THEORETICAL FOUNDATION AND THE LEGAL REGULATIONS OF SOVEREIGN WEALTH FUNDS 
1. 1 Definition and History of Sovereign Wealth Funds. 

Over the years a lot of economists and everyone else in the world of finance have tried to come up with the exact definitions of SWFs. However, SWFs are a complex financial instrument that is still under research. This explains why we have more than one definition. This chapter looks to investigate some of the already established and accepted definitions of SWFs. The following are some of the definitions of sovereign wealth funds.
· According to Joshua Aizenman and Reuven Glick, Sovereign wealth funds are saving funds controlled by the government/state whose main purpose is to hold and manage foreign assets [1]. 
· Sovereign wealth funds (SWFs) represent a large and growing pool of savings. An increasing number of these funds are owned by natural resource–exporting countries and have a variety of objectives, including intergenerational equity and macroeconomic stabilization. Traditionally, these funds have invested in external assets, especially securities traded in major markets [2]
· A sovereign Wealth Fund is a government fund set up for specific macroeconomic purposes [3]
· A sovereign wealth fund is a state-owned fund usually derived from a country’s’ surplus reserves [4]
· Sovereign Wealth funds are pools of assets controlled by the government both indirectly and directly with the aim of achieving a national objective [5]
Sovereign wealth funds are considered a relatively new financial institution when compared to traditional banks, mutual funds, and insurance companies. These funds operate similarly to classical financial investment funds, engaging in strategies that involve investments in stocks, bonds, real estate, and other assets. Recently, there has been a significant increase in interest in sovereign wealth funds due to the substantial growth in the value of assets they manage. This growth is attributed to the rise in natural resources on the global market and a shift in their investment approach to acquiring larger stakes in globally significant companies. [9] 
According to the Sovereign wealth Fund institute, a SWF is a state-owned investment fund or entity sourced from balance of payment surplus, foreign currency operations, proceeds of Privatization, government transfer payment and fiscal surpluses resulting from exports [10].
The 2008 -2009 financial bubble but which left most world economies in ruins has proved to be a catalyst in formation of new SWFs and growth of the already existing ones.  The financial crisis of 2008 caught most countries especially developing ones off-guard and as such the need for an emergency fund in cases of economic downturns rose and, in most cases, the said emergency fund comes in form of a SWF. 
The Evolution of SWFs 
To fully understand what SWFs are and how they operate we must first look at how they started, what prompted the setting up of the first SWF and why they were deemed to be so important in the first place such that every country now is either prompted to set up one or is already in the process of setting up. It is believed that the first usage of the term “Sovereign wealth Fund” first appeared in an article published in the Central Banking journal, under the heading “who holds the wealth of nations?” by Andrew Rosanov in 2005.  However, Sovereign wealth funds did not come about in 2005, in fact the earliest sovereign wealth fund can be traced as far back as the 1950s. 
The first Sovereign wealth fund was set up by the Kuwait government under the name Kuwait Investment Board in 1953.  Kuwait is an oil rich country and in the 1950s it benefited a lot because the increase in the demand for oil as the world made a transition from coal driven industries to oil driven industries. With so much surplus coming from oil, exports, the aim of KIB was to promote sustainable development and preserve wealth for future generations.  However, in 1965 KIB was replaced by Kuwait Investment office (KIO). The main goal for KIO was to introduce asset diversification and portfolios. In 1982 with much never-ending growth, the Kuwait Investment Authority was created to manage all the state funds. KIA became the parent organization for the already established KIO. Till date KIA remains one of the top Sovereign wealth funds and still maintains its goal of safeguarding national financial wealth for not only the current generation but also future generations [11].More sovereign wealth funds started to emerge: (I) The Abu Dhabi Investment Authority – 1976, (II) Singapore Government Investment Corporation – 1981, (III) Norway’s Government Pension Fund – 1990.  At the time of this research there are over 100 established Sovereign wealth funds in the world today and the number will only increase. Table 1 below shows the ten biggest SWFs in the world as of 2024.
Table 1. World’s Top 10 SWFs Ranking by Assets Under Management (AUM)
	Rank
	SWF
	Total Assets (AUM)

	1. 
	Norway Government Pension Fund Global 
	$ 1,648, 082, 769, 953

	2. 
	China Investment Corporation
	$1,350,000,000,000

	3. 
	SAFE Investment Corporation 
	$ 1,090,000,000,000

	4. 
	Abu Dhabi Investment Authority 
	$ 993,000,000,000

	5. 
	Public Investment Fund 
	$ 925,000,000,000

	6. 
	Kuwait investment Authority 
	$923,450,000,000

	7. 
	GIC Private Limited 
	$770,000,000,000

	8. 
	Qatar Investment Authority
	$526,050,00,000

	9. 
	Hong Kong Monetary Authority Investment Portfolio
	$514,223,020,000

	10. 
	Temasek Holdings 
	$492,208,248,00


Source: SWFI (Sovereign Wealth Fund Institute)[footnoteRef:1] [1: Source:  https://www.swfinstitute.org/fund-rankings/sovereign-wealth-fund ( accessed on 23.12.2023)] 

Focusing strictly on SWFs, according to the 2023 Annual Report by the Global SWF: the high prices of natural resources, particularly oil has contributed greatly to the increase in assets under management of SWFs. For the year 2023, the value of SWFs’ AUM stood at a value of $11.2 trillion from $7.4 trillion in 2018.  This shows an increase of 51.35 percent over the course of six years. This sharp increase over the years just shows the attention that investors are allocating towards SWFs.
Sovereign wealth Funds Objectives 
As we have already established, SWFs were set up because oil rich countries had enough surplus and needed to preserve the surplus for future generations. Nonetheless not all resource rich countries thrived economically. In fact, the term Dutch disease was constantly used to describe these resource rich countries who despite having all these abundant resources continued to struggle. 
The term Dutch Disease is used to describe a situation in which an increase or improvement in one sector of the economy and in this case the resource industry leads to a decrease/ decline in other sectors. It was first used by the Economist magazine in 1977 to describe the decline of certain sectors of the Dutch/Netherlands’ economy, specifically the manufacturing sector which after the discovery of gas fields in the country.  The Dutch disease is a clear illustration of what happens when the country puts all its eggs in one bucket. Nonetheless, there is a way for resource rich countries to avoid the Dutch disease and that is through Economic or Industrial Diversification and SWFs are one of the components that promote this. Natural Resources are “wasting Assets” in nature hence ensuring that the revenue collected from is well invested can be beneficial for the country, especially in the cases when thee prices fluctuate, or worse off the resource runs out.
Another Important Function of SWFs is to save for the Future: this is very important in securing the financial security of a country. SWFs act as long-term Savings Investment accounts. In additional SWFs can also be the go-to national emergency Account during economic downturns and crises.
As the number of SWFs increase so do the roles they play. One of those roles includes: SWFs acting as anchors of Economic and Social development. This is specially very important for developing countries. According to a 2023 report by the United Nations Conference on Trade and Development. It was disclosed that to implement infrastructure development, developing Countries would require a whopping $1.7 trillion per year [12].  One notable example is WrenHouse, a firm under the Kuwait Investment Authority: Kuwait’s SWF, which focuses on infrastructure development in Europe with the main goal of delivering risk-adjusted returns across private equity [13]. 
Furthermore, SWFs also play quite a huge part in spearheading the financing of Social Development in both education and healthcare. Temasek Holdings of Singapore formed a charitable organization called Temasek Foundation dedicated supporting education and research. [14]. 
The Government Pension Fund of Norway is another Sovereign Wealth Fund involved in social development. The fund is a major component of the Norwegian model. Its combination with the social welfare Programs creates systems to promote high standards of living. 
Another important Objective is the promotion of the use of Renewable Energy: 
The Qatar Investment Authority (QIA) is one perfect example of this. In 2021 the Qatar investment Authority made an investment in the development of Renewables in Sub-Saharan African countries of Zambia and South Africa [15]. This shows the commitment and contribution of this SWF in fighting and reducing climate change, which is one of the most destructive issues dealing with the world today. 
SWFs assist monetary authorities in eliminating unwanted liquidity: Liquidity in National economy is the money in the savings account that can be accessed in case of any financial setback. When economies have a surplus, most of the times the National central Bank often fails to effectively manage the excess. SWFs in this case are one of the best alternatives to taking up this unwanted liquidity and making sure it is effectively used and redirected towards long term investments. For example, Norway’s Global public pension Fund Global works together with the Norges Bank to take up the excess liquidity by reinvesting in Fixed Income markets. This in turn reduces potential effects of unwanted liquidity.
1.2  Case study 1: Norwegian Sovereign Wealth Fund: 
The Norwegian Government Pension Fund Global (NGPFG) is the largest Sovereign wealth Fund (SWF) in the world today with total assets of over $1, 548,145, 071, 000.  This SWF was set up in 1990 with the sole purpose of investing Norway’s petroleum revenue for future generations, providing stability and financial security to the government and citizens of the Norwegian Republic. The Norwegian Government Pension Fund Global is under the management of Norges Bank Investment Management (NBIM). This SWF is state owned and hence it operates under strict guidelines set by the Norwegian Government.  The Fund’s assets are invested internationally in equities, Fixed Income and real estate. 
The Norwegian Sovereign Wealth Funds is one of the most studied and most researched about Sovereign wealth funds Sovereign wealth Funds. In fact, in chapter six of the book Beyond the curse: Policies to Harness the power of Natural resources titled the economics of Sovereign Wealth funds: lessons from Norway, the Arthurs do point out to the fact that, Norway is a great example of how great management of natural resource revenue is a major component to promoting and maintain sustainable growth and development. .In this case, the Government Pension Fund Global management is a clear indicator on why natural resource rich countries should and must set up a sovereign Wealth Fund [16]
The Norwegian Government Pension Fund Global (GPFG) uses for many years has been using the 4 percent bird-in-the-hand investing strategy. This is a rule that was developed by Myron Gordon and john Lintner, and it states that investors prefer guaranteed Dividends payments from stocks instead of possible higher future capital gains. For the Government Pension Fund Global, it implies that only four percent from oil fund and not more must be extracted at the end of the previous year and used as a basis for how much should be withdrawn from the fund in the case of financing of no oil deficits. 
Figure 1. shows the lead up to the formation of the Norwegian SWF 
[image: CHAPTER 6 The Economics of Sovereign Wealth Funds: Lessons from Norway in:  Beyond the Curse]
Figure 1. Formation of Norway's SWF
Source: Qvigstad,2011[footnoteRef:2] [2:  Source: https://www.elibrary.imf.org/display/book/9781616351458/ch006.xml#ch06ref06 ( accessed on 02.01.2024)] 

From figure 1 we can see that just like the Kuwait Investment Authority, the source of the Government Pension Fund Global (GPFG) can be traced back to the discovery of oil.  Hence, the close relationship between natural resource surplus and the formation of Sovereign Wealth funds can be established.  discovery of oil. This led to the growth and stability of the Norwegian Economy. 
   1.3 Investment strategy Lessons from Norway’s’ Sovereign Wealth Fund: Government Pension Fund Global: 
The Government Pension fund follows a set of rules and regulations. Its management structure is quite unique in the following ways: 
First and foremost, Norway’s Finance Minister is responsible for coming up with the strategy of the fund. Then parliament must pass and approve all Legislation related to the fund and its budget. The Norges Bank Investment Management (NBIM) is tasked with the day-to-day management of all assets under the Government Pension Fund Global (GPFG). In the end all GPFG activities should be reported to the Parliament and to avoid fraud, the fund is audited by the Auditor General [18]
The Norwegian Government Pension Fund Global is said to be governed under three main objectives: (I) Limited Volatility (II) Transparency (III) Transparency and making sure the Dutch disease is prevented. 
The Government Pension fund global asset allocation consist of:
· 780.9% Equity across various companies in various countries. 
· 27.1 % in Fixed Income Bonds across various companies in various countries. 
· 1.9% in Real Estate across various companies in various countries. 
·  0.9% in Renewable Energy Infrastructure across various companies in various countries. 
In as much as there are some investments in the local market, the Government Pension Fund Global focuses much on the offshore markets / international markets. with Investment in Equities in over 8,800 companies across 65 countries, 1,389 Fixed Income bond investment in over 46 countries, 897 Real estate properties across 14 countries and 4 investments in Renewable Energy across 3 countries. 
Table 2. Government Pension Fund Global portfolio 
	Total asset value 
	1,552,310,277,099USD
	
	
	

	Equities 
	1,100,294,710,317USD
	70.9 % of Portfolio
	65 countries 
	8,859 companies 

	Fixed Income Bonds 
	420,625,452,372USD
	27.1 % of portfolio
	46 countries 
	1,389 Bonds 

	Real Estate 
	29,651,171,281USD
	1.9 % of portfolio 
	14 countries
	897 properties

	Renewable energy infrastructure 
	1,738,943,129USD
	0.9 % of portfolio
	3 countries 
	4 investments 


Source; Norges Bank Investment Management[footnoteRef:3] [3:  Source:   https://www.nbim.no/en/the-fund/investments/#/ ( accessed on 10.01.2024)
] 

Having had analyzed the Norwegian Government Pension Fund Global Portfolio, we can conclude that the fund Opted for Portfolio Diversification type of investment strategy. 
Portfolio Diversification is an investment strategy that involves spreading the investment across different assets and at times different regions with the aim of minimizing losses and maximizing returns.  Portfolio Diversification has become increasing popular in finance today such that it is not only adapted by big businesses but by also government and individual. 
 Portfolio Diversification has a lot of advantages as an investment strategy. Some of these advantages can be explained by Markowitz Modern portfolio Theory (MPT)
According to Markowitz, diversification reduces idiosyncratic risks by investing and owning assets that do not have a positive correlation between them. An Idiosyncratic risk is a type of risk associated with investing in only one asset e.g. Bonds. The notion behind diversified portfolio is that in case of any loss in one particular asset under the portfolio, that loss can easily be offset by a gain in another asset under the same portfolio. Markowitz does emphasize that assets can be from different classes, industries and even different geopolitical locations, but the main important thing is to make sure that these assets are not positively correlated.
In addition, Portfolio diversification, provides an opportunity to access new emerging markets which have potential of producing higher returns on investment. Investors are often looking at trends within industries to take advantage of.  And diversification is one of the main keys to achieving this.
The Norwegian Government Fund Global is in this case the perfect example on how a diversified portfolio should be and must be set up. According to a lot of investment research, a diversified portfolio is often made up of Stocks, bonds and real estate and as we have already established these three are the main investments in Norway’s Sovereign Wealth Fund. 
In conclusion, the Norwegian Government Pension Fund Global (GPFG) is the perfect benchmark for any Sovereign wealth Fund already established or looking to be set up and its diversification approach as contributed greatly in making this fund the world’s best performing Sovereign wealth Fund. 
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