versus
asymmetric dominance has been analysed in Dewenter et al. (2010). Their results suggest the relationship
between host firm value development (based on excess returns) and the actual stake acquired by an SWF to
be nonlinear, rising up until acquiring approx. 42 to 45% and then falling up to the point of discontinuity in
100% of shares (i.e. full acquisition).
Tunnelling hardly implies any political motives and has, so far, not been observed as an action an SWF would
have embarked upon. Influencing, however, appears conceivable indeed and ‘even if SWFs are entirely
passive investors, their investment selections may reflect broader and more complex, nonfinancial objectives
than those of private investors’ (Dewenter et al., 2010: 257). An implied inseparability, again, of
governmental agendas basically (Clark and Monk, 2010). Post-investment influence could be realised
through simply monitoring, via network transactions, such as creating networks through strategically
acquiring competitors, suppliers, or indeed deliberate governmentally induced meddling, such as through
adopting favourable tariff exceptions, bending certain rules or regulations, embarking on staged business
transactions (Chhaochharia and Laeven, 2008).
Empirical research on SWF activism appears inconclusive. Kotter and Lel (2011) find an SWF investment
to neither shape nor really improve corporate governance over time. An SWF would therefore share most of
its characteristics with passive institutional investors. Accordingly, shareholder activism would be
uncommon (Karpoff et al., 1996). Contrasting these results, Dewenter et al. (2010) find SWF investments to
indeed spawn more participative involvements. Within five years post-investment, 52% of all host firms
would have experienced at least one incident indicating interfering investment behaviour. Yet only 16% of
these could be assigned to governmental interference. The results by Dewenter et al. (2010) should, however,
be interpreted cautiously. Sample sizes are critically small, the analysis builds on strong preconditions and
most results obtained are either insignificant or display weak significance at the 10% level only.

3.2

Immediate market reaction

In theory, the market reaction to an SWF investment should be positive. An institutional investor following
long-term objectives, an investor interested in maximising returns from having acquired shares in an
enterprise that underperformed recently entails strong signalling effects (Shleifer and Vishny, 1986). In
theory, the announcement effect to an SWF investment should, again, be comparable to that of an institutional
investor acquiring stakes (Brav et al., 2008). From an empirical standpoint, it is difficult to isolate the true
impact of an SWF investing in private businesses. Dewenter et al. (2010) analyse 227 purchasing events that
involve an SWF between 1987 and 2008. Using firm value (market value) as proxy to evaluate such an event,
their model develops as:

𝑅#$ = 𝛼# + 𝛽#: 𝑅:$ + 𝛽#; 𝑅;$ + 𝛾#<= 𝐷#<= + 𝛾#? 𝐷#? + 𝛾#@= 𝐷#@= + 𝜀#$
The logic behind the model is simple. 𝑅 stands for the return of (host) firm 𝑖 at time 𝑡. Subscript 𝐿 represents
the local market index and 𝐺 the global. The intercept 𝛼 relates to the expected return. To control for potential
overshooting right around the investment announcement date, three event-day dummies 𝐷#<= , 𝐷#? (eventday) and 𝐷#@= are incorporated. In essence, the model compares the course reaction of the targeted firm 𝑖 to
the relevant index movements. Most other empirical studies rely on comparable econometric setups.
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Dewenter et al. (2010) find statistically significant results suggesting positive (average) abnormal returns
(AAR) to follow an investment announcement. Such excess gains can be expected to lie around 1.5% as an
immediate market reaction. Interestingly, having announced to disinvest spawns near symmetric reactions
equal to foregoing 1.4% in firm value. The results for disinvestments should, however, be interpreted as an
indication. The results display weak statistical significance and, again, rely on sample sizes as small as 25
observations. Still, the obtained findings are in line with Kotter et al. (2011) mostly. Their results imply even
stronger reactions for host firms having suffered from greater leverage previously.4 Applying data of 417
purchasing events over 29 years, an average, risk-adjusted cumulative abnormal return (CAR) of 2.2% is
found within a three-day window surrounding and not just succeeding the investment announcement.

Figure 5

CAR around SWF investment announcement

CAR (in percentage) from day 5 before until day 20 after an SWF investment is announced. Sample of 417 investments in 326
firms between 1980 and 2009 globally (Kotter and Lel, 2011: 369)

More empirical evidence, corroborating the findings by Dewenter et al. (2010) and Kotter and Lel (2011),
can be found in Bortolotti et al. (2009) and more recently in Ngoc (2015). Analysing 802 purchasing events
and 399 excl. Norges Bank investments, from 1985 to 2009, Bortolotti et al. (2009) find an abnormal stock
price return of 1.25% within the three-day event window and of 2.91% for the subsample without Norges
Bank investments. Norway utilises its fund for pension securitisation and therefore prudentially, on average,
smaller stakes (USD 12m) are acquired and less corporate control is sought accordingly (board seats, for the
entire sample, follow in 14.9% of cases and in 26.8% excl. Norges Bank investments).
Ngoc (2015) finds similar yet smaller results. Announcing an SWF investment brings along positive impacts,
that are confined to around the event day. Extending the event window to up to plus/minus 40 days does not
deliver any further statistically significant results. What correlates positively in terms of the size of the
impulse is the transparency of the fund. Grouped accordingly, funds scoring higher in the Linaburg-Maduell
transparency index spark greater market reactions. The Linaburg-Maduell transparency index ranks an SFW
according to ten criteria (i.a. independent annual audits, identifies subsidiaries). Found in the first quantile
are the funds from New Zealand, Norway, or Temasek Holdings (Singapore). The CIC (China) obtains an
8/10. Lower ranked are funds from Africa nations mostly (SWFI, 2017).

4

Lang et al. (1996) for the theoretical setup to leverage on firm performance
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Result on AAR and CAR around the announcement day

Day

-2

-1

0

1

2

3

4

AAR

0.264

0.621 **

0.673 *

- 0.009

0.168

- 0.022

0.607

CAR

- 2.260

- 1.640 **

- 0.968 *

- 0.966

- 0.809

- 1.028

- 0.421

AAR and CAR before, on and after the investment announcement (Ngoc, 2015: 104)
AA** Significance at 5%
AA** Significance at 10%

Then again, Jory et al. (2009) find no statistically significant results allowing to reject the hypotheses of any
market reaction to be different from zero. And focussing on pensions funds, Wahal (1996: 4) finds merely
mixed results. Significant and positive outcomes (of then 2.7% in CAR for a six-day window of one day
prior to the official announcement until five days post-announcement) are obtained only for having
subsampled purely ‘performance-based’ investments.

3.3

Host firm, post-investment

Dewenter et al. (2010) find no statistically significant results on whether an SWF investment has any impact
on host firm value in the long run. Kotter and Lel (2011) obtain positive, yet insignificant results for both the
one- and two-year horizon. The mean 3-year return, however, is with an excess of 31.0% strong, possibly
even inflated, yet significant to the 95% level and therefore allows assuming an increased firm value to
follow. Positive long-run returns are amplified by the degree in accountability and transparency of the SWF.
One explanation for why such positive returns may in fact be retained in the long run is provided by Lang et
al. (1996). Given that targeted host firms have suffered from financial constrains pre-acquisition could have
curbed their potential, forced them to remain below their capacity limit. Leverage, that would be lifted as a
consequence, might have had detrimental effects on firm productivity.
Notwithstanding that, Bortolotti et al. (2009) find negative long-term impacts on the firm value. Within two
years post-investment, they show CAR to have turned negative by 6.25% which, however, is in parts derived
from outliers in the sample. SWFs are no homogenous class of investors. Explained are the negative impacts
on firm value in what Bortolotti et al. (2009: 36) call ‘constrained foreign investor hypothesis’ (CFIH) as
with larger stakes, potentially acquired board seats, the power dynamics in the host firm shift.
CFIH connects larger stakes to exacerbated conflicts of interest involving both the firm management and
minority shareholders. Monitoring and oversight would become increasingly skewed. In other words, the
more actively intervening an SWF would be, the less positive will its involvement be perceived (Bortolotti
et al., 2009). Corroborated by this, again, is the idea of accountability and transparency to have positive
influences. CFIH can be regarded in relation to state ownership, which an SWF investment implies to some
extent. State ownership is commonly associated with poor corporate performance, inefficiencies and
comparatively weak incentives for managers (Gupta, 2005). The institutional and legal environment an SWF
is embedded in matters as well. Politicians might meddle, might lobby for an own agenda that would deviate
from what was supposed to be the most profit bearing investment strategy (Clark and Monk, 2010). If
governed poorly, corruption poses an eminent threat (Johnson and Mitton, 2003). Empirically, Bernstein et
al. (2013) indeed draw a strongly negative correlation between firm value development in the long run and
politicians acting as managers for the invested SWF.
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Again, reconnecting the theory of FDI to an SWF investing abroad entails amalgamating somewhat
contradictory trajectories. As outlined in the previous chapter, numerous studies imply FDI leading to an
increase in productivity within the acquired affiliate. An SWF brings in capital and yet, arguably, no sectorspecific expertise. Still, as shown by Lang et al. (1996), capital alone can have an indirect effect on
productivity. This, however, is then independent of whether the investment is domestic or sourced from
abroad. The contradiction derives from the nature of an SWF. An SWF investing abroad renders the host
frim some hybrid between transnational and, although often just partially and indirectly, state-controlled
enterprise (Greenaway et al., 2014). This juxtaposition, of course, varies with the degree of autonomy and
independence of the SWF invested. Knill et al. (2012b), alike Bortolotti et al. (2009), find an AAR declining
within the first twelve months post-investment. Having an SWF invested may indeed shift the target firm
characteristics somewhat closer toward an enterprise that ‘resembles government-owned firms’ rather than
‘firms receiving investment from institutional investors’ and that when an ‘SWF investment is cross-border,
SWF target performance is most comparable to other government-owned firms’ (Knill et al., 2012b: 335).
Knotter (2012b: 336) concludes similarly while recommending regulators, for the case of an international
SWF investment, to ‘avoid a one-size-fits-all approach to policy regarding SWF investment stemming from
other nations’ as fund characteristics vary widely.
Corroborating Gupta (2005), it is mainly due to lacking manager disciplining and declining corporate
governance that lead Chhaochharia and Laeven (2008) to conclude that CAR would have developed on
average 7.2% below the according market comparison within three years post-investment. More detailed,
Knill et al. (2012b) explain the drop in CAR by both raw returns and risk to have declined five years postinvestment. The aggregate return-to-risk ratio, however, falls. The relative profitability of the firm thus
declines. Lower risk alongside weakened performance, again, are typical characteristics that rather go with
state-owned firms and less so with transnational enterprises (Greenaway et al., 2014).

3.4

States investing abroad

The theory of FDI and its implied impact on firm productivity relies, in parts, on internal knowledge and
technology transfers (Markusen, 2004). Alike an institutional investor, an SWF is unlikely to be able to
provide such sector-specific knowledge to an adequate extent. What may apply for an SWF is that FDI, in
theory, could as well be driven by technology sourcing motives. Generally, such fears surrounding the
potential diffusion on knowledge are particularly apparent when it comes to states investing abroad. China,
in particular, is met with suspicion (Clark and Monk, 2010). In terms of the BRI, this would imply an active
government to direct ‘progressive acquisitions of globalised foreign firms from the US and Europe to acquire
new technologies, capabilities and know-how’ and further establishing tighter relationships with foreign
firms having ‘more prior global experience in managing such major projects’ (Wijeratne et al., 2017: 5).
However, empirically, such motives are difficult to isolate entirely, even more so when applied to SWF
investments. Such reversed knowledge transfer would need to be indirect, actively intended, mediated by the
SWF and the government of another country ultimately. One needs to consider, if an SWF lacks sectorspecific expertise in the first place, then it obviously has no immediate use for its applications. Implying
technology sourcing motives would need to premise assuming the SWF to be embedded in an enclosed,
strong and tight network that allows to effectively pass on an acquired expertise.
Technology sourcing builds on the assumption of firm-specific assets to be non-exclusive and intangible
predominantly (Morck and Yeung, 1991). Firms would embark on FDI transactions not so much to grow but
rather to learn. Still, what Almeida (1996: 156) marks as ‘learning-oriented foreign investment’ and hence
part of a long-term strategy is subject to mere weak empirical evidence overall. Almeida (1996) finds results
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that rather corroborate cherry picking motives,5 Griffith et al. (2004) point out mutual learning and hence
rather some back and forth of knowledge flows. Looking at data from the Spanish manufacturing sector, Holl
and Rama (2014) mostly reject technology sourcing to underlie systemically.
Still, what remains to be analysed are the more macroeconomic and political economy point of views on
SWF investments flowing abroad and influencing determinants thereto. Megginson et al. (2013: 550) analyse
1,590 purchasing events in 78 targeted countries from 1985 to 2011. In doing so, the study focusses on
macroeconomic drivers. Strong empirical support is found for an investment facilitation hypothesis meaning
that SWF investments are drawn to flow abroad if their home country provides sufficient financial openness
while having relatively underdeveloped domestic financial markets. Investor protection, economic
development and capital market depth of the targeted country are significant factors in attracting SWF
investments. Hence, there would be ‘good reasons to believe that SWFs are rational, economically driven
investors and that their cross-border investments will be diversified by asset type’ which would again support
labelling an SWF as commercially oriented institutional investor.
As mentioned before, an investment from an SWF based abroad is often subject to concerns about being
politically driven. An SWF could use its acquired, major stake to interfere in the host firm, which, in essence,
would imply foreign governments to indirectly undermine the domestic corporate landscape for reasons
beyond return generation. Again, in line with Shleifer and Vishny (1986), an SWF could act as blockholder,
which does not necessarily entail the power to steer but to potentially prevent (Edmans, 2009).
Notwithstanding, Chhaochharia and Laeven (2008: 31) find diversification motives to matter primarily. An
SWF investment would, however, not entirely be guided by profit maximisation but by cultural proximity as
well. Deliberate political interference is subject to merely insignificant results, throwing a ‘somewhat more
benign view’ on foreign capital ‘sponsored’ by governments. Megginson et al. (2013: 559) test for what they
call political interference hypothesis:

𝑆𝑡𝑟. 𝑟𝑎𝑡𝑖𝑜H = 𝛼 + 𝛽 𝐸𝑐𝑜. 𝑒𝑛𝑣H + 𝛾 𝐶𝑎𝑝. 𝑚𝑎𝑟. 𝑑𝑒𝑣H + 𝜂 𝑆𝑤𝑓. 𝑐ℎ𝑎H + 𝜀H
Where the strategic ratio of fund 𝑗 is composed of its investments in certain politically and strategically
important industrial sectors (aeronautics, energy, technology, electricity, telecom, financials) over aggregate
investments. Incorporated variables and vectors are 𝐸𝑐𝑜. 𝑒𝑛𝑣 for the economic fundamentals in the host
country, 𝐶𝑎𝑝. 𝑚𝑎𝑟. 𝑑𝑒𝑣 controls for capital market volatilities and 𝑆𝑤𝑓. 𝑐ℎ𝑎 for fund characteristics (i.a.
age, government involvement, passive stance). Megginson et al. (2013) find fund age and the host country
growth rate to correlate positively with 𝑆𝑡𝑟. 𝑟𝑎𝑡𝑖𝑜H , yet no conclusive results for any of the other proxies are
found which implies lacking support for the political influence hypothesis. An SWF, in line with Balding
(2008) and Bortolotti et al. (2009) then, would indeed act as ‘rational’ and ‘economically driven’ commercial
investors foremost.
Knill et al. (2012a) again stress non-financial motives to underlie more strongly. Analysing SWF investments
abroad, from 1984 to 2009, the study finds the correlation between political relations and acquisitions to be
negative. Political proximity increasing by one unit would lead to the probability of receiving an investment
to decrease by 1.16% overall. Political proximity is determined and scaled through UN voting records, it has
an impact on where yet not on how much an SWF invests. Further, Bernstein et al. (2013) find empirical
evidence for what they define as home bias, politicians serving as managers not just impacts the firm value
negatively but also leads to an increased propensity for investing domestically or ‘closer’ the home economy.
Associated with the cultural proximity bias described in Chhaochharia and Laeven (2008), the analysis by
Knill et al. (2012a) the finds home biases, too. All corresponding explanatory variables of 𝐶𝐿𝑂𝑆𝐸 (within
5

Similar then to the theoretical setup by Criscuolo and Martin (2009)
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500 miles of the SWF nation), 𝐵𝐿𝑂𝐶𝐾 (same trade block) and 𝑃𝐴𝑅𝑇𝑁𝐸𝑅 (an FTA signed) show positive
and statistically significant estimates. Accordingly, what is being implied is that an SWF would follow ‘more
than just financial considerations’ (Knill et al., 2012a: 116). The key notion lies in ‘more’ which does neither
preclude profit orientation to underlie nor an amalgamation of both.
Ultimately, the potential political motive of an SWF investment is difficult to isolate and proof. Political and
profit maximisation objectives do not necessarily contradict each other at all times. Attached political relation
can be both facilitator and inhibitor. For instance, attracting international tensions increasingly, the South
China Sea area aggravates economic collaboration and foreign investment (Ferdinand, 2016). For the more
complex interrelation between FDI and the political environment, it is therefore interesting to look as well at
how an SWF investment can actually shape bilateral affiliations post-investment. Knill et al. (2012a) do so
finding more or less inconclusive results. The data indicates that for an SWF from an open economy investing
in another open economy, the repercussions on political proximity would in fact be negative. All other results
are statistically insignificant with the exception of some particular country pairs such as Australia and China
where massive state-backed capital pouring in seemed to have intensified political relations. The obtained
results, however, appear too weak to draw generalisable conclusions. Based on Knill et al. (2012a), one might
hypothesis that an SWF investment could be used as some form of ‘icebreaker’ in some isolated incidences.
An idea like this would mirror what Haberly (2011) describes as ‘strategic alliances’ seeking. Yet again,
supporting that hypothesis would require further research. For now, the assumption remains that SWF
investments should, overall, be regarded as driven by profit maximisation primarily. Political objectives may
interfere, yet then often in the form of an amalgamation with commercial interests alike. In 2007, for instance,
the CIC fund acquired shares in the Blackstone Group worth USD 3bn (equal to a 9.9% stake) which then
led to Blackstone investing in China National Bluestar (a state-owned chemical producer) after previously
having encountered resistance in entering the Chinese private equity market. Again, some form of political
interference, in this particular case, sure is hardly deniable, yet, the result still is mutually beneficial, hence
driven by economic rationales as well and therefore equally justifiable through profit maximisation objectives
on both sides (Butt et al., 2008).
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CONCLUSION

Aggregate assets invested by states, through having established an SWF from accumulated foreign exchange
reserves, have increased sharply over the past decade. For states to become an investor targeting equity is not
an entirely novel phenomenon per se, however, the scale to which they do so, alike capital being diversified
abroad increasingly, is an unprecedented development.
In essence, an SWF is born out of vast asymmetries from an accelerating economic globalisation and
therefore risen but also more uneven international trade. Some countries, most of which through extracting
and exporting an abundance in natural resources, run persistent current account surpluses. While desirable at
first sight, appropriately recycling accumulated foreign exchange reserves has emerged an intricate task for
policymakers. An instrument to potentially alleviate negative repercussions from such imbalances, as
exemplified in the resource curse hypothesis for instance, an SWF ought to preserve sovereign wealth. An
SWD equally protects the economy from overheating and price volatilities while ideally attaining higher
margins compared to relying on fixed income instruments only.
While inward FDI is supported by most countries, the picture becomes somewhat opaquer for the case of
capital inflows that derive from an SWF investment and hence foreign governments indirectly. Scepticism
arouses from the question of whether commercial or rather political objectives predominate. Indeed assuming
political objectives would then become the root to apprehending knowledge dissipation and illegitimate
influences on the domestic corporate landscape. Globalisation, quite paradoxically, challenges the status quo
of the nation-state, whereas its role in mediating between national and international markets is required
increasingly. Pure laissez-faire approaches have been leading to undesirable outcomes. Governments ought
to guide, provide the framework to economic development and upgrading. However, there is relatively little
consensus on the exact degree policymakers should intervene and the overall track record of states becoming
an active stakeholder in business endeavours appears mixed at best. Accordingly, the difficulty for addressing
the proposed research question lies in juxtaposing and unifying contradictory trajectories. The nature of an
SWF comprises both elements of political influence and profit orientation, resembling commercially driven
institutional investors but state-owned vehicles alike.
An SWF investment would typically target large, transnational enterprises that have underperformed recently
and are at risk of tumbling into financial turmoil while relying on very limited liquid means. In term of
investing abroad, relevant factors include sound macroeconomic fundamentals, an institutional and legal
environment deemed reliable as well as the breadth and depth of the financial sector. The investment
announcement of an SWF likely sparks an immediate market reaction that is positive but transient. Acquired
firms seem to develop heterogeneously in the long run which may be traced back to the conflictory
implications between foreign and state ownership. While some studies find an impact on firm value to be
positive, most fail to obtain statistically significant results and again others suggest the ramifications of an
SWF having invested in enterprise to be negative in terms of its market value.
Overall, commercial objectives matter predominately. Politically driven motives are likely to have an impact
as well and should not be neglected. Rather passive in their investment practices, acquired firms would move
in their characteristics somewhat closer to those of state-owned entities. In most cases, both commercial and
political objectives will interact and therefore impact simultaneously. Further research is required on what
exactly determines and shapes that relationship. Aligning the topic of states investing abroad to the theory of
FDI, an empirical study on how total factor productivity6 develops in the host firm will be insightful.
Where the econometric setup could be based on Levinsohn and Petrin (2003) hence estimating total factor productivity on the firm
Blevel while relying on intermediary product inputs as instrumental variable in circumventing limited data availability
6
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