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Introduction
Today, I have been asked to talk about sovereign funds and the importance of China. Let me consider this by looking at three areas. In the first part I will focus on some key aspects of the overall debate. In section two I will focus on China. The third part will look at the consequences.

In my view we are seeing a shift in balance of economic and financial power. A shift from the West to the East and a shift that I think is gradual but will be significant. I would argue more people are now saying that this will be the case but I hasten to add that whilst we’ve been saying this for some time at Standard Chartered, I do fear that in the current debate people talk as if this is something that just happens automatically and it’s a steady upward path. The business cycle exists in China as it does in India, as it does in other countries. And indeed, the path whilst it’s upward and whilst the path is from the West to the East, is likely to prove far more volatile and far more uncertain at times, which I think will add to the political uncertainty behind this whole Sovereign Wealth Fund (SWF) debate.

SWFs are a reflection of this shift in the balance of power. The countries that gain in this shift are countries that fall into one of three categories. They will be from the countries with financial resources, like China or Qatar. They will be countries with natural resources, particularly water, which is often not talked about enough, and other commodities. And also they will be the countries that have the ability to adapt and change. So basically the countries with the cash, the commodities or the creativity. This is important not just in terms of trying to anticipate which countries win, but it is also important in trying to anticipate which countries will be on the receiving end of inward investment, particularly from China. As a result of this I believe the rules of the game are changing. Indeed, we had a flavour of this already in this conference with questions that highlighted the issues around opaqueness versus transparency, and strategic versus commercial. Thus I will not focus on these here. But, compared to what is happening on the ground in some parts of the world, particularly in the Middle East where the phrase “local society” is used, the argument many funds themselves use is that they are not openly transparent because that is just how they are. They’ve got nothing to hide. “Trust and judge us by what we do,” is really what they say. Whilst this may be true, increased transparency is to be encouraged. Yet we should be encouraged by the way many SWFs have openly engaged in addressing issues and concerns, and this has been reflected in the Santiago Principles, which we have already heard about today.
Ahead of the financial crisis the role of the state was already becoming a big issue and came to the surface very much in 2007. We have already heard throughout today how there’s been a positive shift in the perception of SWFs, but I think this shift 
has clearly been more than that. The role of the state has taken on added importance as a result of this crisis. In the West we have seen state intervention and in some countries this has been significant. In the East one sees a number of different strands. Countries have engaged in the Santiago Principles and they feel justified by their activities. We have also, as a result of this crisis, seen a very significant move towards self insurance across the emerging world. There is still a deep distrust of organisations such as the International Monetary Fund (IMF), even though the IMF has had a relatively good crisis in the last 12-18 months.

More countries around the world are building up their foreign exchange reserves. Indeed, this is a legacy of the 1998-99 Asian crisis. Then one of the lessons was that countries should open up their financial sector at a speed best suited to domestic needs. Another legacy was the need to build up foreign exchange reserves to build up your own protection. A decade ago Asia had one third of global foreign exchange reserves, but now it had two-thirds, led by China. Countries everywhere in the world, outside the West, seem determined to build up their foreign exchange reserves further, which will feed growth in sovereign funds. There is also a shift in underlying thinking. When commodity prices went through the roof in 2007, it was seen to be a sign that many of these commodity producing countries had not received the inward investment that they should have done and which they needed and since then, led by China, there has been a surge of inward money into commodity producing countries and regions, particularly across Africa. But the shift in thinking was much more than that. There is a suspicion of free markets, possibly in some areas an anti-market sentiment. The feeling in 2007 was why should the general public suffer because of high food prices triggered by speculative asset flows. I have also heard views exchanged that commodities such as food should not be traded on open exchanges, instead there should be barter deals, government to government. Also the feeling is that as more capital flows into emerging markets which don’t yet have the absorptive capacity, there might be a greater case for the use of exchange controls. People of course recognise that markets are very discriminating, whereas a country like Brazil can get away with taxes on inflows, in contrast countries like Thailand are penalised.

I think it is important to heed the lessons of the crisis. It wasn’t just that people saw a failure in the financial system, we also saw an imbalanced global economy. If imbalances persist, not only will that feed further growth in sovereign funds it will also in the West feed the regulatory backlash that is already underway. Because imbalances were a contributory factor towards this crisis, if imbalances are not addressed then that makes another crisis more rather than less likely and therefore you need to have proper regulation, not just supervision in place, to try and prevent that.

Throughout this the role of the sovereign has become very important. Robert Kimmitt who was then number two at the US Treasury, wrote a very good piece in International Affairs two years ago where he talked of the four sovereigns: foreign exchange reserves, SWFs, government pension funds and state owned enterprises. At the same time McKinsey’s produced a large report talking of the new power brokers. In that they included, in addition to SWFs, foreign exchange reserves, hedge funds and private equity. The situation is a very dynamic one and I think the role of the state will not only persist after this crisis in the West but will become more important in the East.
In the West we are moving from an era of excess to a current era of uncertainty, likely to be followed by an era of austerity. In contrast, across the emerging world we’ve had an era of boom, now we’re seeing an era of investment and if that is 
successful we then have an era of outperformance. But the era of investment is very tied in with how countries will see the role of the state. At the Asian Development Bank (ADB) meeting, which took place in Uzbekistan in May this year, it was highlighted that if you added up what all the Asian countries themselves were saying, they needed over the next decade to invest $8.3trillion in their own infrastructure. To put it in perspective, the Asian economy is $14trillion in size, Japan is $5trillion of that, so if you take out Japan you have $9trillion. The Asian economies outside of Japan have to almost invest their current 100% GDP in infrastructure over the next decade. If you add up what the multilateral agencies are providing to these countries it is probably about $40billion per year. $8.3trillion is roughly $700billion per year. The infrastructure needs are greatest in the biggest economies: China, India, Indonesia. Either they would need to build their markets to be broader and deeper or they would need to see the state providing more of that finance, or more likely both. Indeed, the role of sovereign funds in becoming more domestically focused is an issue probably more so outside of China than in it. At the OECD at the end of March 2008, I was asked to chair a session on sovereign funds and quite a few funds attended and they were talking more about sovereign funds becoming more like the development funds. And indeed, countries are already dipping into their own sovereign funds. Last week in Vienna, at the Institute of International Finance (IIF) conference, the Finance Minister of Chile talked about how after the earthquake hit this March/April they actually used some of their money in their sovereign fund to provide immediate help and infrastructure needs.

To conclude the first part of my talk, I think we are seeing a shift in the balance of power. The role of the state has become more important as a result of the crisis.
China

That moves on to China and the second part of my talk. When one looks at the issue of SWFs in China it is important to say this is only part of the story. The phrase I have used for some time is “state capitalism”. The role of the state is omnipresent in China and the sovereign fund in China is just part of that. Globally, SWFs have been fed by a number of factors: commodity prices, foreign exchange reserves, investment performance and returns and also discretionary factors. Some of those heavily influenced the establishment of China’s sovereign fund, China Investment Corporation (CIC). It then had to issue special treasury bonds to fund its capital and as a result it pays dividends to the State Council to cover the cost of these special bonds. But in China the role of the state is seen in all aspects of the economy, despite the growth of the private sector. We have:

· Some state-owned enterprises.

· The growth of foreign exchange reserves themselves, now about $2.5trillion and rising. In the first quarter FX reserves probably went up another $100billion in China because of flows on the financial account.

· SAFE, led by deputy governor Yi Gang.

· We then have the development banks, particularly the China Development Bank, run by Chen Yuan. The China Development Bank now has an offshoot called the China African Development Bank, which has been incredibly proactive in the last few years.
· We then have other parts of the state. In particular, often cited in some of the tables on sovereign funds, even though it is not a sovereign fund, is the National 
Social Security Fund (NSSF). This was basically a bailout fund for provincial and other local government pension pools. It is partially funded by the Budget and the main source of its assets under management has been the allocation of a certain percentage of domestic equities from state companies through their IPOs. There was a recent scandal in Shanghai which could mean that more of the local and state funds will be centralised.

· So all of those that are important and then in addition to all of that we have the sovereign wealth fund: the CIC.
We have already heard about many of the complexities associated with sovereign funds. This also extends to how one defines them. Often when one sees the definition of large sovereign funds, Abu Dhabi is always up there at number one, Norway is number two, SAMA is often cited as number three, though we tend not to call SAMA, the Saudi Arabia Monetary Authority, a sovereign fund. SAFE is often cited as number four with $347billion, again we tend not to call SAFE a sovereign fund, and the CIC, which is a sovereign fund of China, is $289billion. You then have the National Security Fund $147billion sometimes cited, again we tend not to call it a sovereign fund, and then sometimes you see the HKMA Investment Portfolio cited as $140billlion, and again we tend not to call it a sovereign fund. The definition of a sovereign fund is very difficult. But in terms of the motives, those cited this morning have been macro-stabilisation, seeking higher returns, money for future generations and helping develop domestic industries.

When people look at China they very much look at the strategic intent to help the economy and financial sector move up the value curve and the ability and need to buy resources. To focus specifically on the Chinese sovereign fund, CIC: it was established in 2007 under Lou Jiwei, a former deputy minister at the Ministry of Finance and regarded as a financial reformer. It was given $200billion initially, it also had to buy out Central Huijin so was left without $70-80billion assets under management there. But behind the scenes the reason for its creation, it has been suggested, was a desire for the Ministry of Finance to have a greater say in the running of China’s growing foreign exchange reserves. Behind the scenes therefore there is probably competition between SAFE, the Central Bank and the CIC. If we look at the CIC they stress their non-political agenda. They stress that they have no government strategic mission. The way they are run they have both the top down and the bottom up strategy. They have been called “farmers” not “hunters”. Farmers being that they are high beta investors seeking to outperform the market and they occasionally go hunting when an opportunity arrives i.e. they are not strategic. 67% of their funds are placed with outside investors, including hedge funds and private equity funds. Where do they invest? 25% roughly in stocks, 18% in fixed income, 8.8% in anti-inflation securities, although they tend not to stress gold, 9.4% in hedge funds, 7% in private equity, 8.6% in cash, and 18.9% in special situations. They then also have some other assets which are a legacy, US debt that’s maturing in the next few years, and then in addition they have their domestic arm that I mentioned.

Recently at the OECD Forum a couple of weeks ago, the Chief Investment Officer of the CIC on the record said that the CIC has invested around $110billion, and some 15-17% of its capital has exceeded the 10% investment ceiling. At that time they were questioning whether to reduce their exposure to European assets. The CIC is a big advocate of the Santiago Principles. Their annual report is on the website and they also have a public audit of their accounts, and they stress that they want to gain from China’s growth without investing in China. In my view, they should have a future bias towards investing elsewhere in Asia. There may well be competitive pressure 
behind the scenes to see how well they do compared to SAFE, hence they are trying to be high beta investors and they probably want to outperform SAFE’s investments.

In terms of the dollar and foreign exchange reserves, there is probably passive diversification. What one sees in terms of China and quite frankly all the countries in Asia, is they are all negative in public about the dollar but privately they don’t know what to do. They don’t actively want to sell the dollar lest it triggers the crisis they are worried about so in recent months they were passively diversifying. As their assets and reserves increased they were putting a smaller proportion in the dollar. The European crisis has confused the issue and thus many reserve managers are not sure what to do so hence by default the dollar in recent weeks has become a beneficiary. But in the future I believe that they will diversify away from the dollar.

Before the crisis, it was suggested that SAFE had diversified away from US Treasuries into US and UK equities, the Aussie and Canadian dollars. Although, it has also been claimed that, with offices in London, New York and Hong Kong they could purchase US assets via such offices, disguising the full picture of flows.
Beyond that I think it is important to stress the strategic ambitions of China over and above the actions of the CIC. Whilst the CIC is likely to see its funds grow and it is going to invest to make a maximum return, China Inc is very much trying to buy up resources. Last time I came to Edinburgh about three years ago I spoke at an after dinner conference and I called China a Robin Hood, Goldilocks and Superman economy. A Robin Hood economy as it was taking from the West and giving to the East i.e. taking from the rich and giving to the poor. Underneath that is new trade corridors: China-Asian trade, China-African trade, China-Latin America trade. And behind that Chinese investment, heavily driven by the China Development Bank and others. The Goldilocks is domestically they’re trying to keep the economy neither too hot so inflation picks up and hits the poor or too cold so unemployment picks up and hits the poor; social stability being key. The Superman is that he was up, up and away and people always think of China as an up, up and away economy. But Superman had the Kryptonite problem and China has a Kryptonite problem: resources. Lack of it. And when one thinks of that it will help you understand why China is on a buying spree. The China-Africa Development Fund made 30 project investments in Africa alone last year, totalling $700million. They have $3billion of total investment there. Recent ones include Shenzhen Energy buying a thermal power plant in Ghana, the China Union iron ore deal in Libya where they rehabilitated the biggest mine there, they have also prospected recently in Angola, Ethiopia, Ghana, Kenya, Liberia, Mauritius, Mozambique, Sudan and Zimbabwe. They are also acquiring more assets, so this is a key issue.

The CADF has teamed up with Jidong Development, China’s second largest cement maker, to acquire a majority stake in a new cement plant in Limpopo Province, South Africa. It has also supported a $877million equity and debt deal in South Africa’s platinum sector, making this the second biggest Chinese investment in Africa outside energy.

But it is not just Africa. Take Brazil. Last month, it was announced that Statoil of Norway had sold to China’s Sinochem for $3.1billion, a 40% stake in the offshore filed in Brazil, and that is the biggest ever M&A deal between China and Brazil. Last year, the China Development Bank loaned Petrobras $10billion to develop those offshore fields. So we are seeing Chinese involvement not just in Africa but in Brazil and I think when you think of the Robin Hood, Goldilocks, Superman idea you will understand its inflows into many other emerging economies, what we would call south-south investment, and very heavily linked by China’s resource needs.
Implications

Third and finally what are the implications? I believe that China’s funds will grow. Whilst we are in a subtrend recovery, at Standard Chartered we believe that we are in a super growth cycle for the world economy. The world economy has almost doubled in size in the last decade, going from $31trillion to $61trillion on the eve of the crisis. It fell $3.7trillion in size during the crisis and it is likely to continue to grow reaching $77trillion over the next five years in our main scenario, a conservative growth assessment. The cake is getting bigger but more of that cake is being seen across the emerging world with China at the fore. As a result, global imbalances will persist. This has implications on the policy as well as on the investment side. On the policy side, to get to a more balanced global economy the West, as we all know, needs to spend less. Asia, the Middle East, Japan and Germany need to spend more and currencies need to adjust.

The 1944 Bretton Woods agreement that set the post-war consensus put all the emphasis on the debtors to get their house in order. The last 6-9 months has behind the scenes been focused on trying to get the savers to take responsibility. The German response is why should the good become like the bad? The savers don’t want to change. Last week at the IIF meeting there was a roundtable discussion with policymakers plus financiers from around the world and you would be surprised at how many said the G20 is not going to work and the G7 needs to be the major driving force. Not the view I hear in China or India but I think the policy debate is going to become more complex. Indeed, at Davos earlier on this year, the media didn’t really pick up on this. When President Sarkozy gave his speech in Davos he said next year when France is present at the G20 they will address what he thought were the two big issues: Anglo-Saxon capitalism and currency issues, even though he didn’t say China specifically.

There will be a need for deeper and broader capital markets across Asia, if Asia is to realise its potential and realise its investment needs. More of these funds will keep more of their money at home. The absorptive capacity is not there yet though, hence the bias may be to go to the West. One should expect to see the Chinese and others invest more in the nascent equity and bond markets across Asia and elsewhere. Expect more investment into private equity and hedge funds. Expect state capitalism in terms of strategic investments with global flows into Africa likely to persist. As a result on the policy debate the Washington consensus will be challenged by the Beijing model in coming years.

In the West how does the state get out of this? I wrote in The Times at the beginning of the year that it was going to be the good, the bad and the ugly. The good was the way Gordon Brown actually responded to the crisis, pulled us off the floor, the bad was that we did not do this from a position of strength and the ugly will be the consequences although I would not argue for tightening fiscal policy as aggressively as everyone else seems to be enthused about.

In the East though it is a very different ball game. More of the money used in the last year was not thrown at the problem, it was used to invest in strategic areas. South Korea for instance, had the biggest proportion of any fiscal boost globally directed towards green energy – the bulk of its huge fiscal boost went into green and fusion energy. The Chinese have directed their fiscal boost at the infrastructure. One sees a similar story elsewhere. Expect the role of the state and sovereign funds to grow particularly in terms of development funds.

What does that mean for us in the UK?

I think it has been made quite clear that the UK government is going to avoid protectionism and counter-productive barriers. It is still keen to uphold free and fair and transparent investment frameworks, and to respect investment decisions and to treat investors equally. The Americans have basically said the same thing. For the UK, SWFs are more a perceived than the real risk. The only issue, if one can call it that, with sovereign funds was in 1988 when Kuwait then had a 22% stake in BP, but they actually were encouraged then to step away from it. But what we have in the UK is almost a triple defence mechanism, we allow any money in but there are three checks. First, independent competition authorities can block any takeover on competition grounds. Second, we have independent regulatory authorities that can stop any takeover on regulatory grounds. And then we have the Enterprise Act, an act of Parliament which protects sensitive areas. They are defined in the Enterprise Act as media and defence. Why only media and defence I don’t know, one could argue that they should be expanded further. When Lord Mandelson was Business Secretary last year he seemed to be advocating a more rigid regime but I thought that was more talk than action, and at the moment we still have a pretty open playing field. What I think we do need to do in the UK is argue for level playing fields. If we allow the money to come in then we should not only have those checks and balances in place but we should make sure other countries open their markets as well, China and India included.

Conclusion
So, in conclusion, I have talked first about the shift in the balance of power and the importance of China. I think in the West the era of uncertainty followed by the era of austerity is in contrast to the era of investment, probably followed by the era of outperformance in the East where sovereign funds will play an important role.

Second, in terms of China, the CIC - the sovereign fund of China – is a beta fund; it is a farmer not a hunter and it seems to adhere to all the best practices. But when one looks at it in China, I think one needs to look at it in the broader context of the role of the state and do not underestimate the way in which in China different arms of the state are there to service the country and that strategic aspect will become even more important for certain arms of the state, maybe not for the CIC given China’s resource needs.

And third and finally, the implications. I believe that the global imbalances will persist but the Asian model will possibly replace the Washington consensus. There’s a different perception of the role of the state in the East compared to the West. Here in the UK, I do think we should be open and transparent. We should make sure the checks and balances are in place, but more than that I think we should press for a level playing field globally.

Thank you for your time.
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