CESD RECOMMENDATIONS ON IMPROVEMENT OF SOFAZ PERFORMANCE

CESD believe the Oil Fund needs improvements, including but not limited to those listed below, in some areas of action: 

· to develop a long-term investment strategy which shall include the size of assets to impact each asset type as well as their geographical distribution. Namely, it is necessary to define a strategy benchmark portfolio.  Notably, the existing Investment  Policy fails to reflect the said 

· It should be mentioned that the current Investment guide fails to provide the stated divisions. Moreover, in addition to securities with lower risks and higher liquidity, the weights of corporate yields and bonds should be increased in the Fund’s investment portfolio in order to improve the profitability of the Fund’s investment portfolio. Despite the fact that equity portfolio has higher risks, that can considerably impact on the Fund’s profitability in the long-term perspective. At present, investments are made to purchase securities abroad, particularly US securities. The rate of profitability of these securities is low enough. 

· Relationships between the State Budget and the State Oil Fund should be reviewed again. In general, one of the most debatable topics in oil-rich countries is the relationship between oil revenues and the state budget. The following diagrams describe the amounts of transfers from the Fund to the state budget and the share of these transfers in the Fund’s total revenues during 2003-2008.

· The directions of allocations show that social expenditures gain priority after the transfers to the state budget. Although it is possible to find cases of using oil revenues for social purposes in international practice, the experience of the leading oil producing countries, particularly that of Norway, proves that spending revenues in such a way is not so desirable. That is, according to some experts, since spending oil revenues for social purposes is of lower sustainable positive effects, it is recommended to allocate these revenues more to such areas as making long-term dividends. 

· It is desirable to include ethical principles in investment principles, as the Norwegian government does. 

· In order to increase the profitability of investments, active investment policy should be made through regularly analyzing the situation in financial markets.

· The losses the Fund faced during the re-valuation of its currency assets urge to apply flexible currency policy. It should be reminded that the Fund was exposed by 650 million AZN loss as a result of the currency changes in 2008. 

· To minimize the inflation effects of the Funds financial assets and to protect the non-oil sector of economy, it is desirable to invest abroad at the initial stage.

· The dominance of lower risk bonds in the investment portfolio of the Fund in recent years proves passive management. However, the Fund can make higher results as a consequence of active management, as in the case of Norway. That is, the Norges Bank’s analysis finds out that the increase in total risk of the portfolio is often lower than the increase in the expected profitability.

· The criteria to select the Fund’s foreign partners should be specified. This is of a great importance with regard to both the Fund’s financial performance and prestige as an institutional investor. As an example it should be mentioned that the tax scandal between the US government and UBS AG, one of the major partners of the Fund had a significant impact on the financial situation of the institution. Moreover, UBS AG and Credit Swiss are among the banks affected by the financial crisis most. Hence, their net losses in 2008 were 13.09 and 5.45 billion Euro respectively. Experts think that this financial crisis and some scandals harmed the image of the financial system of the Switzerland. The net revenue of BNP Paribas, the SOFAZ’s French partner, decreased by 61% during the year. Additionally, the Fund involved three foreign managers to manage its financial assets. Here includes Clariden Leu, which is included in Credit Swiss group, Deutsche Asset Management, which is included in Deutsche Bank and World Bank. Based on the information as of the end of 2007, the share of financial assets given for the management of the foreign managers contains 9.8% in the total portfolio of the Fund.

