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Summary

1. China Investment Corporation (CIC), the first sovereign wealth
fund (SWF) established by the People’s Republic of China,
commenced its operations on September 29, 2007. CIC rests upon a
business model of purchasing the foreign currency reserves of the
People’s Bank of China (PBOC) and investing the reserves in both
the domestic and global markets. Although CIC must focus upon
the tasks of maintaining interest rate stability and quelling concerns
among other countries, CIC will likley shift into full–fledged
investment mode in 2008. The purpose of this paper is to provide a
full view of CIC as well as an overview on its potential impact.

2. The Chinese government has been taking an increasingly positive
stance toward the diversification of its investments of foreign
currency reserves since the autumn season of 2006. Firstly, given
China’s ineffective measures for its trade surplus and the rise of
foreign exchange reserves, adverse effects have started to emerge
such as the destabilization of short–term interest rates, signs of an
asset bubble and negative spreads on foreign currency investment,
leading to the necessity for China to establish some sort of
mechanism to channel back the foreign currency reserves to
overseas markets. The second reason stems from the rising tide
around the world to establish SWFs for the proactive investment
of public funds. In the background are factors such as the rapid
improvement of the current account balances and foreign reserves
of emerging countries backed by the rise of crude oil and primary
commodity prices, and the fading risk–averseness amid the
ongoing global economic boom. Furthermore, given China’s
circumstances that direct investment in domestic corporations do
not yield much promising returns, there was the need for a
government–led structure to channel money overseas.

3. CIC is set to join the ranks of the Top Five global SWFs upon its
inception. Models for the CIC are SWFs such as the Government
of Singapore Investment Corporation (GIC) and Temasek
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Holdings of Singapore. Even though the government of China has
adhered to the three main principles of “stability”, “returns” and
“liquidity” in its management of foreign currency reserves, CIC’s
management policy will most likely shift gradually to an “proactive
investment” stance in the medium term.
To provide for CIC’s management assets (approximately $200

billion), China has established a framework in which the Ministry
of Finance issues special treasury bonds and uses the proceeds of
the issue to purchase the foreign currency reserves of the PBOC
to be used for capitalization of the new company. The merit of this
framework lies in the fact that the issuance of special treasury
bonds is linked to the reinforcement of open market operations
and the improvement of the bond market’s interest rate formation
functions. By issuing long–term special treasury bonds, the PBOC
will be able to engage in open market operations using long–term
government bonds, thereby curbing the rise of interest rates and
improving its interest rate formation functions by adding depth to
the bond market which is currently skewed to the short and
medium–term zones.

4. Over the medium term, the first presumable impact is the rise of
investment in non–dollar assets as a result of CIC serving as a
potential seller. This would require the discipline of US
government finances. Secondly, there is the possibility that CIC
may serve to stimulate foreign direct investment by Chinese
corporations. Thirdly, there is the possibility that frictions would
arise with developed countries over the short term. In the event
cash–rich SWFs acquire corporations related to national security
such as those in the defense or petroleum industries, there are
concerns that they may pose a threat to national security.

5. The establishment of CIC possesses a huge potential impact over
the long run. For example, if CIC triggers a flight from the dollar,
it may lead to a major shift in the current international monetary
regime. Considering that the global economy has sought for and
revolved around a single currency regime since the Industrial
Revolution, it is yet unknown whether the global economy can
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manage a currency regime without an anchor currency. The
stabilization of the international monetary regime amid the
absence of an anchor currency and the possible role of the
emerging countries in the process will develop into a major issue.
Furthermore, from a wider perspective, there is the possibility that
the relationship between the emerging countries and the
developed countries since the Industrial Revolution may change.
This may be exemplified by the fact that the rise of crude oil prices
– which have been kept low since the Industrial Revolution by
means of colonialism and the existence of the so–called “oil
majors” (large petroleum companies of the US and Europe) – has
spread to various primary commodities, tipping the terms of trade
largely in favor of the emerging countries. CIC may be triggering a
silent but steady shift of the current global economic order and
that its impact will start to emerge.

1. Introduction

China Investment Corporation (CIC), the first SWF launched by
the People’s Republic of China, commenced its operations on
September 29, 2007. It initially targets the management of assets
totaling $200 billion. CIC rests upon a business model where (1) the
Ministry of Finance of the PRC issues special treasury bonds and
uses the proceeds in renminbi to capitalize CIC, (2) CIC purchases
the foreign currency reserves of the People’s Bank of China (PBOC)
and (3) CIC invests the reserves in both the domestic and global
markets. Established in a flurry of developments in only nine months
since the idea initially surfaced (Chart 1), CIC has already made
significant achievements in investment such as its capital
participation in the Blackstone Group L.P. of the US. Although CIC
must focus upon tasks such as quelling concerns toward itself by, for
example, raising its capital in renminbi paying due concern toward
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the stabilization of short–term interest rates, and setting forth a clear
global investment stance toward the market, CIC is expected to shift
into full–fledged investment mode in 2008. Judging from (1) the
increase of foreign currency reserves held by the PBOC, (2) the
rising needs for PBOC to release such foreign currency reserves,
and (3) CIC’s role as a leading and exemplary global investor for
other Chinese corporations in the medium–term future, the size of
CIC’s investment asset portfolio should rise above the initial $200
billion and lead to a greater presence of CIC in the global financial
markets and business arena (such as M&A). The purpose of this
paper is to provide a full view of CIC as well as an overview on its
potential impact.

Chart 1: Events leading to the establishment of China Investment
Corporation (CIC)

(Reference) CIC’s Board of Directors and Management Committee
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2. Background to CIC’s establishment – the
adverse effects of currency interventions
and the global rise of SWFs

The Chinese government has been hinting from time to time in
recent years, that it is considering a larger investment portfolio in
euro and investments in strategic commodities such as crude oil in
connection with the diversification of the investment tools for its
foreign currency reserves – an issue closely linked to the
establishment of CIC. The motives behind these hints were political
in nature rather than mere efforts to stem the losses from a
highly–likely fall in asset value of US dollar assets amid pressures
toward the revaluation of the renminbi against the dollar or efforts to
gain larger investment returns on foreign currency reserves to be
used to resolve its domestic economic problems, as contended
among certain academic circles. The real intent was to dampen the
US requests toward renminbi revaluation by conjuring images of the
plunge of US Treasury bonds (the rise of interest rates) by hinting
that China would diversify its investment assets.

However, since the autumn season of 2006, the Chinese
government has been taking a more positive stance toward the
diversification of investment tools for its foreign currency reserves
while showing due consideration toward the US (Chart 1).

There are two plausible reasons. The first reason stems from
China’s continuation of currency interventions in a bid to stabilize
the renminbi exchange rate, which in turn has led to the acceleration
of China’s foreign currency reserves since mid–2006 amid an
unabated rise of China’s trade surplus due to its unsuccessful
measures to reduce its trade surplus such as the revision of its tax
system regarding exports (Chart 2) (Note 1) As a result, it has
become necessary for China to establish some sort of mechanism to
channel back its accumulated foreign currency reserves and
incoming foreign currency in the future to overseas markets. Since it
accession to the World Trade Organization (WTO), China’s foreign
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currency reserves have soared from a rate of $100 billion/year
during the period from 2002 to 2003 and $200 billion/year during
2004 to 2005, to $274.2 billion/year in 2006 and $363.6 billion during
the nine months since January 2007 (foreign currency reserves
outstanding as of the end of September 2007: $1.43 trillion)

Chart 2: Rise of China’s foreign currency reserves

Furthermore, the rise of foreign currency reserves as explained
above has started to yield adverse effects. Firstly, the central bank’s
(PBOC) open market operations to absorb the renminbi channeled
to the market through currency interventions (sterilized
interventions) have grown astronomically , serving as a threat to
interest rate stability which is the premise of China’s current
monetary policy (Chart 3). The amount of issued and outstanding
central bank notes used for open market operations is growing at a
faster pace as follows: RMB2.1 trillion as of the end of 2005, RMB3.2
trillion as of the end of 2006 and RMB4.0 trillion as of the end of June
2007. In tandem, the interest rate on central bank notes (1–yr) has
climbed from 1.91% as of the end of 2005 and 2.80% as of the end of
2006 to 3.38% as of the end of September 2007. In renminbi terms,
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foreign currency reserves are currently rising at a pace of RMB4
trillion per annum, leading to the risks of higher interest rates
depending upon the success or failure of monetary policy. In fact, the
7–day interbank rate momentarily jumped from 2.49% at the
beginning of September to 7.19% at the time of listings by the Bank
of Beijing and the China Construction Bank at the end of September
2007 just prior to China’s National Day. Likewise, the 7–day
interbank rate jumped from 2.525% as of October 19th to 10.31% as of
October 26th (albeit a drop to 2.93% on October 31st) at the time of
listings by China Petroleum & Chemical Corporation (Sinopec) at
the end of October, undermining the premise of interest rate
stability.

Chart 3: PBOC open market operations and interest rates

Secondly, the excessive liquidity stemming from money flowing
into the market without being absorbed is starting to exert upward
pressures upon the stock market, the CPI and real estate prices,
eroding the foundations of China’s high economic growth (Chart 4).
A look at stock prices at intervals of every three months from the end
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of September 2006 reveals the following trends: prices of stocks as of
the end of December 2006 increased 1.5–fold from the end of
September 2006, prices at the end of March 2007 increased 1.2–fold
from the end of December 2006, prices at the end of June 2007
increased 1.2–fold from the end of March 2007 and that prices at the
end of September 2007 increased 1.5–fold from the end of June 2007.
In cumulative terms, stock prices rose 3.2–fold during the full year
(Shanghai Composite Index as of the end of September: 5,552
points). As of the end of September 2007, the price–earnings ratio
(P/E ratio) rose approximately 63–fold. Even though this may not be
described exactly as an over–valuation in view of projected earnings
growth at 30~40% per annum, approximately one–third of the recent
rise of corporate earnings is comprised of earnings stemming from
investment in stocks or real estate or financial revaluation, thus
indicating bubble–like factors in the background.

Consumer prices have been rising at a faster pace since the end
of 2006, rising 6.1% over a year ago (o–y–a) in the Jul–Sep quarter of
2007, the highest level during the past decade. Although the price
rise was initially expected to be limited to the price of pork which
was hit by supply–side concerns, inflationary pressures are
spreading to a broader spectrum of goods such as fresh produce,
milk and dairy products as of mid–2007. The rise of global crude oil
prices also has had an impact, with the price of crude oil soaring
close to $100/barrel stemming from the deterioration of political
conditions in the Middle East. Given the vaunted “low inflation, high
growth” economic policy, the rise of crude oil is posing difficulties
for the government to implement appropriate policy decisions. For
example, while the PBOC has implemented ten deposit reserve rate
hikes and five interest rate hikes since the beginning of 2007, it has
only raised the interest rate by a mere 1.17% point (1–yr rate, as of
the beginning of December 2007) despite its rapid economic growth
at the 11%–level, effectually lowering the real interest rate level.
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Chart 4: Stock market and price developments

Given a significant rise of real estate prices since the beginning of
2007, the inflow of overseas funds to Shenzhen and Shanghai is
leading to a second round of speculative investment. Since 2004, the
government has shifted economic policy in the direction of restraints
upon investment, tightening restraints upon speculative investment
both from supply and demand such as the reinforcement of the real
estate tax system and the implementation of stricter conditions for
construction licenses. However, despite these efforts, it has become
difficult to curb speculative investment in high–grade property
because of the fundamental perception that there are strong needs to
upgrade the quality of residences as well as strong needs among
foreigners.

Lastly, given the contraction of the interest rate differential
between the US and China and the appreciation of the renminbi, the
negative spread on foreign currency investments (mainly US
Treasury bonds) is widening (Chart 5). A look at the LIBOR (USD
1–yr), the rate on central bank notes (1–yr) and the percentage
change of the renminbi exchange rate to the dollar reveals that
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subsequent to a pause in the rise of the LIBOR in mid–2006, the
central bank note rate and RMB/USD exchange rate have continued
to rise, leading to the expansion of unrealized losses (negative
spread) on RMB–denominated foreign currency investments. Given
the US monetary policy shift from tight to accommodative with the
emergence of the subprime loan crisis in August 2007, the
contraction of the US–China interest rate differential and the
appreciation of the renminbi is picking up. Amid these conditions,
there are stronger incentives to dissolve the negative spread.

Chart 5: The interest rate differential between the US and China

The second reason stems from the rising tide around the world to
establish SWFs for the proactive investment of public funds.
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According to estimations by Morgan Stanley, the total amount of
investment by SWFs reached $2.5 trillion as of May 2007 (Note 2),
surpassing the amount of investment by hedge funds ($1.4 trillion as
of the end of 2006) which are viewed as entities embodying
speculative activity.

In the background to the rising tide to establish SWFs are factors
such as the the rapid improvement of the current account balances
and foreign reserves of emerging countries backed by the rise of
crude oil and primary commodity prices, and the fading
risk–averseness amid the ongoing global economic boom. Chart 6,
showing the foreign currency reserves by geographic area, reveals
that foreign currency reserves are not increasing much among the
developed countries with the exception of Japan and Northern
European countries. In contrast, note a sharp rise among the
emerging countries, led by the countries of Asia. The establishment
of SWFs is gaining momentum among these emerging countries. In
the case of China, foreign currency reserves totaled $1.43 trillion as
of the end of September 2007. Assuming that the amount of foreign
currency reserves necessary in times of emergencies is equivalent to
six months worth of imports, or $600~700 billion, more than half of
the foreign currency reserves would be unnecessary. As a result,
there has been a rising need for a more effective utilization of the
excessive foreign currency reserves. Moreover, while 70~80% of
China’s foreign currency reserves are said to be invested in the US
(of which half are investments in US government bonds), there are
rising needs for investment in euro and the pound which are rising
against the dollar and investments in corporate bonds and
securitized products having higher yields than government bonds
(US government bond–holdings has been falling since April 2007).
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Chart 6: Trends in foreign currency reserves (ex gold) by geographic
areas

To begin with, the Chinese government has taken measures to
cope with its rising foreign currency reserves amid its rising trade
surplus, such as the adoption of a more proactive stance toward
direct investment, the alleviation of restrictions upon foreign
currency holdings and investment in foreign securities by
corporations and individuals. However, given the underdeveloped
management capabilities of domestic Chinese corporations including
state–owned corporations, circumstances were not conducive for a
more proactive stance toward direct investment. As for the
alleviation of restrictions upon foreign currency holdings and
investment in foreign securities by corporations and individuals, it
was necessary to build a framework which may be controlled by the
government because of the possibility that money inflows and
outflows could intensify depending upon domestic and overseas
business trends. Thus, there was a greater need to build a
framework enabling more inflows and outflows of money while
maintaining government control. One of the answers was the SWF.
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3. Establishment of the framework

(1) Overview – the Top Five in terms of size, taking a proactive

investment stance

Having initial capital of $200 billion, CIC – China’s SWF – is set to
join the ranks of the Top Five global SWFs upon its inception (Chart

7).
SWFs may be classified broadly into the two following types: (1)

“commodity type” SWFs (such as the UAE) funded by petroleum
exports, and (2) “non–commodity type” SWFs (such as Singapore)
funded by accumulated foreign currency reserves and budget
surpluses. A different classification would be: (1) “stable investment”
SWFs (Saudi Arabian Monetary Authority (SAMA)) placing
emphasis upon stable investment in, for example, government
bonds, and (2) “proactive investment type” SWFs (Government of
Singapore Investment Corporation (GIC), Temasek Holdings also of
Singapore, Kuwait Investment Authority (KIA), Abu Dhabi
Investment Authority (ADIA) of UAE) with a wide array of
investments. GIC and Temasek Holdings, which are said to have
served as models for China, invest in a wide range of products such
as overseas stocks and securities, real estate and venture capital, and
industries such as communications (Thailand, Indonesia and Japan),
finance (Hong Kong and Pakistan), education (Australia) and
physical distribution (Japan). The foregoing provides us with reason
to believe that CIC will also invest in a wide range of products and
industries. Furthermore, in view of the fact that GIC has achieved
average investment returns of 9.5% during the past 25 years, CIC will
likely aim at this level considering that the RMB/dollar exchange
rate is rising by 5~6% per annum and that the interest rate on bond
operations (1–yr) is rising to the 3%–level. That said, note that the
Chinese government has traditionally aspired for the three main
principles of “stability”, “returns” and “liquidity” in its management
of foreign currency reserves. Therefore, we expect that CIC’s
management policy will gradually shift from “stable investment” in
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its initial phase to “proactive investment” in the medium term.
In fact, on May 20, 2007, CIC made a $3 billion investment in the

Blackstone Goup. The Blackstone Group is a private equity fund
(managing total assets of $80 billion with Antony Leung, former with
Secretary of Hong Kong, as Greater China Chairman) covering a
wide range of business from real estate funds and M&A advisory
services. Considering the average record of 25% returns on
investment, CIC is already taking an aggressive investment stance
while placing emphasis upon stability.

Chart 7: Major SWFs of the world (March 2007)

(2) Method of establishment and characteristics –

capitalization by special treasury bonds, mechanism to

upgrade investment efficiency and the reduction of the

adverse effect of currency intervention

On June 29, 2007, the Standing Committee of the National
People’s Congress adopted a “resolution on the purchase of foreign
currency reserves by the issuance of special treasury bonds and the
adjustment of the limit on government bond issues in 2007”. The
resolution, in effect, decided upon a framework whereby the
Ministry of Finance issues special treasury bonds totaling RMB1.55
trillion (approximately $200 billion), uses the proceeds of the issue to
purchase the foreign currency reserves of the PBOC and uses the
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reserves for capitalization of the new company. The issuance of the
special treasury bonds was completed by the end of December 2007,
with bonds worth total RMB1,350 billion issued to the PBOC via the
Agricultural Bank of China in August and December 2007 and bonds
worth total RMB200 billion to be issued in the financial market in
September November and December 2007.

Despite the initial prognosis that CIC would be established under
the same method (direct investment of foreign currency reserves by
the PBOC) as the Central Huijin Investment Company Limited under
the strong influence of the PBOC, it appears that the current
framework was adopted since “safety” is not necessary guaranteed
under the CIC and is not compatible with the character of PBOC.

The merit of the current framework lies in the fact that the
issuance of special treasury bonds is linked to the reinforcement of
open market operations and the improvement of the bond market’s
interest rate formation functions. China’s bond market is currently
comprised mainly of government bonds, policy–related bank
securities and central bank notes. While there has been a sharp rise
in issuance of government bonds in recent years, they are only
issued in maturities of 3 months, 6 months, 1 year and 3 years (the
issuance of 6–month securities was suspended during the period
from September 2006 to July 2007). The issuance of 10–yr special
treasury bonds will enable the PBOC to engage in open market
operations using 10–yr bonds, thereby curbing the rise of interest
rates and improving its interest rate formation functions by adding
depth to the bond market which is currently skewed to the short and
medium–term zones.

(3) The market’s response and the government’s explanations

– a long and winding road ahead as a tool for monetary

tightening

The establishment of CIC by the issuance of special treasury
bonds is aimed at the improvement of both open market operations
and investment of foreign currency reserves. Given the recent focus
of attention upon the government’s concerns regarding the
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overheated state of the stock market, the announcement of the
issuance of special treasury bonds worth RMB1.55 trillion gave the
impression of a major monetary tightening effort by absorbing
liquidity equivalent to 10 deposit reserve rate hikes. Subsequent to
the announcement, on both June 28th and 29th of 2007, the Shanghai
Composite Index plunged 6.4%, creating a near–panic in the stock
market.

In a bid to stem the panic, the government adhered to its
explanation (Chart 8) that the issuance of special treasury bonds is
part of the “reform of the foreign currency reserve control system”.
On June 30, 2007, the government announced that Central Huijin
Investment Company Limited will be merged into the CIC. Of its
funds totaling $200 billion, RMB70 billion will be used not for the
acquisition of overseas assets but for the acquisition of foreign
currency–denominate assets within China. Despite initial
explanations that CIC would be established as a means to improve
the tools for open market operations, it has become difficult to make
sweeping changes. Thus, all in all, CIC started out on a decidedly
muted tone. (In October 2007, CIC announced its capital injection
into the Agricultural Bank of China and the China Development
Bank. For the time being, acquisitions of assets overseas would start
out with one–third of $200 billion.)

Chart 8: Explanations on the issuance of special treasury bonds by
the Ministry of Finance of China (July 4, 2007)
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4. Impact upon global financial markets

(1) The direct impact – growth of investment in non–dollar

assets, significant impact upon emerging countries

In comparison to foreign currency reserves, SWFs take an
aggressive investment stance. Considering this characteristic, the
conceivable direct impacts of CIC are as follows.

The first presumable impact is the rise of investment in
non–dollar assets. On average, 65% of foreign currency reserves of
countries around the world are constituted of dollar–denominated
assets in order to ensure safety and liquidity (member countries of
the IMF as of the end of 2006, 26% in euro). In contrast, the
dollar–denominated component is small in the case of SWFs. The
dollar–denominated asset component of the Government Pension
Fund of Norway is said to be approximately 30% and less than 50%
among SWFs of the Middle East. Since 70~80% of China’s foreign
currency reserves are denominated in US dollar (meaning that
China’s non–dollar currency–denominated foreign currency reserves
total approximately $300 billion), if CIC decides to invest half of its
assets in non–dollar investments, this would serve as a dollar–selling
factor totaling a maximum $100 billion.

In August 2007, dollar–denominated assets held by the central
banks and government institutions of the world fell by 3.8% when the
subprime loan problem came to light. Fortunately, a “flight to
quality” occurred within the US and the purchase of US government
bonds more or less offset the sell–off of dollar–denominated
securities and stocks, avoiding the worst–case scenario of “the fall of
US government bonds → rise of long–term interest rates”. Even
though a massive dollar–selling spree is unlikely going forward, a
gradual rise of dollar–selling pressures may trigger dollar–selling
pressures in other countries and regions, leading to the
destabilization of the dollar. China’s possession of the “dollar–selling
card”, regardless of whether it is in the best interests of China to play
the card, will serve as a trigger for dollar–selling pressures as long as
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there are frictions in Sino–US relations.
Secondly, the size of CIC’s investment assets ($200 billion) is not

necessarily large in terms of the global financial market as a whole.
As of the end of 2006, the aggregate market value of listed stocks
totaled $54 trillion ($200 billion is 0.4% of this amount) and foreign
currency–denominated assets (including foreign currency reserves)
of the countries of the world totaled $26 trillion (likewise, $200
billion is 0.8%)(Chart 9). If CIC chooses to invest in a wide range of
assets such as stocks, securities and real estate, its impact upon each
of these markets would be small. However, since China’s investment
in US securities are concentrated in government bonds and
government agency securities (Chart 10), its shift to the stock
market will have large repercussions. Moreover, if CIC invests in
commodity futures with a market size of only several hundreds of
billion dollars or in emerging countries which are considerably
smaller than developed countries, such investments would have a
massive impact upon the economies of such countries.

Chart 9: The size of the global financial market (2006)
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Chart 10: Securities trading by foreigners in the US (2006)

(2) The indirect impact – acceleration of China’s foreign

direct investment, momentary aggravation of frictions

We believe that the establishment of CIC will affect the global
economy and politics through the foregoing direct impacts.

Firstly, there is the possibility that foreign direct investment by
Chinese corporations will gain momentum as a result of CIC serving
as a leading drive. China’s foreign direct investment has been
picking up since 2005, totaling $16.13 billion in 2006 and ranking 13th

place in the world (17th in 2005). Even so, considering that 30~40%
are investments seeking tax haven merits, foreign direct investments
have not increased as much as the superficial data. As mentioned
before, this stems from the fact that the managerial capacities of
local corporations including state–owned corporations are not up to
global standards. That said, there are rising incentives toward
foreign direct investment in the mining industry (such as petroleum
and iron ore) and the manufacturing industry (such as
telecommunication equipment, electric and electronic devices,
apparel and general merchandise) as a result of the resource and
energy crisis and revaluation of the renminbi in recent years. In
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terms of geographic regions, South Asia, Central Asia, Africa and
Central and South America are viewed as promising areas. CIC
would be able to gain knowhow on overseas investment on behalf of
each individual corporation and pass on such knowhow to Chinese
corporations and to supplement the creditworthiness of Chinese
corporations helped by China’s credibility as a state. This alone
would serve as adequate drivers of overseas investment.

Considering that Temasek Holdings of Singapore serves as a
model for CIC, the chances of CIC advancing into infrastructure and
resource & energy development are not negligible. On November
6th, the China Development Bank, scheduled for capital injection by
CIC, and the government of Venezuela decided upon the
establishment of a $6 billion investment fund for the purpose of
investment in Venezuela. The government of Venezuela will likely
use the funds mainly for fuel oil toward China, providing a glimpse of
its contribution to China’s energy strategy.

Secondly, there is the possibility that frictions would arise with
developed countries over the short term. There are concerns
regarding SWFs due to their lack of transparency and the possibility
that they may create a black box in global money flows.
Furthermore, in the event cash–rich SWFs acquire corporations
related to national security such as companies in the defense or
petroleum industries, there are concerns that they may pose a threat
to national security. While not a case involving SWFs, the acquisition
of Unocal Corporation of the US by China National Offshore Oil
Corporation (CNOOC) in 2005 raised alarms among the US public
toward China. At the time of CIC’s announcement of its investment
in the Blackstone Group in May 2007, US Senator Jim Webb raised
concerns regarding the possible leakage of classified technological
information on defense and satellite companies in which Blackstone
has a stake and requested the US government to examine whether
the acquisition poses problems regarding national security.
Subsequently in July, the US Congress reinforced the powers of the
Committee on Foreign Investment in the United States (CFIUS), an
inter–agency committee of the US government that reviews the
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national security implications of foreign acquisitions of US
companies. In October of the same year, the Group of Seven (G–7)
meeting of finance ministers and central bank governors called for
greater vigilance toward state–owned funds including SWFs. Amid
these turn of events, the Chinese government told Robert M.
Kimmitt, Deputy Secretary of the US Department of the Treasury
upon his visit to China that “it will engage in portfolio investment
such as corporate bonds and stocks for the time being”. With respect
to corporate acquisitions, the Chinese government said that “it is not
considering such matters at the moment” and that “even if the
opportunity arises, it will limit its acquisitions to areas which do not
pose problems” (The Nikkei, June 23, 2007), showing consideration
toward the US. Upon the launch of CIC’s business operations on
September 29, 2007, Lou Jiwei, Chairman of the Board of Directors
commented that “(CIC) would invest mainly in overseas financial
products for the time being” and that it “will seek to maximize profits
through long–term investments within the limits of acceptable risks”.
On November 7th, one month after CIC’s launch, Li Yong,
Vice–Minister of the Ministry of Finance and non–executive director
of CIC sought to improve global perceptions on the transparency of
CIC and quell concerns among the countries of Europe and the US
that it would embark on a corporate acquisition campaign by a string
of comments that “(CIC) would use one–third of its funds for
investment in overseas financial markets, another one–third for asset
injections into the Agricultural Bank of China and the China
Development Bank and another one–third for the merger of Central
Huijin Investment Company Limited”, “(CIC) would conduct global
investments in a careful and gradual manner”, and that “CIC is a
separate entity from the government and that its management will be
based upon a commercial basis”. In fact, in its investment in the
Blackstone Group, CIC indicated that it would act as a passive and
stable shareholder by, for example, limiting its stake to up to 10% of
issued stocks, refraining from selling its stockholdings for a period
of four years from its acquisition and limiting the sale of stocks per
year to one–third its stockholdings even after the initial four–year
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period.
Even so, note that there are increasingly protectionist tendencies

among the developed countries of the world such as the
reinforcement of measures against foreign acquisitions (Chart 11).

(3) Concluding comments

The establishment of CIC possesses a huge potential impact over
the long run. For example, if CIC triggers a flight from the dollar, it
may lead to a major change in the current international monetary
regime. In the event of a flight from the dollar, there is the possibility
of a multipolar currency regime with the euro (since the creation of
an Asian common currency is unlikely anytime soon, a multipolar
currency regime with Asia is inconceivable). Even so, considering
that the global economy has sought for and revolved around a single
currency regime since the Industrial Revolution, evolving from the
gold standard to the dollar standard regime, it is yet unknown
whether the global economy can accept a new regime in the short
run. During the period between World War I and World War II, the
absence of an anchor currency served as an obstacle to currency
stability and led to a sharp contraction of global trade. While it would
be unrealistic to predict that global trade would shrink since the
creation of CIC itself stems from the expansion of trade, the question
of how to build a framework for the stabilization of the international
monetary regime amid the absence of an anchor currency and the
possible role of the emerging countries in the process will be a major
issue.

Furthermore, from a wider perspective, there is the possibility
that the relationship between the emerging countries and the
developed countries since the Industrial Revolution and the global
economic regime built by the developed countries on the basis of
such relationship may change. Ever since the Industrial Revolution,
the low price of petroleum, maintained through colonialism and the
existence of the oil majors (large petroleum companies of the US and
Europe), has increased by four to five times. Furthermore, the rise of
crude oil prices has spread to various primary commodities, tipping
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the terms of trade largely in favor of the emerging countries.
While it might be slightly premature to make such conjectures,

CIC may be triggering a silent but steady shift of the current global
economic order and that its impact will start to emerge.

Chart 11: Protectionist policies taken by major countries toward
foreign acquisitions
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(Reference) The Big 4 SWFs of the world

* * * * * * * * * *

Notes:
1 The first reason may be separated further into two parts. Firstly, it means that the

foreign currency would be channeled overseas under the control of the government
(thereby slowing the rise of foreign currency reserves), improving the mechanism
which enables the compatibility of both the controls upon foreign currency and the
controls upon the renminbi exchange rate. Secondly, part of the foreign currency
reserves in the central bank’s balance sheet (foreign currency reserves now comprise
60% of the central bank’s total assets) are separated from the central bank’s balance
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sheet and replaced with the special treasury bonds to be issued for the capitalization
of CIC. By curbing the issuance of central bank notes by engaging in selling
operations using the special treasury bonds amid efforts to absorb the foreign
currency and excess liquidity, it will disperse the upward pressures upon interest
rates. That said, the initial purpose of absorbing liquidity ended in a self–inflicted
failure since the decision on the issuance of special treasury bonds led immediately to
a sharp fall of stock prices. As a result the government will still be faced with the
problem of excess liquidity.

2 US Securities and Exchange Commission (SEC) Chairman Christopher Cox said in
his testimony at the hearing of the US Senate Committee on Banking, Housing and
Urban Affairs on July 31, 2007 that total investments of SWFs would increase from the
current $2.5 trillion to an estimated $12 trillion in 2015. In October 2007, the
International Monetary Fund (IMF) also revealed its estimate that the size of SWFs
would grow from $500 billion in 1990 to $2~3 trillion at present to $10 trillion in 2012.
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