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Western Policies Towards Sovereign Wealth Fund Equity I nvestments:
A Comparison of the UK, the EU and the US
Abstract

This policy brief examines how Western nations oesbto investment by sovereign
wealth funds (SWFs). It sets out two polar posgion such investment: that it is an
issue of national security, as it presents impomdangers for Western countries; or that
it is an economic governance issue, in which SWistment can be beneficial to
Western countries or its problems have been greatiggerated. The paper then
compares the policies of the UK, EU and US towaalsty investment in company
equities. The EU and UK have treated SWF equitgstment as a matter of free trade
and movement of capital, and imposed few speatrictions; indeed, they have often
accepted and welcomed SWF equity investment. Oottier hand, the US has often
seen strong debates about whether SWF investmaritae trade or a national security
issue, and has imposed much stronger legislativatorong and restrictions.

1. INTRODUCTION

Sovereign wealth funds (SWFs) have grown rapidigeithe early 1990s, becoming
numerous and significant investors in world marké&teey raise at least three sets of
questions: why have SWFs been created? How doojherate? How do Western nations
respond to investment by SWFs?

This policy brief examines the third question. hArtpcular, it looks at policies towards
SWEF investment in company equities. Such investnsdmécoming ever more important
because of the size and number of SWFs and theasiag financing needs of Western
companies. The present paper compares policiesegnthtory frameworks in three
jurisdictions: the UK, the EU and the US. Althouglere are popular conceptions of ‘Fortress
Europe’, the paper finds that, on the contrary,Ebhleand UK have treated SWF equity
investment as a matter of free trade and movenfergpital, and imposed few specific
restrictions; indeed, they have often acceptedvwaidomed SWF equity investment. On the
other hand, the US has often seen strong debabes @hether SWF investment is a free trade
or a national security issue, and has imposed ratrohger legislative monitoring and
restrictions.

The paper begins with a short summary of two pteitions concerning SWF
investment, and then looks at the UK, EU and Utiin. For each it examines three elements:
how the issue of SWF equity investment is genedglyned by policy makers; the policy
instruments used to regulate SWF investment; amaverall policy adopted. The conclusion

This paper forms part of a research project on peaa and US policies towards inward investment fiioen
Gulf in strategic industries, supported by the Kitwaundation for the Advancement of Scienqa®ject
number 2010-1103-03 he views expressed in the paper are solely tbbdee author.



then compares the three jurisdictions. The purpbsiee paper is to analyse what policies

have been adopted.

2. TWO POLAR VIEWSOF SWF EQUITY INVESTMENT
Sharply differing alternative conceptions of theuis of SWF investment exist in both the
academic literature and policy debates. Two pataitpns can be distinguished. One is that
SWF inward investment is an issue of national ggcuas it presents important dangers for
Western countries (e.g. Slawotsky 2008/9; for aemranced view see Backer 2010). It is
argued that as state-owned entities, SWFs card&sions on political rather than
commercial grounds. This is dangerous because B@ys are based in non-democratic
states, often in unstable regions of the world, lank transparency and accountability. SWFs
may gain influence over strategic firms and sectamsgl enjoy access to sensitive information
and technology that may be transferred back tadgorstate owners and then misused. Since
SWEF investment is judged in national security terpudicies must safeguard national
interests, and strong legal restrictions are needed

The alternative polar view is that SWFs are andssfiueconomic governance and that
SWEF equity investment can be beneficial to Westeumtries or that its problems have been
greatly exaggerated (Truman 2010; Drezner 200&hgier 2009; Xu 2009). Proponents argue
that SWFs are small relative to global financiakke#s and to other actors such as banks, and
in any case do not constitute a single cohereot agince they are diverse in terms of size,
purposes, legal basis, governance and national bseover, several SWFs have features in
common with other state-owned and private investriwards, such as pension funds, which
have long been accepted as part of the financ&ésy. Indeed, several empirical studies
argue that SWFs are in fact long-term investorsrdn@ly take controlling stakes (Bortolotti
et al. 2009); cf. Ainina and Mohan 2010). Far frpasing a uniform threat, SWF investment
in the West can offset global financial and ecorombalances (including trade deficits,
notably those of Western countries such as thendS ) as they ‘recycle’ surpluses,
especially those arising from commodity booms sagbil price rises, avoiding harmful
global loss of demand. In so far as SWF investmpose dangers, these can be prevented or
mitigated by regulatory measures (Rose 2008). Timedede codes of conduct on their
internal governance and behaviour, such as thdigmnPrinciples’ drawn up by an
international working group on SWFs (IWG 2008), idevranging set of general principles
that many SWFs have accepted, or suggestions Wiktshare voting rights could be limited
or special dispute resolution mechanisms be estedalivia the World Trade Organization or
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the Organization for Economic Cooperation and Dgwelent (Gilson and Milhaupt 2008;
Cohen 2009).

Of course many trade-offs, mixtures and varianthe$e two polar views exist in
practice (examined in e.g. Cohen 2009). But thégraf good initial guide to assessing policy

responses to SWFs.

2.1. UK regulatory frameworks and policies

SWEF equity investments in the UK have been numeitiaakiding SWFs from outside

Europe, notably from the Gulf. Table 1 sets ouestments by the fifteen largest SWFs in UK
and US firms. These investments might have beeaat&g to result in serious debates about
whether protectionist policies and instruments wezeded. Yet UK policy makers have
defined SWF investment as economic governance,igstiethe policy choice as being
between ‘free trade’ or ‘protectionism’. They hdagoured the former, arguing that it is in
the national interest to attract SWF inward invesitrbecause it aids British firms and
production.

Both Labour and Conservative governments havetegjenew legal controls based on
overseas state ownership. On the contrary, legdtas over mergers and takeovers were
reduced under the 2002 Enterprise Act. Previousigisters could refer a merger or takeover
to an independent regulatory agency, the MonopalesMergers Commission (MMC, now
called the Competition Commission); if the Comnossjudged that it was ‘against the public
interest’, ministers could block the takeover orgee. However, the 2002 Act reduced this
power and today ministers can only order such aestigation on much narrower grounds,
notably a potential threat to national securitydragluralism or financial stability.

Instead of legal restrictions, UK policy makers é&ought an institutional framework
based on voluntary ‘soft law’ instruments to proteompetitive markets’. Thus a report on
corporate governance in the financial sector bgracs banker (Sir David Walker)
recommended that SWFs should be subject to the B&me®de of conduct for corporate
governance as private equity firms (Walker 2008pnemendation 21). However, the main
focus of regulatory attention has been throughmalty international agreements, notably the
‘Santiago Principles’. In terms of UK law, SWFs aw treated differently from privately
owned firms.

UK policy makers have generally pursued a policgafepting and indeed welcoming
SWEF equity investment. They have not interveneal series of high-profile equity
investments by SWFs. Thus, for instance, the Qatestment Authority bought a significant
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Table 1. Publicly known equity purchases in the US and UKhieyfifteen largest SWFs

Country Fund name Assets ininception Origin Deals Deals
USs$ US as of UK as of
billion 2012 2012
(no.) (no.)
United Arab Abu Dhabi Investment 627.0 1976 Qil 5 119
Emirates Authority
Norway Government Pension 611.0 1990 Oill 1,257 436
Fund Global
China SAFE Investment 567.9 1997 Non- n.a. n.a.
Company commodity
Saudi SAMA Foreign Holdings 532.8n.a. Qil n.a. 28
Arabia
China China Investment 439.6 2007 Non- 7 5
Corporation commodity
Kuwait Kuwait Investment 296.0 1953 Oill 4 129
Authority/Kuwait
Investment Office
China - Hong Kong Monetary 293.3 1993 Non- n.a. n.a.
Hong Kong Authority Investment commodity
Portfolio
Singapore Government Investment  247.5 1981 Non- 7 29
Corporation commodity
Singapore Temasek Holdings 157.2974 Non- 158 1
commodity
Russia National Welfare Fund 149.2008 Qil n.a. n.a.
China National Social Security 134.5 2000 Non- n.a. n.a.
Fund commodity
Qatar Qatar Investment 85.0 2005 Oil/gas 2 15
Authority
Australia Future Fund 73.02004 Non- n.a. n.a.
commodity
United Arab Investment Corporation 70.0 2006 Qil 4 7
Emirates of Dubai
Libya Libyan Investment 65.0 2006 ol 10 8
Authority
Total 1,454 777
Total 197 341
excluding
Norway

SourcesThomson ONE Banker (2012), Sovereign Wealth FiNelss.com (2009), Libyan Investment
Authority Report (2010), SDC Platinum (2012). RepoMonitor Group, Reuters, Bloombeklyall Street
Journal

stake (7 per cent) in the large British bank Baygland a major stake in the London Stock
Exchange. In 2011, the Abu Dhabi Investment Autigddok a significant stake in one of
Britain’s largest water suppliers, Thames Watdtpwed by the China Investment

Corporation in 2012. SWFs have also bought sharésmns that enjoy high public support in
4



Britain and are linked to national ‘identity’. Thtige Investment Corporation of Dubai bought
Madame Tussauds in 2007, while the Qatar Investietitority bought Harrods in 2010. In
banking, UK policy makers have seen SWFs as welquotential purchasers of government
shares bought as part of rescue packages in the-20hancial crisis, notably in the Royal
Bank of Scotland.

The only major exception to this policy of accegtBWF equity investment came in
1988, when the UK government referred the purchggbe Kuwait Investment Authority
(KIA) of a substantial stake (22 per cent) in tilecompany BP to the MMC. The MMC
reported that the purchase was likely to be ‘agdimvespublic interest’, mostly on grounds of
national security and potential conflicts of inwrbetween the UK and the KIA, because
Kuwait is a sovereign state with its own broadrests which it might pursue through its
stake, especially given the strategic importanagloHowever, analysis of this exceptional
case reveals a key difference from debates af@d,a2tamely that the government treated it as
a national security issue rather than an econoovermance one. Indeed, there has been no

similar case involving SWFs since then in the UK.

2.2. EU regulatory frameworks and policies

The EU might also be expected to have sought céstis on SWF equity investment,
especially given ‘statist’ traditions in certain miger states and indeed legislation or
discussion of legislation in major member stdtelmwever, British policy makers and
businesses have argued for an ‘open Europe’ anosepmew EU controls, presented as
leading to a ‘Fortress Europe’. In 2007-8, the tbleancellor, Alistair Darling, specifically
rejected the idea of even a ‘vetting’ process MfFSinvestments, while within the European
Commission the then trade commissioner, Peter Maodda former Labour minister who
later returned to Gordon Brown’s government asrmss secretary), opposed new EU
controls and instead sought an EU voluntary codmntiuct.

The European Commission issued a CommunicatiddWks in 2008. It largely
treated SWF equity investment as a question of@oangovernance and especially of free
trade and the Single European Market. Althoughlpressed concerns that SWFs may lack
transparency and might use their investments folseother than maximising return’ and

‘unduly pursue political advantages’ (European Cassion 2008), it also pointed out that

! For instance, in France, with the Décret no. 20039 du 30 décembre 2005 réglementant les relations
financiéres avec I'étranger et portant applicatieriarticle L. 151-3 du code monétaire et finanaiehich
regulates foreign non-EU investment in ‘sensitisecttors, or the German Foreign Trade and Paymenta094
(Aussenwirtschaftsgesetz) and an 18 April 2009 aimemt, Dreizehntes Gesetz zur Anderung des
AuRenwirtschaftsgesetzes und der AuRenwirtschafissieung, that also regulates non-EU investments.
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thus far, SWFs have been portfolio investors. Mogtortantly, it set out what it regards as
the most relevant EU laws. One is Article 63 of Tmeaty on the Functioning of the European
Union (TFEU), which prohibits ‘all restrictions dhe movement of capital between member
states and between member states and third calinttiis noteworthy that this Article
extends free capital movement to non-EU counteed,that the European Court of Justice
has a wide definition of capital movements, inchgdportfolio investments and ‘direct
investments’. The other is Article 49 of the TFEAhich allows freedom of establishment
throughout the EU. The Commission expressed coratasat the danger that ‘an
uncoordinated series of responses [by member ptadesd fragment the internal market’ and
underlined the point that ‘one of the main goal&bftrade policy is to open third country
markers to EU investors ... these efforts would beendlifficult if the EU was seen as
imposing barriers within the EU’. Investment by S¥Wkas a global issue and so a
multilateral approach was needed.
In the light of its analysis, the Communicatioh @et five principles:
e acommitment to an open investment environmentderto avoid protectionist
attitudes;
» to support international organizations in openatjak with SWFs, and to create
multilateral legal framework for SWF investments;
* to use existing legal instruments to regulate SWFs;
* to avoid measures that breach international andaitJand
e to ensure the proportionality and transparencyngfraeasures taken by EU member
states.
Thus the EU has avoided restrictions specific toFS\&nd instead seen regulation of their
investments as a matter of economic governanaehich it supports free trade and
multilateralism. In so far as it has concerns, ¢he® centred on ensuring ‘good governance’
by SWFs, notably by assessitfig degree of possible political interference eirtloperation,
and then by measuresch as the allocation and clear separation obrespilities in the
management body, the preparation and publicati@nahvestment strategy and the existence
of operational autonomy, and ensuring transpareseihatactivities can be monitored to

ensure that they do not deviate from their statgdatives.

2.3. US regulatory frameworks and policies
Investment by SWFs in US companies became a majiicpl issue in the 2000s. Table 1
above sets out major examples, and suggests thied imthe UK, many SWF investments
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have been made from Norway and Singapore. Nevedsgin contrast to the case in Britain,
the definition of the issue — notably whether SW¥estment was a national security issue
(both defence and wider economic security) or @amemic governance one — has been highly
contested. Often the presidency has argued fdatte, presenting the issue as one of free
trade, which was advantageous for the US, notaislgiployment, versus restrictions that
would constitute damaging protectionism, riskinaliation by other countries and with
negative effects for foreign policy (Kimmitt 200Bush 2007). In contrast, many members of
Congress (both Democrats and Republicans) havied&VF inward investment as a
question of national security and presented SWHReragn government agents (e.g. Dodd
2008). However, their definition of national setymwent beyond defence to encompass forms
of ‘economic security’, notably protecting ‘strategectors and technologies’ from control by
foreign governments, which they claimed could altoansfers of confidential knowledge and
expertise to hostile powers and could be linkedde-commercial issues, since foreign
governments were not subject to ‘market discipline’

The contending views of SWF investment have playgdn debates about legislation
and in reactions to individual SWF equity purchas&mngress sought greater controls on
SWF investment, while the executive sought to litlése and ensure that it had discretion
about whether to investigate or restrict SWF investt.

Since 1975, foreign equity investment has beenreaMey the Committee on Foreign
Investment in the United States (CFIUS), compodeajency heads and chaired by the
Treasury Department. It was designed to monitorsmaes investment in the US and was
progressively strengthened in the 1980s and 1980stly due to Congressional initiatives
arising from debates about overseas takeovers dirtdS in the defence and high technology
sectors: Nevertheless, notification to CFIUS is voluntaapd CFIUS can decide whether to
launch a full investigation, or whether to concluni®rmal ‘mitigation’ agreements with the
parties to meet national security concerns. Prabibrequires ‘credible evidence’ and the
lack of other legal avenues to protect nationaliggc Moreover, CFIUS was traditionally
dominated by the Treasury and made little usesdbitmal powers.Thus between 1997 and

% The Exon-Florio Amendment of 1988 empowered thesiglent to suspend or prohibit foreign mergers or
acquisitions when ‘such control threaten[s] to impational security’. Then the Byrd Amendment 803
required the president to review any attempted eresgacquisition by ‘an entity controlled by otiag on
behalf of a foreign government ... that could affdset security of the United States’, which includeatential
effects’ on US overseas defence sales and on thedhBological advantage.. For analyses, see Y({R0Q8:
46-47) and Weimer (2008/9).

% Although it engaged inconsiderable informal disioiss and the threat of its interventions may hiaffeenced
overseas investment.



2004, there were 470 notifications but only eigivieistigations, of which six led to
withdrawal, leaving only two presidential decisiq@&AO 2005: 14-18).

Debates about foreign equity purchases grew, howevehe 2000s. Unlike earlier
debates, they were more explicitly focused on statard equity investment, including by
SWFs (cf. Rose 2008). Two purchases caused paiticahtroversy after 2000. One was the
attempt in 2005 by the Chinese state-owned enangypany CNOOC to buy a US oail
company, Unocal, which was met with a Congressiogsdlution urging President Bush to
block the purchase on grounds of national sec(ibung 2008). There was great concern
that Chinese state companies had expanded intemaflyi and could buy strategic US assets
in key industries such as energy, which might themised for political aims. In the face of the
political reaction, CNOOC withdrew its bid. The ettwas the purchase in 2006 of five US
ports, including New York Port Authority, by Dubaorts World (DP World), itself owned by
a SWF, Dubai World.

The ‘Dubai ports case’ is important both for itéeefs on later legislation and in
illustrating the conflicting definitions of SWF iegstment. The five ports were already foreign
owned, being part of the British firm P&O, which sMaought by DP World. The parties chose
to notify CFIUS, which conducted an investigatiattbbefore and after the formal
notification (see Young 2008 for details). CFIUSmirers met DP World, and negotiated
formal letters of guarantee concerning securitytengt The Bush administration accepted the
purchase in January 2006 and indeed defendedtérnms of Dubai’s being a US ally in the
Middle East and also of advantages for employméettthere was a Congressional outcry,
from both Democrats and Republicans, on grouna&tdnal security. They argued that a
foreign government entity should not operate USspavhich were presented as ‘critical
infrastructure’, and underlined the risks from Mildle East. The issue gained public
attention, and an opinion poll question by CBS Nethwswed 70 per cent of respondents
believed the US should not allow a United Arab Etgis SWF to buy US ports. Buoyed by
such support, the House Appropriations Committeaed/by sixty-two to two to force DP
World to give up its purchase. Although the purehass defended by the Bush
administration and reported significant safeguands control were offered by DP Worid,
Congressional opposition continued and DP Worl@agto sell off the ports.

These CNOOC and DP World episodes sparked majogr€ssional debate centred
on possible threats to national security and radenation of controls over foreign

* E.g. giving the Department of Homeland Securitight to veto the choice of senior executives pra@mise
that a super-majority of directors would be USzeitis.
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investments in US companies, especially by SWFsstatd-owned entities. They led to the
House and Senate passing bills in 2006—7 that betaen2007 Foreign Investment and
National Security Act (FINSA; Young 2008).

FINSA greatly strengthened regulation by CFIUSmetard investment, especially for
state-owned entities such as SWFs. It requiredlbdl€vestigation of ‘foreign government-
controlled’ covered transactioAghis is automatic unless the initial review ledebgenior
official decides that the transaction will not inpdS national security.This automaticity
differs from other transactions involving only pately owned parties, for which the launch of
an investigation requires that the transactionlg¢ampair national security’. The 2008
Treasury Rules made clear that transactions cdedirbly foreign governments are covered
‘regardless of whether the transaction has a pwatymercial and market-driven basis’, even
if the entities operate on a commercial basis ercantrolled only indirectly by a foreign
government (Treasury, Department of the, 2008: 807This suggests that SWFs widely
defined (i.e. including those owned and operateatrats length from governments) are
caught by FINSA.

FINSA (Section 4, amending Section 721 (f) of t8&Q Act) added new criteria for
whether a transaction affected national security/t@nce whether it can be suspended or
prohibited. One was whether it is ‘a foreign goweemt-controlled transaction’. Another was
‘the potential national security-effects on Unit&tes critical infrastructure, including major
energy assets’ and ‘critical technologies’. Thessets and technologies were broadly defined;
for example, the former referred to physical otuat systems or assets whose ‘incapacity or
destruction ... would have a debilitating impact @tional security’. A further factor was
whether the overseas country adhered to arms ¢@greements and its relationship with the
US relative to counter-terrorism efforts.

®> The bills were followed by a 2008 Executive Ordad government regulations (Treasury, Departmetitef
2008).

® FINSA Section 2, amending Section 721 of the DeéeRroduction Act of 1950; ‘covered transactions’,
building on previous legislation, are defined assthin which a foreign person gains control of aduSiness
engaged in interstate commerce through a ‘mergeguisition or takeover’.

" The decision must involve both the DepartmenhefTreasury and the lead agency in the review artdken
by a deputy secretary or above.

8 ‘Control’ is a key concept for FINSA, as it affedioth whether a transaction is covered and wheihentity is
a foreign government or foreign-controlled one, ibutot defined in the Act. However, Treasury raegiohs
(Treasury, Department of the, 2008) make it clbat there are no ‘bright lines’, and instead divant factors
are considered together. The size of the sharaiwhiid whether board seats are held are relevanbbu
conclusive. Conversely, if a foreign entity or mer®wns less than 10 per cent of the voting shamdsdoes so
‘solely for the purpose of passive investment’' ntitemay lack control and hence its transaction fadlyoutside
FINSA. The latter seems quite difficult to prove foparty and hence allows CFIUS much scope fardehing
that the transaction is covered.



Overall, FINSA has increased the statutory posséslfor CFIUS investigations and
restrictions. The legislation has broadened theepinof security to include aspects of
economic security, linked to state ownership, tatire of that state and the importance of the

asset being purchased.

3. CONCLUSION

Comparison of the UK, the EU and the US indicaiéferthg policies towards SWF equity
investments. The present paper has focused onlbpeliaies and regulatory frameworks —
regulatory decisions vary across individual caaaed,informal discussions can also be very
important. Nevertheless, the formal rules set méwaork for decision making. Using the two
polar views set out initially, we see that the Ukddahe EU have generally treated SWF
investments as a question of economic governamnckth&n seen the choice as being between
free trade and protectionism. Both have favoureddhmer, and as such, have not instituted
specific legal restrictions on SWFs. Instead, thaye favoured ‘soft law’ such as codes of
conduct and transparency requirements. Overal, lhge accepted and sometimes welcomed
SWEF equity investment. In contrast, the naturdnefSWF issue has been contested within the
US, notably between the presidency and Congressfofimer has presented it in a similar
manner to those of the UK and EU, but the latterdrgued that it is a national security

matter. As a result, Congress has greatly strengthkegal restrictions on equity investment,
especially by state-owned bodies such as SWFdreattd some SWF investments with

suspicion. Table 2 compares the three jurisdictions

Table 2. A comparison of the UK, EU and US approaches to $@ifity investment

UK EU us
Definition of issue of  Free trade Free trade and single Contested between free
SWEF equity investment European market trade and national
security
Policy instruments to  No specific legal No specific legal Legal framework:
regulate SWF equity  restrictions; preference restrictions; preference FINSA 2007 and
investment for codes and soft law for codes and soft law CFIUS
Overall policy Welcome most SWF  Accept SWF Contested between
investment investment as part of acceptance as part of
free movement of free trade and
capital restrictions on grounds

of national security
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Forecasting future policies is difficult. One pibdgy is that increasing SWF
investment and economic crisis lead to greatere@wmscabout economic security and more
restrictions on SWF equity investments. But theage might well also occur: that Western
countries become accustomed to SWFs and/or thatsWbpt governance mechanisms that
allay concerns, so that SWF investment becometettes a matter of economic governance

and free trade.
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