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Sovereign Wealth Fund Investment in the U.S. – Just Warming Up?

Flush with dollar-denominated cash from booming commodities prices and trade
surpluses versus the United States, sovereign wealth funds (SWFs) – the investment arms of
resource-rich or export-heavy countries – have emerged as an important and growing force in the
U.S. equity investment and M&A markets in recent months. There have been nine major SWF
transactions in the U.S. since July, with the announcement last week of Abu Dhabi Investment
Authority’s $7.5 billion equity investment in Citigroup being perhaps the most notable example.
The recent SWF activity takes place in the shadow of the political failure of last year’s Dubai
Ports World affair, and the financial press has been quick to conclude that SWFs and other foreign
investors have, of political necessity, settled on a common blueprint for U.S. investment: buy
small stakes, do not seek board rights or control, and avoid certain sensitive sectors.

But, in fact, the recent transactions exhibit significant variation and financial
sophistication, ranging from structured minority-no-governance equity infusions (Citigroup,
Advanced Micro Devices) to pre-IPO investments (Blackstone, Och-Ziff) to strategic joint
venture investments (Bear Stearns, MGM Mirage) to full acquisitions (Barneys). We view the
recent activity not as having reached a settled plateau, but as early-stage experimentation by
SWFs testing the boundaries of economically and politically feasible transaction structures. These 
transactions should pave the way for more frequent and larger investments in the coming years as
overseas accumulations of commodities profits and foreign exchange reserves are deployed in
search of higher returns. 

This memorandum gives some basic background on SWFs, discusses the political
response to SWF activity, and identifies some key issues to be considered by U.S. firms in dealing
with these funds.

“Sovereign Wealth” Funds. Sovereign wealth funds are private equity investment
vehicles established by countries such as Abu Dhabi, China, Dubai, Kuwait, Norway, Qatar,
Russia and Singapore to invest a portion of their excess foreign exchange reserves in search of
higher returns than are typically earned on official reserves (which are generally invested in safe,
low return instruments such as U.S. treasuries). These funds are managed separately from other
government assets and state-owned enterprises, but remain subject to government control and lack
transparency. SWFs are believed to be largely dollar-denominated. For this reason, and to avoid
currency conversion losses due to the weak dollar, SWFs are assumed to be highly motivated to
invest in the United States. According to published estimates, SWFs manage nearly $2.5 trillion
today, and the amounts are expected to grow rapidly over the next several years. Abu Dhabi
(currently the largest) and China (expected to become the largest within a few years), for example,
are believed to have $875 billion and $200 billion, respectively, in SWFs.  

What Have They Done Recently? The recent spate of transactions reveal SWFs to
be flexible investors able to execute sophisticated transactions across a wide range of industries.
SWF investments in 2007 have included banks and securities firms (Abu Dhabi Investment
Authority’s $7.5 billion equity injection into Citibank; China’s Citic Securities’ $1 billion
investment and joint venture with Bear Stearns), private equity firms (China’s $3 billion pre-IPO
investment in Blackstone; Abu Dhabi’s $1.35 billion investment in The Carlyle Group) and hedge
funds (Dubai’s $1.3 billion pre-IPO investment in Och-Ziff). In other sectors, one Abu Dhabi
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affiliate prevailed in a bidding contest for Barney’s after its original deal was topped by a rival
bidder, and another Abu Dhabi affiliate purchased an 8% interest in chipmaker Advanced Micro
Devices. Dubai affiliates meanwhile bought a minority stake in Sony and made a combined
investment and joint venture with MGM Mirage, financing 50% of a large project on the Las
Vegas Strip and purchasing parent company stock through a combined private stock purchase and
tender offer. Borse Dubai (affiliated with the government of Dubai) agreed to purchase 19.9% of
Nasdaq as well as Nasdaq’s 28% stake in the London Stock Exchange, in the process providing
the financing for Nasdaq’s bid to acquire OMX.

Is There Cause for Concern? Are There Countervailing Benefits? Because SWFs
invest for the benefit of sovereign governments, commentators and politicians (including
Senators, U.S. Treasury officials and the SEC Chairman) have expressed concern that these funds
may in some cases be managed to achieve political or strategic goals, rather than for pure business
purposes. If so, SWF activity may undermine confidence in or distort global capital markets.

Of greater significance are the perceived threats to national security or to strategic
industries. Government-backed investment may focus on strategic sectors and attempt to leverage
accumulated wealth to gain sensitive technologies or scarce resources or increase their
international influence, any of which may threaten the national security of the target country. In
addition, sovereign wealth investment may fuel reactionary or protectionist sentiment that in turn
may lead to the erection of new barriers to cross-border capital flows or international trade.
Indeed, Treasury Department officials have stated that this is the primary SWF-related concern.

At the same time, SWFs may offer a number of countervailing benefits, including
long-term investment horizons and substantial tolerance for risk, absence of leverage, a stable
capital base not subject to withdrawals, distributions or capital calls or other forms of “flight risk”,
a perceived willingness to accept no- or low-governance arrangements and, as several recent
financial-sector investments have illustrated, an ability to move quickly and in very large amounts
as a source of liquidity for companies facing crisis or distress.

U.S. Political and Legal Response. In July, Congress passed the Foreign
Investment and National Security Act of 2007, tightening the Committee on Foreign Investment
in the United States (CFIUS) review and investigation process and codifying other U.S. regulatory
practices relating to the review of acquisitions of U.S. businesses by foreigners. This legislation
did not, however, materially increase the regulatory burdens on transactions involving foreign
acquirors, and has not deterred SWF activity in the U.S. Nine of the ten most significant SWF
transactions in the U.S. this year took place after its passage. Nevertheless, its passage
highlighted the U.S. government’s commitment to continuing close scrutiny of foreign investment
in critical U.S. industries, and more specifically the desire not to suffer a repeat of the political
embarrassment of the Dubai Ports World affair.

The SWF phenomenon is being actively monitored by the U.S. Treasury
department, where officials appear eager to head off a new wave of investment protectionism
triggered by poorly-understood SWF activities. To address this concern, Treasury Secretary
Paulson is pressing the international community, through the International Monetary Fund, to
develop a code of “best practices” for SWFs that would address issues of transparency and
mitigation of systemic risk and “help demonstrate to critics that SWFs can be constructive,
responsible participants in the international financial system.” In addition, the Treasury
department is pressing the Organization for Economic Co-operation and Development of best
practices for countries experiencing inflows of such investments. In short, the current
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administration appears encouraging of SWF investment in the U.S., but SWFs and the companies
in which they invest would do well to proceed with sensitivity to political concerns and with as
much transparency as possible.

Advice for Companies Considering a Sovereign Wealth Investment. When
evaluating a possible SWF investment, companies should consider critical structure and process
points as early as possible, including:

• Type of security. Precedents have included common stock, convertible
preferred stock and variants that involve either more complex securities or
combinations with other assets and joint venture interests.

• Opportunities for joint venturing or strategic cooperation. Would an alliance
with the investing country’s government open up new opportunities or allow
for faster entry into the host country’s market? Does the investing government
own operating businesses that may benefit from partnership with the U.S.
investee firm?

• Lock-up and/or standstill. Considerations include a variety of transfer
restrictions, such as the duration of any lock-up on the sale of securities
purchased and registration rights to facilitate permitted resales, and prohibitions
against acquiring further securities beyond a specified threshold for some
period of time.

• On-going governance rights. Will the investor have a voice in the board room?
Veto rights? Affirmative control? Specially targeted rights, possibly triggered
by the achievement or non-achievement of specified operating or financial
return metrics?

• Jurisdiction and Enforceability. Enforcing a contract and gaining proper
jurisdiction over a sovereign or government-controlled investor raises a number
of complicated issues. Care should be taken to ensure that the U.S. investee
company will have real recourse in the event of dispute.

• Need for shareholder approval. Transaction structures involving the issuance
of too much common equity (generally, 20% or more of the pre-issuance
outstanding stock) will trigger shareholder approval requirements that may in
some cases be difficult to obtain.

• Political approvals and CFIUS review. In light of the enhanced CFIUS review
process, active interest of the senior officials at the SEC and U.S. Treasury, and
lingering memories of the Dubai Ports World affair, parties will need to plan
and structure carefully in order to ensure the transaction is well received in both
the formal regulatory review process and in the court of public perception.
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