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China: China Investment Corp – big bad wolf or gentle giant? 
Summary 
Sovereign Wealth Funds (SWFs) have been around for a while, but have only proliferated relatively recently, 
attracting increasing attention from media, markets and governments. In particular, the huge amount of coverage 
that SWFs have received in the financial press over the past year coincides with China’s decision to enter the fray. 
The new China Investment Corp (CIC) – set up with an initial $200bn in funds but likely to receive substantial 
further capital injections – is arousing suspicion among the world’s financial elites that Beijing might use its financial 
might to wield political influence and exercise control over key resources and commodities. We believe that: 

 Given its size and potential to influence Western financial markets, the focus on (and to a much lesser 
extent the fear of) the CIC and other SWFs is understandable, but efforts to legislate and impose 
codes of conduct on such funds are likely to meet with at best limited success. 

 While it is true that the CIC is not the most transparent organisation, it has done little to warrant the paranoia 
that it has inspired among foreign governments in its short nine-month history. Evidence so far suggests 
that the CIC’s investment strategy is driven primarily by commercial rather than strategic 
imperatives. 

 The bigger challenge for the fund could be devising a sound investment strategy to deliver results 
in a difficult financial climate and under strong domestic pressure. Its investments so far have left it 
heavily exposed to a financial services sector ravaged by the credit crunch. While this could prove a good 
long-term bet, the fund has to meet debt obligations in the short term.  

SWF concerns 
The rapid growth of SWFs has led to a flurry of hasty responses from governments and multilateral organisations. 
The EU has threatened to legislate against SWFs such as China’s if they do not open themselves up to greater 
scrutiny and has proposed a code of practice designed to guide investments, as has the OECD. Australia and the 
US have expressed similar reservations and are considering similar moves. The IMF is drafting a voluntary code of 
conduct in consultation with countries that have SWFs.  

The fears that these state-backed funds inspire stem not just from the scale of assets they could control but 
because they threaten the neoliberal order of free markets and private-sector promotion that has been dominant in 
most Western countries over the past three decades. Broadly speaking, these organisations and countries want 
SWFs to sign up to a code of conduct that ensures they are motivated by the pursuit of profit not politics, are 
professionally run and regularly divulge results and information in keeping with other financial institutions.  

The guidelines in their current form appear to be wishful thinking and could be counterproductive. It is unrealistic to 
believe that a state-owned investment fund will behave differently to the state to which it belongs. Looking 
specifically at China, many of the checks and balances that would allow these guidelines to work – a free press, 
rule of law, independent parliament – are not present or function poorly (though it is notable that Singapore’s 
Temasek and GIC are both well-run and increasingly introducing a degree of transparency, despite the fact that 
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Singapore also lacks genuinely independent checks and balances). The CIC has no publicly mandated objectives 
other than to make a better return on the country’s foreign exchange reserves.  

With this in mind, some suggest that moves to restrict SWFs are aimed at convincing domestic audiences that 
something is being done, or that they are protectionism masquerading as security concerns. Efforts to legislate 
against SWFs could also backfire and deter valid and legitimate – and sometimes perhaps much-needed – 
investments. Politicians such as EU President José Manuel Barroso, who last month argued that SWFs are ‘not a 
big bad wolf at the door... They have injected liquidity and helped stabilise financial markets’, realise that SWFs 
have a positive role to play, especially when the balance sheets of many Western financial institutions are reeling 
from losses inflicted by the sub-prime mortgage crisis. 

Chinese officials have said that they will steer clear of places such as Germany and France where they have been 
made less welcome. It is also difficult to imagine China and other countries coming to the rescue of Western 
financial institutions as quickly as they have in recent months, had they been made to jump through the regulatory 
hoops that some now want to impose. Efforts to restrict SWFs are also being opposed by the potential investment 
targets themselves, despite, in cases of Chinese investment, companies and financial institutions not only 
benefiting from the cash but also gaining excellent business contacts in one of the world’s fastest-growing markets. 

Sophisticated deal-maker 
While there are legitimate concerns about the CIC’s transparency, evidence so far suggests that its investment 
strategy is driven largely by commercial rather than strategic imperatives (achieving better returns on the country’s 
vast foreign-exchange reserves was, after all, the point of its creation in the first place). The CIC has made three 
big investments to date: 

 $3bn for a 10% stake in US private equity giant Blackstone. 

 $5bn for a stake in Morgan Stanley. 

 A small share of China Railway’s recent IPO.  

In additions, China Development Bank, in which CIC has an interest, has invested in Barclays and also funded 
Chinalco’s bold move to take a 9% stake in mining giant Rio Tinto.  

Beijing has learnt from the hard lessons of the past. It has long been keen to buy abroad but until recently its most 
noteworthy foray was its failed $18.5bn bid for US oil producer Unocal. Since then, Beijing has shown increased 
sophistication in its deal-making. It has settled for minority, passive stakes in companies and teamed up with 
Western firms to dilute fears that investments by Chinese state entities could be part of a broader plan to take 
control of Western companies.  

Particularly impressive was the execution of China’s biggest ever overseas investment: Chinalco’s $14bn move for 
a chunk of Anglo-Australian mining giant Rio Tinto. The deal was timed to ensure maximum disruption to BHP 
Billiton’s bid for Rio Tinto, coming just days before a takeover panel deadline. It made the investment with US 
aluminium firm Alcoa, giving it cover should the investment have aroused a furore over ownership of sensitive 
natural resources. 

In an act of goodwill, Chinalco in February also made a voluntary approach to Australia's Foreign Investment 
Review Board regarding its 9% stake. China’s leaders initially bristled at efforts to draw up a code of conduct, but 
recent comments suggest that Beijing believes that such guidelines would be better than a descent into 
protectionism. A charm offensive by CIC officials, who have recently visited New York, Tokyo and London in an 
effort to convince that it is a good corporate citizen, should also go some way towards deflecting criticism. Premier 
Wen Jiabao has also said that the government will not interfere with the fund or dictate its investment decisions. 

Most headlines make great play of the massive $200bn pot that the CIC has at its disposal, with talk of Chinese 
stakes in the world’s 50 biggest companies. But in reality the amount of money earmarked for investment overseas 
is much smaller. Around one-third of its initial start-up capital has been used to purchase Central Huijin from the 
People’s Bank of China. Central Huijin holds stakes in several state-owned banks and financial institutions such as 
China Development Bank. Another third is earmarked for capital injections into debt-laden state-owned banks, with 
Agricultural Bank of China the next big target.  
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Bigger challenge 
The bigger challenge for Beijing could be devising a wise investment strategy in the current financial climate. Its 
investments have so far left it heavily exposed to a financial services sector being ravaged by the credit crunch. 
The CIC has made paper losses on its investments in Morgan Stanley and Blackstone and has been criticised 
widely within China. While some would argue that China is getting stakes in blue-chip firms at bargain prices that 
should prove a good long-term bet, the fund has to meet interest payments on debt obligations.  

The fund was financed by special treasury bonds issued by the Ministry of Finance and in February made its first 
interest payment of 12.9bn yuan. State media said that the Ministry of Finance helped with the payment because 
its investments so far are not generating enough cash flow. Reports suggest that it needs to generate 300m yuan 
per day to meet payments. A senior official running the fund has admitted that they are still learning the ropes. Most 
of the members of the CIC’s executive committee are career Communist Party of China (CPC) officials, with 
experience in the finance ministry, central bank and running China’s social security fund. Only a few have 
experience overseas, and that is mainly limited to academic posts and stints at international organisations such as 
the IMF. None have worked directly in international investment banking or fund management. 

As such, personal contacts have been behind the firm’s first investments. Anthony Leung, Hong Kong’s former 
financial secretary and the head of Blackstone’s China operations, proposed that deal. A key figure behind 
December’s stake in Morgan Stanley was Sun Wei, who knew the CIC’s general manager, Gao Xiqing, when they 
studied in the US in the 1980s.  

The executive committee is also grappling with a shortage of talented and experienced fund managers within 
China. The country’s fund management industry is only in its infancy. To address this, the fund has said that it will 
tap the expertise of foreign fund managers and has 100 firms pitching for business. A further issue will be offering 
the competitive remuneration necessary to retain talented staff, who will be easy prey for international investment 
banks eager to expand their China business.  

Big-name investments overseas do offer a source of prestige and therefore legitimacy to China’s leaders, but a 
public backlash could arise if these investments are perceived to have been a waste of money in a country with 
scant social security and pension provision. As such it is the management of its new-found wealth, rather than 
handling the international suspicion that it arouses, that is likely to prove China’s tougher challenge.  

*************************************** 

Should you wish to discuss this with the analyst, please contact Andrew Gilholm at andrew.gilholm@control-
risks.com. 


