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Abbreviations and Acronyms

SWEF Sovereign Wealth Funds

IWG International Working Group of Sovereign Wedhinds
IMF International Monetary Fund

GAPP Generally accepted principles and practices

KIA Kuwait Investment Authority

AUM Asset Under-Management

IFSWF International Forum of Sovereign Wealth Funds
OECD Organisation for Economic Co-operation andddgyment
FOI Freedom of Investment process

GIC Government of Singapore Investment Corporation
EBITDA Earnings before interests, tax, depreciadod amortization
FSI Fonds Stratégique d’Investissment

FDI Foreign Direct Investment

CAR Cumulative Abnormal Return
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1. Introduction

1.1. Defining Sovereign Wealth Funds

What is a sovereign wealth fund? In my opinionstlig a key question when
approaching this topic. The high variety of SWFaikable in terms of governance and
objectives sometimes makes it difficult to cleadgntify them. They are largely defined as
government-owned investment funds with investmantereign financial assets. | decided to
use the IWG definition for SWEsvhich was developed during the writing of the “Sago
principles” in 2008, principles which will be disssed later. This definition excludes foreign
currency reserve assets held by monetary autheofarehe traditional balance of payments or
monetary policy purposes, operations of state-oweetrprises in the traditional sense,
government-employee pension funds and assets naf@ghe benefit of individuals.

It also establishes three key criteria in ordefatlitate the identification of SWFs.
First, regarding the ownership it states that “SVdFs owned by the general government,
both central and subnational governments”. Seconthlg investment strategies should
include foreign financial assets, excluding thasedk that merely invest locally. Finally the
last criterion concerns the purposes and object#ise fund, which should be defined by the
general government and for macroeconomic purpoBess. criterion allows for a certain
flexibility concerning the investment strategiesldime horizon, however it insists in the fact
that they cannot be created only for the tradititmadance of payments.

Due to the large heterogeneity of the differentdinthe IMF categorizes SWFs
according to their main objective into five typésee Table 1).

Some funds can have multiple objectives or can gldhem over time, this is why
this classification should be used in a flexibleywht is important to identify and clearly
define a SWF's objective to be able to determireeltest time horizon and risk-return profile

of the investment strategy.

1 SWFs are defined “as special purpose investmemdsfior arrangements, owned by the general govemrGeeated by the general

government for macroeconomic purposes, SWFs hotthage, or administer assets to achieve financiakctbes, and employ a set of

investment strategies which include investing ireifign financial assets.” (IWG, 2008, “Santiago Eiptes”, Appendices and references). A
list of the most important SWFs is available in &pdix A

2 For more details see, IWG 2008, “Santiago PrimsihlObjective and Purpose, and GAPP 2, Explanatimhcommentary
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Table 1. Sovereign wealth funds classification acating to the IMF

Type of fund Main objective

Stabilization funds Insulate the budget and theneoty against commodity price volatility
Savings funds for future Convert non-renewable assets into a more divedsifatfolio of assets
generations and mitigate the Dutch disedsffects

Reserve investment corporations Increase the retureserves (can be counted as reserve assets)
Development funds Contribute to raise a countrgteptial output growth

Pension reserve funds without For contingent unspecified pension liabilities ba government’s balance

explicit pension liabilities sheet

1.2. The emergence of Sovereign Wealth Funds

Sovereign Wealth Funds have existed for decades mbe first one was created in
1953, the Kuwait Investment Board which became ratieds the Kuwait Investment
Authority (KIA), was established 8 years before Kt independence to invest the
proceeds from oil for the future generations. Thdden interest in this kind of investors
comes from their fast growth in number and AUM thesst years. Before 2000 there existed
around two dozens SWFs investing state-owned probiming from different sources, like
fiscal surpluses and commodities such as oil apeo Now-a-days we have more than 50
investing proceeds from very different sources asi@blished in a high variety of countries.
This growth accelerated in 2002 due to the risinggs of commaodities, especially crude oll,
and the current account surpluses of fast growisigiAcountries.

The main concerns regarding this kind of invesioctude their potential influence on
the global financial markets and their possibletmall motivations. This kind of investors

remains powerful despite the financial crisis, +4&%ce 2007 (see Figure 1).

3 Dutch disease refers to the situation where a hiocancommaodity sector of the economy could lead toss of competitiveness for other

sectors in this economy contributing to a losbfj This is generally caused by an increase dbtta currency real exchange rate
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Figure 1. Sovereign Wealth Fund market size
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Their weight in the financial landscape, even ifigtstill relatively small, is also

increasing and as we can see is geographicallysiiel (see Table 2).

Table 2. Financial wealth by region and by investotype

Financial assets owned by residents, 2010 $ frillio

. . Rest of

United Western Japan China Other Other Latln MENA the Total

States Europe developed* Asia? America world
Institutional
investors
Pensions? 15.0 5.3 3.3 0.5 2.4 0.6 0.7 0.4 0.1 28.3
Insurance 6.6 9.6 35 0.6 0.7 1.0 0.3 0.1 0.8 22.7
Endowments &
foundations 1.1 0.2 0.0 - 0.1 -- 0.0 0.0 -- 1.4
Corporations
Banks 4.0 11.9 6.7 3.9 1.4 0.9 0.9 0.5 0.5 30.7
Nonfinancial
corporations 2.0 1.7 1.2 3.8 0.3 1.3 0.3 0.2 0.2 11.0
Governments
Central banks 2.3 1.7 1.0 25 0.2 1.9 0.5 0.4 15 201
Sovereign
Wealth Eunds 0.1 0.6 -- 0.7 0.1 0.9 0.1 1.7 0.2 4.4
Other - - - 11 - 0.4 05 03 0.1 2.4
government
Total 31.1 31.0 15.7 13.1 5.2 7.0 3.3 3.6 29 112.9

L Includes Australia, Canada, and New Zealand
2 Includes bhoth developed countries and emergingeta
3 Includes defined-contribution plans and individieirement accounts (IRAS)

SOURCE: National sources; McKinsey Global Instittftee emerging equity gap: Growth and stabilitthe new investor landscape”

Despite the concerns of the recipient countrieS\WFs’ investments, policy toward
SWFs has not resulted in protectionist stancesostrountries. Moreover, they have been
relatively solicited during the financial crisisrfeheir capital. Their capacity to initiate a
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dialogue with recipient countries through the “Sag principles” and the OECD efforts to
provide guidelines for good policy responses halso delped to construct a stable

environment.

1.3. The Santiago principles and the new regulatingnvironment

It was in the interest of both recipient countrdesl SWFs to develop a framework in
order to integrate the operations of the SWFs withe macroeconomic policy framework of
their home countries and within the structures rfarltilateral monitoring. The IWG was
formed in May 2008 and comprises 26 IMF member ties1with SWF4 The objective
was to develop a set of principles in order to propreflect the investment objectives and
practices of SWFs. The IWG recognized both the t@ak and critical aspect of SWFs’
investments to international markets. The generailyepted principles and practices (GAPP)

tried to highlight the following guiding objectivéar this kind of investors:

I. To help maintain a stable global financial systerd free flow of capital and investment

ii. To comply with all applicable regulatory and dastire requirements in the countries in
which they invest

iii. To invest on the basis of economic and finanesk and return related considerations

iv. To have in place a transparent and sound goveenstngcture that provides for adequate
operational controls, risk management, and accouitya

The idea was to cover the main concerns regar8iMrs’ activity. First, the way
they fit within the policy framework and the policpordination in their home countries. The
establishment of a SWF can be a critical issuetlier domestic econorfly Yingiu Lu,
Christian Mulder and Michael Papaioannou trieddentify the ideal conditions that justify
the creation of this kind of funds. They highligthtihne fact that even if they have benefits in
terms of portfolio diversification and that duritige recent financial crisis they have played a
crucial role in their home economies, an assesswietiteir impact on the economic policy
objectives and potential sovereign balance shsks 1s necessary. Secondly, their operations

4 WG member countries are Australia, Azerbaijanhfain, Botswana, Canada, Chile, China, Equatoriah&, Islamic Republic of Iran,
Ireland, Korea, Kuwait, Libya, Mexico, New Zealardorway, Qatar, Russia, Singapore, Timor-Lesteni@ied and Tobago, the United
Arab Emirates, and the United States. Permanemiadrs of the IWG are Oman, Saudi Arabia, Vietndra,OECD, and the World Bank

® For a more detailed discussion, see “Economi@oekreign Wealth Funds, Issues for PolicymakersthieyiIMF, Chapter 5

® For a more detailed discussion, see “Economi&oekreign Wealth Funds, Issues for PolicymakersthieyiIMF, Chapter 2
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may affect the global financial markets’ flows gmices. SWFs are long-term investors that
are usually not leveraged. These characteristiogigee them with the capacity to contribute
to financial markets stabilization in case of disg. However, in certain cases it can also
increase the price volatility when for example &here rumours surrounding a certain
transaction. For example, the Qatar Investment étiis failed takeover in February 2007
on J. Sainsbury badly impacted the stock pricetdlf@ good corporate governance of SWFs
is also a critical issue. There have been a nurmberorks with the aim to rank the level of
transparency of these funds, especially relevanthés blueprint for SWF best practices
developed by Edwin M. Truma&nFourth, one of the main issues concerns SWFgsiment
objectives and practices. | will develop more irtadlethis topic later by analyzing two
empirical studies.

In line with this logic the GAPP are structuredie following way. A first section is
oriented on the legal framework, the objectives aodrdination with macroeconomic
policies. Followed with a section on the institatb framework and governance structure,
and concludes with some guidelines on the investraaed risk management framework.
Globally the GAPP insist in the need for a strongtitutional framework and governance
structure, combined with clear investment strategie accordance with the fund’s main
objective. This work should be supported by a bdiarisk management framework for
accountability purposes.

The fact that the initiative came from SWFs cowsrand their ability to reach a
consensus in such a short time demonstrate theangstcommitment for a greater
transparency and cooperation with the recipienhtriaas of their investments. However there
is still a lot of work to be done and as the meiysd acquisitions activity is increasing again,
and through it SWF visibility, this seems a prigritn this sense the establishment of the
International Forum of Sovereign Wealth Funds (IF§Vés a successor of the IWG is
another step in the right direction. The objectofethis entity is to gather some feedback
regarding the implementation of good practices.

The OECD also contributed to the whole processidnog the IWG with its expertise

and developing a guideline for recipient countripslicies in order to avoid any kind of

” For a more detailed discussion, see, Edwin M. 2008, “A blueprint for Sovereign Wealth FundsBRractices”, Peterson Institute
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protectionism. The OECD already had a number aéstment policy principlésthat should
be applied to the treatment of all foreign investimcluding SWFs (April 2008)

= Non discriminationbetween domestic and foreign investors

» Transparencyany restriction towards foreign investor shoutdckear and accessible

» Progressive liberalisation

= Standstil] avoid including new restrictions

» Unilateral liberalisation avoidance of reciprocity

The report also includes some guidelines that tyreaxddress the national security
issue. A number of countries use this aspect irerotd introduce restrictions to foreign
investments. Kathryn Gordbhnoticed that the tendency over several decadedéas to
expand the number of risks covered by national ri#gcplans. From preserving national
boundaries and integrity of the state against ¢praittacks, to the extent of covering all major
sources of threat to the security of a nation. Ath wthe IFSW, the existence of the Freedom
of Investment (FOI) process roundtables help to itborthe countries’ adherence to these

principles and provide a forum for experience stend for exerting peer pressure.

8 The OECD general investment policy principlesestablished in the OECD Code of Liberalisation apifal Movements, adopted by the
OECD country governments in 1961, and the OECD &@atibn on International Investment and MultinasibEnterprises of 1976 as
revised in 2000, adopted by forty-one OECD and ®&ED country governments.

9 OECD (Organisation for Economic Co-operation arev@opment), 2008:Sovereign Wealth Funds and recipient countries orkihg
together to maintain and expand freedom of inverstine

9 For a more detailed discussion, see “Economi@owkreign Wealth Funds, Issues for PolicymakersthieyiIMF, Chapter 9
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2. A review of empirical research on SWFs’ investnsérategy

As we have seen there are a number of issues sdirquSWFs’ activity, especially
regarding their transparency, investment strategies$ the possible presence of political
objectives. A number of papers tried to find ouhise concerns are justified, the idea was to
compare their investment behaviour to those ofratistitutional investors. | decided to focus
the review on these three aspects as they seemttebmost important ones for the recipient
countries of SWFs’ investments and consequentlyitecal point in the SWFs’ capacity to
invest abroad.

The foreign ownership of these funds combined waitack of transparency regarding
their structure and activities difficult their work experienced how difficult it was to find
information regarding their investments or stratedpen constructing my database.

In most of the empirical studies they try to finarg@lelisms between SWFs’ activities
and the impact of their investments, and thosetlo¢roinstitutional investors (e.g. J. Kotter,
U. Lel, 2011).

The review is structured in the following way. Eihe impact of SWFs’ investments
on the target companies is analyzed. Secondly,tifgewhat are the target companies’
characteristics. Third, quantify the impact of SWHsnsparency on the companies’
valuation. Finally, analyse if the political relati between the SWF domestic country and the

recipient country may influence the investmentssiens.

2.1. SWFs’ impact on target firms

The impact of SWFs on target firms can be studiethé context of the literature on
large shareholders as generally they invest largeuats in the target companies (e.g.,
Holderness, 2003; Lins, 2003; Claessens, Djankam, Bnd Lang, 2002). As a starting point
in their paper, Kotter and L'81(2011) do a review of all the possible outcomesaisited
with large shareholders. In this context SWFs camadsociated with favourable outcomes for
the shareholders of target firms through active itodng and certification of the quality of
the target firm (e.g., Shleifer and Vishny, 198&rrEira and Matos, 2008; Li, Moshirian
Pham, and Zein, 2006). As we have seen duringebent financial crisis SWFs’ access to
cash can certify the long-term viability of thegat firm. Other studies however point out the

fact that SWFs could expropriate wealth from mityoshareholders by transferring assets out

1 For a more detailed discussion, see Jason Katgr Lel, “Friends or foes? Target selection detisiof sovereign wealth funds and
their consequences”, Journal of Financial Econoids(2011) 360-381
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of the country for example (e.g., Shleifer and Wiigh1997; Johnson, La Porta, Lopez-de-
Silanes, and Shleifer, 2000). This kind of situasiocould help to trigger protectionism
measures in behalf of the national security. Anoswrce of problems is the government
ownership, because SWFs are government-owned, thrgiet firms are indirectly partially
government-owned as well. Shleifer and Vishny (338&mine the role of political influence
on firms and note that “public enterprises are lyighefficient and that their inefficiency is
the result of political pressures from the poldits who control them” (page 995). The high
level of corruption in some countries holding a SWpports the idea that their objectives
may not be driven by a risk-return profile.

De Palma, Leruth, and Mazareexamine the possibility of reducing the concerns
about the possible political motivations behind SWVivestment decision using fund
managers located in the recipient countries. Thnotlgg agency theory they arrive to the
conclusion that this is not a solution and thas #tould lead to further protectionism from
recipient countries. They cover a large range stiaptions, including other objectives than
the profit maximisation, like learning by investinthey suggest that a possible solution is the
one adopted by the Temasek fund in Singapore, wirigaited a new division including third

party investors like the general public.

Short-term impact

Among others, it seems that transparency and ataloility are key factors in
evaluating a SWF investment’s impact on the tafiget In the empirical study realized by J.
Kotter and U. Lel (2011) they decide to focus ossttwo aspects. They were able to identify
827 investments made by SWFs between 1980 and Z0®n this initial sample, after
withdrawing IPO and firms without publicly tradedugty, they had a final sample consisting
of 417 investment events in 326 unique firms. S\W&ge invested in 45 different countries in
their sample, showing a high level of geographmediification. Concerning their database
the main problem was that almost one third of tmeestments were made by Temasek
Holdings, however they checked the robustnesseif tesults to the exclusion of this fund.
Most of the announcements were after 2004, thisvshilie recent increasing activity of
SWFs. Finally, most of the investments (75%) wexss-border, highlighting the fact that
most SWFs’ investments are made outside their dioerasuntry.

2 For a more detailed discussion, see “Economi@owkreign Wealth Funds, Issues for PolicymakersthieyiIMF, Chapter 8



Idriss Mrani Alaoui / Sovereign Wealth Funds 12

Their study is particularly interesting to see 8WF’'s investment impact in the short-
term. To evaluate the impact on target firms thejcudate abnormal returlisand then
average them across firms to form the average ataloeturn. They also used other methods
to calculate the abnormal returns reaching similanclusions. They find a positive and
statistically significant market reaction consistenth studies on institutional investors in
similar conditions (e.g., Brav, Jiang, Partnoy, dihndmas, 2008).

They use event windows of (0, +1), (-1, +1), and, (+2) days around the
announcement date, in my opinion this is the mostal point of their study. Usually SWFs
do not communicate their investments and it is ved to find any information about the
deals. | used the same methodology to constructlatgbase consisting in identifying the
transactions by searching in the news articlesguBactiva. For the same deal there are a lot
of articles and it is difficult to identify the &t one, whose date we can consider as the
announcement date. For such a small time windois iard to know when the different
market participants integrate the news in the tdiga’s stock price.

In the paper of Somnath Das, Kyonghee Kim and Sukedro about the Anomalous
stock price response to management earnings fasEcathey found that in the post-
announcement period, there is a significant upvgairce drift for both good news forecasts
and bad news forecasts. This is due, accordingamtto the correction of the stock price
because there is an over reaction to bad news randder reaction to good news before the
announcement. We could wonder if analyzing thestment impact of SWFs in such a small
window could be affected by this kind of effectdl the rumours surrounding the investments
of these funds may affect the stock price in theesavay as speculation regarding the future
earnings before the announcement. The positivaiogaewould be explained by this kind of
phenomenon. This is just an hypothesis that shibeldhecked by further empirical analysis,
however through it I try to highlight the fact thatmy opinion it is very difficult to extract
conclusions when the time window is very smallrese can be a lot of “parasite” effects.

It is true that Kotter and Lel examine in their gasch paper other possible
explanations to the positive effect of SWFs’ innesits. They study three other possibilities:
liquidity effects by block purchases of SWFs, SVékted shareholder activism and

3 They estimate a market model for each firm usirgl currency daily returns, and the US dollar-aeimated MSCI ACWI as a proxy for
the market return. They calculate the model caeffits using the ordinary least squares method fBtadays window between day -180
and -21 relative to the announcement date. Thifficieats are used to calculate abnormal returasifday -10 to day +20

4 For a more detailed discussion, see Somnath Damdbee Kim and Sukesh Patro, 20%0n the Anomalous Stock Price Response to

Management Earnings ForecastSSocial Science Research Network
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information effects resulting from the stock salactabilities of SWFs. Concerning the
liquidity they use three different methddarriving to the same conclusion for all of thehre t
results on the short-term impact are not drivera ligquidity effect. Overall the methods seem
appropriate, my only worry resides in the fact tilmbne of them they assume that because
the positive impact on the stock price continuedags after the announcement there is no
block purchase effet® However they do not study the depth or resilienéghe markets
involved in order to asses the magnitude of theckblpurchase impact. Concerning the
shareholder activism a number of variables useddisulissed later show that SWFs play a
limited role in shareholder activism. Finally, tlast possibility that they explore is that the
positive impact may be explained by the fact thatestors see SWFs as information
producers. However, Kotter and Lel find only pdrgaidence for this possibility. It would
have been interesting to see the role of speculalibe fact that sometimes SWFs invest in
countries where the financial markets are not i@gdl enough allows for the possibility for
insider trading issues, leading to an increaséhénstock price surrounding the investment.
For example, there were rumours of insider tradssges in the purchase of a 49.6% stake by
Temasek Holdings of the Shin Corporation in Mar6h&

In Kotter and Lel's study they make a very intarggtanalysis by examining the
market reaction for investments made by a fund ltlaatincreased its “level of transparency”
at a certain moment. This is the case with the @Gwwent of Singapore Investment
Corporation (GIC) that decided to start to discldsenvestment results in July 2006. They
find that firms previously targeted by GIC expeded a statistically significant increase in
their share price on the day of the announcemewerdll, empirical studies suggest that

SWEFs’ investments induce positive information alibettarget firms to market participants.

Long-term impact

It is more interesting in my opinion to see SWHs/dstments impact on target firms
in the long-term. In this case the empirical stoflApril M. Knill, Bong Soo Lee and Nathan
Mauck is particularly interestii§ The most interesting aspect of their work is ttety

analyse the target firms’ performance taking intocaaunt the level of risk. It is essential to

15 For a more detailed discussion, see Jason Kattprr Lel, 2011, “Friends or foes? Target selectieaisions of sovereign wealth funds
and their consequences”, Journal of Financial Ecoe®101, 376

6 Block purchases of a firm’s shares can increasekgirices due to buying pressure

¥ For a more detailed discussion, see April M. Krilbng Soo Lee, Nathan Mauck, 2012, “Sovereign thefind investment and the

return-to-risk performance of target firms”, JodrofiFinancial Intermediation 21, 315-340
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evaluate the level of the returns with respecthi® risk, even with abnormal returns. They
found that target firms raw returns decline follogithe SWF investment, also the risk
declines. However, SWFs’ investments are associaiiiada reduction in the compensation of
risk over the 5 years following the acquisition.

The results obtained are consistent with the ptiedis from the government
ownership literature which predicts a negative iotm the target returns when SWFs invest
abroad. Concerning the investments of SWFs in tbeimestic countries the results are
mixed. The risk is higher for foreign investmentslaelies essentially on the relationship
between the two nations (this point will be disags$ater). Overall these effects induce a
reduction in the return-to-risk performance.

From the institutional investor literature we coexppect an increase in returns. This
increase according to empirical research comesaith foom the monitoring benefits of
blockholders (e.g., Shleifer and Vishny, 1986; Mo@ell and Servaes, 1990). In the case of
SWEFs is not clear as a lot of them do not acquorgrol rights via voting share or board seats,
sometimes for policy reasons or in order to avaig eonflicts with the recipient country. In
other cases, they cannot acquire any voting ridiles for example in the acquisition of a 5%
stake of Areva by the Kuwait Investment Authority December 2010. In Dewenter et al.
(2010) empirical study they also discuss the flaat the size of the investment block can play
a role in the impact of monitoring. They found thtaere are gains of monitoring for
blockholders owning less than 40% of the targen fiand decreasing positive returns (due to
tunnelling) for blockholders above this limit. C@maing the risk the literature shows that
there is a positive relationship between the blside and the idiosyncratic volatility (e.g.,
Heflin and Shaw, 2000; Brockman and Yan, 2009). a@meed explanation is that this is due
to the information produced by blockholders.

In conclusion, the deterioration in the risk-retymrofile is consistent with both the
government firm ownership and institutional investderature for stakes above 40%.
However, the large variety of investment styles theould observe when constructing the
database makes me think that we should be cautimnsidering these results. Some SWFs
were very aggressive, trying to acquire in all thevestments majority stakes, while others
used to take small stakes.

To measure the return-to-risk performance A.M. Kail al. (2012) used both the
Sharpe ratio and the Appraisal ratio. The first alh@ws them to focus on the total risk, while

the second one focuses on the compensation ofyiticatic risk. They use a benchmark
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proceduré®, they check the correctness of their benchmarksdmgparing their risk-return
profile, standard deviation of returns and idioswtic risk with those of the target firms.

The final conclusion of their work is that targenfs performance is closer to the
performance of government-owned firms. Even if grnis of investment strategies,
procedures and objectives SWFs try to behave tiree s@ay as institutional investors, the
target return-to-risk performance after the acgoisiis not the same. For A.M. Knill et al.
the main issue is that there is a lack of compendsask borne by the existing shareholders of
the target firm. This point may be the most relévian policy makers. To check that their
results were not specific to their sample they @raththe impact for smaller time windows.
Their results are consistent with the research. dfadter and U. Lel. (2011). Finally, they
conclude that there is no evidence that SWF invests influence firms’ financial or
operational performance in the long run, suggestow that shareholder activism is not
common among SWF.

In conclusion, we can find in the literature eviderthat in the short-term SWFs
investments have a positive impact on target firiie level of transparency is a key element
in determining the level of this impact. However this case the level of risk is not taken into
account and in my opinion it is hard to find theise@ of this improvement in such a short
time window. In the long-term the effect seems ¢onlegative or insignificant. In this sense
the study of A.M. Knill et al. (2012) is very intsting as they have taken into account the
level of risk. They arrive to the conclusion thhere is deterioration in the target firm’s

return-to-risk performance and a lack of compenseagk borne by existing shareholders.

2.2. Target firms’ profile

An important point in trying to identify if SWFsehave as other institutional
investors concerns the target firms’ profile. Ireithempirical study J. Kotter and U. Lel
(2011) consider several firms’ characteristics ideo to determine the characteristics of the
target firms. For the firm performance they use @haual stock returns, ROAand sales
growth. They analyse the level of leverage throaghtio defined as total debt divided by the
market value of equity. In my opinion this measigraot the best one as there can be a lot of
speculation surrounding the market value of eq@specially when there have been rumours

of a takeover bid, net debt to EBITA may be morgrapriate.

8 They compare the return and risk of target firmghbse of similar firms. They match them usingéhcriteria: country, industry and size.
For the industry they use the Datastream’s Gladli$try classification

9 Net income divided by assets
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To evaluate the level of financial constraint these the ratio of cash assets to total
assets and the KZ Ind®x They also control the level of know-how and uriness of the
firm with the ratio of intangible assets to assdts.control the level of managerial agency
conflicts they check the percentage of shareshyeidside shareholders. They use the natural
logarithm of the market value of equity to checl tthegree of informational asymmetry,
according to them smaller firms tend to be moreqapa This criterion may not be totally
accurate, we have some examples of big corporatltatsare also completely opaque. It is
true that in general big firms are covered by @aighumber of analysts that allows reducing
the level of asymmetry. The number of press rekeasay be more precise but would be
difficult to extract. In their research they alsmtrol the level of internationalization through
the ratio of foreign sales to total sales, | fihgstpoint very interesting as it can be a critical
point for SWFs. | think it would be interestinguee the foreign offices’ coverage too, as this
variable may be representative of the firm’s wdlness to expand.

They also explore the possibility that SWFs trygieersify by investing in companies
with sensitivities different from theirs. This ishy they calculate the sensitivity of targets’
stock prices to changes in oil prices, foreign excfe rates and global stock market indites
Three time-varying country-specific variables asedito evaluate if there is a momentum in
SWFs’ investments. The ratio of stock market cdigagion to gross domestic product is used
for the level of financial market development o tiarget country. This is a question | would
like to explore in order to find out if SWFs invesdiroad only for diversification purposes or
because the local market is not able to absorlhtiygg amount of capital. In other words,
would they invest so much abroad if their local kearwas developed enough? There are
some clues in answering this question in the taat $WFs in countries were the local market
is more developed tend to invest a lower portiomoadh. For example, the SWFs of
Singapore, Temasek Holdings and the Governmentirgjafore Investment Corporation,
invest around 15% of their funds in the local markemy sample, this is higher than for
funds located in countries with less developedriona markets.

They use a dummy variable that equals one if thenityg experiences a financial

crisis’? and they also control the legal environment ofttrget countr§’. This last variable

2 Based on Kaplan and Zingales (1997) and Lamorik, Bod Saa-Requejo (2001)

21 Using regressions on the WTI Oil Index for oilr fxchange rates the percent change in the nomiajalr currencies dollar index and for
the global stock market index the value-weightethBream world market return index. A minimum ofd&ys is required in estimating the
sensitivities

22 Obtained from Laeven and Valencia (2008)

23 Country’s rule of law is obtained from Kaufmanmakly, and Mastruzzi (2009)
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may not be really interesting as | believe that ldgal aspect is more determined by the
bilateral relationship of the domestic country atte target country than by the legal
environment. The strength of investor protectiondan target countries can change rapidly
and especially in countries where they are relgtiveeak. | will explore the political aspect

in the investment decision in another section.

The results of J. Kotter and U. Lel (2011) suggleat SWFs invest in firms with poor
prior financial performance. This is consistenthabe public pension literature (e.g., Del
Guercio and Hawkins, 1999) and other empirical is&icbn institutional investors (e.g.,
Wahal, 1996; Carleton, Nelson, and Weisbach, 1998)yould be interesting to understand
why they do that, it would be logical if the objeet of these funds was to monitor these firms
in order to improve the performance. However, emogiresearch suggests the opposite (e.g.,
J. Kotter, U. Lel, 2011) as the variables relatéith whe degree of managerial agency conflicts
are not statistically significant showing that S\Wé¢e not related with a monitoring role.

They also prefer large firms, again in accordanta the public pension funds (e.g.,
Karpoff, Malatesta, and Walkling, 1996; Gompers ametrick, 2001) and institutional (e.qg.,
Ferreira and Matos, 2008) literature. Maybe theyehajuidity considerations in order to be
able to exit from the investment. They also tafgetincially distressed and cash-constrained
firms. In this case they probably look for the bestry point for their investments, firms
facing these kind of problems generally have anoirtigmt stock price discount. They prefer
multinational firms, in developed countries andidgrcrisis periods. In my opinion, the fact
that they invest in multinational firms does notamenything, now-a-days the proportion of
large companies internationally diversified is velmgh. | think that the results of
Chhaochharia and Laeven (2009) are more interestitigs aspect, showing that SWFs tend
to invest in countries with similar cultures toith@wvn. For them the reason for such a pattern
is an effort to limit the information asymmetry gvent in international investment. When
constructing my database | noticed that Asian fuedsl to invest in Asia while Middle East
funds in UK and the US. For gulf countries the ma@ason may be the strong Anglo-Saxon
influence. The fact that they invest in developedntries is in my opinion biased in the
study. Kotter and Lel (2011) used only listed comesa for their research, only developed
countries have financial markets sufficiently matur order to receive SWFs’ investments in
terms of liquidity and size. The crisis period doiscon can also be biased. The increasing
activity of SWFs these last years, most of the anaements are from 2004 onward, and the
important financial crisis that the world suffersce 2007 can have an impact on the results.

The target firms’ characteristics, financially destsed and cash-constrained are also linked to
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this “crisis bias”. Especially because SWFs wer@mgnthe only ones during the crisis to
have an access to cash, they were relatively tadidio inject cash in a wide range of
companies and especially financial institutions.

They found that the preference for target firmsnfgdinancial difficulties is more
pronounced in more transparent SWFs associating thigh a potential certification effect.
More opaque SWFs prefer firms with a higher malyeta located in countries with weak
protection of investor rights.

As we can see J. Kotter and U. Lel (2011) arrivehi® conclusion that SWFs are
similar to institutional investors in their preface for assets characteristics, in line with the

conclusions of April M. Knill, Bong Soo Lee and IHah Mauck (2012).

2.3. The role of SWFs’ transparency

One of the main concerns regarding SWFs is thek ¢d transparency regarding their
operations and investment strategies. A lot of tldenmot disclose any information and even
do not have an official website. In this sense stigating the impact of their level of
transparency on the target firms is interestingruter to asses the need for more regulation in
this area.

Kotter and Lel (2011) arrive to the conclusion thatget firms experience higher
abnormal returns when a greater amount of infoimnais available to market participants
about SWFs’ activities. One of the criteria usethess media exposure, defined as the number
of news articles published about a SWF in a givearyThey find that firms targeted by
SWFs with a greater media exposure (one standavéhtaen above the mean for this
variable) experience about 5.1% percentage pougtieniabnormal returns when compared
with firms with an average value of the media cager variable. The market reaction is
higher for firms experiencing financial difficulse for Kotter and Lel (2011) this is due
probably to the fact that investors expect SWFsetapitalize the firm in case of higher
future distress. In my opinion this can be expldit@ by an under valuation of this kind of
firms before the investment. They also analyseirtiygact of higher media coverage for the
target firm. They find that there is a negativeatieih between the media coverage of the
target firm and the market reaction. In other woifishe target firm is more opaque, the
market reaction is higher. It is hard to believattlithis effect can be explained by the
monitoring role of SWFs, as other results sugdest they play a limited role in this sense.
Sometimes the investment decisions are taken alitecal level, involving the government of

both the recipient country of the target firm ahé tdomestic country of the SWF. | could
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observe that this is particularly true for more @& firms when constructing my database. |
think that the higher market reaction for this kimidfirms can be explained by the fact that
the market participants believe that the SWF hassecto additional information.

Another measure of transparency used by KottelL@h011) is web registf, they
arrive to a similar conclusion than for media cags. They also use Truman indices as a
measure of transparency. In terms of results thst amaportant Truman index is the SWF
transparency and accountability index.

In their robustness check they use alternative ureasof transparency, like the
number of private industry directors on SWFs’ bearthey believe that these managers
would probably be less influenced by political m@s However, the study of De Palma,
Leruth, and Mazaréi suggests that the use of external fund managemsotiseduce the
political motivation issue. We could consider ptevandustry directors as a kind of external
fund manager, even if they are not located in #rgett firm’s country, as suggested by the
study. In general, the alternative measures damarge the results previously obtained.

It would be interesting to perform an analysis gsihe publication of results as a
transparency criterion. Kotter and Lel (2011) mademilar experiment with the Government
of Singapore Investment Corporation (GIC) when theglysed the possible sources of the
higher abnormal returns. It would be interestingxtend this experiment to all the SWFs and
study a bit more this aspect.

In conclusion, the stock price impact is higher tianget firms in a difficult financial

situation and when there is more information avddan the acquiring SWF.

The Truman index®®

The concerns regarding the transparency of SWR#& hezontributed to the
development of a number of indices with the obyecto classify these funds depending on
their level of transparency. The work that is moften mentioned is the one made by Edwin
M. Truman. In his study he tried to design a bligdor SWFs in order to be able to classify
them.

For Truman,‘the growth of SWFs reflects a dramatic redistrilout of international

wealth from traditional industrial countries likehe United States to countries that

2% The presence of a dedicated website. Becausedtiis not guarantee that there is more informatigilable they also create an
interaction variable with the transparency indeXafman (2008) arriving to similar results
%5 For a more detailed discussion, see “Economi@oekreign Wealth Funds, Issues for PolicymakersthieylMF, Chapter 8

% For a more detailed discussion, see, Edwin M. BmytA blueprint for Sovereign Wealth Fund Bestddies”, Peterson Institute
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historically have not been major players in intetinaal finance and have a little or no role
in shaping the practices, norms, and conventiongsegong the international financial
system’ This sentence reflects for me much more tharatheal issue surrounding SWFs. It
illustrates the complexity of the future internab relations in a context of globalized
economy. Truman points the fact that one issuehefdctual situation is that governments
own or control a substantial share of the new magonal wealth. This transfer from private
to public hand has to be addressed as it consgtitutehallenge for the actual private-sector,
market-oriented framework.

In my opinion the strongest point of the Trumanexds that it is designed with the
idea of incorporating only practices that at least SWF already do. He also scores pension
funds that are government owned or government clbedras he considers that in the context
of best practices those ones are also concernexl.s¢breboard contains 33 elements,
constructed as questions and organised in fougeaes. The first one is the structure of the
fund, including its objectives, fiscal treatmenhdaindicating if it is separated from the
country’s international reserves. The second onmeams the governance of the fund, the
roles of the government and the managers, anceifuhd follows guidelines for corporate
responsibility and ethical investment behavioursTast point may be a bit excessive as even
a lot of institutional investors do not follow thisnd of guidelines. The fourth category
focuses on the accountability and transparencyhef fund in its investment strategy,
investment activities, reporting, and audits. Kio#ed Lel (2011) found that this one was the
most important in determining a SWF’s transpareatyeast for the market participants. The
last category concerns the behaviour of the fundhanaging its portfolio and the use of
leverage and derivatives. In his approach Trumsam t@les to cover the main principles that at
that time (April 2008) have been enunciated by@hé, US and EU officials.

The scoring system is very simple using yes anquestions. The accountability and
transparency component of the scoreboard contdieteinents divided in four subcategories,
investment strategy implementation, investmentwaids, reports and audit. In the investment
activities section it is interesting to note thalyo78% disclose their size. For Truman the
most plausible reason for nondisclosure is thatitieens of the country, knowing how large
the assets of the SWF are, will mobilize politigalb obtain immediate access to them.
However, for Truman whatever the reason they hatdadisclose the size as a strategy to
deal with these pressures can only exacerbate igsses in the long-term. Annual reports are
published by 53% of non pension funds and quarteprts only by 38%. Concerning the
audit section Truman differentiates “three leva§audit. First, he checks if they are audited,



Idriss Mrani Alaoui / Sovereign Wealth Funds 21

it is surprising to see that only 62% of the nongen funds are. Then he checks if the audit
is published, only 32% of non pension funds. Findtle checks if the audit is performed by
an independent auditor, this is the case for 57Bts Tast criterion is very important in order
to certificate the quality of the accountability.

According to Truman’s classification, the most gparent funds are the Alaska
Permanent Fund and the Norwegian Government Peffsiod-Global’, scoring 94% and
92% respectively, of the total possible points witlthe four categories. In terms of
accountability and transparency both scored 100%hiscategory. The least transparent are
the Qatar Investment Authority and the Abu Dhabiebtment Authority with only 9% of the
total possible points. Regarding the accountabdiy transparency they score 2% and 4%
respectively, in this sense the information avd@dabgarding these funds is almost inexistent.

It is important to note that his work was publistesdore the creation of the IWG and
the adoption of the “Santiago principles”. Eventtihés true that most of the ideas reflected in
previous discussion between US and EU officialsenemilar to those adopted by the IWG.
The scores of the different funds are a good s@oint in evaluating SWFs’ transparency.
However, since 2008 SWFs have worked in order ¢oegmse their level of transparency and
reduce the concerns of the recipient countriedeir investments. In this sense it would be
interesting to recalculate the scores and anafydeiie has been a real improvement. Other
indices concerning the SWFs transparency are d&ildike the Linaburg-Maduell
Transparency Index which was developed at the @aerWealth Fund Institute by Carl
Linaburg and Michael Maduell. This index is simikar the Truman one and works like a
scoreboard. However, it is simpler and only inckid® principles, this is why I will not enter

in more details regarding it.

2.4. The role of political relations in SWFs inveshents

One of the main concerns surrounding SWFs is tlesipiity that they may invest
following other objectives than the risk-returniopsation. As SWFs are government owned,
in the centre of this concern we find the bilatgralitical relation aspect. It seems logic to
wonder if politics play a role in the investmentc@d&n and if it is the case to try to identify
how. We have already seen in the past some pdliisaes surrounding SWFs, even from
those considered as examples in terms of transpar&his is what happened, for example,

with the Singaporean fund Temasek Holdings’ takemfghe Thai telecom company Shin

2" Which is not a pension fund
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Corp in March 2006. The company was owned by thai TPrime Minister Thaksin
Shinawatra and his family. A lot of issues surrceshdhe deal like suspicions of insider
trading and strong protest coming from oppositioougs which launched a campaign against
Shin products. The deal finally took place but ciwited to fuel an important political crisis
in Bangkok, some people say that this issue wabtiee main reasons that led to a military
coup against the Prime Minister Thaksin. Anothegiregle is the takeover of the ports and
ferries operator P&O group by Dubai Ports Worlduasidiary of the Investment Corporation
of Dubai, in 2006. This deal led to a wave of opfiams from many countries and especially
the US, who did not appreciate the idea of a Dblaaed firm controlling 6 ports in the US.
Finally, Dubai Ports World was forced to sell issats in the US.

As we can see, the political dimension is ofterspn¢ in SWFs’ investments. The
paper of April Knill, Bong-Soo Lee and Nathan Matf2012) tries to explain the impact of
political bilateral relations on the investment ideans. It is interesting because they also see
the impact in the other sense, by examining thesegmences of SWFs’ investments on
bilateral relations. In their approach they alsalgse the investment in two steps, where to
invest and how much, and see the impact on eachTtwe® they compare their results in the
context of the Foreign Direct Investment (FDI)rigture.

Concerning the methodology, they are able to us® ida&olving privately held firms
allowing them to expand their sample and work drigger one compared to other studies.
Their proxy for political relations is based on téai Nations voting records as previously did
Gupta and Yu (2009). This approach limits the cagerof nations to those with voting
records. The rationale behind this proxy is thatntnes with more closely related votes are
expected to have stronger political relations. Whis data they obtain a measure of the
degree of political proximity ranging from -1, ifl @otes are different, to +1 if all votes are
the same. In my opinion the problem with this meass that even if two countries vote in
the same direction this does not mean that theg k&ong bilateral political relations. This
could mean that one of the countries is exertingespressures on the other, or maybe one of
them is suffering a group effect. For robustnessl Kree and Mauck used other measures of
bilateral political relations arriving to resultsat are qualitatively identical.

The results are mixed concerning the existence afelation between SWFs’
investment decisions and bilateral political relaf. As pointed out by Chhaochharia and

%8 For a more detailed discussion, see April Knilhing Soo Lee, Nathan Mauck, 20‘Bllateral political relations and sovereign wealth

fund investment”Journal of Corporate Finance 18, 108-123
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Laeven (2009) SWFs tend to invest in countries withilar cultures to their own in order to
limit the problems linked to information asymmetand note that this variable is more
pronounced in the case of SWFs than with otheitutgmal investors. For them this is
clearly a clue that SWFs may serve other interdés&® only profit maximisation. For
Bernstein et al. (2010) there also seem to beigalliconsiderations in SWFs’ decisions. For
them this issue is higher when a greater numbpoliticians are involved in the management
of the fund.

In other papers, however, they do not find any evag of such behaviour. This is the
case for example of Karolyi and Liao (2010), whandade that there is no evidence of
“resource misallocation due to political bargainihg

As previously mentioned, it is interesting to toyunderstand the impact of bilateral
political relations on SWFs’ investment decisionghe context of the literature concerning
FDI. For Li and Vashchilko (2010) political relatie are likely related to perceived political
risk. Greater political risk is associated with aex investment costs and fewer inflows of
funds. For them government policies relating to FDé linked to political relations, and
changes in the political relations are perceivegalgical risk. In this sense SWFs need to
take into account this factor in order to be aldentaximise the risk-to-return profile. As
stronger political relations seem to have a pasitmpact on the investments we could expect
a significant impact of political relations on SWks/estments.

In their study A. Knill et al. decide to divide thevestment process in two staffes
first where to invest and second how much. In otherds they start with the following
hypotheses:

1. SWF investment decisions are positively relabeglolitical relations in both stages.

They point out the need to analyze this hypothesssdynamic framework:

2. An improvement (deterioration) in political retans will lead to an increase (decrease) in
SWEF investment.

The problem here is that it is not clear from tkerature if the direction of this impact will be
positive or negative. This is why A. Knill et abdus on the following hypothesis:

3. SWF investment Granger-causes political relation

Following this hypothesis they focus on the workMdrtin et al. (2008) that find that closed
countries reduce their probability of war by ingeg trade, thus political relations.

However, once they become more open they may fdugher probability of war with an

2 Following Blanton (2000), Reed (2000), and Bigiaiand DeRouen (2007)
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individual partner as they are not so reliant onnaividual partner anymore. This conclusion
brings them to the following hypothesis:

4. In bilateral pairs including closed (open) nasipan increase in SWF investment will lead
to a net improvement (deterioration) in politicelations.

This is, in my opinion, the most interesting padhtheir work, they do not only focus
in determining if political relations have a role $WFs’ investment decisions, but they also
try to find if the investment decisions affect pickl relations.

Concerning their results, the following things amteresting. They use a number of
control variables in their cross-sectional analySise of them is the correlation between the
SWEF and target nation market returns over the sampefiod 1990-2009. According to the
portfolio theory this correlation should be negatif SWFs invest internationally for
diversification benefits. However, they find a go& relation, suggesting that they do not
invest for diversification purposes, reinforcingithhypothesis of a positive relation between
the political relations and their investments.Histcase, | am not completely convinced about
their explanation. SWFs tend to invest in big ficiah markets and usually their domestic
market is quite small. In general big markets temdrive other smaller markets, and this is
even more the case when there is a financial arsisthe correlations among markets tend to
increase. This is one of the main issues with difieation, as when its role becomes the
most relevant, in case of a financial crisis, miiuseless as the level of correlation increases.

They are particularly surprised to find that thexyea negative relation between SWF
investments and bilateral political relations. Segjqng that when deciding where to invest
they tend to prefer countries with which they haweaker political relations. This result is
against their first hypothesis. They argue thas tbould be explained by the fact that
sometimes the need for international diversificattould lead to irrational choices. However,
as previously mentioned, the correlation betweendbmestic markets of SWFs and their
targets’ market is positive and invalidate thislarption. They conclude therefore that SWFs
consider more than just financial considerationtheir investment decision-making process.
This result is robust when controlling for SWFs aaudjet country specific characteristics.

When analyzing if political relations Granger-caS3WF investment their results are
consistent with the previous findings in the stéitaamework, suggesting a negative relation
between SWF investments and political relationsweleger they recommend a case by case
approach as they find evidence that it really ddpeam the country pair involved.

In the case of SWF investment Granger-causingigallitelations, they find some

evidence, but its relevance is very small when cmeqbto the previous causality relation.
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Concerning the impact of SWFs’ investments on alitrelations depending on the
level of openness of both SWFs and target countheyg find results consistent with their
initial hypothesis. SWFs’ investments lead to detation in political relations for open
countries. The sign of the relation between SWHRsestments and political relations for
closed nations is positive but not significant.

To summarize, A. Knill et al. (2012) find evidentr a number of characteristics
surrounding bilateral political relations and SWikgestments. Contrary to the FDI literature
SWFs tend to invest in countries with which theyéaelatively weaker political relations.
Political relations are an important factor in detming where to invest but matter less when
determining how much to invest. Moreover, thera isegative relation between the bilateral
political relations and the amount they invest. Séhtacts suggest that SWFs do not behave as
rational investors meaning that there is sometlalsg behind their investment decisions.
Concerning the impact of their investment on paditirelations they find that it is positive for
relatively closed countries and negative for mgrerocountries. However, in my opinion, an
important conclusion they reach is that the hetemegy present in SWF investment profiles

suggest that each case should be treated indegbndenterms of policy making.
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3. Empirical study

3.1. Data and descriptive statistics

| used a similar methodology than J. Kotter andLlel (2011) to construct the
database. The sample consists of SWF investmeouanaments that are hand-collected by
searching Factiva using key words such “invest“stake” combined with the SWF name
and its well-known subsidiaries. | used the lisB¥YFs available in the SWF Institute website
(see Appendix A). The research was performed onlpart of the list because | found more
interesting to focus on the biggest SWFs in terfrslW4M.

In order to increase the size of the sample andetdy the data gathered through
Factiva, | also collected events by searching SDegirfam for transactions involving the
different SWFs | found using Factiva. Sometimesittfiermation was also completed using
the SWF's official website.

The search results in a total of 586 events on kivhwas able to find at least the stake
purchased and the announcement date. Concernirantfteincement date it was not always
the official one. Most of the SWFs do not even camioate officially about an acquisition,
because of this it was not easy to identify théc@f date as sometimes a SWF’s intention to
acquire a stake in a company was rumoured monfiosebthe acquisition was made. In this
sense | decided to use as the announcement ddiestteppearance in a news article about a
particular deal. On these 586 deals 251 are invagBnin firms without publicly traded
equity. Of the remaining 335 the sample is furthemited to cases were the information
needed for the empirical test is available, asresequence the size of the sample differs in
the following sections. Only the publicly tradethis are used for the empirical study.

A summary of the events can be found in Panel ABuud Table 3. We can observe
in Panel B that Singaporean SWFs are the mostgepted in the sample in terms of the
number of investments, this is the case in moghefempirical studies on SWFs. Panel A
displays the distribution of target firms countrifes publicly traded firms only. The sample
comprises investments in 34 different countrieghwihe United Kingdom and the United
States attracting most of them. Most of the annements are from 2004 to 2012, around
78% of the total sample.
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Table 3. Descriptive statistics for the entire dathase

The following tables provide a distribution of thanouncements of sovereign wealth fund investmieyntsountry membership of target
firms and by acquirer SWFs. Panel A provides infation on the distribution of SWFs’ investmentstoé tountry of the target firms for the
publicly traded companies. Panel B displays thelvemof investments for each SWF present in the Eanhp both cases a distinction is
made between acquisitions involving private comesrand publicly traded ones. The percentage eaafitrgoor SWF represents in the

total sample is also given

Panel A: Number of investments by target country

Target country # of investments % of total Target country # of investments % of total
Australia 13 3.88 Malaysia 20 5.97
Austria 5 1.49 Netherlands 1 0.30
Bahrain 1 0.30 New Zealand 5 1.49
Brazil 2 0.60 Pakistan 6 1.79
Canada 7 2.09 Qatar 8 2.39
China 16 4.78 Russia 2 0.60
Czech Republic 2 0.60 Singapore 28 8.36
France 10 2.99 Spain 8 2.39
Germany 11 3.28 Sweden 1 0.30
Hong Kong 18 5.37 Switzerland 5 1.49
India 28 8.36 Taiwan 4 1.19
Indonesia 10 2.99 Thailand 5 1.49
ltaly 12 3.58 Turkey 3 0.90
Japan 2 0.60 United Arab Emirates 3 0.90
Jordan 3 0.90 United Kingdom a7 14.03
Korea; Republic (S. Korea) 3 0.90 United StateArakrica 43 12.84
Kuwait 2 0.60 Vietnam 1 0.30
Total 335 100.00

Panel B:Number of investments by SWF

Private companies Publicly traded companies

Fund name Country # of investments % of total  # of investments  %ab&k
Abu Dhabi Investment Authority UAE — Abu Dhabi 12 4.78 17 5.07
Government Pension Fund — Global Norway 1 0.40 2 .600
SAFE Investment Company China 2 0.80 18 5.37
China Investment Corporation China 7 2.79 11 3.28
Government of Singapore Investment Corporation  &ioge 28 11.16 34 10.15
Temasek Holdings Singapore 102 40.64 105 31.34
National Social Security Fund China 3 1.20 7 2.09
Qatar Investment Authority Qatar 8 3.19 41 12.24
New Zealand Superannuation Fund New Zealand 2 0 0.8 5 1.49
Investment Corporation of Dubai UAE — Dubai 18 7.1 16 4.78
Brunei Investment Agency Brunei 4 1.59 4 1.19
Khazanah Nasional Malaysia 25 9.96 32 9.55
Mubadala Development Company UAE — Abu Dhabi 8 93.1 5 1.49
Libyan Investment Authority Libya 6 2.39 12 3.58
Kuwait Investment Authority Kuwait 14 5.58 8 2.39
International Petroleum Investment Company UAEbu Ahabi 10 3.98 16 4.78
Korea Investment Corporation South Korea 1 0.40 2 0.60
251 100.00 335 100.00

Total
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Table 4. Data characteristics for section 3.3. an8.4.

This table provides summary statistics for acquisitarget firms 12 months before to 12 monthsrdfte announcement date. The sample is
composed by 230 events in 197 firms. The targetqieark) return is the monthly return of the tar@snchmark) of the SWF. The target
(benchmark) volatility is the standard deviatiortled daily excess returns over month t of the taftgenchmark) firm. The Sharpe ratio uses
the target excess return as the numerator andahdasd deviation of the daily excess return agd#reminator. The target size is equal to
the natural log of the target market capitalisatboe month prior to the event. Cross-border isnaicator variable equal to one if the SWF
domestic country and target domestic country agestime and zero otherwise. Investment stake fsetfoentage stake acquired by the SWF
in the target company, its value is zero in the tm®mefore the event. The NetDebt/EBITDA ratio gsi@ to the net debt divided by the
EBITDA for a given year. The Cash/TotalAssets ragi@qual to the cash & cash equivalents dividedhleytotal assets for a given year.
Transparency, Structure and Governance are thesaftained by the SWF involved in the event farheaf these Truman indices.
Experience is the number of years of existencq®fSWF. Democracy is an indicator variable equalrte if the domestic country of the

SWF is a democracy and zero otherwise. N is thebeumof observations used in my analysis.

Variables N Mean Median Std. dev. Min Max.

Panel A: Summary statistics

Target return 5980 0.010 0.000 0.147 -0.716 1.400
Firm volatility 5980 0.027 0.021 0.026 0.000 0.685
Target Sharpe 5980 0.320 0.000 4.570 -21.835  29.288
Benchmark return 5980 0.012 0.003 0.136 -1.000 1.45
Benchmark volatility 5980 0.025 0.020 0.025 0.000 .948
Benchmark Sharpe 5980 0.541 0.047 4.636 -16.488 5335.

Panel B: Additional variables for the panel regression

Investment-specific variables

Target size 5100 21.418 21.398 2.505 9.356 26.335
Cross-border 5100 0.828 1.000 0.377 0.000 1.000
Investment stake 5100 0.075 0.006 0.159 0.000 1.000
NetDebt/EBITDA 5100 2.706 1.707 10.953 -50.756  42.060
Cash/TotalAssets 5100 0.046 0.021 0.066 0.000 0.339

SWFs-specific variables

Transparency 5100 36.534 39.000 27.168 2.000 100.000
Structure 5100  48.520 50.000 14.053 25.000 100.000
Governance 5100 36.422 50.000 22.241 0.000 100.000
Experience 5100 22.848 19.000 13.296 5.000 59.000
Democracy 5100 0.515 1.000 0.500 0.000 1.000

In Table 5 we find summary statistics for all therigbles employed in Section 3.3.
and 3.4. The data displayed concerns only the I&imaeindow. In Panel A we have the data
employed in section 3.3. In Panel B we have thétiadd! data for the panel regression made

in Section 3.4. (see Appendix E for a detailedrd&din of the variables and sources).
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3.2. The market reaction to announcements of SWF westments

Similarly to the method employed by J. Kotter andlldl (2011) in this section |
examine the short-term impact of SWFs’ investmemtdarget firm’s value. Even if it is not
easy to clearly identify the announcement dateuhd it interesting to perform this analysis.
It also allowed me to check the consistency of mmple, in order to be sure that the analysis
performed later will not be biased by specific ewderistics linked to my database.

| did an event study analysis to measure changeshare value around the
announcement of an SWF investment. To measure @iahoeturns value-weighted national
stock market indices are used, extracted from Dra@n (see Appendix C for a full list of the
indices used). These indices were the most commusdy as benchmarks in their respective
countries. Abnormal returns are calculated for estobk from day -5 to day +20 surrounding
the announcement date and then averaged acrosstérform the average abnormal return.
The abnormal returns are winsorised at the 0.2084 e order to reduce the impact of the
outliers.

J. Kotter and U. Lel (2011) have employed an egechanarket model in their study,
to check the robustness they have also used stadkeimindices obtaining similar results for
both methods. Table 4 presents the results fodifferent time windows.

Panel A reports the results for the entire sampl288 deals on 238 different target
firms. The average cumulative return is 1.82% @3),.2.28% (t=2.13) and 2.89% (t=2.86)
for the windows (0,+1), (-1,+1) and (-2,+2) arouhd announcement date respectively. The
positive market reaction is consistent with theriture on institutional investors. The returns
are slightly higher for the entire sample than tesults obtained by J. Kotter and U. Lel
(2011).

Other Panels of Table 4 display the CARs for ddfgrsubsamples. Panel B for cross-
border investments, the average CARs are 1.83%.64%12.01% (t=1.80) and 2.71%
(t=2.31) for the (0,+1), (-1,+1) and (-2,+2) windowespectively. For this subsample | was
expecting lower returns because SWFs have lessotamt the economic environment when
investing abroad compared to investments in themeastic countries. The results for this
subsample are all statistically significant. In 8af we have the average CAR for the
investments made between 1986 and 2005, they ayelow® compared to the results of J.
Kotter and U. Lel (2011) and not statistically sfgrant. In Panel D we have the results for
the period between 2006 and 2012, the CAR forhheetwindows is positive and statistically
significant, it is also higher than for the entsample for the three time windows, with
+2.53% (t=1.81) for the (0,+1) window. In Panel &= we have the average CARs for the
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2006-2009 and 2009-2012 periods. The objectivdhede two subsamples was to help me to
understand where the difference in my results cofmes when compared to the empirical
study of J. Kotter and U. Lel (2011). For the pdrlzetween 2006 and 2009 my results are
higher, the CAR is 4.15% (t=1.74) and 4.89% (t=2.fa2 the (-1,+1) and (-2,+2) windows
respectively, both results are statistically sigaifit. Compared to the other study the results
are between 2% and 3% higher for this subsampldiar@windows. For the last subsample
presented in Panel F the CARs are 1.32% (t=2.02%% (t=1.90) and 2.48% (t=2.51) for the
(0,+1), (-1,+1) and (-2,+2) windows respectivelyidlast subsample represents around 25%
of the total sample and all the results are stediby significant.

| found a positive CAR for all the time windows asgbsamples, in most of the cases
the results are statistically significant. Thessuhes suggest that SWFs have a positive impact
on the target firms in the days surrounding theoanoement date. We can also observe in
Figure 2 that most of the positive impact occurstire fours days surrounding the
announcement. This is in line with what J. Kottad&J. Lel (2011) found in their study.
However, | found slightly higher CARs for the whosample and there are important
differences when analysing specific periods. Faneple, for the period between 1986 and
2005 my results are completely different and naitisically significant. This period
represents around 30% of my entire sample, sinldhe other empirical study. | also find
differences for the period between 2006 and 2008¢retely higher CARs for the (-1+1) and
(-2,+2) windows. | tried to understand where thégierences come from. There were in my
opinion three possible explanations. The first ar@s that the difference was coming from
the fact that | used national stock indices instefadstimating market models, J. Kotter and
U. Lel (2011) found similar results for both metkptowever they did not publish the results,
making impossible for me to identify if this wasetltause of the difference. Secondly, |
thought that maybe the difference was coming framytear distribution of my sample. For
this purpose | constructed the table available ppeéndix D in order to evaluate this
possibility. According to the information availalle their empirical study, it seems that the
sample | used is similar to theirs in terms of yaiatribution. Finally the last explanation was
that my sample was fundamentally different to the employed by them. The particularity
of the sample used here is that it includes destiwden 2009 and 2012, around 30% of the
total, but the CARs | found for the entire sampie similar to those found by J. Kotter and U.
Lel (2011) so this fact can not explain the diffezes in the other subsamples.

In sum, it is interesting to see the market reactio announcement of SWFs

investments, however as | mentioned before, itfiecdlt to clearly identify the moment
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Table 5. Stock market reaction to announcements @WF investments

This table provides information about the initimdck market reaction to the announcement of SWEstaents. Daily abnormal returns are
calculated using the national stock indices as lmacks. The sample in panel A covers all 283 ancements during the period between
1986 and May 2012. Panel B restricts the analgstsdss-border SWF investments. Panel C reporteethéts for the period between 1986
and 2005, Panel D between 2006 and 2012, Pandined® 2006 and February 2009, and Panel F betweech\2009 and 2012

*** indicates significance at the 1% level, ** inzhtes significance at the 5% level, and * indicatgsificance at the 10% level

Event window CAR (percent) Test statistic Percent psitive

Panel A: Entire sample, 283 events from 238 firms

(0, +1) 1.82* 1.93 57
(-1, +1) 2.28% 2.13 53
(-2, +2) 2.89% 2.86 53
Panel B: Cross-border investments, 238 events from 198sfirm
(0, +1) 1.83* 1.64 55
(-1, +1) 2.01* 1.80 53
(-2, +2) 2.71% 231 52
Panel C: Investments between 1986 and 2005, 87 events#®fitms
(0, +1) 0.50 1.09 52
(-1, +1) 0.40 0.73 47
(-2, +2) 1.11 1.48 48
Panel D: Investments between 2006 and 2012, 196 eventsXghiirms
(0, +1) 2.53* 1.81 59
(-1, +1) 2.86* 2.05 56
(-2, +2) 379w 2.61 55
Panel E: Investments between 2006 and February 2009, ld4gtefrom 98 firms
(0, +1) 3.56 1.48 63
(-1, +1) 4.15* 1.74 60
(-2, +2) 4.89% 2.02 58
Panel F: Investments between March 2009 and 2012, 79 efremts70 firms
(0, +1) 1.32%* 2.07 52
(-1, +1) 1.25% 1.90 49
(-2, +2) 2.48% 251 49

0.05 ~

0.04 -

0.03 -

g

0.02 -

0.01 -

0.00 T T T T T T T T T T T T T T T T T T T T T T

5-4-3-2-1012 3456 7 8 91011121314151617 1819 20
Relative day

Figure 2. Cumulative abnormal returns

CAR for the entire sample from day -5 before to d@&p after the announcement of an investment by\d&.SThe daily returns are

benchmark adjusted for each firm (see AppendixrGHtfe full list of benchmark indices), averagedoasrfirms and cumulated
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when the market integrates the information in ttoels price. Maybe the differences in my
results come from this fact, it would be necessarlygave an access to their database in order

to clearly identify the cause of these differenaed see if they are statistically significant.

3.3. Difference in means test

In this section | examine the impact of SWFs’ irtugsnts on the return, the standard
deviation and the Sharpe ratio of their target $irincompare these variables before and after
the investment in a similar way as A.M. Knill et £012). The idea is to see the impact on
the return-to-risk performance of the target firnmsthe previous section | analyse the return
for a very short period of time and without takimgo account the level of risk. Instead of
using time windows of 1 year, 3 years and 5 ye&esA.M. Knill et al. (2012) did, | found
more interesting to use smaller time windows. Cetaly | used 6 months, 12 months and 18
months. In my opinion in the long-term it becomesrendifficult to establish a clear link
between the SWF’s investment and the target pedonom It is also difficult to identify the
moment when the SWF exits from its investments @asidg a 5 year time window reduces
considerably the size of the sample used.

The fundamental idea behind the Sharpe ratio isriek and return are positively
related (Sharpe, 1964). Its value is calculatedgugie following formula:

Return; — Ry

Sharpe, = where Return, is the monthly return of the firm i for the mortth

Standardeviation) '
Ri; IS the risk free rate for the montf’ &and Standardeviation , IS the monthly standard

deviation of daily excess returns (see AppendirrEriore details concerning the variables).

The monthly value of each of these variables lisutated for the target firms for the 6
months, 12 months and 18 months before and akeathouncement of the investment. It is
averaged across firms for each of these time wisdafter and before and then the difference
is calculated. To ensure the consistency, all #ta dsed is in US dollars.

The benchmark adjusted results gives the differdretween the value obtained for
the target firms and the results for the benchnfarks. | used the same matched pair
benchmarking procedure as A.M. Knill et al. (2012he companies are matched based on
three criteria: country, industry and size. For théustry | used the Datastream’s Global
Industry Classification. For a certain target dfiall the firms within its industry for a specific

country, then | select the company with the closes in terms of market capitalisation at the

% The risk free rate used is the US 1-month T-hiler when its value was not available it was cateal using the US 3-months T-bill
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end of the month prior to the announcement. In ggrtee methodology employed seems
good when analysing the statistics available inld &b For the 12 month window we have
5980 observations, the mean return for the taigesfis 0.010 compared to the return of the
benchmark which is 0.012. Concerning the volatilitg also have similar values with an
average of 0.027 for target firms and 0.025 for ltkachmark ones. A t-statistic comparing
these values is available in Appendix F confirntimg previous results.

Table 6 displays the results of the differencameans test. The difference on the
target raw returns is negative and statisticalgnsicant for all the time windows. For the
benchmark adjusted it is also negative but onlyistigally significant for the 18 month
window. These results are in line with those oladity A.M. Knill et al. (2012) except
concerning the magnitude of the difference. Itnteliesting to note that A.M. Knill et al.
(2012) results for the 5 year time window are natistically significant reinforcing my idea
that studying the impact in a window of this sizaynmo be very relevant.

We can observe a change in the risk profile oftdrget company. For the 6 month
window this difference is positive and statistigadlgnificant, this is not surprising and comes
probably from the higher volatility caused by thpeesulation surrounding the SWF’s
investment. This difference becomes negative ferlth month and 18 month windows but is
statistically significant only for the last one.i$Ishows that the SWF's investment reduces
the volatility of the stock in the middle-term, A.Mnill et al. (2012) find similar results. This
reduction comes probably from the ability of the B\Wé act as a guarantor of the future
viability of the firms. We have seen that SWFs ¢arcash constrained firms, these firms are
often associated with a higher volatility, howetke ability of the SWF to provide cash
probably attenuates this issue reducing the ridkth& results are negative for the benchmark
adjusted values but only statistically significdot the 18 month window, suggesting that
there is a real reduction in target firm volatintynen compared to its benchmark.

In sum, there is a decrease in raw returns cordbinth a decrease in the volatility. It
Is necessary to analyse the Sharpe ratio in oodéetermine if these combined effects have a
positive or a negative impact on the return-to-gs&file of the target companies. | found a
negative and statistically significant impact fdr the time windows, implying that SWFs
tend to deteriorate the return-to-risk performaoicthe target firms. The values of benchmark
adjusted Sharpe ratio are also negative but omiisstally significant for the 18 month
window. In sum we see a reduction in the level@hpensated risk. These results are again
in line with what A.M. Knill et al. (2012) found itheir study.
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In conclusion, we can say that SWFs are assocwitbda deterioration in the return-
to-risk profile of the target companies. Figure |18tp the benchmark adjusted value of the
Sharpe ratio 18 months, 12 months and 6 monthséefod after the announcement date.
These are only the average values for these specdnths. We can observe that there is an
improvement only in the months surrounding the éwdsite. This improvement comes
probably from the positive abnormal returns expergel around the event, as we could see in
Section 3.2. This increase in the Sharpe ratio rsceven if the volatility increases during this
period of time. In Figure 4 we have the CAR for pgeziod comprising 18 months before and
after the announcement date for both the targetsfiand the benchmark ones. We can see
that the target slightly outperform the benchmarkhe months before the event but tend to
start to underperform 6 months after. Again we @lbserve an important improvement in the

months surrounding the announcement.
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Table 6. Difference in means tests

The variables used are defined in Table 5. Thertegaesults test the difference in means for #able of interest in the noted period of

time before and after SWF investment (e.g., AftdBefore). There are 244, 230 and 223 acquisitionghfe 6 month, 12 month and 18

month windows respectively. Figures are in peragggaThe benchmark adjusted results use the differbetween target and benchmark

firms. The p-value is provided for the Sharpe ratio

*** indicates significance at the 1% level, ** inthtes significance at the 5% level, and * indicatgsificance at the 10% level

Target Benchmark adjusted

6 months 12 months 18 months 6 months 12 months mdhs
Raw return -1.77H -1.28%** -1.22%* -0.22 -0.38 -0.88%**
Standard deviation 0.17* -0.02 -0.09* -0.03 -0.10 -0.17%
Sharpe ratio -33.34** -29.35%** -25.76%* -0.13 -0.12 -0.23%
p-value 0.03 0.01 0.01 0.42 0.29 0.02
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Figure 3. Benchmark adjusted Sharpe ratio

Monthly Sharpe ratio every 6 months surroundingatheouncement date starting 18 months before aishiing 18 months after
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Figure 4. Cumulative abnormal return surrounding the announcement date

The monthly return is calculated for each firm,raged across firms and cumulated for 18 month®snding the announcement date. The

solid line represents the CAR of the target firnfsSOWF investments; the dash line represents the @ARhe benchmark firms
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3.4. Panel regressions

In this section | try to identify the factors thatluence the Sharpe ratio of the target
firms. | use a similar regression approach thanotme used by A.M. Knill et al. (2012) and
like them, since it exists a serial correlationtbé Sharpe ratio, | include a lag for the

dependent variable in the model employing an agtessive (panel) model:

Sharpg; =0 +0;Sharpg;_; + 0,V +0;SWFI, ; +0,SIZE; , +0sF} + 968harp§t + g

Equation 1. Autoregressive (Panel) model

Retum’t - Rf,t

where the Sharpe ratio is calculated usisgarpe, = —
" Standardeviation ;

and represents the

relationship between monthly excess returns arad tisk for the target firm i at time 7, is

the total volatility, calculated as the monthlyratard deviation of daily excess returns over

month t. swri, is an indicator variable equal to zero in the rhenbefore the SWF's
investment and equal to one in the months afteeg, is defined as the natural log of the
market capitalisation of the target firm one moh#fore the event (in $'s)g|; is a set of

investment-specific information. Concerning the ldelaaracteristics, it includes the stake
purchased by the SWF because of the existing oakttip between it and the volatility (e.qg.,
Brockman and Yan, 2009). A cross-bordéndicator variable which is equal to one if it is
the case and zero otherwise, to control for théquaar characteristics involving this kind of
investments when compared to domestic ones. Thel&mtdivided by the EBITDA ratio is
also included to control for the level of debt béttarget firm because of its impact on the
volatility. The Cash divided by the Total assetsor#s included because of the appetite of
SWEFs for this kind of firms (e.g., J. Kotter andL¢l, 2011) and to control for the impact of
cash constraints on the volatility.

A number of SWF-specific information is also inabatin |, specifically the level of

transparency, structure and governance obtained tine Truman work. J. Kotter and U. Lel
(2011) found that transparency played a criticdk rom the market reaction to SWFs
announcements, the objective is to see if thi¢sis the case on the return-to-risk profile. The
number of years of existence of the SWF is alstuded to control if the experience plays a

role in the impact on the target firms. Finally, endicator variable equal to one if the

3L An investment is consider as cross-border whem¢meestic country of the SWF and the target firmntry are different
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domestic country of the SWF is a democracy and p#nerwise is included to see if the

political environment of the SWF nation impacts fleformance of the target firmsharpé,

is the Sharpe ratio of the benchmark firm | at titmend is included to control for factors
linked to the country, the industry and the perddime (see Appendix E for more details on
all the variables). A random effect procedure isdufor the estimation.

Given the previous results, | was expecting a negatalue for ¢, because of the

apparent negative impact of SWFs on target firresim-to-risk performance. A positive

value for g; as the existence of a similar behaviour for fitmghe same industry and country

is highly probable.

The results of the panel regressions are availabl@ble 7. The objective is to check
after controlling for factors directly linked toeheturn-to-risk profile if there is a decrease in
the risk compensation after a SWF investment.db alllows us to identify if this decrease
comes from specific characteristics linked to #mgét company or to the SWF.

We can observe that the effect of the SWF on thehratio is negative for all the
time windows, although only statistically signifrdefor the 18 month one. This is in line with
what | found in Section 3.3. and shows that afteB\WF investment the level of risk
compensation decrease. These results are cohetbrnthes values obtained by A.M. Knill et
al. (2012) for other time windows. The pseudo Ralmsost in all the cases.

The positive value for the lagged target Sharpéo reg not surprising, even if
statistically significant only for the 18 month wliow. Both the target volatility and the
benchmark Sharpe coefficients are positive andsstatlly significant. For the first one, as it
used for the calculation of the Sharpe ratio, ihdsmal to find a direct relation, however |
would expect it to be negative. For the secondibshows that the Sharpe ratio is strongly
influenced by the country and industry context atgb that the benchmarking procedure is
appropriate. | found a negative, except for the d@nth window, and not statistically
significant value for the coefficients of the targee. A.M. Knill et al. (2012) found positive
and statistically significant coefficients. | thitikat the difference may come from the way the
size is calculated. In their study they use thesrahtlog of the average value of the market
capitalisation in the month before the month t (Egeation 1). In my case | use only the
natural log of the market capitalisation one mdmgifiore the month t. Their methodology is
more accurate as it reduces the impact of factoked to the specific date used, especially

given the context of high volatility that we cowdtserve these last years.
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Table 7. Panel regressions analysis
The return-to-risk ratio regression is specifiedEquation 1. A detailed description of all the abies and their sources is available in
Appendix E. Data statistics are available in TablStandard errors are in brackets.

*** indicates significance at the 1% level, ** inthtes significance at the 5% level, and * indicatgsificance at the 10% level

Sharpe ratio

6 months 12 months 18 months
-0.204 -0.167 -0.249*
SWHI [0.175] [0.126] [0.102]
Previous Target Sharpe 0.002 0.013 0.035%**
[0.017] [0.012] [0.009]
Benchmark Sharpe 0.519*+* 0.503*** 0.483*+*
[0.017] [0.012] [0.010]
Target volatility 11.753** 6.764** 5.996%+
[3.308] [2.200] [1.816]
Target size -0.020 -0.009 0.007
[0.036] [0.026] [0.020]
Cross-border -0.494** -0.243 -0.123
[0.225] [0.161] [0.130]
Investment stake 0.420 0.490 0.465
[0.566] [0.413] [0.336]
NetDebt/EBITDA -0.002 0.006 0.005
[0.284] [0.005] [0.004]
Cash/TotalAssets 3.751%* 1.330 0.970
[1.150] [0.856] [0.712]
Transparency 0.011** 0.012%*=* 0.010%*
[0.005] [0.003] [0.003]
Structure -0.013 -0.011* -0.012%
[0.009] [0.006] [0.005]
Governance 0.008 0.010 0.004
[0.006] [0.004] [0.003]
Experience -0.015* -0.131** -0.012**
[0.009] [0.006] [0.005]
Democracy 0.021 -0.022 0.060
[0.284] [0.204] [0.166]
Constant 0.665 0.507 0.181
[0.882] [0.625] [0.503]
Observations 2652 5100 7548
# of Targets 192 192 192
Pseudo R2 0.287 0.267 0.256

The coefficients for the cross-border variableas® negative, in line with what | was
expecting. In the case of the investment stalepbsitive and not statistically significant.

The next two variables, the NetDebt/EBITDA ratialahe Cash/TotalAssets ratio are
used to control for firm specific characteristiceldecause J. Kotter and U. Lel (2011) found
in their empirical study that SWFs tend to targearcially distressed and cash constrained
firms. For the first one | was expecting a negatwaue, because a higher level of
indebtedness is generally associated with a hilglvet of risk and consequently of volatility,
resulting in a lower Sharpe ratio. This is the dasghe 6 month window although the value
is not statistically significant. For the Cash/Tétsets | was expecting a positive value, since
contrary to the level of debt a stronger cash msiteduces the level of risk and volatility,
improving the Sharpe ratio. The value is positige dll the time windows and statistically

significant for the 6 month one.
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The following five variables control for SWF-spect. | found that the transparency
coefficients are positive and statistically sigradnt for all the time windows. This is in line
with J. Kotter and U. Lel (2011) who found thatnsparency plays a key role in determining
the market reaction to a SWF investment announcentiers interesting to note that this
impact is not only true in the short-term and alffects the return-to-risk profile of the target
firm. The negative and statistically significantlue for the coefficients of the structure
variable is a bit confusing, this variable allonsto see if the SWF has a clear and defined
investment strategy, is well integrated in thedlssystem of its home country, in sum if it is
well organised. | would have expected a positideeaurther research should be done in this
sense to understand why this is the case. It ssalgrising to see that the coefficients of the
experience variable are negative and statisticgitipificant, meaning that recently created
funds have a better impact on the target firms. béais is the case because recently created
funds tend to be more professional and better dedidpased on the experience of other

funds. Finally, the democracy variable is positivg not statistically significant.
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4. Interviews

4.1. FSI — Fonds Stratégique d’Investissmerft

The FSI was created in 2008 by the “Caisse des B€@amd the French state in order to
provide equity financing to companies with stromgnpetitive positions whose expertise and
technology are keys to France’'s competitiveness # long-term investor, taking minority
stakes but actively involved in corporate govermarithe FSI's two shareholders are the
“Caisse des Dépots”, with 51%, and the French stath 49%, the fund had a total AUM of
€21.8 billion in 2010.

Serge Bedrossianlavestment Director at the FSI

Serge was my contact at the FSI. He has more tBaredrs of experience in the corporate
banking and private equity industry. Before arrgvito the FSI in 2009 he has worked for
institutions like Merril Lynch, Morgan Stanley ardi between Paris and London. He has

graduated from HEC and Assas Law School.

Question¥®

The FSl invests actually only in France, do youltthat one day it will invest abroad?

| do not think so in the middle-term because ouprapch is different from that of other
SWEFs. The first reason is because our resourcesnateso important compared to other
funds, even if they are consequent. Secondly, ést ®WFs the objective is to manage the
proceeds from non renewable resources for futureegsdions. These funds try to diversify
the country’s portfolio and also try to develop naetivities in their domestic countries, like
in the case of Mubadala

The case of France is a bit different, unfortunateke do not have natural resources like oil
or gas. In this sense the FSI was not created deioto diversify France’s patrimony, which
is already well diversified in terms of industriésd geographic areas. The objective for the
fund’s creation was to provide a source of finagcia the economy. Its creation was already
contemplated before 2008 and it is not a coincidemat was formalised that year. During
that period the financings coming from the bankd #re investment funds became scarce for

several reasons. This is why we were created wétiang financing objective and compared

%2 Source: Fonds Stratégique d’Investissement asayf 2012
% The views expressed here do not necessarily t¢fese of the FSI
34 Mubadala Development Company PJSC is a soverdaighowned by Abu Dhabi
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to other SWFs, formalizing this aim through a highacus on capital increases than on
equity purchases.

How do you see the relation of the FSI with othé&fFs?

| think that we see it in a pragmatic way. In adbtdeveloped economies there was a need for
a source of financing. In France more than in otlr@untries like Germany, the actual
benchmark, companies used to finance their operatibrough debt. They do not appeal very
often to “patient capital”, long-term capital. Toglathere is a new trend, this is one of the
main reasons for the creation of the FSI, whiclthis use of long-term capital. This type of
capital is more adapted to industrial cycles. ThHeaisse des Dépots” has been working on
this topic for some time now, it has created fasregle a club of long-term investors that
includes a lot of SWFs.

So there is a pragmatic aspect in this sense, Freommpanies need to develop their activities
and they need capital to do so. Debt has been flong time the solution, today there is a
need for long-term capital. This source of finagcican be provided by the “Caisse des
Dépots” or the FSI, but also from other SWFs whidve the advantage to be long-term
investors with a lot of resources available. Ittige that during some time there was the
sentiment that they were buying everything, howesagy people tend to believe that there
can be some advantages in working with them. Tiecare be mutual benefits, we have
something they are interested in, companies whelevest, they have something we need,
long-term capital to fund the growth of our compamnand to help them invest.

Since there is a need for cooperation, it is betteorganise it. This is why we signed an
agreement with Mubadala to co-invest in some ptsjethe “Caisse des Dépots” has also
created two funds to promote bilateral investméretsveen France and China. Globally, it is
important to have an open dialogue and work to éase cooperation. Today the idea is to
collaborate with SWFs on specific projects, wheescan share our expertises, not to include
them in the FSI capital. It is also not easy tafdeals that fit with both funds’ objectives, this

is why we have not done any deal yet with Mubadaftagexample.

In your opinion what are the future prospects mm¢bming years for SWFs?
| think, and this is the general feeling around rttegt SWFs will continue to grow and
confirm their presence as settled investors inltimg-term. Like Descartes used to say, it is

better to change your desires rather than the ormfethe world when the order of the world
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cannot be changé&d in this sense | do not have any concerns regardi/Fs, moreover |
see opportunities. A number of them have a resplong-term patient capital, which can be

of use to companies.

4.2. OECD - Organisation for Economic Co-operatiomnd Development®

The OECD is an international economic organisatbr84 countries founded in 1961. Its
mission is to promote policies that will improveetbconomic and social well-being of people
around the world. It is a forum of countries thabydes a platform to compare policy
experiences, seek answers to common problemsjfidgobd practices, and co-ordinate the
domestic and the international policies of its mersb

Raul Saez €hile: Ambassador and Permanent Representative

Mr. Raul Saez was my contact at the OECD. He ha® ian 25 years of experience in a
wide range of international organisations, like M&rld Bank and the Inter-American
Development Bank, and Chilean ministries. Mr. R8akz took up his duties as Permanent
Representative of Chile to the OECD on 25 Janu@dl2He graduated with a degree in
Biology from Boston University, a Masters in Econosnfrom the University of Chile and he
received a Masters in Economics and a Doctoraeanomics from Boston University.

Questiond’

What is your opinion about the world’s economicigiton in the coming months?

| think that the main characteristic will be theaantainty. We have reached a certain point in
which, in my opinion, there are only two possilderarios. On one side a catastrophic one
with Greece going out of the Euro and the Spaniahkbissue worsening. These two
concerns, if not addressed correctly, will haveeaible impact on the EU economic growth
capacity and a propagation effect on the world exop. On the other side if the European
Union is able to avoid the exit of Greece from Eheo zone and solve the Spanish issue we

could see an improvement in the global situation.

% René Descartes, “My third maxim was to endeawsaygs to conquer myself rather than fortune, ancdhghany desires rather than the
order of the world...”, Discourse on the Method, RErt
% Source: OECD as of June 2012

% The views expressed here do not necessarily t¢fese of the OECD
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However some people think that an orderly exit oé&€&e from the Euro is possible, do you
think so?

No, in my opinion this is impossible. First, thissid have a terrible impact in terms of image
and devastating consequences on Portugal and Sphia.would make investors believe that
any country can exit the Euro and they would startwithdraw their capital from those
countries they consider the weakest. This has dyréemppened with Spain for example, with
the capital flight of the recent months amountimguad 100 billion euro. Secondly, the
situation of Greece after that would be catastraphwith no access to any financing, no

currency, remembering the Argentinean crisis in1.99

What do you think of the recent help package tar&pa

| think it was necessary, in part because of trev/musly mentioned capital flight. Moreover,
the challenges concerning Spain affect the Eur@zama whole, and in case of deterioration
could even affect the strongest countries like Eean

Do you see other issues in the short-term?

Special attention should be paid to the United &3atvith an important deadline coming in
the next months. In January, if the politicians ace able to reach an agreement concerning
the fiscal deficit the expenses will be automalycalit down. This was one of the conditions
negotiated when they agreed to increase the thtdsbfahe debt last year. This reduction in
the expenses would have a negative impact on thecti®mic growth, and consequences for
the global economy.

In Europe Cyprus may need help in the coming maaidts however because of its small size

it should not have strong consequences.

What is your opinion concerning sovereign wealthds in terms of management of the
national wealth? Do you think there would be adrattay to spend the resources?

| think these kind of funds are an excellent ecaaoneasure, both in macroeconomic terms
and economic growth. In macroeconomic terms thegvige flexibility, allowing for
countercyclical measures in case of a crisis. Camog the economic growth, they allow
saving part of the income from non renewable resesifor future generations. It is difficult
to say if these resources would be better emplayeesting them directly in the domestic

economy. | do not think so, because there woulddme negative consequences like the
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Dutch disease. Moreover using this type of fundewa for flexibility in their use, for

example in Chile part of the resources is savegut@rantee future pension liabilities.

5. Conclusion

The increasing recent visibility of SWFs and thepartant role they may play in the
global financial markets in the coming years cdmited to the development of a number of
measures and to position them in the centre ofi¢fiate and several empirical studies.

There was a need to start a debate concerningitidsof investors. The work of the
IWG through the “Santiago principles” and the recoemdations made by the OECD helped
to attenuate the appearance of increasing tendiecsuse of SWFs investments fueled in a
context of financial crisis.

Then it was also important to answer an importamstjon, how do SWFs impact
target firms? Because they usually invest in bigpomations of critical importance in their
home countries it was important to know if theirpaat was in line with other institutional
investors. In this sense, it seems that the madattion to the announcement of a SWF
investment is positive, this is the conclusion toick several empirical studies reached and
also mine. Transparency plays a key role in det@nygithe level of this impact, replacing
this aspect in the middle of the debate as thggabably the most conflictual point regarding
this type of investors.

What about the impact in the long-term? In thisecdm®wever, SWFs tend to have a
negative impact on the target firms, this is theatesion of most of the empirical studies. For
the long-term it becomes interesting to see theaohpn the risk-to-return profile, based on
the A.M. Knill et al. (2012) study | also found tithe impact is negative. There is a decrease
in the returns not compensated by a decrease itothlerisk. | only see a small improvement
surrounding the announcement date. Again transpgigays a key role on the impact on the
performance.

Where do they invest? J. Kotter and U. Lel (201iEdtto answer this question, they
found that they target financially distressed, eeshstrained, and large multinational firms
with poor performance. Overall they have the sappetite than other institutional investors,
targeting firms with similar characteristics. Eviéfor A.M. Knill et al. (2012) this is just in

appearance as for them their investment strategees fact distinct.
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And what about politics? We cannot start a disaussin SWFs without taking the
political dimension into account. This is anothéthe key issues surrounding SWFs, do they
have other motivations than only the profit maxiisn? This question is legitimate when
we are talking about investors government owned A=d&nill et al. (2012) political relations
are an important factor in determining where tcestvut matter less when determining how
much. However, the most critical point for thenthat there is a negative relation between
the bilateral political relations and the amounéythinvest. This is contrary to rational
investor’'s behaviour, as generally good politicglations are associated with a reduction in
risk. For them SWF do not behave as rational iresthere is something else behind their
investment decisions.

In my opinion, there is something beyond all oétlike Truman did it is important to
have a view on the whole context, the world is d¢iaq Like he saidthe growth of SWFs
reflects a dramatic redistribution of internationakalth from traditional industrial countries
like the United States to countries that historiigahave not been major player in
international finance’ This is completely true, SWFs only represent dditeonal evidence
that we are facing a dramatic change in the intemnal balance of power. Now-a-days a
strong international position evidences more theer ¢hrough economic power. Developed
countries are having as interlocutors countriehwhom they would have never had this
kind of relationship before. The financial crisissheven accentuated this effect, would
European countries have ever thought ten yearsttegoone day they would ask for help
China? Moreover, the actual context makes develgpedtries behave, in my opinion, in a
“schizophrenic” way. From one side they welcome aapital when they need it, however
when it is not the case they can show a strong®ppo. This situation is even more ironic as
they were the people who designed the actual systesinket-oriented, they are suffering
from their own rules.

| am also wondering if the establishment of thisdkof funds is the best decision for
the concerned countries. Maybe there is a bettgr tvause these resources, | am worried
about the fact that maybe they look for the easiay to invest their funds, the capital
markets, instead of investing in the real econowig. only need to see what has happened
recently to realise that this may not be the beisition.

To conclude, | think that it will be important teminue to work in order to increase
the level of acceptance of SWFs to avoid uncomiidetaituations. The world will need some
time to get used to this new context but | belitvat something positive can result from an

increasing level of cooperation.
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Appendix A. The 30 biggest SWFs in terms of assaisader management

Table 8. The 30 biggest SWFs in terms of AUM
Source: SWF Institute as of May 2012
All figures quoted are from official sources, orhave the institutions concerned do not issue statisf their assets, from other publicly

available sources. Some of these figures are béstates as market values change day to day

Country Fund Name Assets  Inception  Origin Transparency!
$Billion
UAE — Abu Dhabi Abu Dhabi Investment Authority $62 1976 Oil 5
Norway Government Pension Fund — Global $611 19900il 10
China SAFE Investment Company $567.9** 1997 Nom@wdity 4
Saudi Arabia SAMA Foreign Holdings $532.8 n/a Oil 4
China China Investment Corporation $439.6 2007 -NSommaodity 7
Kuwait Kuwait Investment Authority $296 1953 oil 6
China — Hong Kong Hong Kong Monetary Authority Investment Portfolio 298.3 1993 Non-Commodity 8
Singapore Government of Singapore Investment Catjon $247.5 1981 Non-Commodity 6
Singapore Temasek Holdings $157.2 1974 Non-Comimodi 10
Russia National Welfare Fund $149.7* 2008 Oil
China National Social Security Fund $134.5 2000  n{G@mmodity 5
Qatar Qatar Investment Authority $100 2005 Qil
Australia Australian Future Fund $73 2006 Non-Cardity 10
UAE — Dubai Investment Corporation of Dubai $70 0eo Qi 4
Libya Libyan Investment Authority $65 2006 Oil 1
UAE — Abu Dhabi International Petroleum Investm€&onmpany $58 1984 Oil 9
Algeria Revenue Regulation Fund $56.7 2000 Oil
UAE — Abu Dhabi Mubadala Development Company $48.2 2002 Oil 10
South Korea Korea Investment Corporation $43 2005 Non-Commaodity 9
US — Alaska Alaska Permanent Fund $40.3 1976 Oil 10
Kazakhstan Kazakhstan National Fund $38.6 2000 Oil 8
Malaysia Khazanah Nasional $36.8 1993 Non-Commodit
Azerbaijan State Oil Fund $30.2 1999 Oil 10
Ireland National Pensions Reserve Fund $30 2001 n-Gmmmodity 10
Brunei Brunei Investment Agency $30 1983 Oil
France Strategic Investment Fund $28 2008 Non-Cautitsn n/a
US - Texas Texas Permanent School Fund $24.4 1854il & Other n/a
Iran Oil Stabilisation Fund $23 1999 Oil 1
Chile Social and Economic Stabilization Fund $21.8 1985 Copper 10
Canada Alberta’s Heritage Fund $15.1 1976 Qil

1 Based on the Linaburg-Maduell index, developeith@tSovereign Wealth Fund Institute by Carl Lingpband Michael Maduell

* This includes the oil stabilization fund of Russi

** This number is a best guess estimation
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Appendix B. Truman’s sovereign wealth fund scoreboal
Table 9. Summary sovereign wealth fund scoreboard
Source: Edwin M. Truman, “A blueprint for Sovereigrealth Fund Best Practices”, Peterson Institutef @pril 2008
Results shown below only concern non pension fuRdecent of maximum possible points
Country Fund Structure Governance Accountability Behaviour Total
& transparency
United States Alaska Permanent Fund 100 80 100 83 4 9
Norway Government Pension Fund-Global 94 100 100 67 92
United States Permanent Mineral Trust Fund 100 90 2 8 100 91
United States Severance Tax Permanent Fund 100 50 6 8 100 86
Timor-Leste Petroleum Fund for Timor-Leste 100 40 6 9 50 80
Azerbaijan State Oil Fund of the Republic of 88 60 89 50 77
Azerbaijan
Canada Alberta Heritage Savings Trust 94 60 79 50 74
Fund
Chile Economic and Social Stabilization 94 60 82 17 70
Fund
Hong Kong Exchange Fund 88 40 79 33 67
Kazakhstan National Fund for the Republic of 88 60 64 33 64
Kazakhstan
Botswana Pula Fund 69 60 54 33 55
Trinidad and Heritage and Stabilization Fund 100 60 46 0 53
Tobago
Korea Korea Investment Corporation 75 60 45 25 51
Russia Reserve and National Welfare Fund 72 40 50 3 3 51
S&o Tomé & National Oil Account 100 60 29 17 48
Principe
Kuwait Kuwait Investment Authority 75 80 41 0 48
Mexico Oil Income Stabilization Fund 69 20 43 50 47
Singapore Temasek Holdings 50 50 61 0 45
Singapore Government of Singapore 63 40 39 17 41
Investment Corporation
Malaysia Khazanah Nasional 44 50 46 0 38
China China Investment Corporation 50 50 14 17 29
Kiribati Revenue Equalization Reserve 69 60 7 0 29
Fund
Algeria Revenue Regulation Fund 56 40 11 17 27
Nigeria Excess Crude Account 50 30 14 17 26
Iran Oil Stabilization Fund 50 20 18 0 23
Venezuela Macroeconomic Stabilization Fund 50 0 18 17 23
Venezuela National Development Fund 38 0 27 0 20
Oman State General Reserve Fund 50 0 18 0 20
Sudan Oil Revenue Stabilization Account 56 0 14 0 0
Brunei Darussalam Brunei Investment Ag. 31 0 25 0
UAE (Abu Dhabi)  Mubadala Development Company 44 10 7 0 15
UAE (Dubai) Istithmar World 38 10 7 0 14
Qatar Qatar Investment Authority 34 2 0 9
UAE (Abu Dhabi)  Abu Dhabi Investment Authority 25 4 8 9
Total 68 41 44 25 46
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Appendix C. List of national stock market indices enployed in section 3.2

Table 10. List of national stock market indices

Most commonly used indices as benchmarks in tlespective countries

Country Fund

USA S&P 500 Composite — Price Index
Australia S&P/ASX 200

Austria ATX - Austrian Traded Index

Bahrain Bahrain All Share

Brasil Brazil Bovespa

Canada S&P/TSX Composite Index

China Shanghai SE Composite — Price Index
Czech Republic Prague SE PX — Price Index

France France CAC 40 — Price Index

Germany DAX 30 Performance — Price Index
Hong Kong Hang Seng — Price Index

India India BSE (100) National — Price Index
Indonesia IDX Composite — Price Index

Italy FTSE MIB Index — Price Index

Japan NIKKEI 225 Stock Average — Price Index
Jordan Ammanse General — Price Index

South Korea Korea SE KOSPI 200 — Price Index
Kuwait Kuwait KIC General — Price Index
Malaysia FTSE Bursa Malaysia KLCI — Price Index
Netherlands AEX Index (AEX) — Price Index

New Zealand NZX ALL — Price Index

Pakistan Karachi SE 100 — Price Index

Qatar Qatar SE Index — Price Index

Russia Russia RTS Index — Price Index
Singapore Straits Times Index L — Price Index
Spain IBEX 35 — Price Index

Sweden OMX Stockholm 30 (OMXS30) — Price Index
Switzerland SWISS Market — Price Index

Taiwan Taiwan SE Weighted — Price Index
Thailand Bangkok S.E.T. - Price Index

Turkey Istanbul SE National 100 — Price Index
UAE FTSE Nasdaq Dubai UAE 20 — Price Index

United Kingdom FTSE 100 — Price Index
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Appendix D. Additional statistics for the samples mployed in section 3.2

Table 11. Year distribution of the entire sample ermployed in section 3.2

The first announcement date is the 3 November 3986he last one is the 13 May 2012

Year # of investments % of total Year # of investmats % of total
1986 1 0.35 2000 6 2.12
1987 1 0.35 2001 4 1.41
1988 2 0.71 2002 5 1.77
1989 0 0.00 2003 8 2.83
1990 0 0.00 2004 12 4.24
1991 3 1.06 2005 22 7.77
1992 1 0.35 2006 21 7.42
1993 3 1.06 2007 38 13.43
1994 7 2.47 2008 55 19.43
1995 1 0.35 2009 23 8.13
1996 2 0.71 2010 32 11.31
1997 3 1.06 2011 16 5.65
1998 1 0.35 2012 11 3.89
1999 5 1.77

Total 283 100.00

Appendix E. Variable definitions and sources for setion 3.3. and 3.4

Table 12. Variable definitions and sources

Variable

Variable definition Source

Target (Benchmark) return

Firm (Benchmark) volatility

Target (Benchmark) Sharpe

Investment

Cross-border

Transparency

Structure

Governance

Experience

Democracy

Net debt

EBITDA

Cash

Total assets

Target (Benchmark) firanthly return Datastream
The standard deviatioh daily excess returns over the month t for thegda Datastream
(benchmark) firm
Monthly ratio that use éxcess returns of the target (benchmark) firnthes Datastream
numerator and the standard deviation as the derabani
The percent stake acquired by the SWF SDC Platinum
Factiva
An indicator variable equal to onthé& domestic country of the SWF and the targ&euters
firm are different
The score obtained by the SWF in thendn transparency index, when this scor€ruman
was not available the Linaburg-Maduell transparendgx was used SWEF Institute
The score obtained by the SWF in the arustructure index, when this score waruman
not available the score of another SWF from theeseountry was used
The score obtained by the SWF in then@nugovernance index, when this score wakruman
not available the score of another SWF from theeseountry was used
Number of years since the fund inception SWF Institute
An indicator variable equal to one if leenestic country of the SWF is a democracy  ClAtfaok
The net debt value in US dollars for agiyear, when this value was not availabl®atastream
the benchmark net debt was used
The EBITDA in US dollars for a given yearhen this value was not available theDatastream
benchmark EBITDA was used
The cash and cash equivalents in US dollaes doven year, when this value was noDatastream
available the benchmark cash and cash equivalergsised
The total assets in US dollars favengyear, when this value was not available thBatastream

benchmark total assets equivalents was used
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Appendix F. Target and benchmark mean comparison fosection 3.3. and 3.4

Table 13. Target and benchmark comparison
The target (benchmark) return is the monthly retfrthe target (benchmark) of the SWF. The targeh¢hmark) volatility is the standard
deviation of the daily excess returns over monti the target (benchmark) firm. The Sharpe ratiesuthe target excess return as the

numerator and the standard deviation of the daitgss return as the denominator. N is the numbebsérvations used in the analysis.

Variables N Target mean Benchmark mean t-stat
Return 223 -0.003 0.000 -0.204
Volatility 223 0.031 0.029 1.365

Sharpe 223 0.343 0.159 0.547




