
E M E R G I N G  R I S K S  F O R

S O V E R E I G N  W E A L T H

F U N D S

AN OVERVIEW OF SOVEREIGN

WEALTH FUNDS AND THEIR RISKS 

PREPARED BY

MICHELA SCHENA T'20, CBGS FELLOW



TABLE OF CONTENTS

Executive  Summary

Background on Sovereign Wealth Funds

Type of  Funds

Emerging Risks  for  Sovereign Wealth Funds

Low or  Negative  Interest  Rates . . . . . 12

Demographic  Changes . . . . . . . . . . . . . . . . . . 13

Geopolit ical  Shifts  in  Power . . . . . . . . . 15

Technological  Disruption . . . . . . . . . . . . . 17

Climate Change . . . . . . . . . . . . . . . . . . . . . . . . . . . 18

Water  Scarcity . . . . . . . . . . . . . . . . . . . . . . . . . . . .20

Unknown Risks  and Adaptabil ity

Conclusion

References

01

04

09

06

21

23

24



CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

EXECUTIVE SUMMARY
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The focus of  th is  report  is  the s ix  emerging global  r isks  that  are  most

important  to  publ ic ly  owned investors ,  as  ident i f ied by the World

Economic Forum .  These r isks  are :

 Low or  Negative  Interest  Rates1 .

Central  banks lower  interest  rates  below zero in  order  to  incent iv ize

banks to  lend money and businesses to  spend money rather  than pay a  fee

to keep deposits  at  a  bank .  Negat ive  central  bank rates  push down short -

term rates  on other  types of  lending ,  which in  turn inf luence consumer

and business  rates .  Government  owners  are  l iabi l i ty  dr iven ,  withdrawing

from their  SWFs based on the fund ’s  mandate .  Thus ,  lower  expected

interest  rates  translate  into  a  lower  d iscount  rate  on the l iabi l i t ies  and a

lower  expected rate  of  return .  As  a  result ,  a  fund ’s  investment  pol icy  and

strategy may need to  change in  order  to  modify  the strategic  asset

al locat ion ,  potent ia l ly  increasing the r isk  tolerance of  the fund .  In  terms

of  a  fund ’s  portfol io ,  h ighly  l iquid  assets  wi l l  be  most  af fected by

decl in ing short -term rates ,  causing potent ia l  issues for  stabi l izat ion and

strategic  development funds .

2.  Demographic  Changes
Demographic  changes most  commonly  refer  to  an increasing elder ly

populat ion and decl in ing b irth  rate ,  but  these issues can be exacerbated

by immigrat ion levels .  An increase in  the older  cohort  may br ing about  an

asset  meltdown ,  whi le  a  shr inking number  of  young people  (who tend to

buy rather  than save )  wi l l  further  reduce the demand for  a l l  types of

investments .  Investment  and consumer behavior  may further  change as  a

result  of  immigrat ion ,  especial ly  g iven less  predictable  rates  of

immigrat ion in  compar ison to  populat ion aging .  With  e i ther  an aging

populat ion or  a  h igh youth populat ion ,  governments  may need to  increase

benef i ts  re lated to  pensions ,  healthcare ,  or  unemployment ,  putt ing

pressure  on SWFs to  meet  these new expenditures .  SWFs should also be

concerned about  these trends global ly  i f  they invest  d irect ly

internat ional ly  or  indirect ly  v ia  markets .
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3.  Geopol it ical  Shifts  in  Power  from Developed to

Emerging Markets
The shi ft  in  power  f rom developed countr ies  to  emerging markets  is  a

result  of  developed market  f inancial  cr ises  and a  shi f t  in  the geopol i t ical

landscape in  recent  years .  This  shi f t  wi l l  def ine  the emerging markets

investment  opportunity  set  going forward ,  wherein  many emerging

markets  have become more res i l ient .  Emerging market  economies wi l l  be

increasingly  concerned with  access  to  l iquid  capital  markets  in  developed

countr ies .  In  addit ion ,  sovereign investors  must  be aware of  and wi l l ing  to

accept  th is  heightened r isk  tolerance as  emerging markets  gain  power  in

global  capital  markets .

4.  Technological  Disruption 
Technological  d isrupt ion wi l l  cont inue to  become an increasingly

pers istent  condit ion af fect ing both industr ies  themselves  and f inancial

markets .  SWFs need to  consider  how technology might  accelerate  change

or  have the potent ia l  to  enhance domest ic  innovat ion capabi l i t ies .

Further ,  the  decis ion to  include disrupt ive  technology in  the portfol io  wi l l

depend on a  fund ’s  level  of  r isk  tolerance and i ts  portfol io ’s  current  level

of  d ivers i f icat ion .

5.  Cl imate Change
Cl imate change poses a  r isk  to  portfol io  performance ,  as  wel l  as  potent ia l

systemic  r isks  beyond underly ing assets  or  indiv idual  fund portfol ios .  The

physical  r isk  of  c l imate change is  l ikely  to  cause damage to

infrastructure ,  result ing  in  a  loss  of  product iv i ty  and disturbance of

internat ional  t rade .  The transit ion r isk  of  c l imate change wi l l  result  in  the

revaluat ion of  assets  as  a  result  of  the transit ion to  a  low or  zero carbon

economy .  The l iabi l i ty  r isks  of  c l imate change wi l l  result  f rom cl imate -

related legal  l iabi l i t ies  for  part ies  that  have contr ibuted to  the problem ,

fa i l ing  to  properly  manage cl imate -related r isks  or  properly  d isclose

them .
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6.  Water  Scarcity
Water  scarc ity  r isks  are  increasing as  a  result  of  drought  cycles ,  water

qual i ty  concerns ,  and pol i t ical  and regulatory  concerns .  Governments ,

part icular ly  in  developing countr ies ,  wi l l  become increasingly  responsible

for  bear ing some cost  of  mit igat ing water  scarc ity .  Thus ,  these r isks  may

require  SWFs to  shi f t  to  a  domest ic  investment  focus in  order  to  ra ise

funds for  mit igants  such as  desal inat ion and water  treatment .

The pol ic ies  avai lable  to  sovereign wealth funds

(SWFs)  to  mit igate  these r isks  wil l  vary  by the type

of  fund ,  specif ical ly  i ts  investment  mandate and

institutional  structure .

There are  both inst i tut ional  and portfol io  r isk  factors  associated with

each of  the emerging r isks .  Considerat ion of  these r isk  factors  wi l l

determine the recommended steps for  mit igat ion .  Furthermore ,  a

discussion of  how unknown or  unexpected r isks  may af fect  the

inst i tut ional  and f inancial  structure  of  SWFs highl ights  the need for

adaptabi l i ty .  At  the t ime of  wr it ing ,  the  coronavirus  (COVID - 19)  pandemic

is  one such unknown r isk  that  poses an immense threat  to  g lobal  f inancial

stabi l i ty .

This  report  wi l l  provide background on the inst i tut ional  structure  and

operat ions of  SWFs .  I t  wi l l  a lso  introduce f ive  c lass i f icat ions of  SWFs ,

highl ight ing the var iety  of  pr ior i t ies  and r isks  that  funds face .  Under  th is

context ,  i t  wi l l  then examine the f inancial  r isk  associated with  s ix

emerging r isks  ident i f ied by the World  Economic Forum .  I t  wi l l

speci f ical ly  focus on the inst i tut ional  and portfol io  r isk  factors  that

impact  how SWFs think about  these themes .



Inst i tut ional  investors  are  fac ing a  growing number  of  complex and

interconnected chal lenges that  pose global  r isks  to  their

portfol ios .  Sovereign wealth  funds (SWFs )  are  one type of

inst i tut ional  investor  that  must  undertake strategies  to  mit igate

these r isks  at  both the inst i tut ional  and portfol io  level .

A sovereign wealth  fund is  a  state -owned investment  ent ity  whose

funds are  typical ly  sourced from :  balance of  payments  surpluses ,

off ic ia l  fore ign currency operat ions ,  the  proceeds of  pr ivat izat ions ,

governmental  t ransfer  payments ,  f iscal  surpluses ,  or  commodity

export  revenue .  The scope of  SWFs general ly  excludes fore ign

currency reserve assets ,  state -owned enterpr ises ,  and government

employee pension funds .  Total  assets  under  management by SWFs

have been growing rapidly ,  but  est imates  of  their  total  holdings

can vary  considerably  based on the def in it ion of  a  SWF .  High

est imates  put  total  SWF assets  at  around $5  t r i l l ion .  

SWFs are  cr i t ical  to  g lobal  macroeconomic and f inancial  stabi l i ty .

These funds are  c losely  l inked to  publ ic  f inances ,  monetary  pol icy ,

and external  accounts ;  as  a  result ,  coordinat ion with

macroeconomic pol icy  and publ ic  sector  assets  and l iabi l i t ies  is

essent ia l  for  SWFs .  A  SWF ’s  mandate ,  governance ,  source of  funds ,

and investment  strategy character ize  the scope of  the fund ,  and

the robustness  of  these character ist ics  often determine the

success  of  a  sovereign investor .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

BACKGROUND
ON SOVEREIGN
WEALTH FUNDS
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MANDATE AND POLICY
OBJECTIVES

Transfers  to  the budget  for  targeted needs

Transfers  to  the central  bank in  cases  of  except ional  balance of

payments  or  monetary  pol icy  needs

Stabi l izat ion of  domest ic  businesses that  are  cr i t ical  to  the

economy

Governments  create  SWFs for  a  variety  of  reasons

specif ic  to  the economic and investment  goals  of

that  country .  As  a  result ,  each fund has its  own

objective .  

These can include stabi l iz ing  the budget  and economy from

volat i l i ty  in  revenues or  exports ,  d ivers i fy ing away f rom non -

renewable  commodit ies ,  increasing savings  for  future  generat ions ,

funding social  and economic development ,  or  further ing pol i t ical

strategy .

SWFs general ly  indicate  that  they do not  engage direct ly  in

macroeconomic pol ic ies  with  three except ions :

1 .

2 .

3 .

There are  two key determinants  of  an appropr iate  investment

mandate :  the  object ive  and the r isk  tolerance of  the fund .  In

general ,  the  longer  a  fund ’s  investment  hor izon ,  the  h igher  i ts

capacity  to  take on investment  r isk .  Investment  funds with  an

object ive  of  intergenerat ional  savings  tend to  v iew their  long

hor izon as  a  competit ive  advantage and accordingly  a l locate  more

towards h igher  r isk  assets .

PAGE 5
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OWNERSHIP AND
GOVERNANCE

The governance structure  of  SWFs is  subject  to  much concern

about  a  lack of  t ransparency and pol i t ical  capture .  Many funds

have pol i t ical  leaders  on their  boards and may be tempted to  in ject

capital  into  domest ic  f i rms due to  pol i t ical  pressure .  This  can

create  product  market  d istort ions by favor ing wel l -connected or

poorly  performing f i rms .  The quasi -publ ic  nature  of  SWFs also

highl ights  the gap in  t ime hor izon for  fund investors ,  who seek to

maximize f inancial  returns for  the benef i ts  of  long -term publ ic

pol ic ies ,  and pol i t ical  of f ic ia ls ,  who often have more short -term

goals .

Regardless  of  the governance f ramework ,  the  operat ional

management of  SWFs should be conducted on an independent  basis

to  minimize pol i t ical  inf luence or  interference .  The governance and

operat ional  management wi l l  depend on the object ives  of  the fund

and nature  of  i ts  investments .  Funds that  funct ion operat ional ly  as

separate  legal  ent i t ies  usual ly  have a  governance structure  that

di f ferent iates  an owner ,  a  board ,  and the operat ional  management

of  the fund .  When the fund funct ions within  the central  bank ,

operat ional  independence could be achieved through a  c lear  legal

foundat ion and overs ight  f ramework ,  in  addit ion to  a  wel l -

establ ished relat ionship between the owner  and central  bank .

Final ly ,  the  governance structure  must  be commensurate  with  the

r isks  and complexit ies  of  the investment  strategy .  As  funds move

into r isk ier  assets  and more complex investment  strategies ,

governance and r isk  management must  be strengthened as  with

large ,  pr ivate  inst i tut ional  investors .

PAGE 6
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SWFs are  often capital ized with  balance of

payments  surpluses ,  off ic ial  foreign currency

operations ,  the  proceeds of  pr ivatizations ,

governmental  transfer  payments ,  f iscal  surpluses ,

or  commodity  export  revenue .

The transfer  of  funds into  SWFs are  commonly  made annual ly  at  the

government ’s  d iscret ion .  Norway represents  a  rare  case where the

al locat ion of  revenues is  d ictated by a  f iscal -rule  f ramework ,

transferr ing  al l  of  the government ’s  petroleum revenue to  the fund

and net  revenues f rom the sale  of  shares  in  Norway ’s  nat ional  o i l

company .  S imi lar ly ,  S ingapore implemented a  spending rule  that  caps

the amount  of  returns the government  may withdraw from its  fund .

These types of  rules -based frameworks general ly  enhance

transparency and accountabi l i ty ,  especial ly  when they are

accompanied by pol i t ical  buy - in .  Sound publ ic  f inancial  management

that  d ictates  a  SWF ’s  funding ,  withdrawal ,  and spending operat ions

should be c lear  and consistent  with  the purpose of  the fund .  F iscal

processes should al low for  some f lex ib i l i ty  in  withdrawals  so  as  to

avoid borrowing ,  but  th is  approach must  be accounted for  in  the

fund ’s  strategic  asset  a l locat ion .

SOURCE OF FUNDS
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INVESTMENT STRATEGY AND
PORTFOLIO

The investment  decis ions and portfol io  a l locat ion of  SWFs are  often c losely

l inked to  their  investment  object ives  and governance structure .  SWFs

typical ly  a l locate  their  assets  across  four  investment  c lasses :  cash and

equivalents ,  f ixed income secur it ies ,  publ ic  equit ies ,  and alternat ive

investments  ( including pr ivate  equity  and venture  capital ,  hedge fund ,  real

estate ,  and infrastructure  investments ) .  Port fol io  mixes ,  including l iquidity

preferences ,  are  dr iven by the underly ing economic and strategic  pr ior i t ies

of  the asset  owners .  Alternat ive  investments  are  most  commonly  held by

domest ical ly  focused strategic  investment  funds ,  which provide capital  for

domest ic  development ,  o ften focusing on infrastructure  projects .

SWF holdings  tradit ional ly  focus on external  assets ,  us ing secur it ies  traded

in  major  markets  to  respond to  the fund ’s  object ives ;  domest ic  holdings

const itute  less  than a  quarter  of  total  investments  by SWFs .  Investment  in

infrastructure  is  not  uncommon in  SWFs portfol ios  with  long -term

investment  hor izons ,  but  most  SWF infrastructure  portfol ios  focus on

nondomest ic ,  h igh -return ex ist ing  infrastructure  and low -r isk ,  new

infrastructure  projects  in  Europe and Asia .  The except ion l ies  in

domest ical ly  focused strategic  development funds .

A fund ’s  combinat ion of  asset  c lasses  is  typical ly  expressed as  a  strategic

asset  a l locat ion ,  which sets  a  target  a l locat ion to  asset  c lasses .  The

rat ionale  for  th is  model  rests  on the bel ief  that  the most  important

determinant  of  a  fund ’s  r isk  and return character ist ics  is  i ts  exposure to  a

chosen mix  of  asset  c lasses .  An alternat ive  approach ,  used by the Canada

Pension Plan and the New Zealand Superannuat ion Fund ,  i s  a  reference

portfol io  approach .  Under  th is  approach ,  the  fund owner  grants  more

discret ion to  the fund manager  to  determine the appropr iate  mix  of  assets .

The owner  provides only  a  hypothet ical  mix  of  l isted equit ies  and f ixed

income as  a  guide to  the owner ’s  r isk  preference .

PAGE 8
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Sovereign wealth  funds (SWFs )  are  typical ly  categor ized based on their

mandated pol icy  object ives  and result ing  asset  a l locat ion .  Although there

are  many var iat ions on the accepted class i f icat ions ,  the  Internat ional

Monetary  Fund ( IMF )  and the Sant iago Pr inciples  d ist inguish f ive  types of

SWFs .

MAIN SOURCES

OF FUNDS

MANDATE AND

POLICY OBJECTIVES

SOVEREIGN

INVESTOR TYPE

TYPICAL INVESTMENT

STRATEGY

Stabil ization 

Funds

Insulating the budget  and

economy from commodity

price  volati l i ty  and

external  shocks

Resource revenues

Excess  foreign exchange

reserves

Highly  l iquid  portfol io

Fixed - income dominated

Low r isk -return prof i le

Diversif ied portfol ios

Long -term horizon

Active  investment

management with  high r isk -

return prof i le

Diversif ied portfol ios

Long -term horizon

High al location in  equit ies

and alternative  investments

High r isk -return prof i le

Large variat ion in  assets  and

portfol ios  (may include debt ,

public  and private  equity ,

infrastructure  and publ ic -

private  partnerships)

Resource revenues

Excess  foreign exchange

reserves

Earmarked f iscal

provisions

Surplus  government

contributions

Earmarked f iscal

provisions

Surplus  government

contributions

Government transfers

Meet  future  pension -related

outflows on the

government ’s  balance sheet

Reduce negative  carry  costs

on holding excess  reserves

Investing in  high prior ity

socio -economic projects

Share wealth across

generations
Savings Funds

Pension Reserve

Funds

Reserve

Investment Funds

Strategic

Development

Funds
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EMERGING RISKS FOR SWF

The World Economic Forum ’s  2019  Global  Risks  Report  ident i f ies  several

themes that  should be of  increasing concern to  players  in  the global

economy .  

F i rst ,  macroeconomic r isks  include an increase in  f inancial  market

volat i l i ty ,  as  wel l  as  a  gradual  s lowdown in  the rate  of  g lobal  growth over

the coming years .  The global  debt  burden is  s igni f icantly  h igher  than

before  the f inancial  cr is is ,  and a  general  t ightening of  g lobal  f inancial

condit ions has  increased pressure  on countr ies  that  bui l t  up dol lar -

denominated l iabi l i t ies  whi le  interest  rates  were low .

The second theme relates  to  geopol i t ical  and geo -economic tensions .

Stra ined relat ionships  appear  to  be r is ing  among the world ’s  major

powers  as  the world  evolves  into  a  per iod of  d ivergence fol lowing a  per iod

of  g lobal izat ion .  Deepening tensions in  the internat ional  system suggest

that  systemic  r isks  may be bui ld ing and that  i t  wi l l  become increasingly

more di f f icult  to  make col lect ive  progress  on other  g lobal  chal lenges .

Third ,  environmental  r isks  have dominated the results  of  the World

Economic Forum ’s  Global  Risks  Percept ion Survey for  several  years .  In

2019,  they accounted for  three of  the top f ive  r isks  by l ikel ihood and four

of  the top f ive  r isks  by impact .  Survey respondents  are  increasingly

worr ied about  environmental  pol icy  fa i lure  as  the results  of  c l imate

inact ion become clear .

Final ly ,  concerns about  technological  vulnerabi l i t ies ,  including data  f raud

and cyber -attacks ,  were  prominent  in  the Global  Risks  Percept ion Survey .

Two -th irds  of  respondents  expected the r isks  associated with  fake news

and ident ity  theft  to  increase in  2019,  and three - f i f ths  sa id  the same

about  loss  of  pr ivacy to  companies  and governments .  In  2018,  there  was

evidence that  cyber -attacks pose a  r isk  to  cr i t ical  infrastructure ,  further

heightening concern about  broader  technological  d isrupt ion and the r isks

it  poses .

PAGE 10



This  sect ion provides br ief  background on each of  the fol lowing

emerging r isks :  low or  negat ive  interest  rates ,  demographic

changes ,  geopol i t ical  shi f ts  in  power ,  technological  d isrupt ion ,

water  scarc ity ,  and cl imate change .  The background focuses

speci f ical ly  on the f inancial  and market  r isk  factors  associated

with the ident i f ied r isk .  This  is  fo l lowed by a  set  of  potent ia l

inst i tut ional  and portfol io  r isk  factors  that  are  important  to

sovereign wealth  funds (SWFs )  when consider ing each r isk .

Inst i tut ional  r isk  factors  are  associated with  the r isk  that  the

owner  bears  and has d irect  consequences for  the operat ions of  the

fund relat ing to  mandate ,  investment  pol icy ,  or  investment

strategy .  Port fol io  r isk  factors  are  associated with  the long -term

volat i l i ty  of  returns relat ive  to  the current  expected return of  the

fund .  

SWFs have taken in it ia l  steps over  the past  few years  to  a lter  their

investment  strategies  in  a  manner  that  begins  to  mit igate  some

portfol io  r isk  associated with  these s ix  emerging r isks .  However ,

changes to  mandate and governance are  l ikely  needed to  provide

further  protect ion against  a  quickly  evolv ing global  investment

environment .  With  d i f fer ing mandates  and object ives ,  each type of

SWF wi l l  pr ior i t ize  d i f ferent  r isks .  This  sect ion therefore  a lso

provides r isk  mit igat ion recommendat ions for  each emerging r isk .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

EMERGING
RISKS FOR SWF
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When an economy faces deflationary

pressures, central banks typically reduce

interest rates in an attempt to encourage

consumers and businesses to spend money

and raise prices. If conventional monetary

policies fail to stimulate the economy,

central banks may lower interest rates below

zero to incentivize banks to lend money and

businesses to spend money rather than pay a

fee to keep deposits at a bank. Negative

central bank rates push down short-term

rates on other types of lending, which in turn

influence consumer and business rates. This

policy change also spurs banks and other

investors seeking yield to buy short-term

government debt, pushing up prices and

lowering yields on these securities. Thus,

rates on corporate bonds are in turn linked

to yields on government debt. Moreover,

because negative central bank rates affect

bond market yields, they also affect bond

benchmarks.There have been two prominent

instances of negative interest rate policy in

recent years. The European Central Bank

lowered rates below zero in 2014, and the

Bank of Japan dropped rates in January

2016.

Institutional Risk Factors

Most SWFs are liability driven, whereby the

fund owner (typically the government) can

withdraw from the fund based on its

governing mandate. Since owner’s are thus

liability driven, lower expected interest rates

translate into a lower discount rate on  

Stabilization funds, which typically invest

in a highly liquid portfolio in order to

smooth boom and bust cycles.

Strategic development sovereign wealth

funds, which may maintain a portion of

their assets in a liquid portfolio in order to

maintain capital for strategic investment.

the liabilities and a lower expected rate of

return. Because the liabilities have a higher

value under this scenario, there are fiscal

implications for owners. As a result, a fund’s

investment policy and strategy may need to

change in order to modify the strategic asset

allocation, potentially increasing the risk

tolerance of the fund. This can be a significant

change for funds such as the Norwegian

Government Pension Fund, which has a clearly

defined asset allocation and investment

policy. 

Portfolio Risk Factors

High liquidity assets (low-risk cash or near-

cast assets) will be most affected by declining

short-term rates. This is a high risk for:

A relatively short investment time horizon

exacerbates this risk, leaving few alternatives

to a low or negative yield in a low or negative

interest rate environment. However, most

SWFs have a long enough investment time

horizon that they are not primarily concerned

with short-term volatility.

LOW OR NEGATIVE INTEREST RATES
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Declining birth rates and an increasing

number of pensioners appear likely to have a

disastrous impact on pension schemes and

wealth creation globally. Even in a world of

fully informed and rational agents,

differences in the demand and supply of

financial assets, a reflection of the

differences in size across generations, may

not be arbitraged away. This intuition is

based on the trend of young adults

increasingly investing as they begin to think

about retirement, first in stocks and then in

bonds. As individuals slide into retirement,

they begin to sell assets in order to buy

goods and services that they no longer

produce, either directly through their own

investments or indirectly through pension

benefits. Retirees tend to liquidate their

riskiest assets (stocks) before less risky

assets (bonds). 

From an economic perspective, an increase

in the elderly population has a negative

effect on savings, which causes interest

rates to increase. This is a result of many

elderly people running down the assets that

they accumulate before retirement. An aging

population is accompanied by an increase in

longevity has a positive effect on savings, as

people either spend less or work longer to

earn more income, causing interest rates to

decrease. At the same time, a decrease in

the working-age population results in a

decrease in labor input and raises the level

of capital stock per labor input, making

capital inputs relatively abundant and

reducing the need for additional investment.

Investment is also reduced when firms expect

that the population, and therefore the future

demand for production, will decline. These

factors push interest rates down. However,

when technological progress or labor-saving

investment is prompted to compensate for

decreased labor input, interest rates are

pushed upwards.

Thus, demographic changes may result in

several possible scenarios. First, an increase

in the older cohort may bring about an asset

meltdown. As post-war baby boomers retire,

they will convert their investments to cash in

order to consume more. At the same time, a

shrinking number of young people (who tend

to buy rather than save) will further reduce

the demand for all types of investments.

Second, investment and consumer behavior

may change as a result of immigration,

especially given less predictable rates of

immigration in comparison to population

aging. This is especially worrisome for

countries with lower immigration rates.

Institutional Risk Factors

There are two possible scenarios associated

with demographic change: an aging population

and a high youth population.

 When a country experiences an aging

population, the government typically needs to

increase benefits to the elderly, such as

pension benefits and healthcare. 

DEMOGRAPHIC CHANGES
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Simultaneously, an aging workforce is

generally associated with slowing economic

growth. Thus, the fund owner may seek to

increase their withdrawals in the future,

depending on when government expenses

are expected to increase. This is a

particularly large risk for pension reserve

and savings funds.

In contrast, when the youthful population of

a country is expected to increase, the

government may need to pay out higher

unemployment benefits or deal with high

levels of immigration. Under this scenario,

the fund owner may request more domestic

investment in order to create more domestic

jobs, changing the investment policy and

strategy of its SWF.

Consistent with Japan’s rapidly aging

population, the Government Pension

Investment Fund Japan (GPIF) is the world’s

largest pension fund, with approximately

$1.5 trillion assets under management. The

fund manages the pension reserves for two

of the country’s main public pensions.

Notably, the fund has an investment horizon

of 100 years, demonstrating Japan’s focus on

demographic change. Further, GPIF

announced in September 2019 that it plans

to increase the range of sustainable indices

to which it allocates money, enhancing the 

fund’s efforts to hold companies accountable

for their environmental, social, and

governance responsibilities. In addition to

several other innovative sustainable investing

initiatives, this plan illustrates the extent to

which GPIF has incorporated the principle of

intergenerational dependency. The fund aims

to achieve its investment goals with minimal

risk for the benefit of pension recipients from

a long-term perspective.

Portfolio Risk Factors

SWFs should be concerned about these trends

globally if they invest directly internationally

or indirectly via markets. There is significant

literature estimating the effect of

demographic change on portfolio returns and

asset prices that is outside the scope of this

report.

DEMOGRAPHIC CHANGES



CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY PAGE 15

The shift in power from developed

countries to emerging markets is a result

of developed market financial crises and a

shift in the geopolitical landscape in recent

years. This shift will define the emerging

markets investment opportunity set going

forward, wherein many emerging markets

have become more resilient. In addition to

a lessening dependence on foreign

borrowing, most emerging markets have

moved to floating exchange rates, which

serve as buffers against external financing

shocks, such as an unanticipated

tightening of U.S. monetary policy.

Further, many emerging markets have

established track records as credible

inflation targets, and most emerging

market central banks no longer need to

embark on procyclical monetary policy

tightening in the face of large exchange

rate depreciations. As a result, domestic

bond markets are better insulated, which

in turn gives many governments recourse

to counter-cyclical fiscal policies to

stabilize growth and preserve debt

payment capacity. In addition, the slow

pace of monetary policy normalization in

developed economies, which has resulted

in low equilibrium interest rates and

inflation pressures globally, is an

important anchor for emerging market

domestic and external debt prices. Given

aging demographics, high debt levels, and 

and weak productivity growth in developed

economies, this trend is likely to continue.

However, these positive developments are

juxtaposed against a fresh set of challenges,

such as increasingly procyclical liquidity

provision, a rising propensity for populist

policies, and a temptation to rely on currency

depreciation as a substitute for structural

reforms. Thus, the liquidity risk premium for

emerging market assets may be more

procyclical than in the past. The less liquid

nature of emerging market assets has always

demanded extra care in scaling positions, but

regulatory changes have reduced the

intermediation capacity for traditional

liquidity providers, while new computer-driven

intermediaries with negligible capital buffers

are prone to withdraw from the market when

volatility rises.

Institutional Risk Factors

The increasing geopolitical power of emerging

economies such as China, India, Brazil, Russia,

Saudi Arabia, and Turkey is directly related to

their enhanced economic and financial power

in the world. These countries have amassed

sizable capital that they are beginning to

invest in sovereign funds. In this changing

world order, savings and wealth flows from

developed to emerging economies, while

capital flows from emerging to developed

economies.

GEOPOLITICAL SHIFTS IN POWER
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As a result, one of the most critical concerns for emerging markets is access to liquid

capital markets in developed countries. There are both soft barriers (access to

markets) and hard barriers (trade barriers and sanctions) for these increasingly

wealthy emerging powers. To the extent that developed economies can weaponize

market access, this is a risk for emerging market funds.

Portfolio Risk Factors

There are several well-documented sources of risk for investors in emerging markets.

Sovereign investors must be aware of and willing to accept this heightened risk

tolerance as emerging markets gain power in global capital markets. First, there are

liquidity constraints relating to market capacity, operational efficiency, and foreign

accessibility in emerging markets. Market capacity refers to a country’s domestic

credit markets, the size of its equity and bond markets, the number of listed

companies, and trading volumes and liquidity. These factors collectively facilitate the

efficient allocation of capital and financial development of a country. Operational

efficiency can refer to explicit trading costs, as well as implicit costs such as bid-ask

spreads, market impact costs, market depth and breadth considerations, and market

integrity. These costs may be exacerbated by both direct legal and indirect practical

restrictions on foreign investment.

Other sources of risk in emerging markets are a result of the political, legal, and

economic landscapes of developing countries. Corporate governance practices within

countries and corporate transparency may affect investment opportunities in emerging

markets. In addition, legal protection for investors tends to be less robust in

developing countries. Finally, many investors consider political and economic stability

to be primary sources of risk when investing, particularly in countries with a history of

instability.

GEOPOLITICAL SHIFTS IN POWER
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Technological disruption will continue to

become an increasingly persistent condition

affecting both industries themselves and

financial markets. Accenture has created a

disruptability index to understand how the

nature of disruption has evolved between

2011 and 2018 for 18 industry sectors. They

found that 83 percent of industry sectors

analyzed spent at least five years in the

same period of disruption between 2011 and

2018. The consumer goods and retail sectors

have been hit especially hard by

technological disruption.

Despite the entrance of companies like Tesla

and Netflix, technology represents a very

small portion of the global high yield-bond

market. Because bond investors prefer to

avoid lossmaking companies with high

growth plans, instead favoring more solid

cash flows from companies whose prospects

they can analyze, credit may be a safe haven

from the technology fallout. The disruptive

impact of technology may be reaching into

parts of credit portfolios that are considered

insulated. Examples include electric vehicles

and self-driving cars in the automotive

sector, as well as apps that are changing the

nature and frequency of patients’ hospital

visits in the healthcare sector. Equity

investors are more likely to tolerate the

impact of disruption because of the potential

upside, but the upside for credit investors is

much more limited, resulting in a high risk.

Institutional Risk Factors

For heavily resource dependent countries,

SWFs need to consider how technology might

accelerate change, particularly their resource

dependency. They might also become

proactive investors in disruptive technology in

order to diversify their portfolio, but this

bears an increased risk appetite.

Technological disruption may also give rise to

more strategic investment funds as a strategy

to enhance domestic innovation capabilities.

Portfolio Risk Factors

Technological disruption presents a

considerable opportunity for high returns

but also presents a significant risk to funds’

current portfolios. By virtue of investing in

disruptive technology, a fund might disrupt

other companies in its portfolio. The

decision to invest in disruptive technology

will depend on a fund’s level of risk

tolerance and its portfolio’s current level of

diversification.

TECHNOLOGICAL DISRUPTION
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With their long-term investment horizons, SWFs are well positioned to play an

important role in aligning capital markets with inter-generational sustainability and its

associated investment risks and opportunities. Climate change poses a risk to portfolio

performance, as well as potential systemic risks beyond underlying assets or individual

fund portfolios.

The physical risk of climate change (the direct impact of changing weather patterns

and natural disasters) is likely to cause damage to infrastructure, resulting in a loss of

productivity and disturbance of international trade. SWFs are exposed to this risk

through their ownership of individual assets and companies (particularly strategic

investment funds).

The transition risk of climate change will result in the revaluation of assets as a result

of the transition to a low or zero carbon economy. In addition, an estimated $90 trillion

in investment is required by 2030 in new sustainable infrastructure. As a result of the

transition, the competitive advantage of regions is expected to shift.

The liability risks of climate change will result from climate-related legal liabilities for

parties that have contributed to the problem, failing to properly manage climate-

related risks or properly disclose them.

In addition to the physical, transition, and liability risks of climate change, which are

primarily related to infrastructure and other assets, climate change poses a substantial

risk that is interrelated with demographic change: migration. In 2017, 68.5 million

people were forcibly displaced, and an estimated one-third of these were forced to

move as a result of drastic and unforeseen weather events. In 2018, the World Bank

estimated that three regions (Latin America, sub-Saharan Africa, and Southeast Asia)

would generate 143 million additional climate migrants by 2050. Deterioration in

desertification, sea-level rise, ocean acidification, air pollution, rain pattern shifts, and

loss of biodiversity will exacerbate humanitarian crises and may lead to migration

patterns that drastically shift countries’ demographic makeups.

CLIMATE CHANGE



Institutional Risk Factors

Governments that choose to make a proactive investment in mitigating climate change

risks and moving towards a net zero carbon economy may use SWFs as a vehicle for

domestic investment in sustainability projects. Increasing domestic investment or

shifting investment from an international to domestic focus both pose challenges to

existing mandates and governance structures.

Portfolio Risk Factors

Investing concerns over climate change fall within the realm of environmental, social,

and governance investing. Companies best insulated from climate change risk include

renewable energy and corporations with green initiatives. Broadly, investors in

renewables should take a long view and cast a wide net. From an investment

perspective, these investments are held against comparable expenditures generated by

traditional energy sources, which still remain highly profitable. Moreover, renewable

and green tech investments can take many years to generate a return.
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Financial losses due to disruption of

operations

Increased financial investments due to

required water treatment

Loss of an anticipated revenue base due

to cancelled or delayed growth and

expansion in a region due to quality,

quantity, or stakeholder considerations

According to the United Nations, there are

three major types of financial risk that a

project or facility might experience due to

water scarcity:

1.

2.

3.

Financial institutions, which deal with these

companies and projects as bankers,

investors, or development aid organizations,

face potential water scarcity risks associated

with the financial losses or increased

investment of their portfolio.

Water scarcity risks are increasing as a result

of drought cycles, water quality concerns,

and political and regulatory concerns. First,

unexpected or chronic decline in water

supply can significantly jeopardize business

operations or raise the cost of operations,

especially for companies that are water

intensive. Lack of access to suitable clean

water may in turn affect a company’s

financial performance and ultimately its

ability to meet financial obligations. Second,

most developing countries lack the

capability to support advanced technologies

to treat industrial wastewater and sewage.  

As a result, industrial and municipal pollution

pose a significant risk for operations in

developing countries, which are then passed

through to businesses and financial

institutions in the form of water pollution

liabilities. Finally, strengthening regulatory

mechanisms for water use and water pollution

may affect businesses in addition to

potentially higher water tariffs.

Institutional Risk Factors

Water scarcity and its associated risks will be

particularly challenging for developing

countries with a large population, such as

India. Governments will become increasingly

responsible for bearing some cost of

mitigating water scarcity. Thus, these risks

may require SWFs to shift to a domestic

investment focus in order to raise funds for

mitigants such as desalination and water

treatment. By including domestic assets in its

portfolio, a SWF may need to adjust its

governance structure and mandate.

Portfolio Risk Factors

From an investment perspective, companies

that require large amounts of water for

processing, such as mining, will have portfolio

risk for the reasons outlined above.

WATER SCARCITY
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UNKNOWN RISKS AND
ADAPTABILITY

While  each sovereign wealth  fund (SWF )  has  i ts  own investment

strategy and goals ,  many have a  mandate to  help stabi l ize  government

budgets .  

The adaptable  nature  of  these types of  funds can

provide resources  needed to  mit igate  unknown or

unexpected r isks .  

At the t ime of  wr it ing ,  the  coronavirus  (COVID - 19)  pandemic is  putt ing

immense pressure  on the f inancial  and organizat ional  resources of

governments  around the world ,  and SWFs are  in  a  unique posit ion to

help insulate  the economy .

Norway has already ut i l ized i ts  pool  of  o i l  revenues to  f ight  the

economic impact  of  the coronavirus  pandemic .  On March 19,  2020,

Norges Bank announced that  i t  would draw down on i ts  SWF to  ease

the economic impact  of  coronavirus  in  Norway .  The Norwegian

government  typical ly  uses  o i l  revenues f rom the GPFG every  year  to

offset  budget  def ic i ts .  As  a  f iscal  rule ,  the  petroleum revenue

spending should not  exceed the expected real  return of  the fund ,

which is  currently  at  3  percent .  However ,  th is  extraordinary

withdrawal  a ims to  of fset  the increase in  government  spending and

decl ine in  government  revenues that  have resulted f rom the global

pandemic .
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In  addit ion to  the negat ive  shocks of  unknown r isks ,  unexpected cr ises

also have the potent ia l  to  exacerbate ex ist ing  inst i tut ional  and

f inancial  r isks .  For  example ,  the  current  economic condit ions created

by the coronavirus  pandemic have resulted in  a  low interest  rate

environment .  Coupled with  a  decl in ing stock market ,  these condit ions

put  immense pressure  on funds ’  port fol ios .  In  contrast ,  the  pandemic

has generated considerable  interest  in  technology and biotechnology .

These sectors ,  which have already exper ienced an increase in

investment  over  the past  decade ,  are  l ikely  to  see heightened

transact ion volume post -cr is is .  The extraordinary  c i rcumstances

caused by the pandemic have re inforced the need to  invest  in  novel

ways to  maintain  economic res i l iency .

SWFs have large f inancial  resources that  they should use to  address

this  cr is is  and protect  against  future  ones .  The cr is is  may focus

attent ion on how these investment  vehicles  could adjust  their

operat ing pr inciples  for  a  post -coronavirus  world .  SWFs should def ine ,

with their  governments ,  where r isks  need to  be mit igated ,  a l igning

this  a im with  their  nat ions ’  development  needs .  On the basis  of  their

nat ional  pr ior i t ies ,  SWFs should organize  and implement  concerted

strategies  and investment  in i t iat ives ,  pool ing resources in  areas  of

common interest .  This  strategy could lead to  considerable

internat ional  investment  in  f ie lds  such as  medic ine ,  pharmaceut icals

and biotechnology ,  carbon management ,  food and water

sustainabi l i ty ,  and educat ion .  I t  wi l l  be  cr i t ical  for  SWFs and their

owners  to  careful ly  def ine investment  strategies  for  development .  In

addit ion ,  the  coronavirus  pandemic has  h ighl ighted the need for

adaptabi l i ty  in  mandate and governance in  order  for  funds to  maintain

res i l iency .

CENTER FOR BUSINESS ,  GOVERNMENT &  SOCIETY

RISKS AND
ADAPTABILITY
DURING COVID - 19
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Sovereign wealth funds (SWFs)  experience many of

the same prior it ies  and challenges as  tradit ional

institutional  investors ,  but  they are  inevitably

and uniquely  intertwined with their  publ ic  sector

owners ’  pol icy  objectives .  

This  report  has  h ighl ighted the importance of  a

wel l -def ined mandate and robust  governance

structure  to  strengthen the relat ionship between

fund and owner ,  result ing  in  greater  fund

independence and transparent  invest ing pr inciples .

The recommendat ion provided for  each emerging

r isk  are  not  dependent  on the SWF ’s  c lass i f icat ion

but  rather  provide operat ional  and structural

changes that  wi l l  help  funds to  mit igate  each r isk .

In  addit ion ,  the  need for  res i l ience is  h ighl ighted

through the acknowledgment of  unknown r isks ;

SWFs can be important  assets  in  tackl ing

unexpected cr ises  i f  their  adaptabi l i ty  is  ingra ined

in  the fund ’s  mandate and structure .
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