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This	 paper	 offers	 a	 policy	 and	 operational	 “roadmap”	 to	

policymakers	 considering	 setting	 up	 an	 SWF.	 It	 should	 also	 be	 of	

interest	 to	 policymakers	 in	 countries	 where	 SWFs	 are	 already	 in	

place,	 to	 review	 their	 existing	 policies	 and	 operations.	 Finally,	 it	

offers	 an	 opportunity	 to	 identify	 areas	 where	 research	 in	

macroeconomics	and	finance	should	give	further	answers	as	to	the	

adequacy	 of	 existing	 practice	 related	 to	 the	 setting	 up	 and	

management	of	SWFs,	an	area	where	practical	considerations	often	

lead	 theoretical	 research.	 For	 instance,	 policymakers	 should	

optimally	 consider	 both	 their	 sovereign	 assets	 and	 liabilities	

together	with	their	macroeconomic	objectives,	when	setting	up	an	

SWF.		

This	 Working	 Paper	 should	 not	 be	 reported	 as	 representing	 the	

views	of	the	Medici	Firma	Investments	“MFI”.		

The	 views	 expressed	 in	 this	 Working	 Paper	 are	 those	 of	 the	 author(s)	

and	 do	 not	 necessarily	 represent	 those	 of	 the	 MFI	 or	 MFI	 policy.	

Working	Papers	describe	research	in	progress	by	the	author(s)	and	are	

published	to	elicit	comments	and	to	further	debate.		
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I.	INTRODUCTION		

This	 paper	 offers	 a	 policy	 and	 operational	 “roadmap”	 to	

policymakers	considering	setting	up	a	sovereign	wealth	fund	(SWF).	

It	 should	 also	 be	 of	 interest	 to	 policymakers	 in	 countries	 where	

SWFs	 are	 already	 in	 place,	 to	 review	 their	 existing	 policies	 and	

operations.	Finally,	it	offers	an	opportunity	to	identify	areas	where	

research	 in	 macroeconomics	 and	 finance	 should	 give	 further	

answers	 as	 to	 the	 adequacy	 of	 existing	 practice	 related	 to	 the	

setting	 up	 and	 management	 of	 SWFs,	 an	 area	 where	 practical	

considerations	 often	 lead	 theoretical	 research.	 For	 instance,	

policymakers	should	optimally	consider	both	their	sovereign	assets	

and	liabilities	together	with	their	macroeconomic	objectives,	when	

setting	up	an	SWF.		

The	paper	relies	largely	on	the	experience	of	existing	SWFs.	Rather	

than	just	being	a	description	of	what	SWFs	do,	the	paper	draws	on	

the	 consistency	 of	 SWFs	 experience	 with	 macroeconomic	

framework	 and	 investment	 objectives.	 It	 is	 also	 based	 on	 our	

experience	 with	 international	 reserves	 management,	 as	 such	

macroeconomic	 and	 financial	 theory,	 when	 available,	 support	 our	

recommendations.		

The	 “roadmap”	 starts	 by	 taking	 as	 a	 given	 policymakers’	 broad	

objectives.	Typically,	SWFs	are	set	up	after	commodity	price	booms	

(or	 more	 recently	 in	 the	 case	 of	 China,	 large	 export	 booms).	

Following	 these	 large	 accumulation	 of	 international	 assets,	

policymakers	set	up	a	number	of	objectives	which	they	deem	to	be	

“optimal.”	 For	 instance,	 policymakers	 may	 aim	 at	 enhancing	

returns	 on	 international	 reserves,	 meeting	 pension	 liabilities,	

stabilizing	 fiscal	 revenues	 and	 investing	 assets	 to	 meet	

development	objectives.		



The	 first	 set	 of	 issues	 that	 policymakers	 will	 face	 is	 to	 determine	

whether	 or	 not	 they	 should	 set	 up	 an	 SWF	 to	 meet	 their	 broad	

policy	 objectives.	 In	 practice,	 a	 key	 question	 is	 to	 determine	

whether	 the	 country	 has	 an	 “adequate”	 or	 “optimal”	 level	 of	

international	 reserves.	 Even	 if	 the	 country	 has	 indeed	 an	 “ample”	

enough	 level,	 policymakers	 will	 have	 to	 decide	 whether	 they	 will	

use	 the	 SWFs	 assets	 to	 meet	 balance	 of	 payments	 needs,	 should	

they	materialize.	A	related	question	is	that	of	better	alternatives	to	

setting	up	an	SWF.		

Second,	 once	 they	 have	 gone	 ahead	 and	 set	 up	 an	 SWF,	

policymakers	 will	 have	 to	 decide	 on	 a	 number	 of	 operational	

questions	 which	 should	 be	 consistent	 with	 their	 broad	 policy	

objectives.	Operational	objectives	are	needed	to	derive	appropriate	

investment	 policy	 and	 include	 funding,	 withdrawal,	 and	 spending	

rules.		

Third,	 often	 overlooked	 but	 key	 issues	 pertain	 to	 institutional	

arrangements.	 An	 adequate	 governance	 framework	 will	 have	 to	

give	clear	indications	as	to	which	institution	determines	the	SWF’s	

policy	 objectives	 and	 overall	 risk	 tolerance,	 its	 operational	

objectives,	and	its	investment	guidelines	(and	who	will	execute	the	

latter).		

Finally,	given	the	above,	policymakers	will	have	to	decide	where	to	

invest	the	SWFs	assets,	that	is	its	strategic	asset	allocation,	starting	

with	the	elaboration	of	an	investment	policy.	The	investment	policy	

should	 be	 again	 consistent	 with	 broad	 policy	 objectives.	 The	

operational	 objectives	 will	 drive	 the	 investment	 horizon,	 the	 risk	

tolerance,	and	the	investment	environment	(including	asset	classes	

and	 their	 correlation,	 asset	 liability	 management	 and	 other	

constraints)	 which	 in	 turn,	 will	 determine	 the	 strategic	 asset	

allocation.		



Key	issues,	especially	one	prone	to	political	pressure	is	the	decision	

to	invest	a	share	of	the	SWFs	assets	domestically.	In	this	case,	this	

decision	 should	 be	 considered	 in	 the	 light	 of	 the	 broad	 policy	

objectives	and	the	country’s	macroeconomic	policy	framework.	For	

instance,	avoidance	of	the	Dutch	Disease	may	lead	to	the	decision	

of	not	investing	domestically.	Again,	institutional	arrangements	are	

important	 in	 the	 context	 of	 the	 SWF’s	 investment	 policy.	 For	

instance,	 policymakers,	 although	 they	 will	 bear	 the	 responsibility	

for	 the	 performance	 on	 the	 SWFs	 assets,	 will	 have	 to	 take	 a	

position	regarding	the	use	of	external	managers.		

II.	WHAT	IS	A	SOVEREIGN	WEALTH	FUND?		

SWFs	 are	 defined	 as	 a	 special	 purpose	 investment	 fund	 or	

arrangement,	 owned	 by	 the	 general	 government.2	 Created	 by	 the	

general	 government	 for	 macroeconomic	 purposes,	 SWFs	 hold,	

manage,	 or	 administer	 financial	 assets	 to	 achieve	 financial	

objectives,	and	employ	a	set	of	investment	strategies	which	include	

investing	 in	 foreign	 financial	 assets.	 SWFs	 are	 commonly	

established	 out	 of	 balance	 of	 payments	 surpluses,	 official	 foreign	

currency	operations,	the	proceeds	of	privatizations,	fiscal	surpluses,	

and/or	receipts	resulting	from	commodity	exports.		

With	 a	 capacity	 to	 operate	 over	 a	 long-term	 investment	 horizon,	

SWFs	 are	 less	 risk	 averse	 compared	 to	 agencies	 managing	

traditional	 foreign	 exchange	 reserves.	 The	 definition	 of	 an	 SWF	

excludes,	 inter	 alia,	 foreign	 currency	 reserve	 assets	 held	 by	

monetary	 authorities	 only	 for	 the	 traditional	 balance	 of	 payments	

(BoP)	 or	 monetary	 policy	 purposes,	 operations	 of	 state-owned	

enterprises	 (SOEs)	 in	 the	 traditional	 sense,	 government-employee	

pension	 funds,	 or	 assets	 managed	 for	 the	 benefit	 of	 individuals.	

While	 SWF	 is	 an	 all-encompassing	 term,	 it	 covers	 a	 group	 of	

heterogeneous	funds	that	have	existed	for	years.	What	these	funds	

have	 in	 common	 is	 the	 public	 ownership	 and	 the	 fact	 that	 these	



funds	 are	 often	 established	 to	 meet	 a	 macroeconomic	 purpose,	

though	 these	 purposes	 may	 at	 times	 be	 multiple	 in	 nature	 (e.g.,	

savings	and	fiscal	stabilization).		

III.	WHEN	TO	SET	UP	AN	SWF?		

Some	 commodity	 exports	 based	 funds	 have	 been	 in	 existence	 for	

several	 decades	 with	 the	 goal	 of	 managing	 a	 portion	 of	 the	

countries’	foreign	exchange	revenues.	More	recently,	a	number	of	

countries	 have	 also	 set	 up	 SWFs	 using	 fiscal	 surpluses	 and	

accumulated	 foreign	 exchange	 reserves.	 Despite	 this	 experience,	

there	are	no	theoretical	models	yet	for	deciding	when	to	set	up	an	

SWF.		

From	 asset-liability	 and	 public	 debt	 management	 perspectives,	

ideally,	 the	 government	 should	 approach	 its	 balance	 sheet	 in	

entirety,	 identifying	 all	 financial	 assets	 and	 liabilities,	 including	

commodity	values	in	the	ground	and	future	tax	revenue.	It	can	then	

optimize	 its	 asset	 allocation	 choices	 based	 on	 such	 an	 approach.	

However,	in	practice,	governments	approach	the	establishment	of	

an	SWF	in	a	more	ad	hoc	basis	and	when	a	critical	mass	of		

balance	of	payment	or	fiscal	surpluses	is	reached.	This	explains,	in	a	

large	 part,	 why	 SWFs	 are	 typically	 set	 up	 after	 commodity	 price	

booms,	such	as	during	the	seventies	and	again	in	the	last	few	years.		

From	a	practical	viewpoint,	this	approach	taken	by	countries	can	be	

explained,	 perhaps,	 by	 the	 concept	 of	 mental	 accounting.	 Coined	

by	 Richard	 Thaler	 (1980),	 mental	 accounting	 is	 one	 of	 the	

assumptions	 underpinning	 behavioral	 finance.	 Compared	 with	 a	

traditional	 investment	 approach,	 which	 assumes	 that	 investors	

perceive	 their	 assets	 as	 fungible,	 behavioral	 finance	 assumes	 that	

investors	 tend	 to	 group	 their	 assets	 in	 a	 number	 of	 non-	 fungible	

accounts,	and	make	decisions	differently	depending	on	the	purpose	

for	setting	up	the	account.		



This	concept	could	be	applied	to	understand	how	a	country	divides	

its	pool	of	sovereign	assets.	For	example,	when	a	country	discovers	

an	 oil	 reserve,	 it	 may	 trigger	 a	 process	 of	 considering	 the	

implications	 of	 such	 a	 new	 wealth.	 It	 may	 consider	 what	 is	 the	

“adequate”	level	of	revenues	so	that	the	“excess”	revenues	can	be	

set	 aside.3	 Likewise,	 if	 a	 country	 is	 in	 the	 process	 of	 accumulating	

foreign	 currency	 reserves,	 it	 may	 earmark	 them	 for	 meeting	

liquidity	 needs	 with	 a	 high	 priority	 for	 safety,	 similar	 to	 an	

individual’s	 account	 set	 up	 to	 purchase	 necessities.	 Policymakers	

are	ready	and	willing	to	take	more	risks	only	after	sovereign	assets	

reach	an	adequate	level	and	are	considered	to	be	ample.	It	is	at	this	

stage	 that	 policymakers	 tend	 to,	 in	 practice,	 allocate	 excess	

reserves	 in	 a	 different	 account,	 with	 a	 higher	 risk	 tolerance,	

following	 different	 investment	 policies.	 So,	 the	 question	 becomes	

one	of	determining	when	the	reserves	are	adequate.		

A.	When	are	a	Country’s	Reserves	Adequate?		

Typically,	 ample	 official	 reserves	 are	 a	 signal	 to	 assess	 if	 reserves	

should	be	managed	and	invested	differently	and	its	alternate	uses.	

How	 should	 this	 assessment	 of	 ample	 reserves	 be	 made?	 At	 what	

point	 can	 reserves	 be	 invested	 differently?	 Since	 there	 are	

significant	 benefits	 to	 reserves,	 especially	 in	 terms	 of	 reducing	

external	 vulnerability	 and	 providing	 country	 insurance,	 this	 level	

needs	 to	 be	 carefully	 assessed.	 Thus,	 before	 other	 institutional	

considerations	 are	 made,	 the	 “adequate”	 or	 “optimal”	 level	 of	

reserves	 should	 be	 established	 and	 agreed	 between	 the	 central	

bank	and	the	government.		

From	 a	 crisis	 prevention	 perspective,	 the	 most	 relevant	 indicator	

for	 emerging	 market	 economies	 is	 the	 ratio	 of	 international	

reserves	to	short-term	external	debt.4	For	countries	with	uncertain	

access	to	international	markets,	a	simple	benchmark	is	the	one	that	

targets	 the	 coverage	 of	 short-term	 external	 debt	 of	 all	 residents	
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