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North America continues to be a hot spot for Chinese investment, but the overall investment forecast

remains changeable. Sino-American relations are warming, but in Canada a cold front
has descended for Chinese investors, writes Vanessa Ip
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hina's relationships with the US and Canada have a history of
running hot and cold, depending mostly on the swirling winds
of politics for the fine or stormy atmospheres that intermittently
prevail. The until very recently volatile investment climate for Chinese
companies in the US appears to be clearing as investment is on the
uptick, while frosty winds prevail in Canada, but for how long, given
that nation’s wealth of desirable energy resources?
Chinese overall outbound M&A didn't break any records in
2013 but remained healthy, comparing well with the past few

Ri% | CHINA BUSINESS LAW JOURNAL



TAR M0 i

X5, 2012 FEMEBE I E, A LAFHZEMEMN 2012 £
660 {ZETTHET 2013 4y 515 2 ETT. BRIEEE A M
ZEMHIT. PERTENARR AR EEENE AR, Fit
2014 FL M ATEEIMIANBILEREE.

ERTREFEREXFBWLSHEFARITESMEERE
REKNFRE: “BFIFEMALARANS 5. TigHT EMRE.
ETMMITHERER. HIEELEMR XETUEEEHNEZTIL
REEZFEFMRITFTS, EEFMME X F R ER T E KR
MAEFEERBRS| . EEEWAA—EF, BHFNLNHPHRER
BEEESUMNERMER, Xt EPEREE LN TRRHN
EEFH BTN RERIUEBIRNGELD, XLEE AN
JLEEEFEPERAEESREON Stz

S EBLRHE, PEBMRT— LI EIME AR S RIBEFTN
E, AERHRHBER XTI, FEARHRE 10 27T
THHEABEERNEH A E. LA, L EREHRT AR AEE
ERBERARINERZERS (AHF) UREEIHZAE, XE
BHERAEL T AR AL

‘BENSTEHRMNZEESTERRERESHMAEE
T (AR) S EREnER —EHE LS, migEm
EZEBNAEGUANMEIRFHM L E 2 FE A Jim Lidbury i
I3 L 5 M RE A A NE A BE XA AR HEE K. BAVNARES
RANMEHEEGIHE, NN ESSEFERREEMETSS
5%&

BEERRITEST EERRAERAGRK BRI E
BHUNERSA “PEERAREHN—$", "HER ENHER,
XELEHMFREFEESE IR FED

AT, FEEAEZAREE ERDFERBZNABAFE. BE
FEAMBERESFENIEZENH UL SR, LEERFGIHN
HI4E, Bk E, 2014 £BME 100 ZETHR B EERITH.
A, LSRR AIREFRRIPHERREEEERN, FERE
R EFPEFERIK R DA KK

FHEEBEFANMELX, BMEEENEHEREAER

FEAHRIFE CRIME TT
15 5 R A iE A

China has become a lot more
aggressive in protecting its
own turf
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Approvals from China have made
it hard for Chinese investors to
compete on an even playing field
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years. There were 200 deals announced in 2013 versus 191 in
2012, however the announced deal value fell from over US$66
billion in 2012 to US$51.5 billion in the following year. But it’s
predicted that 2014 will be a record year for China outbound in-
vestment, driven by bigger deals, the increasing sophistication of
Chinese investors, and national government support.

According to Fang Jian, a partner specialising in China-
related M&A at Linklaters, Shanghai: “The US and Canada
remain attractive M&A jurisdictions for Chinese investors,
given the presence of leading players, the width and depth
of the market, the relatively weaker American and Canadian
currencies, the recent discovery of huge shale reserves in the
North America region, and the promising signs of recovery of
the US economy.

“The successful execution and completion of a few Chinese
investments in the US during the past year or so also send
positive signals to Chinese investors and raise their confidence
level in overcoming the legal and regulatory obstacles that drove
many Chinese investors to favour other markets such as the EU
in the past few years.”

Earlier this year, China eased some restrictions on outbound
investment. Under the new rules, Chinese companies no longer
have to obtain government approval for foreign investments
under US$1 billion, provided they do not involve sensitive
countries or industries. Previously, approvals from the National
Development and Reform Commission (NDRC) and the Ministry
of Commerce (MOFCOM) were required for almost all outbound
investments, putting Chinese investors at a disadvantage.

“Approvals from China have made it hard for Chinese investors
to compete on an even playing field against other bidders that
don’t have to go through a [state] approval process,” says Jim
Lidbury, a partner at Ropes & Gray in Hong Kong and co-leader
of the firm’s global M&A practice. “The new rules will substan-
tially loosen the outbound M&A approval requirements. We're
still waiting on the final implementing rules, but this will make
it a lot easier for Chinese investors to compete.”

Joseph Chan, a partner at Sidley Austin in Shanghai,
describes the recent liberalisation reforms as “a step in the right
direction”, which “over time should encourage and facilitate
more successful outbound activities in China”.
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Less certain, however, is how receptive host countries are to
incoming Chinese investment. China is pumping money into US
acquisitions, notably the hot sectors of technology and innova-
tion, with a reported US$10 billion worth of deals in the pipeline
for 2014. However Sino-American relations over regulation and
enforcement involving technology, intellectual property (IP) pro-
tection and national security continue to be strained.

Across the US border into Canada, stricter foreign takeover
rules have blocked takeovers on national security grounds, and
concerns over the loss of strategic resources are being blamed
for the recent Chinese investment chill. Can these tensions be
tempered, or will investment remain on ice?

The state of the union

Randy Hanson, a partner at Womble Carlyle Sandridge &
Rice in North Carolina, says China’s participation in the US is a
given. Hanson is a leader in the firm’s global business practice,
which represents Chinese companies in the US, particularly in
the southeast and mid-Atlantic regions. “[There is] a strong
desire on the part of many Chinese businesses to be in the US,
based on their perception of achieving a certain cachet at home
of being in our market, and due to the size and strength of the
US economy,” he observes.

However, the Sino-American relationship has recently been
fraught with “a number of tensions in a number of areas, and
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has deteriorated”, observes Jamie Barr, partner and head of the
corporate practice at Hogan Lovells in Hong Kong. “China has
become a lot more aggressive in protecting its own turf. Particu-
larly in the area of technology, there have been claims brought
in the US against the Chinese for spying and improper access to
company information. Whether it is retaliatory is hard to say, but
we've also seen Chinese competition authorities become increas-
ingly interested in policing agreements that they feel may impact
competition in China and elsewhere.”

A significant portion of the investments coming from privately
owned enterprises has been targeted at established technolo-
gies in the US. The largest announced China outbound deal in
North America so far this year was the US$2.9 billion purchase
of Google's Motorola Mobility unit by Lenovo Group. China also
continues to carve out inroads into Silicon Valley with Alibaba’s
eyes set on the US$250 million acquisition of ride-sharing app
developer Lyft.

According to Fang, this is a trend that is likely to continue.
“Potential Chinese investors have now expanded from state-
owned enterprises focusing mainly on natural resources and
infrastructure deals, to also include private enterprises driven
by the desire for inorganic growth, increase in overseas market
share, and opportunities to acquire technologies and innova-
tive businesses. Some of the bigger private enterprises include
Shuanghui, Tencent, Fosun, Lenovo and Wanda, who are pursuing
investment opportunities in myriad sectors ... a significant pro-
portion of China’s outbound investments in terms of deal value
are foreseeably still likely to be in the natural resources, technol-
ogy and infrastructure sectors”, he says.

Hogan Lovells is one of the sell-side advisers in the US$2.3
billion IBM-Lenovo deal involving the sale of IBM’s x86 server
unit to Chinese PC maker Lenovo. The deal was recently approved
by US regulators, but had previously drawn national security
concerns among US officials over the possibility that the servers
could be abused by Chinese hackers. Hogan Lovells advised IBM
on global antitrust issues with regards to the necessary approvals
required by Chinese regulators.

On the increasing sophistication of Chinese investors, Barr
says: “The Chinese corporates acquiring non-resource assets
have had a reputation for asset stripping, in that they have been
looking to acquire know-how, technology, intellectual property,
which they then use to upgrade their own businesses in China. |
think we're going to see more corporates going into markets and
really operating those businesses in those markets.”

Thomas Chan, a partner at Fox Rothschild in Los Angeles
who specialises in helping Chinese companies set up opera-
tions in the US, notes that Chinese investors are learning to
protect their industries and interests by utilising the US legal
system. “For example, they recently began to use antitrust
laws against US pharmaceutical companies, tech companies
and even major auto companies,” he says. “They are also using
the Western legal system to grow their IP base and foster in-
digenous IP development. Currently they file more anti-piracy
lawsuits in China against Chinese entities than we file against
them here in the US.”

According to Peter Thomas, managing partner at Simpson
Thacher’s Washington DC office, “it is no secret that there is
some trepidation in US society, and among US politicians, about
China’s growing economic clout, especially when manifested by
direct investments in US assets”. But Barr believes the recent
announcement that China and the US will sign up to a Model
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1 Foreign Account Tax Compliance Act (FATCA) agreement on
exchanges of information by the end of the year, may signal
greater accommodation, or at least pragmatism, between the two
countries. Opinions, however, are divided.

FATCA was enacted in March 2010 by the US congress to
make it more difficult for US taxpayers to conceal assets in
offshore accounts, explains Seymour Mansfield, a partner in the
Minneapolis office of Foley & Mansfield, a mid-sized US firm
with a China focus. Mansfield is chair of the firm’s international
business law group, with a specific focus on Sino-US business
deals and disputes. “In order to discover information about
offshore accounts, FATCA imposes significant reporting obliga-
tions on both non-US foreign financial institutions and non-US
non-financial entities to identify and disclose their US account
holders,” he observes.

The goal, says Hanson, is to promote the global sharing
of tax information, however, “FATCA has without a doubt
created unwelcome business tensions between the US and other
countries, as well as further animosity over the proliferation of
US laws with extensive extra-territorial application, such as FCPA
[Foreign Corrupt Practices Act]”.

Mike Burke, a partner at Arnall Golden Gregory in Washington,
agrees. Burke has experience advising clients on FCPA compli-
ance, in particular with China-related direct investments. “FCPA
and US export controls, taken together, can be a major challenge,”
he warns. “Foreign investors sometimes do not realise that invest-
ments in the US could cause the ‘parent’ company to be subject to
US law, including the FCPA and export controls. With that jurisdic-
tion, penalties are potentially high, as China remains a jurisdiction
of concern for bribery, as well as US export control compliance.”

Megan Mehalko, a partner at Benesch in Cleveland, also
warns of fallout that could impact China investment activity.
Benesch assists US companies in the establishment of China-
related strategic alliances and joint ventures for manufacturing,
distribution and business operations, and Mehalko is chair of
the firm’s corporate and securities practice group, and also
active in its China practice group. “It is certainly possible that
this [FATCAI co-operation will chill some Chinese investment
in the US as information regarding these foreign holdings and
investments will be shared with the Chinese tax authorities,

% | CHINA BUSINESS LAW JOURNAL [l
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. . . Still, Nicholas Molan, of counsel for Vinson & Elkins in
[FATCA] co-operat/on will chill Beijing, says the anticipated entry into a Model 1 Intergovern-
some Chinese investment in the US mental Agreement between the US and China “is being viewed

favourably by many companies as a barometer of broader
relations between the countries”. And Phillip Mills, a partner
at Davis Polk in New York specialising in M&A, agrees that a
US-China FATCA agreement would be an important develop-
ment in terms of co-operation between the two governments.

Megan Mehalko However, he adds that “it is of no consequence to Chinese

%nesch outbound M&A activity into the US. Co-operation on the sharing
SIkA of tax-related information will not alleviate the national security
mFX= or cybersecurity concerns which are much more fundamental to
Benesch M&A regulatory review”.
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hile it was popular for Chinese companies to list their stocks
in the US in the past, often via reverse mergers, Chinese
companies are now exiting US capital markets and re-listing in
other jurisdictions with 26 having been successfully privatised
in the last 58 months up until August 2014. Many Chinese
companies have been privatised because of undervaluation of
stock prices, attacks by short sellers, and/or strategic adjustment.
Although the privatisation process for some companies has
gone smoothly, others encountered obstacles and even failed
eventually. Compared with Global Education & Technology Group,
which spent 30 days to complete its privatisation process, Tongji-
tang Chinese Medicine Company and Harbin Electric spent over
a year. Even CNinsure, the first Asian insurance intermediary
company listed in Nasdag with a valuation of nearly US$1 billion,
failed. A privatisation bid fails if there is rejection by minority
shareholders and insufficient buyout funds from the offeror.
After privatisation, some companies have successfully re-listed
in other jurisdictions. For instance, China Metal Resources Utili-
zation successfully relisted in Hong Kong in February 2014, and
raised roughly US$96 million. It was formerly listed on the NYSE as
Gushan Environmental Energy and was delisted in October 2012.

“Going private” means all or most of the stock of a publicly
listed company in the US is bought out and ends up in private
hands. The stock may be bought out by private equity firms, by
the major shareholders or management of the company, or by
affiliates of the company. A listed company, if held by less than
300 shareholders of record — or 500 shareholders of record if
the company does not have significant assets — can deregister
its equity securities from the US Securities and Exchange Com-
mission (SEC) and will from then not be subject to the periodic
reporting requirements of the US securities laws.

There are different ways for a US public company to go private.
e Mergers: where a US public company merges with or sells

all or substantially all of its assets to a newly formed private

company owned by the buyout group;

e Tender offer: where a buyout group makes a tender offer to buy
all or most of the company’s publicly held common stock; or

e Reverse stock split: where a US public company declares a
reverse stock split that reduces the shares owned by small
shareholders to less than one share, which will then be
redeemed by the company and hence reduces the number of
shareholders of record as a result.

A US public company may be privatised in a one-step merger.
This will generally involve the following:
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e Merger proposal: the buyout group makes a merger proposal
to the board of directors of the US public company, with an
indication of the price it will pay to acquire the company’s
common stock in public hands;

e Merger agreement: it will be negotiated between the buyout
group, the company and the special committee of the board
(discussed later) to ensure that the terms of the merger and
the entire process of merger are fair;

e Schedule 13E-3 filing: if an affiliate of the company, or the
company, is involved in the merger proposal, a statement
on schedule 13E-3 is required pursuant to the Securities
Exchange Act of 1934, with discussions of the purpose of
the transaction, and views and reasons as to fairness to the
unaffiliated shareholders; and

e Proxy statement: the company has to file a proxy statement
to seek shareholders’ approval of the transaction in a special
meeting, and obtain their consent for deregistering and/or
delisting the common stock, which will include views on the
transactions of the board, the special committee and the
independent financial adviser to the special committee.

Tender offer followed by short-form merger

Tender offer and mergers are often used to ensure that all
common stock is purchased from the minority shareholders. If
there is a tender offer prior to a short-form merger, additional
documents will include a tender offer statement from the buyout
group to the shareholders of the US public company and a letter of
transmittal, which invites the shareholders to tender their shares.

Special committee, fairness and independence

In all going-private transactions, and in particular in one-step
mergers, it is important to ensure that the transactions are
fair, as conflict of interests between the buyout group and the
company will invariably arise. Hence, the board of directors of a
US public company will set up a special committee, comprising
disinterested and independent directors, to negotiate the best
deal to protect minority shareholders. The special committee
must operate independently. It retains its own financial and legal
advisers, remains fully informed in the decision-making process,
and has the power to negotiate with the buyout group at arm’s
length. The use of the special committee will, in the event of
challenges by plaintiffs’ lawyers, shift the burden of proof of un-
fairness to the challengers.

The board of directors of a US public company owes fiduciary
duties to the shareholders and should consider alternative
transactions to maximise the value for the shareholders before
approving the sale of the company.

Benefits and conclusion

Under the stringent regulatory regime of the SEC and consider-
ing the current investment climate in the US, going private may
be a viable option for US-listed Chinese companies to refocus
their energy and resources in developing their business, as well
as to avoid surprise attacks by short-sellers.

It presents a good opportunity for companies to consider
relisting on other stock markets where they may obtain better
financing terms, and communications with local investors may
be facilitated.
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Ralls v CFIUS

“There is a sense that the Chinese investors are particularly
targeted by this set of rules,” adds Lidbury. There is specula-
tion as to whether the recent decision in Ralls v CFIUS may
signal a sea change in the level of scrutiny Chinese firms face
when acquiring US assets. In July this year, A US Court of
Appeals ruled for the first time that the US government must
provide access to some of the evidence relied upon on when
conducting national security reviews of foreign acquisitions of
US businesses, and that the affected party must be given an
opportunity to rebut that evidence.

In 2012, US President Barack Obama blocked the Ralls Cor-
poration’s wind farm transaction “because the terms proposed
by CFIUS to mitigate its national security considerations were
unacceptable to the parties”, says Seymour. Ralls was never given
access to the relied upon evidence, or the opportunity to respond,
which the court held to be unconstitutional.

“The Ralls decision is helpful, | believe, in showing to the
Chinese buyer community the rule of law is well established
in the US, such that even actions of the executive branch are
subject to scrutiny,” says Joseph Chan. “It is historic in that this
is the first time a challenge of this nature has been made by a
foreign buyer and prevailed.”

Traditionally, says Thomas Chan, “Chinese investors have been
gun shy in using the US court system because of their dramatic
losses in the past, when they should have won — or lost less.
The Chinese government has been urging its citizens to vigor-
ously defend themselves in the US, and this surprising win will
encourage them to push for litigation”.

But the decision is unlikely to influence the decision making
process for Chinese companies investing in the US, “with CFIUS
remaining a major ‘black box’ concern in any US acquisition”, says
Thomas Stiebel Jr, a partner at Quarles & Brandy in Chicago and chair
of the firm's China law group and chief representative of the firm's
Shanghai Representative Office. “In the short term, Chinese business-
men and women still have an uneasiness, with not knowing how or if
CFIUS will be an issue with any given transaction, and there seems
to be an opinion that the decision making process is too vague and
ambiguous and will remain so for the foreseeable future.”
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Burke, at Arnall Golden Gregory, says the decision does not
change: (i) what transactions must be reported to CFIUS; (ii)
the national security and other considerations CFIUS reviews in
connection with a specific transaction; or (iii) the US president'’s
authority to issue a final decision as to a specific transaction.

“The decision does not affect the substance of a CFIUS
review, just the process,” he says. “I don't think the case changes
the level of scrutiny faced by Chinese purchasers, or purchasers
from any other jurisdiction. The decision addresses process, not
substance, so CFIUS’s focus will remain on the national security
questions implicated by a specific transaction.”

Cold Canadian winds

The climate for investment from China in Canadian indus-
tries, particularly mining, has grown colder of late following the
imposition of government restrictions, in late 2012, on state-
owned enterprise (SOE) investments in the Canadian energy
sector. “These stricter rules have impacted FDI [foreign direct
investment] from China, which dropped dramatically in recent
years, from C$21.5 billion (US$19.6 billion) in 2012 to C$220
million in 2013” notes Cameron Mingay, a partner at Cassels
Brock in Toronto and head of the firm’s China mining group.

According to Dentons’ partners Mark Mahoney in Toronto
and Wei Shao in Vancouver: “CNOOC’s acquisition of Nexen
in February 2013 did result in the tightening up of certain
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Canadian foreign takeover rules and has raised the prospect
that acquisitions by SOEs would be subject to greater scrutiny
by Canadian regulators. In particular, the Canadian government
has determined that continued acquisitions by SOEs of control-
ling interests in the oil sands industry will only be approved on
an ‘exceptional basis’ going forward.

“These changes have impacted the flow of capital from major
SOEs and their decisions to invest in Canada, thereby resulting
in fewer major deals. However, these changes do not appear to
have impacted the flow of private capital into Canada.”

The Canadian government recently clarified the definition
of SOEs for the purposes of its revised foreign takeover rules.
SOEs have now been defined to include not only entities but
also individuals acting under the direction, or the direct or
indirect influence, of a foreign government. This broadened
definition grants the minister of industry a wider range of
discretionary powers, and can capture significant numbers,
and types of, Chinese investment. This, according to Mingay
“has led to other foreign direct investment options being
explored. This includes the acquisition of pure exploration
properties, which are not subject to Investment Canada
review and are exempt from takeover restrictions, making full
state ownership still possible”.

New financial review thresholds were also implemented
that put SOEs at a higher probability of review compared to
a non-SOE entity, based on the threshold criteria. “Especially
in connection with medium to larger transactions, Chinese
investors can run into competitive challenges in an auction
context, when the vendor of the assets assesses the impact of
the approvals that the Chinese investor will need to complete
its investment,” say McCarthy Tétraut partners lan Michael in
Toronto and Joyce Lee in Vancouver.

Mingay says: “Although the market capitalisations of
resource companies have declined dramatically over the past
several years, which in ordinary circumstances could be seen
to represent a buying opportunity for Chinese companies, the
slowing of the Chinese economy and the crackdown on cor-
ruption in that country has caused most Chinese companies
to act very cautiously in making new investments.” For
example, the proposed takeover by oil giant China National
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Petroleum Corp (CNPC) of Canada’s Athabasca Oil recently
made headlines amid a government-led corruption probe
leading to renegotiations over the C$1.23 billion sum previ-
ously agreed for a 40% stake in the project.

Athabasca Oil share prices have dropped and meanwhile,
CNPC has been criticised at home for paying premium prices
for foreign energy resources.

In the highly competitive M&A market, Mills from Davis Polk
says it is vital for bidders to be competitive on deal certainty
as well as price. “In general, China-based buyers are at a com-
petitive disadvantage due to the inherently greater closing risk
they present as a result of their regulatory requirements — both
Chinese regulatory approvals needed to make and fund the
acquisition, as well as US national security review and approval
— and the greater concern around the enforceability of their con-
tractual obligations,” he says.

“In order to improve their competitiveness, some buyers
have been able to work with their Chinese regulators to provide
substantial comfort before deal announcement that Chinese
regulatory approvals will be obtained, which has improved their
competitiveness significantly. In addition, CNOOC's success-
ful acquisition of Nexen has demonstrated that a thoughtful
and nimble approach can enable Chinese buyers to work their
way through the complexities of the US and Canadian national
security processes.”

Stephen Worley, who co-chairs McMillan’s China Practice
Group from Vancouver and Hong Kong, says in terms of Canada-
China relations, “the Canadian government's restrictions in late
2012 on SOE investments in the Canadian energy sector has
been viewed in the media as a deterrent for Chinese and other
foreign investment”. Moreover, Mahoney and Wei Shao predict
“most of the Chinese Investment in Canada is still some time
away from positive case flow”.

But Peter Mendell, a partner at Davies Ward Phillips &
Vineberg in Montreal, believes Canada is still ripe with oppor-
tunity for Chinese investors. “While the regulation of foreign
investment can be challenging in certain limited sectors, such
as the oil sands, causing certain companies to be reluctant to
invest, there are lots of opportunities for investment which do
not pose the same challenges.”
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