September 21, 2016
Secretariat of the Financial Stability Board
c/o Bank for International Settlements
CH-4002
Basel, Switzerland
VIA ELECTRONIC MAIL: fsb@fsb.org
Re: Consultative Document: Proposed Policy Recommendations to Address Structural
Vulnerabilities from Asset Management Activities (the “Consultative Document”)
Dear Sir or Madam:
The Committee on Capital Markets Regulation (the “Committee”) is grateful for
the opportunity to comment on the Financial Stability Board’s (“FSB”) Consultative
Document that proposes policy recommendations to address potential risks to financial
stability from asset management activities.1
Founded in 2006, the Committee is dedicated to enhancing the competitiveness of
U.S. capital markets and ensuring the stability of the U.S. financial system. Our
membership includes thirty-four leaders drawn from the finance, investment, business, law,
accounting, and academic communities. The Committee is chaired jointly by R. Glenn
Hubbard (Dean, Columbia Business School) and John L. Thornton (Chairman, The
Brookings Institution) and directed by Hal S. Scott (Nomura Professor and Director of the
Program on International Financial Systems, Harvard Law School). The Committee is an
independent and nonpartisan 501(c)(3) research organization, financed by contributions
from individuals, foundations, and corporations.
The FSB’s policy recommendations are designed to equip regulators and asset
managers with the information and tools necessary to identify and mitigate risks associated
with four potential structural vulnerabilities of asset management activities: (1) a mismatch
in the liquidity of fund investments and redemption terms; (2) funds’ use of leverage; (3)
operational challenges arising from the transfer of investment mandates or client accounts;
and (4) securities lending activities by funds and asset managers. 2
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The Committee commends the FSB for its attention to the potential structural
vulnerabilities from asset management activities and its efforts to enhance the
corresponding regulatory framework at a global level. However, we have certain concerns
with the Consultative Document and policy recommendations set forth therein.
First, the Consultative Document provides limited empirical support for the policy
recommendations. Second, we have concerns with the Consultative Document’s focus on
“operational risk and challenges in transferring investment mandates or client accounts.”
While we agree that it is important to manage operational risk and to facilitate account
transitions, we are aware of a number of existing tools that address these issues. Before
directing authorities to further bolster related regulatory requirements, we would ask the
FSB to carefully consider the adequacy of existing regulatory and operational frameworks.
Third, we are concerned that the FSB’s recommendations to enhance the liquidity
tools available to mutual fund boards and regulators could encourage local authorities to
expand and enhance the use of fund redemption restrictions such as liquidity fees and
redemption gates. Such restrictions can have the unintended consequence of exacerbating
rather than mitigating financial instability.
Fourth, we are concerned that the Consultative Document inadequately addresses
the risks associated with certain globally significant asset owners that manage their own
assets. This oversight is especially notable because at their September 2015 plenary
meeting the FSB highlighted the potential vulnerabilities of certain asset owners,
specifically sovereign wealth funds (“SWFs”) and pension funds, as a fifth issue for further
analysis along with the four vulnerabilities that the Consultative Document does address.3
Yet instead of providing recommendations that relate to these asset owners, there is only a
cursory discussion of the potential risks of SWFs and pension funds in a three-page annex
to the document. The FSB states that it has deferred work on the fifth issue until it revisits
the scope of non-bank non-insurer global systematically important financial institutions.4
We believe that it is important for the FSB to consider the potential risks associated
with these asset owners in connection with its analysis of the vulnerabilities of asset
management activities. This analysis should focus on the potential vulnerabilities that they
may share with asset managers as well as their distinct risks. In particular, the management
of SWFs, forex reserves and public pension funds require a distinct analysis because public
actors are subject to different incentives than are the private actors on which the
Consultative Document focuses.
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Concerns with the Consultative Document
The Committee has written extensively on the unique considerations that apply to
asset managers in developing policy to promote financial stability.5 It is important to
emphasize at the outset that the Committee believes that asset managers do not pose the
same risks as other financial institutions, because asset managers do not own the assets that
they manage. Instead, asset managers act as agents that manage funds on behalf of their
clients, who actually own the assets. This means that asset managers do not typically
assume balance sheet risk in managing client assets.6 As agents, asset managers’ decisionmaking is also subject to meaningful legal constraints: they are bound by fiduciary duties
to their clients and their permissible investment strategies are established in contractual
agreements with their clients.7 These structural and legal risk controls limit the threat to
financial stability posed by an asset manager in distress.
Empirical Data
While we support the FSB’s efforts to mitigate potential sources of stress to the
global financial system, we generally believe that strong regulatory policy is founded on
rigorous empirical research. The assertions in the Consultative Document that are in
tension with existing data or appear to be based on primarily theoretical assumptions
therefore concerns us.
For example, recommendation 9 states that “where relevant, authorities should give
consideration to system-wide stress testing that could potentially capture effects of
collective selling by funds and other institutional investors on the resilience of financial
markets and the financial system more generally.”8 The effectiveness and accuracy of such
stress tests would be heavily dependent on the availability of such “system-wide” data. As
discussed in greater detail below, there is limited transparency surrounding the holdings of
several significant global investors. Without access to consistent data across the financial
system, the efficacy of the proposed system-wide stress tests would be quite limited.
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In several instances, the Consultative Document explains risks in only hypothetical
terms. For example, the Consultative Document asserts that “another potential
vulnerability that may have systemic implications is the risk associated with agent lender
indemnifications especially if done on a larger scale.”9 A purely theoretical explanation of
how such risks could evolve follows. The only reference to related data is the recognition
that “although very few asset managers seem to be currently involved in providing such
indemnifications, the scale of exposures can be as large as that of some global systemically
important banks.”10 This vague estimation of the incidence of such indemnifications does
not demonstrate that indemnifications could be a real source of risk.
In other cases, the FSB expressly recognizes that there is a lack of empirical or
historical data underlying its assertions. For example, the Consultative Document broadly
acknowledges that “there is little historical evidence of systemic risks arising from
investment funds.”11 Similarly, the discussion of liquidity mismatch of open-ended funds
notes that “historical evidence suggests that non-money-market open-ended funds have not
created global financial stability concerns in recent periods of stress and heightened
volatility.”12 Regardless, the Consultative Document states that recent shifts in these funds’
investment allocations “suggest that risks may have increased in recent years.”13
We are sympathetic to the difficulties in obtaining data that directly support specific
policies designed to prevent financial instability. However, we believe that empirical
research is a vital component of effective and appropriately tailored policymaking. We
would therefore ask that the FSB provide further detail regarding the existing empirical
data that relates to the highlighted structural vulnerabilities and associated policy
recommendations. Where data that is specifically on point is unavailable, the FSB should
make this clear and provide a detailed explanation of the propriety of its recommendation
despite the lack of data. Similarly, the FSB should expressly note the existence of any
empirical data that would undermine the rationale of its recommendations.
Operational Risk and Account Transitions
The Consultative Document identifies “operational risk in transferring mandates or
client accounts” as one of the four major structural vulnerabilities of asset managers.
Accordingly, the FSB recommends that regulatory authorities should require that asset
managers that are large, complex, and/or provide critical services have “comprehensive
and robust risk management frameworks and practices, especially with regards to business
continuity plans and transition plans, to enable orderly transfer of their clients’ accounts
and investment mandates in stressed conditions.”14
We agree that measures to manage operational risk and facilitate account transitions
are important, especially during periods of stress. However, we are also aware of a number
9
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of existing regulatory tools and industry practices that already ensure this result. Before
instructing local authorities to impose additional regulations, we would ask the FSB to take
a closer look at the adequacy of existing practices and regulations.
Historical incidents of asset managers encountering severe operational disruptions
have never resulted in global financial instability.15 Importantly, custodians hold the assets
of asset managers’ clients so that they do not commingle with the asset managers’ own
assets.16 This separation of accounts helps to protect client assets even in the extreme and
unlikely scenario of an asset manager’s failure.
Asset managers typically supplement this structural protection with extensive
business continuity and transition planning. Client accounts are regularly transferred
among asset managers in the ordinary course of business and such transfers have continued
through periods of market stress without creating systemic risk. 17 For example, $4 trillion
in global merger and acquisition volume occurred in the asset management sector in
2009.18 Although this was an exceptionally turbulent time in the markets for such extensive
reorganizational changes among asset managers, these restructurings did not give rise to
financial stability concerns.19
In addition, authorities in FSB member jurisdictions have already made
considerable progress in developing and implementing reforms to mitigate operational
risks. In the United States for example, a robust regulatory infrastructure is provided by the
Investment Company Act and Investment Advisers Act along with regulations
promulgated by regulatory authorities.20
The Consultative Document also identifies a number of related “regulatory tools
and market practices,” such as “capital requirements for asset managers to cover
operational risk,” “regulatory requirements for asset managers to have business continuity
plans,” “supervisory tools to assess, monitor, and act on operational risks of asset
managers,” “use of transition managers,” and “firms’ internal risk management tools.”21
While the Consultative Document acknowledges certain of the “existing mitigants,” it
justifies its recommendation by observing that “there seem to be substantial differences
across jurisdictions in the availability of such tools and practices.”22 In light of our own
knowledge of such “existing mitigants” and the FSB’s uncertainty about the extent of their
variability among jurisdictions, we would recommend additional research on the adequacy
of existing risk controls and regulations prior to proceeding with further recommendations.
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Letter from Vanguard to Secretariat of the Fin. Stability Board, at 23 (Mar. 25, 2015),
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Redemption Restrictions
The Consultative Document identifies “liquidity mismatch between fund
investment assets and redemption terms” as a potential vulnerability of asset managers and
offers a series of related recommendations. We are concerned that Recommendations 4 and
5 could encourage local authorities to enhance and expand fund redemption restrictions in
their jurisdictions. We are especially concerned that Recommendation 8 could result in
local regulators mandating the use of redemption restrictions or the conditions thereof.
As the Committee has noted in the past,23 fund redemption restrictions such as
liquidity fees and redemption gates can have the unintended consequence of exacerbating
rather than mitigating financial instability. Indeed, the threat of such restrictions being
implemented during a crisis could cause investors to accelerate their withdrawals in an
attempt to redeem their shares before fees or gates are activated. This escalation of
withdrawals could then amplify instability and fuel contagion throughout the financial
system. This possibility has also been recognized by U.S. SEC Commissioner Kara Stein.24
Data also suggests that funds that are subject to redemption restrictions are less
attractive to investors.25 Mandatory redemption restrictions could thus have a chilling
effect on investment in the funds of FSB member jurisdictions. We believe that the FSB
should take a closer look at the potential impact of its recommendations that would promote
the use of fund redemption restrictions. This assessment should confront the potential risks
that these measures create in their own right. The FSB should then consider whether
Recommendations 4, 5, and 8 remain appropriate in light of these risks.
Role of Asset Owners
The Consultative Document focuses almost exclusively on the risks of third-party
asset managers.26 But importantly, asset owners, such as pension funds and SWFs, often
manage their own investments without the use of an outside asset manager.27 For example,
a 2014 McKinsey study shows that asset managers only manage a quarter of total financial
assets.28 A similar 2014 survey by PWC shows that third party asset managers only manage
See, e.g., Letter from Comm. on Capital Mkts. Reg. to Secretariat of the U.S. Secs. & Exch. Comm’n
(Sept. 17, 2013), http://capmktsreg.org/wp-content/uploads/2013/09/CCMR-comment-letter-on-SECMMF.pdf.
24
Statement of Commissioner Kara M. Stein, U.S. Securities & Exchange Commission (July 23, 2014),
https://www.sec.gov/News/PublicStmt/Detail/PublicStmt/1370542553868.
25
See, e.g., Editorial: The Money Fund Mistake, Wall St. J. (Aug. 15, 2016),
http://www.wsj.com/articles/the-money-fund-mistake-1471304637.
26
As detailed above, the FSB briefly addresses the risks of SWFs and pension funds in Annex 2 to
Consultative Document, but has chosen not to provide a more extensive analysis of their risks and related
recommendations at this time.
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about one-third of the total financial assets of pension funds, SWFs and certain other asset
owners.29
Unlike third party asset managers, asset owners that manage their own assets have
complete control over how those assets should be allocated.30 Therefore, the decisions of
asset owners, just like those of asset managers, can have implications for financial stability.
Indeed, the mass liquidation of assets or collective investment into similar asset classes can
be triggered by the actions of asset owners.
It is important to highlight the numerous reforms enacted since the financial crisis
that already address the risks associated with both asset managers and owners of assets. To
provide just a few examples, regulations now call for heightened capital for counterparty
exposures, central clearing for standardized over-the-counter (“OTC”) derivatives, margin
for OTC derivatives that are not cleared and increased transparency for OTC derivatives.31
While we agree that regulators should continue to examine the risks posed by the investing
community, this examination must take into consideration the significant progress that has
already been made. For each of the four identified structural vulnerabilities, the
Consultative Document provides an “overview of existing mitigants to address
vulnerabilities,” in which it touches on certain of the applicable reforms. However, in our
view the Consultative Document could explore the substance of these reforms and
appropriately value their benefits in more detail.
In addition, we believe that when considering the risks posed by asset managers, it
is important that the FSB consider asset managers in the context of an overall assessment
of the role of asset owners. That analysis should consider the vulnerabilities that these asset
owners may share with asset managers. For example, it is important to understand the
extent to which these asset owners also use leverage or participate in securities lending
activities. If asset owners engage in such activities, then the FSB’s focus on the activities
of third party asset managers without considering the activities of asset owners such as
SWFs, central bank foreign exchange reserves and pension funds could fail to meaningfully
reduce systemic risk.
A recent report released by the FSB, Bank of International Settlements and
International Monetary Fund, “Elements of Effective Macroprudential Policies: Lessons
from International Experience”32 (the “Joint Document”), mentions a sectoral approach
with regards to capital controls. 33 The Joint Document could be interpreted to suggest that
29

PWC, Asset Management 2020: A Brave New World, https://www.pwc.com/gx/en/assetmanagement/publications/pdfs/pwc-asset-management-2020-a-brave-new-world-final.pdf.
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Market Infrastructure Reform: Opportunities and Challenges (Nov. 21, 2013),
https://www.federalreserve.gov/newsevents/speech/powell20131121a.htm.
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Id. at 11.
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regulators consider applying capital controls in a selective manner. For example, this could
include mutual funds invested in emerging markets. Although it is possible that capital
controls can mitigate the risk of “hot” money flowing into and out of emerging markets,
their selective application to a specific subset of market participants would not address this
risk. Such capital controls would be unfair and ineffective. In order for capital controls to
be effective they must be applied equally to all market participants.
As a separate matter, it is also important to evaluate the distinct risks that SWFs,
forex reserves and pension funds may pose, because they are important investors in the
global financial system that are not well understood. It is difficult for the public to assess
these risks because disclosures about SWF and forex reserve asset holdings are limited.
These asset owners also require a distinct analysis because public actors are subject to
different incentives than are the private actors on which the Consultative Document
focuses. Below, we present informative data on the significance of SWFs, central bank
forex reserves, and certain public pension funds. We then consider how each of these asset
owners could pose systemic risk to the global financial system.
Sovereign Wealth Funds
SWFs are owned, created and managed by governments and have traditionally been
formed using a government’s proceeds from mineral wealth; today, they are commonly
created using other funding sources as well, such as the transfer of excess foreign
reserves.34 All SWFs invest in foreign financial assets, although their specific investment
strategies vary.35 Importantly, SWFs can provide benefits to both their own countries and
to the international markets. For example, they can promote domestic macroeconomic
stability and economic growth.36 This is facilitated by their professional management and
ability to generate higher returns than other public expenditures. Their use of long-term
investment strategies can also have a stabilizing effect on international markets during
periods of distress.37
There has been consistent growth in the global assets under management (“AUM”)
of SWFs since 2008, which stand at approximately $7.3 trillion as of June 2016.38 Figure
1 shows that more than $3 trillion in assets held by SWFs are by governments that export
hydrocarbon.

34

International Working Group of Sovereign Wealth Funds, Sovereign Wealth Funds: Generally Accepted
Principles and Practices, “Santiago Principles” 3, 27 (Oct. 2008), http://www.iwgswf.org/pubs/eng/santiagoprinciples.pdf (hereinafter, “Santiago Principles”).
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Figure 1: Global Sovereign Wealth Fund AUM (USD tn)39

Figure 2 shows the AUM attributable to the top 10 SWFs in the first half of 2015
and the first half of 2016. We find that the top 10 SWFs control approximately 78% of total
SWF AUM as of the first half of 2016.
Figure 2: Top Ten Sovereign Wealth Funds AUM (USD bn)40
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SWFs and Financial Stability
A key reason for SWFs’ significance to global financial stability is that they invest
heavily in foreign assets. Indeed, all SWFs invest at least partly in foreign financial
assets—by definition, a fund that invests only in domestic assets is not a SWF.41 And while
certain SWFs have shifted to incorporate some domestic investments into their traditionally
foreign-focused portfolios, their aggregate holdings remain heavily skewed towards
foreign assets.42 For example, approximately 94% of aggregate SWF direct investments in
2015 were foreign as opposed to domestic investments.43
As stated earlier, SWFs can provide important benefits to both domestic and
international economies and at times have a stabilizing effect on the markets. For example,
their ability to generate high returns can promote economic growth and stability in their
countries.44 Indeed, the international markets can also be bolstered by the success of SWFs
in countries with globally significant economies (e.g., China). SWFs can also offer
stabilizing features to domestic and international markets. As explained in the Santiago
Principles,45 “their ability in many circumstances to take a long-term view in their
investments and ride out business cycles brings important diversity to the global financial
markets, which can be extremely beneficial, particularly during periods of financial turmoil
or macroeconomic stress.”46
However, there are also ways in which SWFs could contribute to systemic risk. The
academic literature identifies two major sources of risk, both of which are driven by SWFs’
status as asset owners and their corresponding control over asset allocation decisions.
First, SWFs may make correlated investment decisions and follow each other into
or out of an investment or asset class, “resulting in excessive capital movement and price
and rate changes for the security concerned.”47 For example, a recent study shows a
growing investment preference among SWFs for so-called “safe” assets, particularly real
estate.48 In 2015, for instance, the study found that 57% of SWF investment value in 2015
41

See, e.g., Santiago Principles at 27.
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See Bernardo Bortolotti (Ed.), Bocconi University, The Sky Did Not Fall: Sovereign Wealth Fund Annual
Report 2015, at 20, 23 (hereinafter, Bocconi Report),
http://www.ifswf.org/sites/default/files/Publications/Bocconi%20SIL%202016%20Report.pdf; Bernardo
42

Page 10 of 19

went into “safe” assets, as opposed to just over 20% of SWF investments as recently as
2011. 49 Though there has not been a comprehensive quantitative study of correlated
investment decisions by SWFs, a 2013 IMF working paper notes that at least some
evidence shows that SWFs often engage in “trend chasing”, meaning they pursue assets
when the asset prices have moved higher.50
Second, the academic literature raises the possibility that during a crisis, SWFs
could liquidate assets in order to generate cash to intervene in the domestic economy. If
successful, their investment in domestic markets could help to prevent or control a crisis at
home. However, doing so could also further depress prices of the liquidated assets and
thereby exacerbate a crisis abroad. For instance, there is some evidence that during the
2007-2009 financial crisis, certain SWFs switched their investment horizon from long-term
to short-term and SWF assets were liquidated to help support countries’ domestic
economies.51
It is also possible that multiple SWFs could have to liquidate assets at the same
time, because the majority of SWFs rely on hydrocarbon assets such as oil and gas for their
funding.52 SWFs’ dependence on oil revenues is especially meaningful today because the
price of oil has recently dropped, causing certain SWFs to sell off assets. Indeed, experts
have estimated the oil price that represents a “fiscal breakeven point” for certain oildependent economies: when oil prices drop below this point, a country’s government must
make fiscal adjustments to satisfy its budgetary demands.53 For example, Saudi Arabia’s
estimated breakeven point is $103/barrel, Russia’s is $80/barrel, and the United Arab
Emirates’ is $75/barrel; in contrast, market prices have remained at or below roughly
$50/barrel throughout 2016.54 Given current and projected oil prices, it is likely that SWFs
will need to further sell assets in order to support government deficits and weakening
economies.55
Bortolotti, SIL, Bocconi University, The Sky Did Not Fall: Highlights of the SWF Annual Report 2015, at
9, 10 (June 30, 2016) (hereinafter, Bocconi Highlights),
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Finally, it is difficult to assess the potential impact of SWFs because of limited
public transparency regarding their investments. Indeed, only 1 of the 10 largest SWFs
fully discloses their holdings.56 We believe that the FSB should study the risks associated
with SWFs and corresponding policy alternatives in greater detail.
Foreign Exchange Reserves
Although both SWFs and foreign exchange reserves are managed by government
entities and hold foreign assets, they have different intended purposes: foreign exchange
reserves are assets in foreign currencies held by central banks to influence the value of a
country’s currency and back a country’s liabilities, and SWFs are generally held to earn a
return on investment.
In order to control the value of their currency, a central bank can buy or sell foreign
exchange reserve assets. For example, when a central bank intends to decrease the value of
an appreciating domestic currency, it will typically purchase foreign assets and expand its
foreign exchange reserve holdings. On the other hand, when a central bank intends to prop
up the value of a depreciating currency, its central bank is likely to sell off foreign assets.
As explained by the Bank of England’s Garreth Rule, “[f]oreign exchange reserves are a
prerequisite for a central bank being able to intervene to offset depreciation in the domestic
currency. The central bank will intervene by selling foreign assets in exchange for domestic
currency denominated assets. This has the joint impact of increasing the supply of foreign
assets and reducing the supply of domestic assets, which should offset depreciation
pressure.”57
Although there is limited transparency regarding the assets held by foreign
exchange reserves, the IMF collects anonymous data regarding the aggregate value of
global foreign exchange reserves. As shown below in Figure 3, the total value of foreign
exchange reserves is estimated to be approximately $11 trillion as of Q1 2016. Figure 3
also depicts the extraordinary growth in the aggregate global value of foreign exchange
reserves in the last two decades: the global total of foreign exchange reserves grew every
year from 1995 ($1.39 trillion) to 2013 ($11.68 trillion) and has plateaued at around $11
trillion since then.

Circumstances Have Changed in the Gulf, Bringing Ripple Effects, Fin. Times (Mar. 22, 2016),
http://www.ft.com/cms/s/0/ecf838cc-ef61-11e5-aff5-19b4e253664a.html#axzz4KjP8PyzV. Recent data
showing SWF withdrawals from asset managers may suggest that SWFs are already being tapped to
support floundering local economies. For example, the FT reports that Q1 2016 was the seventh
consecutive quarter in which SWFs had net outflows from asset managers, following on the withdrawal of
a record $46.5 billion from asset managers in 2015. Attracta Mooney, Sovereign Funds Continue to Pull
Billions from Asset Managers, Fin. Times (June 12, 2016), http://www.ft.com/cms/s/0/2cc5b58e-395311e6-a780-b48ed7b6126f.html#axzz4KjP8PyzV.
56
Preqin Report.
57
Garreth Rule, Bank of England, Centre for Central Banking Studies Handbook – No. 32: Understanding
the Central Bank Balance Sheet 15 (2015),
http://www.bankofengland.co.uk/education/Documents/ccbs/handbooks/pdf/ccbshb32.pdf.
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To put the size of foreign exchange reserves into context, Figure 3 compares the
total global AUM attributable to SWFs and hedge funds with foreign exchange reserves. It
shows that SWFs and hedge funds each constitute significant percentages of the global
value of foreign exchange reserves, at 60% and 25% of their size, respectively. The sheer
size of the staggering $11 trillion total in foreign exchange reserves suggests that asset sales
by foreign exchange reserves could impact the global financial system.
Figure 3: Global Forex Reserves, SWF AUM, and Hedge Fund AUM (USD tn)58
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Foreign Exchange Reserves and Financial Stability
As explained above, the large-scale purchase and sale of foreign exchange reserve
assets is a key mechanism by which central banks influence the value of their currencies.
Importantly, the management of reserves during a crisis can reduce the severity of a
domestic crisis by helping stabilize the value of their currency. Unfortunately, the
management of foreign exchange reserves can also exacerbate a crisis in foreign markets.
58

International Monetary Fund, Currency Composition of Official Foreign Exchange Reserves (COFER),
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In particular, reserve managers may choose to sell assets or withdraw deposits from foreign
banks in an attempt to shift this liquidity into their domestic economies or as part of a flight
to higher quality investments. For example, between December 2007 and March 2009,
central bank reserve managers withdrew over $500 billion of deposits and other
investments from the banking sector, including $170 billion out of bank deposits in a span
of only two months following the collapse of Lehman Brothers.59 These withdrawals could
contribute to bank runs.
Central bank reserve managers at Asian central banks are also believed to have
withdrawn funds from U.S. dollar money market funds after Lehman’s failure,60 and the
Central Bank of the Russian Federation sold all of its holdings in securities of Fannie Mae,
Freddie Mac and the Federal Home Loan Banks between the end of 2007 and January
2009.61 An IMF working paper noted that the withdrawal of investments in bank deposits
and agency securities by managers of foreign reserves put further pressure on the banking
sector during the crisis when other sources of funding dried up.62 While these withdrawals
were unavoidable in some instances because reserves were needed to support domestic
economies or currencies, the evidence suggests that in most countries the central banks
were shifting reserve investments in a flight to quality, not to intervene in currency
markets.63
Due to limited transparency surrounding foreign exchange reserves, there are only
theories as to why foreign exchange reserves may liquidate assets in a flight to quality
during a crisis. According to one theory, central banks rely on a risk control framework
that does not allow investments in debt securities with credit ratings below a certain level.64
Therefore, central banks may have withdrawn funds from deposit accounts or sold assets
in response to credit rating changes during the crisis.65 In a 2013 survey of reserve
managers, 80% of respondents answered that 80% of asset reallocation decision are
triggered by ratings downgrades.66
As explained by an IMF staff paper, foreign exchange reserves can also impact
global financial stability because actions taken by central bank reserve managers may be
seen as a signal about the soundness of a counterparty or issuer. An expansion in a central
bank’s holdings of certain foreign assets could therefore promote investment by other
market participants in related assets. However, the significant sale of a certain asset by a
59
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https://www.imf.org/external/pubs/ft/wp/2010/wp10150.pdf.
60
Robert N. McCauley & Jean-Francois Rigaudy, Managing Foreign Exchange Reserves in the Crisis and
After, BIS Paper No. 58, at 31, http://www.bis.org/publ/bppdf/bispap58b.pdf.
61
Id. at 33.
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Id. at 3, 10.
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Id. at 17.
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Id.
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Aideen Marahan & Christian Mulder, Survey of Reserve Managers: Lessons from the Crisis, IMF
Working Paper WP/13/99, at 4 (2013).
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central bank could be interpreted as negative signal about that asset’s issuer or
counterparty, potentially causing the mass liquidation of related assets or a run on an
institution.67 Central bank reserve managers are aware of this problem, as half of surveyed
reserve managers stated that in making investment decisions they considered the potential
signaling effects that their actions had on the markets in which they invest.68
A further concern is that actions by reserve managers crowding into one class of
assets could itself impact the asset class that they are crowding into. This is similar to
situations in which other asset owners make correlated investment decisions, which can
similarly distort asset prices. For example, an IMF staff working paper found that there is
a renewed focus by reserve managers on safe-haven assets. The paper notes that safe-haven
assets are scarce and that an effort by reserve managers to invest in such assets could drive
down yields, which can have unintended consequences.69 For example, low interest rates
could encourage investors to seek higher returns in riskier asset classes, potentially leading
to asset bubbles or otherwise increasing financial system risk.
Due to the very large size of countries’ foreign exchange reserves, it is possible that
significant adjustments in just one country’s foreign exchange reserve holdings could
impact the global financial system. As the country with both the greatest AUM in SWFs
and largest foreign exchange reserves (highlighted in Figure 4), China is an example of a
country that could impact the global financial system with its reserve management. And in
fact, there is evidence that China’s forex reserves have recently decreased in size, from $4
trillion in June 2014 to $3.23 trillion in January 2016, with slightly more recent data
suggesting that they are back up to roughly $3.5 trillion.70 Although the composition of
China’s foreign exchange reserves is confidential, it is believed that approximately 60%
are held in U.S. dollar denominated assets.71 There is also evidence that, similar to SWFs,
the size of foreign exchange reserves in countries that rely on oil revenues have recently
decreased. As with SWFs, it is possible that countries are tapping into these reserves to
fund other government expenditures. For example, as of early 2016, Saudi Arabia’s foreign
exchange reserves had dropped to $635 billion, representing a drop of over $100 billion
since mid-2015.72
We encourage the FSB to consider the potential impact of foreign exchange
reserves to global financial stability and related policy implications.
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Figure 4: Ten Countries with Largest Forex Reserves (USD bn)73

Pension Funds
Pension funds are another type of government asset owner that can impact global
financial stability. As the Consultative Document notes in Annex 2, “pension funds
generally have long-term investment horizons and make a positive contribution to financial
stability. They also generally have relatively low levels of liquidity transformation and
financial leverage. Nonetheless, pension funds can engage in activities that give rise to
vulnerabilities, in the event that liquidity or asset reallocation pressures may arise.”74
The two basic forms of pension funds are defined contribution plans (“DCPs”) and
defined benefit plans (“DBPs”).75 In DCPs, the formulas used to determine contributions
to the fund by the employer and employee are predetermined, but the future benefits paid
out to an employee are not fixed or guaranteed.76 When an employee retires, he is entitled
to the current value of the plan assets at that time, which will vary according to his
contributions and investment earnings.77 This structure ensures that a DCP will have
adequate assets to fund its payout obligations to participants. DCPs are also rarely subject
to withdrawals.78 In our view, these characteristics significantly limit the possibility that
DCPs could create systemic risk.
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In DBPs, the formula that determines the actual payout to beneficiaries is
established, and the employer bears the risk that it will not meet those obligations.79
Because DBPs make fixed future payout commitments, we believe that DBPs, particularly
public DBPs that are inadequately funded, are the subset of pension funds most likely to
contribute to systemic risk.
The size of unfunded public DBP liabilities is extraordinary. In the United States
alone, state and local government employee DBPs are estimated to have unfunded
liabilities in the range of $1 trillion to $3 trillion.80 Certain states stand out in this respect.
In 2013 for example, Pew data shows that California had roughly $170 billion in unfunded
state public pension obligations and Illinois had approximately $100 billion.81 Other states
are noteworthy for the ratio of their outstanding obligations that remain unfunded: the 2013
Pew data indicates that Kentucky’s pension obligations were only 44.2% funded and
Connecticut’s were just 48.4% funded.82 Puerto Rico, with $70 billion in debt and almost
$43 billion in unfunded pension liabilities, is another example.83 The public pension plans
of this United States territory have $2 billion in assets to support their $45 billion in
obligations, and are on track to fully deplete this $2 billion by 2019.84 Figure 5 shows the
value of unfunded public pension liabilities and percent of obligations that are funded for
the twenty states with the lowest percentage of their pension obligations funded.
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Figure 5: Top 20 States’ Unfunded Pension Obligations 85

The unfunded public pension obligations in the United States represents just a small
fraction of such liabilities globally. According to one study, unfunded or underfunded
public pension liabilities among just 20 OECD countries are estimated to equal $78
trillion,86 which is almost twice the reported national debt ($44 trillion) of those countries.87
Importantly, these contingent liabilities are not reflected on government balance sheets.88
The same study estimates average public sector pension liabilities at major OECD
economies to equal approximately 190% of GDP.89 In European countries with especially
robust pension systems, the ratio is greater--in France, Portugal, Italy, Spain, Germany,
and the UK, the public pension liability to GDP ratio is estimated to be greater than 300%.90
Unfunded public DBPs can have implications for global financial stability largely
because of counterparty risk. Counterparty risk is the possibility that parties to a
contractual arrangement, such as a multi-year swap contract, will default on their
obligations. Public DBPs may pose counterparty risk because the employer that has
committed to the fixed payouts is a government. Governments are very active contractual
counterparties, and their contracts and commitments typically have a global reach. As a
result, a government that is unable to meet its significant DBP liabilities would have to
default on its contracts and this default could have an effect on global financial stability.
In the Consultative Document, the FSB does not provide recommendations that
specifically pertain to unfunded public DBPs. We would encourage the FSB to take a closer
look at these funds and to consider related policy recommendations.
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Thank you very much for your consideration of our views. Should you have any
questions or concerns, please do not hesitate to contact the Committee’s Director, Prof. Hal
S. Scott (hscott@law.harvard.edu) or Executive Director of Research, John Gulliver
(jgulliver@capmktsreg.org) at your convenience.
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