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The speed and scope of development in the GCC 
in recent years is unprecedented in modern 
times. Foremost has been the establishment of 
the region as a centre of finance and commerce, 
aided in large part by the staggering rise in oil 
prices. The region has also looked to make 
its mark in softer ways by drawing blue-chip 
sponsors to sporting and cultural events, such 
as tennis tournaments, horse racing events 
and motor racing. From 2009 Abu Dhabi 
will join Bahrain on the Formula One Grand 
Prix calendar. Ground-breaking real estate 
development projects such as The World, a man-
made archipelago of 300 islands four kilometres 
off the coast of Dubai and the construction of 
the world’s tallest building, the Burj Dubai, testify 
to the hunger of the UAE in particular to grow 
its global profile through innovation. 

All of which is throwing up opportunities for 
private equity. From waste disposal companies, 
to healthcare and chemical businesses, this pace 
of growth is feeding rapid demand for a range 
of services, with business owners requiring 
expertise to take advantage of new opportunities. 

The region witnessed a record year in terms 
of volume and value of private equity deals in 
2007 as growth continued unabated. However, 
the faster the growth the faster the challenges 
build up. The market is now at a crucial stage 
of development and the next few years will 
determine the role of private equity in assisting 
future growth. The debt markets are immature, 
corporate governance and foreign ownership 
laws need reforming and regulatory frameworks 
require an overhaul.  

Including expert comment from the biggest 
players in the region, this special report on 
private equity in the GCC looks at the growth 
of private equity in the region and the most 
pressing issues facing the market today.

Kind regards

Nathan Williams 
Editor
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Flush with oil and thus cash, the Middle 
East has long been a source of funding for 
investors. In fact in the early 1990s it served 
as the second hottest spot – behind the US 
– for funds raising money (today it ranks third, 
behind the US and Europe). Today, however, it 
is not just about money flowing from the GCC 
into the US and Europe, but about local outfits 
setting up shop as GPs. “Middle Eastern money 
started investing quite early into US private 
equity and venture and saw very good returns. 
So the LPs here are very familiar with the asset 
and its merits,” says Jean Aboumrad, partner at 
private equity placement agent Triago. 

The experience gleaned by these now 
well-seasoned LPs means many have grown 
sophisticated enough to go it alone. “Some 
are now saying ‘there is no reason why we 
should pay management fees if we can do this 
ourselves’,” Aboumrad explains. 

And so many an erstwhile LP has turned GP, 
supporting an unprecedented growth in the 
number of private equity fund managers in the 
MENA region. In March 2006, Abraaj Capital, 
the region’s most prolific investor, estimated 
there were 26 private equity firms. Now, just two 
years later, that number stands at 58, with $21bn 
under management – and this is growing. This is 

not surprising: Abraaj’s recent exit of Arab portal 
Maktoob.com generated it a 75% IRR. Such 
handsome returns act as a catalyst for LPs to 
consider the region as the performance in other, 
more ‘mature’ markets, loses its shine. 

New players are made up of a mix of local, very 
well-known outfits plus small teams that have 
a more specialised focus. Some are not raising 
traditional third-party funds. They are funded 
by one or two investors and will put the money 
to work, make some exits and build up a track 
record. This should stand them in good stead to 
eventually launch traditional funds with a more 
diverse LP base. But this does not mean that a 
more than doubling of the number of GPs is a 

phenomenon set to last: anecdotal evidence from 
local experts predict a shake-up. Says one: “The 
overheating problems seen in the US and European 
markets may act as a harbinger to the Middle 
Eastern proliferation, but the number of GPs will 
not continue to grow. Some GPs will not survive 
– either they will drop out or merge with others.”

Reversing the flow
Contrary to previous money flows, such Middle 
Eastern GPs could start attracting capital from 
Europe and the US. “Previously we approached 
these investors to put money into European or 
US funds. Now they want us to raise money 
for them,” Aboumrad says. This LP-turned-GP 
phenomenon is unlikely to mean a slowdown in 
the volume of Middle Eastern money flowing 
out of the region. “The LPs will continue to 
invest in Asia, the US and Europe since doing 
this has made them a lot of money in the past, 
and because it provides diversity. There is no 
reason for them not to re-up,” Aboumrad says. 

European and US LPs may also find that 
it’s easier to pump money westwards than it is 
eastwards. “Structuring a Shariah-compliant 
fund is very different from putting together a 
Western-based fund with a Middle East remit,” 
says Polly Daines, a partner at SJ Berwin. If 

Traditionally investors requiring 
Shariah-aligned investments have put 
money into private equity because 
they like the model; it fits well with 
Islamic principles. Principally being 
the appropriate sharing of profits, 
risk and effort. However, ensuring 
that a fund is Shariah-compliant is 
less straightforward

The Middle East’s reputation is fast expanding from purely a 
source of money to a destination for funds eager to monetise 
a nascent market. Opportunities abound, but it is not shielded 
from the global worries

Development 
    of private equity
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local funds aim to raise money from Western 
investors, the scenario involves several steps 
unfamiliar to most Western investors. “The 
level of Shariah-compliance necessary will 
depend upon the requirements of the investors. 
The structural concerns may range from basic 
matters, such as the fund avoiding unsuitable 
investments in products such as tobacco, alcohol 
and pornography to the requirement for the 
fund and all its investments to be signed off by 
a board of scholars to ensure compliance with 
Shariah law and also consideration of leverage 
issues,” says Daines.

Family matters
Another anomaly of the Middle Eastern market 
is that families, not just institutions, are a large 
driver. Whereas in Europe institutional investors 
account for roughly 80% of private equity 
funding, in the Middle East this number stands 
at just over two-thirds, with the remaining third 
coming from families. Triago estimates that in 
the United Arab Emirates (UAE) alone there are 
at least 40 families investing in private equity. 

High liquidity levels mean there is a lot of 
money to invest. And unlike in Europe and 
the US, where private equity represents only a 
small portion of a typical institutional investors’ 
allocation, financial markets in the Middle East 
are very small, meaning there are few alternative 
places for the money to go. Finally, Shariah law 
prohibits interest-earning investments, meaning 
a lot of traditional areas to allocate funds are 
off limits. In fact, many believe that private 
equity is a ‘perfect’ spot for Middle Eastern 
high-net-worths to deposit their cash. Daines 
says: “Traditionally Islamic investors have put 
money into private equity because they like 
the model; it fits well with Islamic principles.” 
These are sharing of profits, capitalising on risk 
and supplying money to generate profits.

Routes to entry
The implication of all this is that local connections 
are of utmost importance. As a result, foreigners 

attempting to get a foothold in the region are 
advised to partner with a local player, a strategy 
long employed by global GPs seeking to enter 
emerging markets. “In the Middle East, it is very 
much about relationships on the ground. The heavy 
influence of families means that introductions are 
very important,” Aboumrad says.

3i has stuck its toe in the Middle East 
water by acting as an LP in Ithmar Capital, 
a well-known Gulf firm. The European GP 
committed $15m to the firm’s second fund 
in April 2006, the first time a foreign private 
equity outfit participated in a GCC fund. As a 
result of the strategic alliance, 3i’s Paul Waller 
became an adviser to the fund. This strategy is 
not new to 3i, which entered the Central and 
Eastern European (CEE) market in a similar 
fashion. Initially 3i was one of three investors 
in 3TS, a CEE GP. Then, following the firm’s 
first fund, in 2005 3i became the sole LP for 
3TS’s E130m follow-on fund. That partnership 
allowed 3i to test the waters and build up 
some expertise. Just a few years later, 3i hired 
its own man for CEE and 3TS is set to hit the 
fundraising trail later this year for a traditional 
fund with numerous LPs. 

Credit Suisse and General Electric are the 
latest example of Western firms partnering with 

local players to get a foothold in the region. 
In January the groups announced an intention 
to launch a $1bn fund in conjunction with 
Abu Dhabi-owned investment firm Mubadala 
Development Company. The fund, which 
succeeded in gaining EU approval, will invest 
in infrastructure opportunities. 

Not all newcomers to the region believe it 
takes two to tango. For example The Carlyle 
Group is raising $1bn for a Middle Eastern 
fund and its heavyweight status means it may 
be able to bypass the partnership route. The 
vehicle will be managed by Walid Musallam, 
former CEO of the Abu Dhabi Investment 
Company. It will be operating from offices in 
Cairo, Dubai and Istanbul. 

Other GPs may follow suit, with the upswing 
in activity likely to continue to grow in the 
short term at least (private equity investment 
grew from $316m in 2004 to $5.2bn in 2006, 
according to figures from Zawya). Even an 
eventual leveling off of activity is unlikely to 
halt the family money from investing in global 
private equity, meaning the Middle East should 
continue to serve as a significant part of the 
global private equity landscape. n

Development of GCC

Others 30%

Bahrain 3%

Egypt 9%

Jordan 9%

Saudi 
Arabia 22%

UAE 27%

Geographical split of private equity  
investments in the last decade

Source: Gulf venture Capital Association

Common Market
At the beginning of this year a new Common 
Market was launched in the GCC, allowing 
citizens from Bahrain, Kuwait, Oman, Saudi 
Arabia, Qatar and the United Arab Emirates 
equal rights to carry out business in any GCC 
country and equal residency rights. Trade 
between member states currently accounts 
for around 10% of overall foreign trade and 
it is hoped the common market will boost 
this number to 25% in the next two years. 
Also helping to open these markets up to 
foreign investment are the schedules of 
commitment agreed as a condition of WTO 
membership. All the GCC nations are WTO 
members, with Saudi Arabia the last to join 
in December 2005. 
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Private equity in the GCC is a curious 
phenomenon. You need to know the right 
people, speak the right language and wear the 
right clothes to close a deal. Private equity in the 
GCC differs little from private equity anywhere 
in the world. The stage of development may be 
different, but the skills required to raise funds, 
source and execute deals are the same. These are 
the two schools of thought prevalent in the region 
at present. Those who argue that the GCC is a 
unique case point to the lack of deals done in 
the region by US giant Carlyle Group since it 
announced its dedicated MENA fund. Others are 
adamant that the region operates much like any 
other and viewing it as a ‘special case’ perpetuates 
a lazy stereotype.

A growth region
There is an element of truth in both arguments. 
Private equity in the GCC is not a special case. 
The web of connections between private wealth, 
political power and business were ever thus. 
However, it is certainly a different beast to private 
equity in more established regions. The market 
is an emerging one and Carlyle’s lack of success 
so far is not indicative of a market hostile to 
outsiders, but may reflect the fact that the size 
and type of deal available is not what Carlyle is 
accustomed to. “Private equity in the region is 

not about buyouts, it is all about growth,” says 
Dr Ghazi Al-Rawi, managing partner at Eastgate 
Capital Group, the private equity arm of Saudi 
Arabia’s National Commercial Bank. “There isn’t 
a great deal of debt financing but that is not a 
big problem. The region is about growth,” agrees 
Khaled Al-Muhairy, CEO of Evolvence Capital. 

Al-Muhairy also believes the difficulty Carlyle 
has had in deploying capital is due to its lack of an 

historic presence in the region. “The Carlyle brand 
got them through the door, but the difficulty for 
them and others thinking of making a similar 
move is that the decision maker at a family-owned 
business does not know brand names – he knows 
people,” says Al-Muhairy. Al-Rawi also makes the 
distinction that unlike in other emerging markets, 

“family businesses in the GCC do not have to 
overcome capital shortages – what they need is a 
strategic partner who can help take their business 
to the next level”. 

So why has Carlyle opened an office in the 
region? Walid Musallam, managing director and 
head of Carlyle’s Middle Eastern and North African 
operations explains: “We are here because there 
are great opportunities in a number of markets 
which are very open to private equity investments, 
particularly the UAE, Kuwait, Saudi Arabia, 
Turkey, Egypt and Morocco.”

Sensitive issues
Corporate governance issues will also prove 
challenging for established private equity houses 
looking for deals in the region. “You are not going 
to get Western-style corporate governance at most 
companies. Established western private equity 
houses will have to modify their systems to attract 
deals. If these firms are willing to understand the 
differences, get comfortable with the trade-off and 
price it in they will get deals done,” believes Yahya 
Jalil, head of private equity at Abu Dhabi-based 
investment bank The National Investor (TNI). 

The issue of established private equity houses 
opening an office in the region is a sensitive one 
and thus far, penetration has been minimal. 
Carlyle and HSBC have both raised dedicated 

A unique opportunity

Doing deals in the GCC requires an understanding of the local 
customs and the right contacts – the same as any market in the world

‘The Carlyle brand got them 
through the door, but the  
difficulty for them and others 
thinking of making a similar move 
is that the decision maker at a 
family-owned business does not 
know brand names – he knows 
people’ 
Khaled Al-Muhairy, Evolvence Capital
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funds, a number of firms have made opportunistic 
investments in the region, such as US firms 
Ripplewood and Colony Capital, while 3i has 
taken a different approach, investing $15m in 
Ithmar Capital’s $250m 2006 fund. HSBC has 
been arguably the most successful entrant, making 
11 investments from its first $118m fund, HSBC 
Private Equity Middle East, and recently closing a 
second MENA-targeted fund on $500m. 

When Carlyle sold a 7.5% stake to Abu 
Dhabi’s Mubadala Development Company some 
speculated that this would enable it to access 
local networks, overcoming dealflow issues. The 
view from the region is somewhat different. “It 
remains to be seen whether it will help them tap 
the local market or even if that was the intent 
of the transaction,” believes Richard Dallas, 
managing director of private equity at Gulf 
Capital. Other private equity houses, including 
Apax and TPG are rumoured to have discussed 
selling a stake in their management companies to 
regional sovereign wealth funds. If one looks to 
the Blackstone example, the sale of a significant 
stake allowed them not only to realise value, but 
has also paved a route into China for the firm. 
In September last year the firm signed a $500m 
deal for chemicals company China National 
BlueStar. It is reassuring for local private equity 
houses to view the Carlyle/Mubadala deal as a 
pure liquidity event, but it would be extremely 

surprising if Carlyle itself viewed it in this way. 
It has shown its commitment to the region by 
raising a dedicated fund and it will surely look 
to leverage a relationship with one of the largest 
Middle Eastern investment houses in order to 
source deals.

Not an auction in sight
With US and European law firms, advisers and 
banks flocking to the region in the past few years 
some believe it is inevitable that private equity 
houses will follow. “The accountants, lawyers and 
banks are already there and conditions are right 
for private equity to follow. Once a community 
has been established private equity firms will feel 
more comfortable making the move. People will 
increasingly feed off each other,” believes Hamid 
Yunis at law firm Taylor Wessing. 

Another factor making access to deals 
challenging, especially for non-native firms, is 
the lack of intermediaries in the region who have 
“little market share”,according to Imad Ghandour, 
private equity principal at Gulf Capital. In this 
respect, the argument that who you know will 
get you further than what you know holds up. 
However, this is not a GCC-specific feature 
of the market. All emerging economies lack 
intermediaries. The relatively low-level of dealflow 
in comparison to mature markets is not attractive 
to an intermediary seeking volume and the fees 

that go with it. In a less intermediated market, 
local players will always have the upper hand. 

Population
The other challenge that established private equity 
firms will have is locating businesses which are 
truly scaleable. The UAE is a dynamic market 
which is maturing quickly but has a population 
of only 4.5 million, less than half the size of 
Belgium. With a population of nearly 28 million, 
Saudi Arabia is commonly identified by investors 
as the one country in the GCC with the largest 
potential for growth. In some sectors there are 
no limitations on foreign ownership and firms 
may hold 100% of the equity, yet legally it is a far 
more challenging place to business. “Unlike in the 
Dubai Financial Centre, where the framework of 
laws and regulations is based on English Common 
Law, Shariah law is still the dominant framework 
in Saudi Arabia and other Gulf countries for 
business transactions,” says Nasser Saidi, chief 
economist of the DIFC Authority. “The Saudi 
system is not transparent. Because nothing is 
written down you have to believe what the other 
guy is telling you. In addition to this certain forms 
of debt are not permitted and the most common 
company structure, the LLC is very difficult to 
deal with,” Dallas says. 

Egypt, with a population of 80 million is 
commonly seen as the most promising country 
for dealflow opportunities, yet alone cannot 
sustain the demand for assets. For this reason 
many MENA funds stretch their definition of 
the region to include Turkey, a country of 70 
million people with a thriving entrepreneurial 
culture. n

‘You are not going to get Western-
style corporate governance at 
most companies. If established 
firms are willing to understand the 
differences, get comfortable with 
the trade-off and price it in they 
will get deals done’ 
Yahya Sahil, The National Investor 

Major investment banks to have opened an office in the region in recent years

Investment bank Year office opened Notable mandates (target/equity)

Citigroup 2006 Orascom Construction/Lafarge
GE Plastics/Saudi Arabian Basic Industries Company

Deutsche Bank 2001 (DIFC 2005) DP World IPO
Egypt Fertiliser Company/Abraaj

Goldman Sachs 2007 Standard Chartered/Istithmar
HSBC/DIC

JP Morgan 2007 Mobile operating licence/Etisalat

Morgan Stanley 2006 Kuwait Projects Company/Qatar Telecom
AMD/Mubadala

UBS 2007 Mobile operating licence/MTC
Aston Martin/Kuwaiti consortium

Credit Suisse 2005 Adviser to Dubai Government on creation of Bourse Dubai

Merrill Lynch 2006 Dalma Energy/GulfCap

weStern inveStment
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GCC 
data analysis
Fig 1: Volume and value of investments 1998-2007

A private equity market has only existed in the 
past five years, as this graph reveals. The past three 
years have seen rapid growth of the market, with 
2007 a record year for both volume and value. 

Fig 2: Funds closed in the last decade

As this graph shows, the past three years have 
seen an explosion of funds raised in the region, 
reaching 22 last year, with value almost tripling 

from 2006 to 2007. Average fund size has also 
increased, from $204m in 2005 to $274m in 
2007. Fundraising times have also increased. 
In 2005 it took three to nine months to close a 
fund, which had increased to between six and 
18 months in 2007. This is a sign of maturity, 
with LPs undertaking more due diligence and 
improving their investment processes. 

Fig 3: Funds raised to date by size

The appetite for funds larger than $500m grew 
exponentially from 2006 to 2007, with 64% 
of all money raised committed to funds of 
more than $500m. A marked shift in allocation 
occurred, with 51% of all capital going to funds 
in the $200-500m size range, which decreased 
to just 14% in 2007. This change reflects the 
increased choice available to investors. 

Country Private equity firm

Tunisia Tuninvest

Lebanon Middle East Capital Group

Capital Trust Group

Bahrain Emerging Markets Partnership

Gulf Finance House

Investcorp

UAE Abraaj Capital

Dubai International Capital

Injazat Technology Fund

Ithmar Capital

Shuaa Capital

The GCC Energy Fund Manag-
ers

Istithmar

The National Investor

HSBC Private Equity

Gulf Capital

Eastgate Capital

Algebra Capital

Evolvence Capital

Abu Dhabi Investment Company

Saudi Amwal Al Khaleej

Athar Al Majid Holding

Swicorp

Kuwait Kamco

Global Investment House

Kuwait Financial Center

Jordan Foursan Group

The Jordan Fund

Egypt Citadel Capital

HSBC Private Equity Middle East

EFG Hermes

Oasis Capital

Gulf Arab Investment Company

Morocco ATLAMED SA
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Fig 4: Investments by sovereign wealth funds 2002-2007

Th e impact of sovereign wealth funds on the global economy can be seen 
clearly with this graph. Th e most prolifi c investor by some distance since 
2002 has been Dubai-backed Istithmar, which has made 22 investments 
with a total value of $5.8bn in the past fi ve years. Istithmar recently 
purchased the Bahrain operations of PWS Holdings, a UK-based specialist 
reinsurance broker. ADIA may only have sealed four deals in this period, 
but in value terms they have been huge. 

Fig 5: Main obstacles faced by private equity fi rms

Th is graph (top right) is revealing of the diffi  culty private equity fi rms 
are having in attempting to strike deals. As in all markets, vendor price 
expectations are often very diff erent to expectations on the buy-side and this 
was cited as the main obstacle. Control of the board of directors was cited as 
the next diffi  culty, reinforcing the impression that non-control stakes make 
management issues trickier. 

Fig 6: Volume and value of exits 2005-2007

Exit values leapt last year by $1.4bn from the previous year as investments 
reached maturity and more buyers joined the market. Volume of exits was 
up only marginally on the previous year, from 17 to 19, which testifi es to 
the much larger deals that were done last year. 

Private equity in the GCC / April 08

NB: All graphs courtesy of the Gulf Venture Capital Association
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Depending on whose views you canvass, 
sovereign wealth funds (SWFs) are the biggest 
threat to the capitalist model and political 
stability since Josef Stalin, or benign state actors 
in pursuit of no more than a diversified portfolio 
and stable returns. Reaching a consensus on 
issues of motivation and regulation is as difficult 
as finding reliable information on the activities 
and structures of these elusive players. One thing 
all commentators seem able to agree on is their 
longevity and importance – they are in it for the 
long term. Flush with petrodollars as stocks decline 
and the price of a barrel surges past $100, oil 
rich states previously content to avoid credit risk 
for a stable yet lower rate of return are conscious 
that future growth will depend on successfully 
diversifying their investments. Government bonds 
and US treasuries in particular have long been a 
favourite of central banks and SWFs, underpinning 
the economies of emerging countries when the 
priority was debt repayment and establishing basic 
infrastructure – phase one in the programme of 
rapid modernisation. With a number of these 
countries now sitting atop a huge cash surplus and 
social, financial and governmental institutions in 
place, a second phase of development is now under 
way. This phase involves taking significant minority 
stakes in listed companies across a range of sectors, 
as well acquiring chunks of the share capital 
of banks, asset managers and other investment 
vehicles in addition to funding and managing ever-
more ambitious infrastructure projects.   

Qatari assault
Sovereign wealth funds may have hit the 

headlines in the past few months, thanks largely 
to the Qatari Investment Authority (QIA) 
approach (via subsidiary Two Delta) for UK 
supermarket chain J Sainsbury, but many are old 
hands when it comes to private equity investing. 
The likes of the Abu Dhabi Investment Authority 
(ADIA), the Kuwait Investment Authority 
(KIA), Government of Singapore Investment 
Corporation (GIC), and the Norwegian 
Government Pension Fund have long invested 
as LPs in private equity funds. “Many sovereign 
wealth funds have exactly the same investment 
strategy as CalPERS, CalSTRS and AlpInvest. 
Two years ago we were known as an institutional 
investor,” says Georges Sudarskis, senior 
investment controller at ADIA. 

The announcement that Two Delta was in 
the running for the retail giant sparked debate 
as it marked a departure from previous SWF 
investment strategies. Taking on the role of the 
lead investor is an unusual approach, although 
for the Qataris it is not unknown. In September 
2006, Qatari-backed Delta Commercial Property, 
acquired specialist UK healthcare provider Four 
Seasons Healthcare from Allianz Capital Partners 
for £1.4bn and in July another Qatari-backed 
vehicle, the Delta Fund, bought UK hospital 
operator Care Principles for £270m from 3i. 
It also struck a £150m deal for the UK-based 
specialist school Senad in 2006. 

The QIA invests the emirate’s gas reserves and 
is run by Qatari Prime Minister Sheik Al Thani. 
The organisation and structure of the fund is as 
secretive as any of the SWFs, yet the QIA does 
not shy away from high-profile deals. The fund 

is estimated to have assets under management of 
between $50-70bn and recently took stakes of 
24% and 10% in the London Stock Exchange 
and Nordic exchange OMX respectively. 
Although Delta has proven its ability to lead 
a deal, it will be some time before it becomes 
clear whether or not the fund has the expertise 
to run a business successfully and generate 
private equity-like returns. Indeed, some remain 
sceptical about the ability of SWFs to emerge 
as genuine challengers for assets because they 
lack the experience crucial to the success of a 
leveraged buyout. “Sovereign wealth funds will 
fund it difficult to do direct deals as they do not 
have the in-house knowledge,” says Tom Lamb, 
managing director at Barclays Private Equity. 
One way of ensuring you have the experience 
is to buy it in. This is the approach taken by 
the QIA, whose Delta vehicles are advised on 
their leveraged buyout activities by Paul Taylor, 
former head of structured finance at NatWest and 
confidante of property impresarios Robert and 
Vincent Tchenguiz. Alongside Taylor is another 
heavy-hitting City bigwig, ex-Barclays chairman 
Sir Peter Middleton, as well as former Ernst & 
Young chairman Nick Land. The most successful 
exponent of this model is Dubai International 
Capital (DIC), which has snared a host of private 
equity pros to lead its business since its founding 
in October 2004. (See box, page 15.)

Teamwork 
DIC has shown that it is possible for a vehicle 
backed by a state to attract the best talent and 
ready itself for private equity deals, a reality 

Sovereign wealth funds have the resources to emerge as serious challengers to private 
equity in the m&A space. However, unless they address transparency concerns, these 
ambitions are likely to be thwarted by protectionist government intervention

Sovereign wealth funds
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that some in the industry are reluctant to 
acknowledge. “It is comforting for the established 
private equity houses to believe that sovereign 
funds do not have the ability to compete or attract 
the best talent – they do,” says Ian Bagshaw, a 
partner at Linklaters. However, some question 
whether the structure of these vehicles will deter 
private equity deal-doers from making the leap. 
“Sovereign funds may have a problem attracting 
private equity professionals, with the deal team 
fearful of a lack of independence when making 
investment decisions,” believes Chris Bown, a 
partner at Freshfields Bruckhaus Deringer. 

DIC’s investment strategy does differ in 
comparison with other SWFs and this difference 
explains DIC’s reluctance to be tarred with the 
‘sovereign wealth’ brush. “Unlike other sovereign 
funds where return expectations are often lower 
and outlook long term, Delta and DIC have 
higher return expectations and holding periods 
similar to a traditional private equity fund,” says 
Bown, who has advised DIC on a number of 
deals. Bagshaw agrees: “Funds such as the Kuwait 
Investment Authority and Abu Dhabi Investment 
Authority have a different investment horizon. 
They don’t necessarily buy with a view to selling.” 
Sudarskis at ADIA confirms that “our time 
horizon is 50-100 years. ADIA is a fund for future 
generations and a tool to protect the long-term 
sustainability of the people when oil revenues have 
disappeared”, he says.

The contenders
Should traditional private equity firms be worried 
about the threat from SWFs? In short – yes. 

SWFs have the cash to outspend any buyer 
and if the asset is right, the inclination to do so 
as well. They have the ability to hire the most 
experienced people, as Delta and DIC have both 
demonstrated and are not bound by the same 
limited partnership agreements as private equity 
firms. This flexibility to scour all sectors, size 
brackets and asset classes presents a significant 
advantage in times of uncertainty. When private 
equity firms are under pressure to put cash to 
work to avoid capital overhang, a problem that 
firms on the fundraising trail feel most keenly, 
SWFs can take a more considered view, either 
holding back or pursuing an investment in an 
area where risk can be measured more accurately. 
Sovereign funds are also less reliant on leverage. 
This point can be overstated, as SWFs take a 
similar approach to gearing as private equity 
firms for basic cost of capital purposes, but 
bank appetite for underwriting debt, and on 
what terms, will not make-or-break a deal. For a 
private equity firm, access to debt is the lifeblood 
of its operation. However, although the resource 
at the disposal of SWFs may be vast, the death-
knell for private equity firms is some way off yet.

The emergence of sovereign wealth funds 
as genuine contenders in the M&A space is 
a challenge private equity firms will have to 
adapt to. Outspending them is off the table, so 
private equity firms might consider teaming up 
as an option to negate their superior firepower. 
“Investing alongside a sovereign wealth fund 
makes a lot of sense. Apart from the equity ticket 
they bring to the deal, striking a relationship 
with a sovereign player opens doors for future 

investments in difficult to access geographies,” says 
one UK-based private equity investor. With deals 
in the e1bn+ space off-limits for most houses due 
to tightened liquidity, there is a financing gap to 
be plugged and SWFs could play a role. “Times 
are changing. The days of four private equity 
houses co-investing are gone. We moved to equity 
bridges to plug the gap initially and with this no 
longer an option, LPs and sovereign wealth funds 
may step in,” says Bagshaw. 

The enemy within?
The prospect of private equity firms investing 
on equal terms with SWFs was brought closer 
this summer with the China Investment 
Corporation’s acquisition of a 9.9% stake in 
Blackstone. The move has already reaped rewards, 
with Blackstone investing $600m for a 20% stake 
in state-owned chemical giant China National 
BlueStar in October. Less than a month later, 
Blackstone joined forces with China National 
Chemical Corporation, of which BlueStar is 
a subsidiary, in the race for Australian Agro-
Chemical firm Nufarm. The deal fell through 
in December, but revealed how Blackstone is 
looking to leverage its relationship with the state. 

For the Chinese, the acquisition of the 
stake in Blackstone will allow it to view first-
hand the complexities of a private equity deal 
and potentially accrue enough knowledge to 
conduct its own direct deals at some point in the 
future. “The people staffing China’s sovereign 
fund are all highly educated and will be asking 
themselves ‘why don’t we go one step further’ 
and lead our own deals,” says Hasan Sohbi, a 

Sovereign wealth funds Many sovereign wealth funds have exactly the same investment strategy 
as CalPERS, CalSTRS and AlpInvest. Two years ago we were known as an 
institutional investor, 
Georges Sudarskis, ADIA
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partner at Taylor Wessing. One private equity 
lawyer with experience of dealing with SWFs 
says that having a sovereign investor in your 
management company is akin to “inviting the 
enemy in. Of course they will try and learn as 
much as they can and will be competing with 
you in a few years”.These fears did not dissuade 
US firm Apollo from selling a 9% stake in its 
management company to ADIA in October, 
while another arm of Abu Dhabi, Mubadala, 
acquired a 7.5% stake at Carlyle around the same 
time. At the time of the deal, Carlyle co-founder 
David Rubenstein stated that co-investment as a 
result was a possibility. Sovereign funds have also 
looked to asset managers with expertise in other 
areas of the financial markets for investments. 
DIC agreed to pay $1.25bn for a 9.9% stake in 
hedge fund manager Och-Ziff and also has stakes 
in a number of banks including HSBC, Indian 
bank ICICI and Greek bank Marfin. Temasek 
Holdings, an investment arm of the Government 
of Singapore, has a 2% stake in UK bank Barclays 
and owns 17% of Singapore bank Standard 
Chartered, which was recently the subject of a 
sovereign wealth tug-of-war. It was reported that 
China’s three largest banks approached Temasek 
about buying its stake, but were rebuffed by the 
Singaporean fund. 

National insecurity
As well as encroaching on the financial landscape, 
the emergence of sovereign wealth funds has 
fuelled a discussion on protectionism and 
transparency, which has spilled into the political 
realm. The Dubai Ports World controversy 

in the US propelled the issue into the public 
consciousness and the debate has continued, 
aided in large part by the Abu Dhabi Investment 
Authority’s acquisition of $7.5bn worth of shares 
in US financial giant Citigroup last November. 
The deal, for a 4.9% stake, made ADIA one of 
the largest shareholders and revealed the “virtues 
of globalisation”,according to Sudarskis at ADIA. 
“It is a virtue of globalisation that when the 
banking system in the West is in trouble pockets 
of liquidity can be found elsewhere in the world. 
This investment was good for the global financial 
system.” 

Sovereign wealth funds encourage scepticism 
of their motives by operating opaquely. Although 
there is little to suggest that their motives are 
anything other than benign, “it is not out of 
place to have a conversation about sovereign 
funds”, says Timothy Spangler, a partner at US 
law firm Kaye Scholer. He adds: “If you believe 
private equity should be more transparent then 
you do need to ask whether sovereign funds 
should be included in this process.” 

Richard Portes at the London Business School 
believes it is right that we are having the debate 
and sounds a more ominous tone regarding the 
intention of sovereign players. “There is a real 
danger that we allow sovereign funds to operate 
like any other investor and they nationalise by the 
back door.” Although desirable, Portes believes 
workable regulation would be very difficult to 
construct. “If you don’t have a common policy 
it is very difficult to work on a country-by-
country basis and introduce incentives to restrict 
investment. The best option would be to go 

through the OECD [Organisation for Economic 
Co-operation and Development]. Going down 
this route might get results.”

In many ways, the issue of protectionism is 
a cultural one, tied into a climate of insecurity, 
ideology and fears regarding terrorism. In the 
US, The Dubai Ports World deal was thwarted 
by the House of Representatives, which voted 
62-2 to block the deal in defiance of President 
Bush. However, with the dollar in decline and a 
recession creeping closer, the US does not have 
the luxury of rejecting investment from wealthy 
financiers, regardless of where the money is 
coming from. “The US needs as much foreign 
investment as it can get,” acknowledges Portes. 

Similar protectionist impulses have reared 
their heads in continental Europe. Following 
speculation in 2005 that French dairy-product 
company Danone was a takeover target for a 
number of US firms, the French Government 
introduced laws protecting a raft of French 
companies in ‘strategic industries’ from a hostile 
takeover. “If you pursue a policy of creating 
‘national champions’ then you are bound to view 
aggressive foreign investment with scepticism and 
look to curtail it in some cases,” says Jenkinson. 
In Germany protectionist impulses continue 
to thrive. Following the French lead, a law is 
currently being drafted which would curb foreign 
investment by protecting ‘strategic industries’, 
with sovereign wealth funds the explicit target. 

The story is different in the UK, where the 
Labour Government has made a virtue of its 
embrace of foreign investment, from the stock 
exchange, to utility companies and football clubs. 
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“The UK has tended to take a more sanguine 
view of foreign investment. The central question 
following any takeover approach is whether the 
investment is in the interest of the shareholders. 
Regulatory bodies exist to deal with national 
security issues,” states Jenkinson. 

Transparency divide
“The question that needs to be asked is how 
many of the concerns raised are unique to 
sovereign wealth funds? To what extent is this an 
‘asset problem’ shared by private equity funds, 
for example, and not an ‘investor problem’?” asks 
Spangler. Those who contend that the problem is 
an investor one believe that with no stated aims 
and an ownership structure directly linked to the 
state, it is right to impose stricter conditions on 
the terms of entry. As a concession to this point 
of view, the China Investment Corporation 
waived its voting rights on agreeing the deal with 
Blackstone to take a 9.9% stake in the company, 
as did Mubadala following the purchase of its 
stake in Carlyle. Until we know more about the 
aims of sovereign players, a prudent approach 
is sensible. Lawrence Summers, a Harvard 
professor, put it most eloquently when he said 
that the “logic of the capitalist system depends 
on shareholders causing companies to act so as 
to maximise the value of their shares. It is far 
from obvious that this will over time be the only 
motivation of governments as shareholders”.
Perhaps the simplest way of calming such 
fears would be to introduce a non-executive 
or advisory figure to oversee investments. 
“Sovereign wealth funds may need to think 

about improving their public perception, 
possibly by bringing external advisers on board 
to allay concerns regarding politically motivated 
investments,” says Spangler.  

For private equity, SWFs pose both a threat 
and an opportunity. They will increasingly 
challenge for deals, with the infrastructure sector 
destined to become a key battleground. Sovereign 
funds taking stakes in private equity firms present 
an opportunity in the short term, but may in 
the long term constitute a threat to dealflow. 
Transparency will continue to dominate the SWF 
debate and for private equity the outcome may be 
crucial. The Walker Report in the UK has created 
a new tier of regulation for private equity firms, 
but makes no mention of sovereign funds. If 

private equity firms are subject to more punitive 
transparency codes than their sovereign wealth 
competitors, this will hand sovereign funds a 
competitive advantage over private equity firms. 
The worst case scenario would see acquisition 
targets choose a sovereign backer over a private 
equity backer in order to avoid the enhanced 
disclosure requirements. 

Ultimately, SWFs will need to address the 
transparency issue if they are to compete with 
private equity while continuing along the path of 
high-profile global acquisitions. Failure to address 
the concerns will see these funds face greater 
restrictions from protectionist governments 
sensitive to charges of compromising not just 
national security, but national character. n

DIC team
Alan Hyslop, head of funds and co-investing 
at DIC, was a former director at 3i and PPM 
Ventures, vice presidents Rainer Shwartz 
and Peter Jansenberger joined from PPM in 
Germany, while head of European buyouts 
Brian Lindley is an ex-director of leveraged 
finance at RBS. The nine-man team also 
includes Rabih I Khoury, who founded US 
mid-market firm Melwood Capital.

Gazprom
Although not a sovereign wealth fund in the 
typical mould, many consider Russian energy 
company Gazprom a defacto investment arm 
of the Russian Government. The state holds a 

controlling stake in a company which provides 
25% of the EU’s gas supplies. Gazprom has 
not been afraid to use its position and financial 
power in a robust manner. In January 2006 
the firm cut off gas supplies to Ukraine after 
Gazprom increased the price of gas and 
Ukraine refused to pay. A similar dispute arose 
with Belarus in April 2006 after Gazprom 
increased the price per 1,000 cubic metres 
of gas from $47 to $200. Many suggested it 
was Russian punishment for the pro-Western 
approach taken by the Belarussian President 
Alexander Lukashenko. A price of $100 per 
1,000 cubic metres was eventually agreed. Of 
all the sovereign wealth funds, Gazprom should 
concern regulators the most. 

If private equity firms are subject to more punitive transparency codes 
than their sovereign wealth competitors, this will hand sovereign funds 
a competitive advantage over private equity firms
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Private equity in the GCC is becoming 
increasing visible as an asset class in its own right as 
the economies of the region develop, yet opinion 
is still divided as to how far along the region is in 
its process of development. “Dealflow to support 
the capital raised for investment is not there,” says 
Yahya Jalil, head of private equity at investment 
and merchant banking group The National 
Investor (TNI). Jalil believes that TNI has an 
advantage when it comes to sourcing deals because 
it can leverage the advisory side of TNI. “You need 
to have an ‘in’ into a business and we have that at 
TNI because of relationships built up through our 
advisory work,” he says. 

Other investors in the region do not accept that 
deal opportunities are still hard to come by for those 
without a local partner. “The dealflow question 
has been answered. There is plenty to go around, 
even for groups without an historic presence in the 
region,” affirms Chafic Najia, managing director 
of private equity at Algebra Capital. “Growth is 
continuing at between 6-8% per year and if you 
take Asia as the benchmark the potential is there 
for $75bn worth of dealflow,” states Najia. He cites 
economic growth and the policies that have spurred 
on this growth as reason to believe that private 
equity in the GCC has a bright future. “Who would 
have thought even 10 years ago we would see the 
level of privatisation we are now seeing across the 
MENA region? It reminds me of what people said 
20 years ago about venture capital and technology 
businesses in the US,’ says Najia. 

Catch-22
For some, the establishment of a debt market is 
a pre-requisite for a sustainable private equity 
industry to take hold in the GCC. The largest 
financial institutions in the world may have a 
presence in the GCC, but a debt market to support 
larger private equity transactions is still at an early 
stage of development. “Few big banks have moved 
their acquisition finance teams to the region,” states 
Imad Ghandour, private equity principal at Gulf 

Capital. “The region needs a more mature debt 
market. This is always necessary for a region to 
grow economically because it gives investors a sense 
of relative returns,” says Georges Sudarskis, senior 
investment controller at the Abu Dhabi Investment 
Authority (ADIA). Attracting acquisition finance 
teams to a region speeds up the pace of growth by 
introducing new practices which provide comfort 
for investors. “A debt market gives depth to a 
stock market; it fuels the work of bankers, analysts 
and researchers and brings more robust valuation 
levels,” affirms Sudarskis. 

When it comes to debt, the region finds itself 
in something of a catch-22 situation. Because the 

region is flush with liquidity, access to capital is 
not a problem. As a result, acquiring a controlling 
stake is off the table for most private equity 
firms. A business needs knowledge and access 
to management talent and it is the promise of 
expertise that will make or break a deal. Without 
a control stake, the ability to influence the capital 
structure is minimal. This depresses demand for 
debt instruments seen in more established markets 
where access to capital is the over-riding concern 
and has stimulated the growth of ever-more 
complex structures. “A majority of deals are non-
control and when this is the case you are limited 
in what you can do to change the underlying 
capital structure,” says Jalil. “Businesses in the 
GCC need working capital and other facilities for 
growth – they don’t need a great deal of leverage,” 
says Robert Wages, executive director of private 
equity at the Abu Dhabi Investment Company 
(ADIC). Rick Dallas at Gulf Capital puts it more 
rhetorically: “If you leverage the heck out of a 
business where will it find the capital to grow?”  

Moving up a gear
Although it is patently true that the region is ‘about 
growth’ and many companies need expertise not 
capital, access to leverage and the application of 
leverage to deals is needed for the market to take 
the next step. The pool of investors happy to accept 
small minority stakes for a pure equity investment 
is minimal. Experienced investors require the 
ability to influence the capital structure to generate 

Obstacles to 
overcome
immature debt markets and lack of control 
can make taking advantage of deal 
opportunities more challenging

‘Local banks know little about 
cashflow financing having done 
most of their deals on the basis of 
balance sheet financing’ 
Imad Ghandour, Gulf Capital
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capital efficiencies and produce increased returns. 
The difficulty at present is that local banks are 
unfamiliar with debt structures typically seen on 
buyout deals in more mature markets. “Local 
banks know little about cashflow financing having 
done most of their deals on the basis of balance 
sheet financing,” says Ghandour. Najia agrees 
that “there is still little understanding about the 
role of acquisition finance on the part of regional 
banks”. Jalil believes that local banks are still 
getting to grips with private equity and “prefer to 
see tangible assets – they find it easier to relate to a 
business with significant real estate holdings than 
something more abstract”. It is in this area where 
the entrance of global banking players will help 
speed up the process of maturation. “You still see 
a lot of corporate lending from local banks on the 
basis of guarantees. Western banks will bring the 
technology to do leveraged buyouts and this will 
help local banks grow,” states Dallas.

Walid Musallam, Carlyle’s Middle East head, 
believes the credit crisis presents an opportunity for 
local banks. “International banks play an important 
role in assisting local markets to mature but are 
practically absent because of the global credit crises.  
This presents local banks with an opportunity to 
step in and take a leading role,” he says.  

Although local banks will need to broaden their 
product offerings, this can only happen when 
demand for debt increases. Demand for debt 
will only increase when business owners become 
comfortable handing over a greater portion of 
control to an external investor. The reluctance of 
business owners to relinquish a majority stake has 
been cited by investors as one of the difficulties 
of doing deals in the GCC. This reluctance is 
exacerbated by the rigid structure of many family-
owned businesses. “Decision making is strictly 
controlled. The patriarch is the guy who makes the 
decisions and getting a meeting with him requires 
the right connections,” says Jalil. Lack of control 
also makes exit considerations more difficult. “The 
question is how you get an exit when you are not 
in control,” says Wages. Others view the issue of 
control versus non-control in a different way. “An 
investor insists on exercising control to protect 

itself. If a legal framework is in place that people 
are comfortable with and providing for adequate 
protection of minority shareholder rights then 
you don’t see the same desire to hold a controlling 
stake,” says Nasser Saidi, chief economist at the 
DIFC Authority. Saidi points to recent data 
showing a diminished preference for taking control 
on the part of a private equity firm as evidence of 
the legislative improvements and enforcement of 
rights made in recent years. 

War for management
Because the need for capital is dwarfed by the need 
for skills and value add, deals in the region are 

won and lost not purely on price, but also on the 
calibre and potential value add of the incoming 
partner. “Many companies don’t come to you with 
fully-prepared business plans and as a result you 
sometimes need to help them develop sound plans 
and assist them in successfully executing these plans 
by lending them professional support and some 
times helping them recruit strong professionals for 
certain positions. There is a war for talent, however, 
and the challenge is that you can’t just click your 
fingers and get good management,” says Ghazi Al-
Rawi at Eastgate Capital Group. Musallam agrees: 
“The unprecedented growth in economic activity 
across the entire region means that demand is very 
high for a limited pool of highly-skilled talent.”

“Some companies are unwilling to hire 
recruiters. Where this is the case you get unsuitable 
people running the business. However, if you are 
able to pay world class compensation, as we are, 
you can get the best people in,” says Wages. “Sheer 
shortage of qualified professionals and skilled 
labour as the region expands at a phenomenal pace 
is creating a race for talent,” says Frederic Sicre, 
executive director at Abraaj Capital. 

Succession planning
Many family businesses in the GCC are at a stage 
in their development where continued growth will 
rely on external investment. Founding patriarchs 
are ageing and looking to hand over control to the 
next generation, yet are unsure how to achieve a 
smooth transition. “There is typically no succession 
plan in place and there can be tension in the family 
because of this,” says Jalil. Identifying the right 
opportunities, and families, is the key. “There are 
three types of next generation owners: timewasters 
in it for what they can get out of it; those who 
want to maintain the status quo; and those who are 
keen to break the mould and take the business up 
a level,” says Imtiaz Shah at Lovells. Private equity 
should be looking for the third type. In addition, 
a number of these family businesses have grown 
rapidly since they were founded and will need 
to streamline their operations in order to remain 
viable. “Some families may have anything from 
30-100 businesses. Not all will be core and they 
may be better off disposing of some of these to 
enable further growth going forward,” says Wages. 
Discontinuities between ownership and inefficient 
growth provide fertile ground for private equity 
looking for opportunities. n

‘Who would have thought even 10 
years ago we would see the level 
of privatisation we are now seeing 
across the MENA region?’ 
Chafic Najia, Algebra Capital

Mezzanine options
Mezzanine financing has been a feature of 
leveraged deals in established markets for more 
than a decade but has been used rarely for 
GCC deals. With larger deals, a mezzanine strip 
becomes more attractive for the equity sponsor 
and as deals get larger in the GCC demand for 
mezzanine will grow. “We have asked global 
banks if they can get us mezzanine for GCC deals 
but it hasn’t happened – the credit committees 
won’t sign it off,” says Yahya Jalil at TNI. 
“Mezzanine is a much needed product. It could 
help deals get done. From a seller’s perspective it is 
a better financing option because it enables them 
to get cash for growth, but remain in control,” 
says Robert Wages at ADIC. NBK Capital, the 
investment banking arm of the National Bank of 
Kuwait, is raising the first dedicated mezzanine 
fund for the MENA region, a $200m vehicle. 
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Legislation to modernise the M&A code, 
introduce better corporate governance standards 
and improve transparency and disclosure in the 
GCC is required for private equity to mature into 
an established asset class. Minority shareholder 
protection is still inadequate and senior executives 
of family-owned businesses are often unwilling to 
subject themselves to scrutiny and accountability 
from outside shareholders. 

These were two of the findings from a recent 
study by the Dubai International Financial 
Centre (DIFC) into issues impeding growth in 
the GCC. Across the GCC compliance with 
transparency and disclosure guidelines is varied. 
On transparency of financial information to 
investors, Saudi Arabia is the most compliant and 
United Arab Emirates (UAE), Bahrain and Qatar 
the least, complying with 50% or less of Institute 
of International Finance (IIF) guidelines in this 
area. GCC nations score worst on compliance 
with IIF standards governing the functions of 
audit committees, with only Oman meeting 
the guidelines. Other legal issues which the 
study found remain a problem include the lack 
of enforceability of key contractual rights, the 
absence of a clear framework on insolvency and 
no reliable outlets for resolving disputes. Dubai is 
expected to introduce a corporate governance law 
within the next year which should go some way 
to addressing the issues which hold back investors 
from committing to the region. 

 
Opening up the economy
The under-developed capital markets were 
also cited as an impediment to private equity 
growth in the region. An IPO is often the only 
viable route for a private equity firm to exit yet 
structural weaknesses regularly prevent companies 
coming to market. Structural issues include the 
lack of clear separation between the regulator and 
the stock exchange, the absence of insider trading 
laws and weak company laws. 

Several moves to modernise the legal framework 
and liberalise the economy have been instituted in 
the GCC in recent years. In an attempt to open 
up areas of the economy for foreign investment, 
pockets of land known as free zones have been 
created in Dubai and Abu Dhabi. These zones 
entice investors with generous tax breaks and 
limited regulation, and in some, 100% foreign 
ownership is possible. However, controlling the 
flow of capital in this way is not a sustainable 
method of promoting economic growth. 
Recognising this, the UAE minister of economy, 
Sultan bin Saaed al-Mansouri announced in March 
that a new company law will be introduced within 
six months. It is anticipated that the law will 
allow majority foreign ownership in some sectors. 
“More legal clarity, M&A laws and company laws 
alongside opening up areas of the economy for 
100% foreign ownership will promote stronger 
growth by increasing investment take from ex-pats 
as well as external investors,” says Naser Saidi, chief 
economist at the DIFC Authority.

There is some scepticism as to whether the 
six-month timetable will be met considering 
a draft company law has been on the table in 
the UAE for almost three years. The former 
economy minister Lubna al-Qassimi was generally 
considered a strong advocate of deeper economic 
liberalisation and had criticised the slow pace 
of progress. Her reassignment to the position of 
minister of foreign trade in a recent cabinet re-
shuffle has some worried about the prospects for 
further reform. 

Outside free zones
Outside the free zones, inward investment rules are 
far more stringent. Majority control is impossible 
and all foreign investors must partner with a local 
investor to get a deal off the ground. The most 
common method is to participate in an LLC, 
shares in which must be owned no less than 51% 
by UAE nationals. Another way to secure a deal is 

to establish a branch presence, through a national 
service agent, or sponsor, which must be a UAE 
national or a company wholly-owned by nationals. 
Should the companies act proceed as planned, 
restrictions on doing business outside free zones 
will be relaxed, with 100% foreign ownership 
expected to be permitted in certain sectors such 
as healthcare, education and services. Similar 
restrictions exist throughout the GCC, with 
Qatar and Bahrain having a similar 49% cap on 
foreign ownership. At odds with its austere image, 
Saudi Arabia has made relatively rapid progress in 
relaxing foreign ownership laws. In some sectors, 
there are no limitations on foreign ownership and 
firms may hold 100% of the equity. “Saudi Arabia 
is ahead of the curve in many respects but it’s not 
really a place people want to live. This is holding it 
back from realising its potential,” says Imtiaz Shah, 
a partner at Lovells. n

Regulatory concerns
improving the regulatory environment and implementing robust legislation will provide greater 
certainty for investors and spur further growth 
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Inflation concerns
Inflationary pressures are threatening to slow 
the rapid pace of development throughout the 
GCC, with workers recently going on strike in 
protest at the spiralling cost of living. Inflation 
in 2007 reached 11% in the UAE and 14% 
in Qatar. As the local currencies of the GCC 
nations are pegged to the dollar, they have been 
forced to lower interest rates or risk speculative 
bets on the local currencies. In an effort to curb 
inflation, Qatar and the UAE have instituted 
rent caps and price controls on food items and 
other basic goods. The UAE also introduced 
subsidies on basic food items for nationals 
and Dubai cancelled all fees and customs on 
cement and steel to lower construction costs. 
The danger with such measures is that they 
worsen the long-term inflation outlook by 
limiting supply. Some have suggested that to 
control inflation the GCC needs to move away 
from the dollar peg and switch to a basket of 
currencies, as Kuwait did in 2007.
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The Dubai International Financial Center 
is positioning itself to be a leader in the global 
market for Shariah-compliant finance and is 
looking at ways to broaden the range of debt 
products available to investors. The DIFC has 
developed a framework to assist the creation of 
securitised markets in the MENA region, which 
could go some way to plugging the financing gap 
which currently exists. Greater securities issuance 
in the region will diversify the region’s investor 
base and assist a range of investors including 
private equity-backed businesses which would 
be able to tap capital markets on an anonymous 
basis. As with acquisition finance, regional banks 

have had little exposure to security issuance and 
the legal basis on which to do so is untested. 

The need for resources to be allocated to building 
a more certain regulatory framework regarding 
structuring, issuance, ratings, sales and valuation is 
acute and to this end the DIFC has produced draft 
regulation on the use of special purpose vehicles 
(SPVs) for securitisation. The regulation, which is 
currently in the consultation phase, would allow 
the establishment of SPVs and provide legal clarity 
for investors. An SPV is allowed to undertake 
a limited set of activities including acquisition, 
holding and disposal of assets, with set-up costs and 
regulatory burden light.  

The growth in demand for Islamic securities 
should prompt the financial community and 
lawmakers in the region to recognise the need to 
improve the efficiency of trading platforms in the 
region and to develop the legal infrastructure in 
order to improve the transparency and disclosure 
regime. The total size of the market for Islamic 
finance has been estimated at $1trn and is 
growing at 15-20% year-on-year. In Saudi Arabia 
95% of new consumer lending was Islamic in 
2006 and in the United Arab Emirates 30% of 
retail banking was Islamic in 2005; and since 
then several institutions have converted from 
conventional to Islamic banking. n

Securitisation: the new frontier
the demand for islamic securities requires a new framework of regulation

SeCuritiSAtion
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There are believed to be more than 
100 Shariah-compliant investment funds 
operating globally with more than $5bn under 
management, with some of these funds trading 
on stock exchanges. In addition to this, sukuk 
issuance, one of the most popular Islamic 
financing techniques, grew to $47.1bn in 2007, 
a 73% increase on the $25bn recorded in 2006. 
A report in February by the Islamic Finance 
Information Service revealed that the number of 
sukuk issued rose to 207, with the GCC showing 
a significant rise in issuance on the previous 
year, from 38 to 53. Research from Standard & 
Poors suggests the global sukuk market could top 
$100bn in the next few years. A similar report 
from Moody’s Investors Service put the figure by 
2010 at $200bn. 

Purest form
For private equity, the demand for Shariah-
compliant products may change future fund 
structuring calculations. “Creating a Shariah-
compliant side pocket, establishing a separate 
Shariah-compliant fund to run parallel with 
the traditional fund or carving out the Shariah 
investors on forbidden investments are ways to 
tap liquidity for Shariah-compliant investors,” 
says one well-placed European adviser. Others 
believe that the potential is massive because the 
profile of private equity is an ideal fit for an 
investor requiring Shariah compliance. “A private 
equity transaction can be seen as the purest form 
of Islamic finance because you are not making 
money from having money and are remunerating 
someone for an obvious use of skill and effort,” 
says Hamid Yunis, a partner at law firm Taylor 
Wessing. However, there are problems. “One of 
the difficulties with Shariah-compliant funds is 
that there are many challenges in a sophisticated 
transaction. The onus is on the law firms to 

develop Shariah-compliant products for the 
industry with enough legal certainty to make 
investors comfortable,” says Imad Ghandour, 
private equity principal at Gulf Capital. 

Fund structures
Under a Mudaraba contract, an investor (rabb 
al-mal) provides capital to another person (a fund 
manager – mudarib) who uses their expertise 
to devise a suitable investment strategy. A fund 
must link profit to actual earnings generated 
from underlying asstes. Any profits generated 
are divided between the mudarib and the rabb 
al-mal, with management and performance 
fees the norm. Any financial losses are borne 
by the investor to the maximum of his capital 
investment. If the investment is not profitable, 
the mudarib’s losses are limited to his time and 
effort. Other facets of the fund are similar to 
conventional investment funds including the 
appointment of a board of directors or trustee to 
take overall responsibility for managing the fund.

The other consideration surrounding 
Shariah funds regards prohibited practices and 
investments. Under Shariah law usury (Riba) is 
prohibited. The payment or receipt of interest 
is usury and therefore investment in businesses 
involved in lending or borrowing is banned. The 
thinking behind debt financing has changed over 
time. Whereas it was previously forbidden to use 
leverage, modern Islamic jurisprudence accepts a 
debt to equity ratio of 1:3. Shariah funds are not 
permitted to invest in companies active in certain 
sectors deemed forbidden, or haram, such as 
alcohol, gambling and providers of entertainment 
services such as hotels and cinemas. A Shariah 
fund also may not invest in a company where the 
majority of revenues are generated through these 
industries (for example a bar or restaurant which 
relies on alcohol for a large percentage of its sales.)

Investment level structuring
There are several ways to structure the financing 
of investments in a Shariah-compliant manner. 
Two of the most common methods are Murabaha 
and Ijarah.

Murabaha involves the purchase and resale 
of a commodity. Typically the fund will acquire 
goods and resell them to a third party at their 
cost plus a fixed profit. In this way the fund will 
consist of obligations owed to it by third parties 
and will not hold tangible assets. Ijarah usually 
operates by purchasing assets and then leasing 
those assets to a third party in return for rental 
income. The assets leased must be used in an 
halal manner and the leasing arrangement must 
comply with Shariah. 

Sovereign sukuk
Sovereign sukuk is the next frontier for sukuk 
issuance. With most GCC countries experiencing 
huge inflationary pressures and with currencies 
pegged to the dollar, some may consider issuing 
sukuk to stave off these pressures. In the UK, 
the Government is considering a sterling sukuk 
issuance as part of its attempts to become the 
gateway for Islamic trade and finance. The 
Government recently published a consultation 
document on the issue. 

The UK is still some way from its goal of 
becoming the financial gateway for the Islamic 
world because of a lack of qualified Islamic 
scholars, according to a Financial Services 
Authority report. The report said that the 
shortage of appropriately qualified scholars 
results in individual scholars holding positions 
on the Shariah supervisory boards of a number 
of Islamic financial organisations, which, “raises 
concerns over the ability of Shariah supervisory 
boards to provide enough rigorous challenge and 
oversight”. n 

Shariah compliance 
      and Sukuk

The growth of the Middle East as a financial centre is best mirrored in 
the surge in demand for Shariah-compliant investment instruments
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Q&A

Which markets in the GCC are most 
developed and open to private equity 
investment?
Th e World Economic Forum ranked the United 
Arab Emirates (UAE) as the most competitive 
economy in the GCC in 2007. Th e UAE is 
the trendsetter, but other GCC countries are 
progressing as rapidly. For example, ownership of 
freehold property is now permissible throughout 
the GCC after the UAE introduced the law in 
2003. Th e UAE continues to enjoy fi rst mover 
advantage which has helped to attract the best 
talent from across the region and the world and 
to create a culture of entrepreneurship. 

However, Saudi Arabia’s reform agenda 
coupled with its market size off ers signifi cant 
opportunities for private equity investments 
going forward. Saudi Arabia is by far the largest 
untapped market in the GCC with more 
than 65% of the GCC population residing 
in the kingdom and with reform eff orts only 
now starting to garner momentum. Th ere is a 
privatisation pipeline of more than $1trn. 

Th e King has been the country’s strongest 
advocate for modernising the Saudi business 
environment to diversify the economy away 
from oil and stimulate job creation in sectors like 
education, healthcare, fi nancial services and real 
estate. Th e reform agenda is having its desired 
eff ect. Saudi Arabia has become the top recipient 
of foreign direct investment in the Middle East. 
Infl ows have increased from $2bn to $18bn in 
the past two years. Th ese fi gures will only grow 
more rapidly with the development of Saudi 
Arabia’s economic cities, special economic zones 
that should attract the world’s top companies 
with mega investment opportunities.

What reforms are needed for further growth?
Th e biggest threat to reform in this region has 
traditionally been high oil prices, a phenomenon 
known as ‘the curse of oil’. During past oil 

booms, the enthusiasm for reform was dampened 
as governments could meet infrastructure 
development requirements on their own without 
much private sector involvement. However, this 
time there is a fundamental shift in thinking. GCC 
governments have recognised the need for change 
and the contribution that business can make to 
meet the development challenges we face. 

Reforms aimed at opening the economies are 
being implemented by regional governments for 
four reasons; to lower revenue reliance on oil; to 
bring in new technology and skills; to boost soft 
and hard infrastructure investments and to make 
local industries globally competitive. Areas needing 
further attention include foreign ownership laws, 
intellectual property rights and fi nancial market 
reforms in order to create more depth in fi nancial 
products off ering. Finding ways to ease the fl ow 
of credit to small and mid-sized businesses which 
constitute the engine of growth and innovation in 
an economy must also be looked into. 

Other areas needing further reform, which are 
already a core concern for both governments and 
businesses, are labour markets and education. 
With more than a third of the GCC population 
below the age of 25, these reforms are needed to 
address the shortage of professionals and labour 
alike in the region, and to train and equip the 
growing youth population with the necessary 
vocational skills 

Are local banks doing enough to provide new 
fi nancing options for private equity deals? 
Th ere have been signifi cant eff orts to reform the 
fi nancial markets in the region as evidenced by a 
fi ve-fold increase in annual bond issuance in the 
region between 2003 and 2006. Debt markets are 
still at a nascent stage of development and private 
equity as an industry itself is probably only six 
years old in our region. As the region matures, 
increased sophistication, new products and new 
fi nancing options will certainly emerge. 

Why are business owners reluctant to 
relinquish a majority stake?
One should bear in mind that a private equity 
investor can gain a strategic minority stake yet 
still negotiate controlling rights or negative 
controls in order to retain infl uence over 
decisions pertaining to the business moving 
forward. Families are becoming more aware 
of the growth opportunities within the region 
and the diff erent options available to them to 
harness opportunities and grow their businesses 
expediently. 

Private equity fi rms that can create a successful 
track record contribute in a major way to 
dispelling fears and negative perceptions that 
potential vendors have. Furthermore, with all 
the GCC countries having joined the World 
Trade Organisation, several local companies, 
especially large family conglomerates have begun 
to restructure their holdings, consolidate their 
positions in key sectors and exit non-core assets, 
throwing out interesting opportunities for well-
connected private equity fi rms. 

How has the credit crunch affected the GCC?
Th e Gulf has proven to be more or less immune 
to the recent sub-prime credit crunch crisis. Th e 
major reason for this stems from the fact that 
many of the investments from the region were 
made in the region itself. According to a Standard 
& Poors survey, aggregate sub-prime exposure of 
the banks in the GCC remains less than 1% of 
their total assets. 

So far three prominent local banks have lost 
only a combined $1.5bn from the crisis compared 
with major international banks losing around 
$170bn. However, overall there is still suffi  cient 
market appetite to fund and underwrite the 
planned infrastructure projects and real estate 
developments in the region especially for blue-
chip borrowers and private equity fi rms with 
proven track records. n

frederic Sicre, executive director 
at Abraaj Capital, considers the 
issues affecting the industry and 
how the market can take the 
next crucial step
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Which markets in the MENA region 
are most attractive for a private equity 
investor?
All of the markets have their attractions. In 
Turkey and Egypt there is more of a deal 
infrastructure in place because of the number 
of advisers and investment banks which have 
opened offices in recent years. 

The United Arab Emirates (UAE) is rapidly 
developing a comprehensive infrastructure. 
Dubai has historically been the leader in this 
area, but Abu Dhabi is becoming increasingly 
attractive as a place to do business. Bahrain 
and Kuwait are both sophisticated markets and 
Qatar is catching up. In Saudi Arabia there is 
massive potential. The legal aspects are very 
competitive, with clear and straightforward 
rules, but the barriers to entry are steep. 
Getting traction is very difficult. 

Is access to leveraged debt a problem?
Very few banks in the region look at cashflow 
lending. They have plenty of work which 
is bringing in fees in other areas so perhaps 
haven’t felt the need to develop this side of the 
business. It is disappointing because last year, 
with some of the big banking names moving 
in, we thought we would have more leveraged 
finance options going forward but that hasn’t 
proven to be the case. 

The current instability in the global credit 
markets has also had an impact on the products 
banks are willing to offer. There is a reluctance 
to commit cash to non-core or experimental 
areas at a time when they are focused on 
balance sheet issues. 

Can a private equity investor buy control or 
is a minority stake the best one can hope 
for? 
It is a myth that management teams won’t 
give up a majority stake. We target control 
deals and would be reluctant to be a minority 
investor because of the control issues that can 
arise. When you are in control all exit options 
are open. 

Business owners, especially family groups, 
are increasingly open to the idea of selling 
a majority stake in order to focus on core 
activities. In the past the mentality may have 
been that to divest assets would diminish 
the prestige of the business, but this is rarely 
the case any longer. Owners are broadening 
their investment remit and need cash to take 
advantage of opportunities in new areas. 

How have management issues held back 
businesses in the region?
If a business is growing fast, management 
will be stretched and this is when you need to 

provide additional talent. This could include 
a CFO, a marketing manager or even a CEO. 
Previously family owners have been reluctant 
to offer remuneration structures that would 
tempt the best management and therefore 
businesses have not reached their full potential. 
This is where a private equity investor such as 
us can add value. Talent is scarce, but if you 
offer compensation levels equivalent to Europe 
and the US with competitive bonus packages 
and equity incentives you can find the best 
people. 

What is the future for private equity in the 
MENA region?
The market will ultimately go the way of the 
established markets in Western Europe and the 
US because the opportunities are here. It is 
similar to the situation in the US in the 1980s 
when very few investors were active, but the 
ones who were are now the leading names in 
the industry. 

A number of new players are raising funds 
and this will serve to speed up the process of 
development by coaxing more investors to the 
region looking for dealflow from private equity 
funds. n

robert wages, executive 
director of private equity at 
the Abu Dhabi investment 
Company looks at the state of 
private equity in the region
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‘Very few banks in the region look at cashfl ow lending. They have 
plenty of work which is bringing in fees in other areas so perhaps 
haven’t felt the need to develop this side of the business. It is 
disappointing because last year, with some of the big banking names 
moving in, we thought we would have more leveraged fi nance options 
going forward, but that hasn’t proven to be the case’

‘Business owners, especially family 
groups are increasingly open 
to the idea of selling a majority 
stake in order to focus on core 
activities. In the past the mentality 
may have been that to divest 
assets would diminish the prestige 
of the business, but this is rarely 
the case any longer’
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How would you characterise private equity in the 
Middle East and the opportunity available?
Private equity, as an asset class, has recently made 
inroads into the Middle East. Traditionally the region 
has been viewed as a source rather than a target for 
investment capital. 

We are very bullish on the GCC and the Middle 
East South Asia (MESA) region - accelerating 
liberalisation of markets and economies, privatisation, 
regional integration, and sustainable and strong 
organic domestic growth are all strong drivers of 
growth. Private equity houses in the region are 
currently on track to make returns above the global 
averages as revenues from record energy prices drive 
liquidity levels to record highs. � ere is buoyant 
regional GDP growth, economic restructuring is 
gathering pace, and increased liquidity and mounting 
international interest in these emerging markets have 
added to the attractiveness of private equity as a viable 
asset class.

What reforms are needed for further growth?
� ough private equity in the region has witnessed 
exponential growth, there is signifi cant room for 
growth. � e Middle Eastern market – and by that I 
mean both private equity deals done in the Middle 
East and those done elsewhere by Middle Eastern 
fi rms – is not yet saturated or at full capacity. It will 
continue to grow into a credible market and the 
global economic situation is helping that development 
process.

Institutional private equity is still in its nascent 
stage and for the asset class to evolve further, we 
need consistency in regulatory and legal structures, 
continued development of capital markets, and 
greater availability of human capital. While 
the industry progresses from fundraising to the 
deployment and investment stages, investment 
managers will experience a new set of challenges.

We need a secondary market for private equity 

to develop further. A secondary market will attract 
international private equity houses and prompt 
the development of regional secondary funds, and 
empower investment managers with the fl exibility to 
shift their strategies, change their investment policy or 
rebalance their portfolio allocations.

Are local banks doing enough to provide new 
fi nancing options for private equity deals? 
While banks have been typically into name lending 
and asset lending, we need equity funding in the form 
of angel funds, venture capital or private equity to add 
depth to the market. � is has just started happening 
– we are going to see a lot more activity in this space. 

But regional debt markets have often been 
overlooked, and have never been fi rmly placed in the 
investment remit of emerging market fund managers 
nor global bond portfolios.

So far, bond fi nancing in the MENA region has 
typically remained the preserve of sovereign issuers 
(i.e governments); although average yields are broadly 
in line with other regions, the duration of bond 
maturities is markedly lower compared to benchmark 
government bonds issued by the Organisation for 
Economic Cooperation and Development (OECD) 
countries. 

Why are business owners reluctant to relinquish a 
majority stake?
Acceptance of private equity fi rms by family fi rms 
varies quite dramatically. Some are very sophisticated, 
others are more traditional. We have seen in many 
Gulf family groups an openness to working with 
private equity companies they trust. 

� e thought processes of family run businesses are 
changing, albeit slowly; entrepreneurs are conscious 
now of the value additions private equity adds to 
the mix. Companies in need of growth capital have 
realised that besides capital, private equity fi rms help 
them set strategic directions, enhancing a company’s 

value proposition, when they decide to fl oat on an 
exchange. Increasingly, more and more family-owned 
businesses in the Middle East looking to align with 
private equity fi rms at a pre-IPO stage. 

It has been mentioned that there is a ‘war for 
management talent’ in the GCC. Is this a correct 
characterization and how do you win this war?
� is is a critical issue for the region. With 
governments and companies in the Middle East 
adopting aggressive growth strategies and a move 
towards international business practices, the need for 
talent has never been greater. We are in the front line 
of the global war for talent. � e depth and breadth 
of local talent is limited. � e legal, operational and 
fi nancial nuances of the region make importing new 
talent from developing economies less eff ective than 
previously anticipated. 

Companies need to know that in the war for 
talent, they must do all they can to win – and their 
external perception is possibly the most eff ective tool a 
company has at its disposal. 

With a host of funds out in the market how do 
you differentiate yourself in order to win deals?
We leverage our expertise and well established 
relationships to get access to pipelines of interesting 
deals. Proprietary access and extensive deep business 
networks are essential for succeeding in the region. 

Whether it is in the Gulf region, India, Europe or 
the US, we have the capabilities to build investment 
vehicles that leverage specifi c capital markets. We 
focus on global markets that are in the midst of 
economic transformation to create enormous 
opportunities. By combining our global vision with 
local insights to create innovative and rich wealth-
building strategies we create the highest possible 
risk-adjusted returns for our clients while maintaining 
a conservative investment philosophy and disciplined 
investment process.
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Khaled Al-Muhairy, 
chief executive offi cer of 
Evolvence Capital examines 
the big issues facing the 
market today 
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