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Chinese investors are venturing into more diversified sectors around the world, but lawyers urge them to
beware the political and post-sale risks before entering unchartered waters, writes Vanessa Ip
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f there are fears of an economic downturn in China, no-one has
told its state and private investors keen for a slice of foreign op-
portunity as they open sail for the world’s four corners.

And they may be right. Although it is widely speculated that
China’s “boom” is over, cross-border activity increased by 18.2%
to US$72.2 billion in the nine months to 30 September, with
outward foreign direct investment expected to rise to over US$5
trillion by 2020 from US$311 billion. But in waters still relatively
uncharted by outbound investors, the risks can be high. Political
considerations in an increasingly polarised world can sink the
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Top 20 international legal advisers by China outbound
M&A deal value
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keenest entrepreneur. And a lack of expertise beyond simple
acquisitions just may be the sea monster that many Chinese
companies never spy on the horizon before it's too late.

For those who avoid shipwreck, opportunities beckon. While
most of China’s outbound M&A activity will continue to centre
on the energy sector, there is growing interest in diversification
and non-traditional sectors such as financial services, consumer
goods, infrastructure and agricultural products are driving the
Chinese outbound M&A market.

Chinese companies, both state and private, are becoming
ever more discerning, however legal advisers are urging clients
to look beyond the sale towards a better understanding of post-
operations in order to ensure long-term success.

Shifting national interests

The key driver for outbound Chinese companies is meeting
the demands of the domestic economy, says Jay Kolb, managing
partner at Vinson & Elkins in Beijing. “With regard to state-owned
enterprises [SOEs], the key driver is the identification of invest-
ment opportunities that have relevance to the Chinese national
interest. There are a number of factors driving that interest:
sourcing and improving the supply of key commodities such as oil
and gas and raw materials; availability of key commodities; and
training and employment of Chinese personnel. Frankly, China is
continuing to be opportunistic right now. They are in a very strong
market position; they have capital resources, and have an interest
in investing. Many parts of the world are still not firmly on their
feet and don't have capital to invest in foreign assets.”

Vinson & Elkins advised on four of the largest Chinese outbound
M&A deals this year, including stake acquisitions in American,
Kazakhstani, Egyptian and Nigerian energy companies. While
energy resources will continue to dominate the outbound invest-
ment agenda, both state and privately owned Chinese companies
are increasingly looking at larger and more sophisticated deals in
developed markets across the range of non-traditional sectors.

The top 10 non-energy related acquisitions this year covered a
wide spectrum of industries across the globe, including food and
beverage, financial, real estate, chemicals, dining and lodging,
machinery and transportation companies. According to data
provider Mergermarket, the greatest growth in investments was
seen in the financial services and consumer sectors.

In December 2012, China Aviation Industry General Aircraft
and P3 Investments announced an 80% stake acquisition of Inter-
national Lease Finance Corporation in the US for US$4.2 billion.
Debevoise & Plimpton acted for the sellers while Simpson Thacher
& Bartlett and Hogan lovells acted for the buyers in the deal.
Simpson Thacher were also advisers to the American pork producer,
Smithfield Foods, which was acquired by Shuanghui International
for US$6.9 billion — the largest deal of the year (excluding energy,
mining and utilities). Speaking on the successful completion of the
deal, Peter Thomas, litigation partner in Washington DC for Simpson
Thacher & Bartlett said: “as the largest Chinese inbound US deal,
[it] was a watershed event which should encourage and help clear
the way for future transactions”.

For Fangda Partners, Chinese outbound M&A shows no
signs of slowing down. On average, the firm has been acquiring
new M&A clients at a rate of one to two per week, a trend that
it predicts is likely to continue. Tan Peng, a partner in the
firm’s Beijing office, says the client focus is changing. “One
trend we're seeing is clients becoming more sophisticated and
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Frankly, China is continuing to be
opportunistic right now. They are
in a very strong market position
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Managing Partner
Vinson & Elkins
_ Beijing
discerning,” he says. “Rather than acquiring a whole company,
we are seeing more and more asset deals. In many cases
dealing in the fashion industry, companies just want to acquire
the brand alone, rather than the employees or operations
aspects that come with it.”
Another significant trend is the arrival of privately owned enter-
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Jingtian & Gongcheng is proud to advise on the following Chinese companies’ overseas acquisitions:

XETEFAMERELEE AAMC
The Dalian Wanda acquisition of AMC Entertainment Inc.
¥ HMEALRIE
The Sany Heavy Industry acquisition of Putzmeister

R4 ¥ d2 4 K Adriana Resources Inc.
The Wuhan Iron and Steel acquisition of Adriana Resources Inc.
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The A-TECH Wind Power acquisition of Cirrus Wind Energy
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With our industry-leading experience in the field of overseas investment, we are committed to contributing to the internationalization and
globalization of Chinese companies by providing professional legal services in their outbound endeavors.

%3 Shenzhen

Tel: (86-755) 2398-2200
Fax: (86-755)2398-2211

L7 Beijing
Tel: (86-10) 5809-1000
Fax: (86-10) 5809-1100

% Shanghai
Tel: (86-21) 5404-9930
Fax: (86-21) 5404-9931

FRAD Chengdu

Tel: (86-28) 8777-8888
Fax: (86-28) 8628-2233

www.jingtian.com
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Wharton & Garrison;
BIRRITEZET Simpson
Thacher & Bartlett;

I R E R
R ITE ST
Advising financial adviser:
Skadden Arps Slate
Meagher & Flom

BELRIMESA

Debevoise & Plimpton

FEFIRINEZ AT

Cleary Gottlieb Steen &
Hamilton;
EERIHESAT

Gide Loyrette Nouel;
kB INEE AT
Skadden Arps Slate
Meagher & Flom

BEXEEEA
Lee and Li Attorneys at
Law

EMERImELA
Freshfields Bruckhaus
Deringer

Gibson Dunn & Crutcher

EmEEREE
Freshfields Bruckhaus
Deringer;

Niederer Kraft & Frey

Lidlopsg
Bidder

WL ERR
Shuanghui
International

BRFEEERA
New China Trust
and Investment;
Hfini& A k#L China
Aviation Industry
General Aircraft;
P3 Investments

XEHEHEE
Tianjin Bohai
Leasing

Chengdong
Investment
Corporation

FREEIZRIT China
Construction Bank
Onexim Group;
BRIITRAE
7228 Norges
Bank Investment
Management

FIFIES ERR
CITIC Securities
International
Company

RE TRERIT
Industrial and
Commercial Bank
of China

HER R
BREELR
China Investment
Corporation

ERHFRRER
Wangfujing
Dongan Group

& R
The Jiangsu
Jinsheng Group

W75
FERIE)
Buyside legal
adviser

LR ESA
Paul Hastings;
KERIHES
BT Troutman
Sanders;
HREHN G %
ZEE]: REER
BINESH
Aadvising debt
provider:

Allen & Overy

ESK BRI
BIBESH
Hogan Lovells;
BIFEHEET
Simpson Thacher
& Bartlett

PN A
Dacheng Law
Offices

BIEARDESH
Clifford Chance

- B2
)

Baker & McKenzie;
B RIMEEET
Kirkland & Ellis;
HFICTIE R /R
JFZEEFT Sullivan

& Cromwell

WILEITE ST
Jones Day;
GElkESE 7
White & Case

BIEARBESH
Clifford Chance

B LEE S
Kirkland & Ellis

BEMRBESH
Clifford Chance;
Khaitan & Co

15N

&%
(BBET)
Value
(US$m)

6,949
EEERER
Amencaln 4,230
International
Group
BiERE
Hainan
Airlines 2,954
Group
Company

2,000

1,200
EERWE
BHRIT
Credit o8
Agricole

788
Ferrovial 726
703

0C Oerlll.(on 702
Corporation

2013 £ 11 A | November 2013



Outbound M&A

FAN A B ATBER A 2 [
T—#EBEIMEANESZENE
Private companies are likely to

become a leading force in China's
next round of outbound investment
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prises on the Chinese outbound investment scene. “In the short
term, we believe the key players in the Chinese outbound transac-
tions will still be cash-rich state-owned enterprises,” says Drew
Dutton, partner at Debevoise & Plimpton based in Hong Kong
and Shanghai. “In the longer term though, private companies
are likely to become a leading force in China’s next round of
outbound investment, as long as they find effective solutions
to resolve financial constraints, including funding support from
private equity, or by listing shares.”

Xu Ping, senior partner and head of the corporate M&A group
at King & Wood Mallesons in Beijing, also sees a shift in the
landscape of Chinese outbound investment, with private enter-
prises playing greater roles. “In the first half of 2013 private-
owned companies have become the main force of China overseas
acquisitions, surpassing [SOEs] in both total investment capital
and number of deals for the first time in history,” Xu says.

“We expect the Chinese companies will continue to invest
heavily in the overseas energy and power industries, while
other industries and sectors such as infrastructure, real estate,
materials and the food sector are likely to see more Chinese
private investors.”

Challenges of the knowledge economy

Fang Jian, national managing partner of Linklaters in Shanghai,
contends that the US and developed markets will continue to have
the majority of investment, both in terms of the size and value of
deals. “The US was the most active target market by volume
in 2012 through 2013 YTD [October] with 29 deals, although
Canada is the largest in terms of deal value and Europe remains
an active market for Chinese investors,” Fang notes. “Australia
also gets its fair share of investment, with particular activity in
natural resources, energy and utilities.”

He adds that there has been a change in focus in developed
economies towards the acquisition of IP, technology and
branding, with the aim of using knowledge gleaned from more
foreign companies to foster growth in the domestic market.
This sentiment is echoed by Henry Wang, head of investments
(China) at Mayer Brown JSM in Beijing. “The US and developed
markets in Europe are the most attractive markets for Chinese
acquirers because they offer technology, branding, transparency
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The US was the most active
target market by volume
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Chinese companies ... no longer
look for cheap opportunities ... by
acquiring distressed companies
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and security, which Chinese investors are looking for,” he says.

Tan, at Fangda, has found Europe to be the most active market
for Chinese companies in light of the economic downturn, which
has made prices attractive. He predicts that European countries
will remain the “usual suspects” as Chinese companies seek to
acquire mature brands and technology.

Such has been the case in Germany, which has become one
of the most attractive European target countries for Chinese
investors. Lutz Zimmer, a partner at Skadden in Munich, attri-
butes this to “the reputation and quality of German technology
and know-how, the reputation of many companies, as well as the
view that German companies appear to be undervalued”.

“Different from a couple of years ago, Chinese investors tend
to look for high-quality companies and no longer look for ‘cheap’
opportunities, particularly by acquiring distressed companies or
businesses,” he says.

Despite ongoing interest in these regions, the acquisition
process in developed markets is becoming increasingly regulated
and scrutinised. In the US, the Committee on Foreign Investment
in the United States (CFIUS) remains a major hurdle for Chinese
investors in many instances, and some well-publicised deals have
been effectively blocked.

Dutton says the biggest challenges facing Chinese buyers
targeting North American companies are the political impedi-
ments, as well as local regulations that discourage foreign
ownership of local businesses, where Chinese buyers are still
learning to navigate and plan for the regulatory process.

However, in the past several years, firms are witnessing a
greater willingness on the part of Chinese investors to devote
more attention to navigating the CFIUS process in a proactive and
co-operative manner.

Working on the Smithfield deal, Thomas at Simpson Thacher &
Bartlett in Washington identified advanced preparation, proactiv-
ity, resourcing, co-ordination, communication and transparency
as some of the key factors to success.

“When engaging with the US government, it's critical to have
a co-ordinated and consistent message about the transaction.
Chinese investors should be prepared to discuss why the trans-
action poses no national security concern to the US, and how a
foreign investment may benefit the owners of the US assets being
acquired and the workers being affected.”



Outbound M&A

HERITEESTANNREFH M KLBKEE John Reiss £7R,
FERAEENNEELNERR LI —EREZEIERAZRSH
ERREFEREFAT, ML EEBILLRERENEREOE. 2
B, RERFTSEERE M. AT, RERNWELE, FERE
BEARMZITIRES,” MiiE. ‘HH, AL EZEENZFES
THRRR, tban Ralls. 4. R EL b, FEEEENXBSH Y
HRBTEEFIERAZASHMEFBERB TR, BFFIES
FAKERINES, NS EFEHMNERFNBMELR £
HrIE/RIEWIWZ " Reiss #7838, “MBBAR M ZSHNEFTHN,
AMFRATMAEXAEEBESEEXETEN."

5xE—#, PELWAEBE#HITHRANEIRH — N EEkSL
REMTINERZNEREF. EMERBESHE="EIL
E & A Heiner Braun i@, “EEZHEIERZH=H/NE, H
PR HIROM 2 FF X UMK & # 1T 5. B2 1EAMNRAEIE
B AAXNEEERMFRREERELN, SEETRRENR
ERMATUHR S A BRI THXMFERRRET 9 T=HE,
il ABERVHZ SRS RN, Gl0K B EMIZED 6
B Bk, FEMEMEINMEEREEZERTET AN
ZHHITER, FECEBHNEAEAETERMBIIXAH. FRIAZ
SERMIKBEE LNTRENS.

HMRHE (RiTLRIS)
M&A volume split by target sector

W aEE. 7 RABE N Energy, Mining & Utilities

= Real Estate

B 5% S Consumer [l ElBy Defence

B T EEFBAG Industrials & Chemicals 3338354 Transport

B &8RS Financial Services R Agriculture

B &4 Technology 3l Telecommunications
N EZRAEWAHE Pharma, Medical & Biotech 84K Media

KA Leisure B Construction

W 77 kBR 2 Business Services
YTD 2012 $§20124E1 B 1H E20124:9 8308
YTD 2012 refers to 1 January 2012 to 30 September 2012

YTD 201315201341 B 1H ZE201359H30H
YTD 2013 refers to 1 January 2013 to 30 September 2013

RRRIR: FHEHIHRR Source: Mergermarket

November 2013 | 2013 £ 11 B

THE FOUR SEAS

Thomas adds that one of the key issues that investors now need
to be concerned about is the physical proximity issue — “that is
the physical proximity of a US target’s locations to military bases
or other sensitive facilities. For the Smithfield transaction, we
frontloaded the review and analysis of the company’s hundreds of
US locations to avoid any substantial delays”.

According to Jane Goldstein, M&A practice leader at Ropes
& Gray in Boston, historically there has been relatively little
guidance as to which transactions would require CFIUS review.
“We think the trend now is that CFIUS is broadening its reach
to industries we would not have expected to affect national
security ... That said, we agree with proactively filing the
voluntary joint notice on a ‘pre-filing’ basis, since in our experi-
ence the majority of transactions filed with CFIUS are cleared
in the 30-day initial review period and, as a practical matter, if
CFIUS is interested they can raise their issues after the closing
of a transaction,” she says.

For John Reiss, global head of M&A at White & Case
in New York, the major regulatory challenge for Chinese
investors is not necessarily the CFIUS national security
review process itself, but the perception that it is more of a
barrier than it really is. “Yes, the process can be challenging.
Based on our experience, however, Chinese investors should
not be dissuaded,” he says.

“Yes, a number of high-profile deals have run into trouble, e.g.
Ralls, Huawei. But the reality is that most Chinese acquisitions in
the US clear CFIUS and succeed, including recent transactions
that were the object of political opposition, including the CNOOC
acquisition of Nexen and of course the Smithfield deal, both this
year.” Reiss adds that if there is opposition to a transaction, gov-
ernment relations and public relations strategies can be crucial.

As with the US, one of the regulatory challenges faced by
Chinese companies investing in Germany is the process of gov-
ernment approval required for foreign investments. According
to Heiner Braun, a partner at Freshfields Bruckhaus Deringer
in Frankfurt, “Germany has a foreign investment approval
regime to control transactions by purchasers from outside
the European economic area. But the standard applied is
a very high one: transactions can only be blocked on the
grounds that they pose a risk to the national order or safety
of Germany, or are in weapons or dual-use industries. This
test is interpreted in a very restrictive manner, and so there
are very few deals that would be really critical, for example
major infrastructure or energy assets. As a result, Chinese
and other overseas buyers often do not even bother to file
their deals, since there is no strict legal requirement to do so.
Filing just results in faster legal certainty”.

Dalian Wanda Group recently acquired British luxury yacht
manufacturer Sunseeker International for US$501 million,
representing the largest Chinese investment in the transporta-
tion sector so far this year.

However, according to Tony Woodcock, partner and head
of the regulatory litigation practice at Stephenson Harwood
in London, regulations in the UK are about to get tougher.
“Antitrust enforcement, against domestic and foreign
companies, has long been a familiar part of the American
regulatory landscape, and more effective enforcement in this
field can be expected in the UK in the years ahead,” he says.
From April 2013, the UK has had two new financial services
regulators — the Prudential Regulation Authority (PRA) and
Financial Conduct Authority (FCA).
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he main trend in PRC governmental approvals of overseas invest-

ments by China enterprises will be a gradual loosening of control,
but there is likely to be a tightening of macro administration over enter-
prises under the central government, and over specific assets and the
countries where investments are made. Certain jurisdictions are also
clearly beefing up their oversight of investments by PRC state-owned
enterprises (SOEs) in sensitive industries and assets. PRC state-
owned and private investors are more sophisticated at deal execution
and improving their abilities in complex cross-border transactions.

The fact that Chinese outbound regulatory approvals are uncertain
in the length of approval time and approval outcome has a big
negative impact on the execution of complex cross-border transac-
tions by PRC investors. But looking at some recent large transac-
tions, it seems the relevant Chinese approval authorities were willing
to adapt to developments of the market and take relatively practical
approaches to expedite the review and approval process of outbound
investments. For example, in its takeover of Canada-listed Talisman,
Tiangi Lithium managed to secure all of the relevant PRC government
approvals before executing the scheme implementation deed.

The other interesting phenomenon is that many overseas subsidiar-
ies established by mainland Chinese companies take the view, when
reinvesting abroad, that as long as the acquisition funds are complete-
ly paid abroad, without security provided by the parent in China, they
do not need to be concerned with any PRC regulatory approval issue.
But according to the regulations, any overseas reinvestment by these
offshore subsidiaries still requires the approval of the National Devel-
opment and Reform Commission (NDRC). Furthermore, if finance is
sought from the overseas branches of Chinese financial institutions,
those financers will generally require that all the Chinese outbound
regulatory approvals be included as one of the drawn down conditions.

The central government is aware of the issues associated with the
existing approval regime and has taken measures to gradually decen-
tralise it. However, previous reforms mainly took the form of delegating
approval authority to lower levels, without substantive changes to the
scope of approval matters or the method of administration.

To implement the State Council’s new policy of “simplifying gov-
ernment and delegating authority”, the NDRC is considering further
simplifying the administration of offshore investment, exploring the
implementation of an administration method mainly relying on the
recordal system, and it may greatly shrink the scope of items subject
to approval. The focus of NDRC review will also move away from trans-
action risks to macro policy. According to recent media reports, in
the 16 overseas investment projects recently approved by the NDRC,
compliance with industrial policy and national security, as opposed to
actual business operations, formed the main basis of review.

Despite the differences in foreign investment review mecha-
nisms of different countries, they do have principles in common. For
example, approvals for transactions involving sensitive assets and
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sectors that impact national security — such as the military and govern-
ment communications — may be difficult to secure. Project approvals
by target countries involving such industries as energy resources,
agriculture, foodstuffs, etc. may also be more stringent, and even if an
approval is granted it may be subject to conditions.

Australia. Tony Abbott, the new prime minister, publicly stated
during his election campaign that he did not trust foreign SOEs
investing in Australian assets. The new government has indicated it
will not abolish current policy provisions requiring approval from the
Foreign Investment Review Board of investments by foreign SOEs
(with the exception of designated countries), regardless of amounts
involved. The new government is about to strengthen approval
requirements relating to agriculture and land, including greatly
reducing the amount of investment in agricultural land by foreign
enterprises that requires review, and implementing a new land regis-
tration system to strengthen oversight of foreign land owners.

The US. The US and China have a complex relationship that
involves both co-operation and antagonism. Chinese enterprises
should recognise that acquisitions in the US could encounter resis-
tance, but such obstacles can be overcome. Recently, Shuanghui’s
acquisition of Smithfield was questioned because of its potential
effect on US food supply security, due to Smithfield's relatively large
share of the US pork processing and live pig markets. Shuanghui
undertook to keep Smithfield’s management, brands and personnel
unchanged and to operate Smithfield independently through an
overseas subsidiary. Ultimately it gained the trust of the Committee
on Foreign Investment in the US and the transaction was approved.

Canada. In June, Canada adopted amendments to the Investment
Canada Act, expanding the definition of “state-owned enterprise”
and placing restrictions on foreign SOEs having a controlling interest
in Canadian oil sand enterprises. Like other target countries, Canada
places great importance on national security reviews. PRC enterprises
can design successful transactions through meticulous preparation,
but they must recognise baseline national interests that are off limits.

Sophisticated deal making skills

Following rapid development in recent years, the transaction
structures and execution skills of PRC outbound investors are in-
creasingly aligned with those of mature foreign markets, and this is
particularly evident in large and complex cross-border transactions.

For example, an increasing number of PRC enterprises are using
consortium structures to undertake overseas acquisitions, allowing
industry investors, engineering procurement and construction
contractors, and financial investors to select, invest in and operate
overseas projects by taking advantage of each other’s strengths.

Noticeably, PRC acquisitions have been increasingly hostile, with
several attempts on major public targets globally. One such deal
is the (failed) acquisition by Chinese private equity group Cathay
Fortune of the Australian Securities Exchange-listed DML (Discovery
Metals Limited). Frustrated by the “no engaging” approach taken by
the DML board and failure to reach a consensus with the board on
due diligence process, Cathay launched a hostile takeover bid, but
ended up with allowing the bid to lapse due to concerns over the true
financial and technical prospects of DML.

Finance arrangements for offshore acquisitions by PRC enterprises
are increasingly sophisticated and diversified, no longer constrained to
their own funds and bank loans. More PRC-listed companies involved
in offshore acquisitions are turning to private placements of additional
shares in China to raise funds. Complex cross-border equity swaps are
also progressively being tried as an alternative.
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“The new head of the FCA has stressed that the authority will
maintain a drive towards intrusive supervision of regulated firms,”
Woodcock adds. “As a result, high-profile foreign investors have
run into difficulties with regulators in the UK in the recent past,
including the 2012 investigation into the investment made by
Qatar Holdings in Barclays in 2008.”

But according to Peter Broadhurst, EU competition and
regulatory partner at Simmons and Simmons in London, the
PRA and FCA will have no jurisdiction over merger control. This
is to remain with the Office of Fair Trading (OFT), which will be
replaced by the Competition and Markets Authority on 1 April
2014; and the EU. “With regard to Chinese investors, a key
merger control question is typically to define the relevant ‘group’
on the acquiring side, i.e. whether the Chinese entity is a stand-
alone entity or actually part of a wider entity, possibly forming
part of the state. But nothing here changes as a result of the
creation of the PRA and the FCA,” he says.

“The FCA was given a duty and an operational objective to
promote competition in carrying out its other functions. By itself,
although interesting, this is somewhat toothless. However, there
is a proposal to give the FCA the same powers as the OFT in
relation to anticompetitive agreements and abuse of dominance.
But it will not get anything more than the OFT. The PRA has no
competition remit whatsoever.”

Diversifying in resource-rich economies

Outside Europe, lawyers expect to see increased and continued
activity in resource-rich economies such as Brazil and Australia,
but even within these markets Chinese companies are beginning
to diversify their investments.

Evy Marques, a partner in the corporate M&A department at
Felsberg e Associados, Sao Paulo, which represents State Grid
Corporation of China, says Brazil is only behind Australia, the
US and Canada as the main destination for Chinese investors.
“Although there has been a slight decrease in the investment
of natural resources, Chinese investors are now looking into
services and industrial sectors,” she says. “The top state-
owned Chinese banks, including Bank of China and ICBC,
already have branches in Brazil, and other banks are planning
to come to the country. In the industrial sector, most invest-
ments are in heavy machinery and the automobile industry,
following the success of JAC Motors and Sany.”

King & Wood Mallesons advised on the largest Chinese-Austra-
lian energy acquisition this year — an interest in the Queensland
Curtis LNG project was bought by China National Offshore Oil
Corporation for over US$2 billion.

While Australia remains an attractive destination for Chinese
companies for its natural resources, the regulatory challenges,
according to Louis Chiam, a partner at King & Wood Mallesons in
Melbourne, fall into two categories: “First, a number of investors
find Australian foreign investment rules difficult to navigate.
This is in part because, rather than a clear-cut ‘negative list’,
which says which sectors you can or cannot invest in, the Foreign
Investment Review Board [FIRB] process applies to all acquisi-
tions above the relevant dollar threshold. Also, as many PRC
investors are state-owned, they are subject to special rules for
foreign states, including a zero-dollar threshold, which means all
acquisitions require FIRB approval,” he says. “The second area
is due diligence on Australia’s business and sector regulation,
for example in mining or agriculture. Australian regulation is, in
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contrast to China, very detailed and prescriptive, which can mean
operating costs in Australia are high compared to many other
jurisdictions. It is imperative that Chinese investors undertake
thorough due diligence on local regulations to make sure they pay
a fair price for the asset.”

Relationship building

Sino-Russian relations are sure to gain momentum following
Russian Prime Minister Dmitry Medvedev and Chinese President
Xi Jinping’s October meeting in Beijing. Xinhua New Agency
reported that Chinese investment in Russia has increased 40
times in the past eight years, reaching a total of nearly US$5
billion, amid plans to further strengthen business relations
between the two countries.

“The Russian market is enjoying a positive investment climate
and witnessing many new projects, such as the Rosneft and
China National Petroleum Corporation East Siberian Oil Produc-
tion Venture, or plans by the China Development Bank to invest
up to US$5 billion in Russia,” says Dmitriy Glazounov, managing
partner of Russian law firm Liniya Prava, in Moscow.

In September, China Investment Corporation (CIC) success-
fully completed one of the biggest deals of the year, acquiring
a 12.5% stake in the Russian industrial chemicals company
Uralkali for US$2 billion. Glazounov calls it “groundbreaking”, as
CIC gained the right to appoint one of the nine members of the
board of directors. Yet, he adds: “The deal is still under scrutiny
of the Federal Antimonopoly Service, which poses some risks, as
well as an emerging Russian-Belorussian conflict.”

In terms of regulatory challenges, Glazounov says Chinese
investors in Russia face the same hurdles as other foreign
investors. “As the state still plays a huge role in the economy,
political risks remain significant. As for the regulatory challenges,
Chinese investors are subject to certain restrictions on the acqui-
sition of strategic enterprises. Antitrust and currency regulation
should be taken into account as well, when entering into deals.”

Anton Sitnikov who heads the corporate and M&A practice of
Goltsblat BLP, the Russian practice of Berwin Leighton Paisner in
Moscow, says: “Russia has relatively liberal treatment for foreign
investment that in many areas is limited to merger control-related
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clearances and strategic clearances for a number of significant
sectors, including major oil and gas developments, the nuclear
sector, major telecoms, and media.

“It is worth mentioning that both antitrust legislation and legis-
lation with regards to foreign investment into strategic sectors have
been additionally liberalised via raising thresholds for merger clear-
ances and limiting the number of strategically important sectors.”

China also appears to be gaining more traction in developing
markets in continental Africa, within the energy sectors. While
markets in Africa have generally been welcoming to investment
from China, the risk profile and political factors, as always, should
be considered in dealings within the region.

According to Paula Duarte Rocha, a partner in the Maputo
office of MLC Advogados in Mozambique, Chinese foreign direct
investment in the country has been constant following recent
natural gas discoveries in the offshore Rovuma basin. She says
that in addition to energy, the country is seeing Chinese invest-
ment in infrastructure, as well as the agriculture and forestry
sectors. “Although the Mozambican government is certainly
open to, and welcomes, foreign investment, recent changes to
the Corporate Income Tax Code extend the basis of taxation now
with capital gains resulting from shares or other participation,
particularly when the transaction occurred between non-resident
entities, being subject to the normal corporate income tax rate of
32%. This will, in the short term, present challenges to foreign
investors in Mozambique,” she says.
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Ken Etim, managing partner at Banwo Ighodalo in Lagos, says
that while the Nigerian government has been generally inviting
of Chinese investment and involvement in natural resources and
infrastructure development in the country, local interests and tax
laws may prove challenging for foreign investors.

“The Nigerian Oil and Gas Industry Content Development
Act, enacted in April 2010, may be viewed as a challenge to
Chinese investment,” he says. “[It] requires that companies with
a Nigerian majority equity ownership are to be given preference in
the award of oil and gas licences, leases and contracts.”

In South Africa, Gregory Nott, director at Werksmans Attorneys
in Johannesburg, says mining laws are once again under scrutiny,
with amendments being considered together with new legislation
in regard to broad-based black economic empowerment. “While
obviously considered, these factors don't seem to be much of a
hurdle to China as compared to their Western counterparts,” he says.

Xiao Yong, head of China practice for Vinson & Elkins in Hong
Kong, who oversaw some of this year’s largest Chinese-African acqui-
sitions, says the risks in dealings in these regions are mostly political
in nature, noting that government approvals on the closing of the
Egyptian Apache Corporation and Total Nigeria deals are still pending.

In overcoming political obstacles, David Clinch, head of the
Greater China energy, mining and infrastructure practice at
Herbert Smith Freehills in Hong Kong, says: “Part of mitigating
this includes partnering with local companies, including in par-
ticular host state-owned oil and gas companies, creating public
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awareness of and demonstrating local benefit being derived from
energy projects and exports — for example, local employment op-
portunities, tax revenues, and development of social infrastruc-
ture such as schools, hospitals and roads.”

Lack of experience and weak management and opera-
tional capability post-acquisition is a factor threatening the
long-term success of some Chinese acquired businesses. Chinese
companies are encouraged to work with their legal advisers to
look beyond the execution of a deal, and consider operational
risks and challenges, before and after the sale.

“We don’t think these challenges will disappear in the short
term, but we expect global private equity firms will play an in-
creasingly important role in assisting less experienced Chinese
companies to overcome these challenges,” Dutton says. “Also,
driven by these challenges, we have seen a clear trend away from
controlling acquisitions to minority investments, with the option
to acquire control in the future.”

Carlos Roberto Siqueira Castro, a partner at Siqueira Castro
Advogados in Rio de Janeiro, agrees that post-deal is one aspect
that needs to be improved by Chinese ventures in general.
However, “it is possible to see already efforts in motion aimed at
reverting this perception”, he says. “In the automobile industry,
for instance, JAC Motors, a Chinese company in Brazil, has been
praised for its post-operating management. The more sophisticat-
ed the industry, the more likely Chinese companies will become
more efficient in all aspects of the deal, including the post-deal.”

The situation is similar in Germany. “Management of German
companies often appear to appreciate that Chinese investors are
willing to adapt to German practice and do not try to impose their
own business culture and structure,” Zimmer says.

But for Tan at Fangda, moves towards the successful manage-
ment of the acquisition target after closing will require a change
in mentality for Chinese investors. “We don't see too many suc-
cessful precedents. Following one of our recent transactions, the
acquisition target filed for bankruptcy one year after closing. This is
because the client was too optimistic. They really wanted the deal
to go through without thinking too much about what would happen
after closing. This is the biggest challenge that we see,” he says.

To mitigate post-sale risks, he says his firm tries to stay with
their clients through to the integration stage. But he warns: “We
can advise on risk but not many clients ask us to do that. They
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just see us as being there to help them carry out and close the
deal. It will take time for clients to realise the value of legal
advisers, not only at the transaction and execution stages, but in
the later stages as well.” [l
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n overseas mergers and acquisitions (M&A), Chinese companies

are often puzzled, or even upset, because of the major dif-
ferences in the legal and regulatory environment between the
target country and China. In practice, the legal department of a
company often needs to conduct due diligence within a tight time
schedule. How to identify crucial points as soon as possible in a
short time, and communicate effectively with external lawyers,
has been a challenge posed to in-house counsel. From the
perspective of acquiring companies in Europe and the US, this
article will discuss the difficulties and features in overseas due
diligence tasks, and propose some ideas for solutions.

Ownership structure. The ownership structure and holdings of
shareholders of a target company are the most basic items of a
due diligence investigation. Chinese companies often hope they
are able to find the exact answers from records in the relevant
government departments. However, the government register in
the place where the target company is located often keeps only
some of the most preliminary and general items, without any
complete information on ownership and holdings. In this case, in
addition to the ownership documents — e.g. register of sharehold-
ers — provided by the other party, companies can check if there
are omissions or inconsistencies from communications with major
shareholders, creditors, management staff and major customers.

Details about ownership can be verified by reviewing financial
statements, tax returns and finance documents of the target
company, which often reflect the company’s equity and debt in-
formation. Minutes of board meetings also serve as a major basis
of documents for European and US companies because many
significant adjustments or changes to the ownership structure of
companies require board approval.

Shareholders’ interests. Unlike Chinese companies, the
shareholders’ interests of European and US companies are more
complicated. This is particularly true for companies with financial
investors, as they often issue preferred shares that involve a
series of staggered rights and interests, convertible bonds,
warrants and options. If a company is to be sold to an outsider,
the holders of preferred shares are often entitled to great powers
— including the right of veto — and various rights of priority in the
allocation of the proceeds. If the negotiation team in the acquisi-
tion are the management or founders of the target company, who
often do not hold preferred shares, the acquiring party should
then review the company’s articles of association, shareholders’
agreement, voting agreement and other documents to identify the
rights and interests of each of the shareholders and make sure no
shareholders will challenge the legitimacy or fairness of the deal,
so as not to block the deal or increase the costs of acquisition.

Intellectual property rights. As intellectual property rights are
region-based, an acquiring party needs to assess whether it will
conduct enquiries only about key markets — e.g. Europe and the
US — according to the purpose of the acquisition and the nature
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of technology involved. If necessary, it also needs to form a
team comprising patent lawyers, agents, appraisal firms and
in-house technical staff. In practice, it should not overlook
issues such as the payment of patent maintenance fees, the
continuity of the chain formed by IP rights and the complete-
ness of filed records. Given the special nature of patents, it
is also very important to make sure whether a patented tech-
nology can be freely applied without the constraints of any
third party patent. If necessary, the acquiring party needs to
conduct a special “free to operate” (FTO) analysis, or even
require a lawyer to present an FTO opinion.

Labour issues. Given the complexity of labour and employ-
ment laws governing European and US companies, it is necessary
to conduct a detailed assessment of issues like trade unions,
collective contracts, pensions and employee benefits, to obtain
sufficient understanding of the operation costs and risks after the
acquisition. In addition, the executives of a target company often
hold equity interests of the company in various forms. In the event
of a takeover, vesting of these options or equities may be acceler-
ated, which will likely lead to an increase in the acquisition cost.

Pledge, mortgage and immovable property. Europe and the
US have a developed, comprehensive and authoritative search
system under which a third-party professional agency, at the
request of the acquiring party, can conduct a basic search with
the payment of a small fee. If an immovable property is located
in a sensitive place, it is sometimes necessary to conduct a field
visit. Taking the US as an example, an immovable property to
be acquired by a foreign company was located close to a navy
training base in the US. The Committee on Foreign Investment
in the United States required the acquiring party to carve out
the property, and still rejected the entire deal on grounds of
national security. This might have been avoided if a field visit
had been paid in advance.

Major contracts. In addition to investment and financing
contracts, major contracts for procurement, sales and tech-
nologies are also the focus of a due diligence process. Under
these contracts, restrictions will sometimes be imposed on their
transferability and change in control of the counterparties. An
acquiring party needs to analyse the consequences of such re-
strictions, and where necessary require the target company to
communicate with the contract parties in a timely fashion.

Finally, due diligence should be closely connected with the
purpose of a transaction, and even follow-up plans. If a company
plans to transfer the technology of a target company to China,
it should consider various issues such as layoffs of staff, filing
status of the patent in China, geographical restrictions on
licensed patents and sub-licensing restrictions, export controls
by the target country and tax burden arising from the transfer of
significant technology.

In conclusion, if issues and risks are identified during a due
diligence process, the acquiring party can take various measures,
including requesting the counterparty to make corrections before
signing the contract and make representations and warranties
in the transaction documents, or imposing closing conditions.
For matters bearing contingent risks, the acquiring party may
consider the issue of a legal opinion by a reputable law firm.
As to the terms of payment, risks may be controlled by means
of instalments, holdback, escrow account and even an earn-out
arrangement. The design of risk control clauses should be fine-
tuned according to the findings of the due diligence investigation
and the circumstances of the transaction.
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n the past few years Switzerland, located in the heart of Western

Europe and economically integrated with the surrounding EU
markets, has become increasingly attractive to Chinese investors due
to its leading industries, excellent research and development environ-
ment, highly educated and trained workforce, leading financial centres,
liberal labour laws, low taxes, low national debt and political stability.

We have had several opportunities in the past few years to provide
legal services to Chinese companies bidding for Swiss companies,
or parts thereof, and to Swiss groups selling companies or licensing
technology to Chinese companies.

As we already featured the technical aspects and particularities
of Swiss law on mergers and acquisitions (M&A) and initial public
offerings (IPOs) in the March 2013 issue of China Business Law
Journal (What are the M&A options for Chinese FDI in Switzerland?,
volume 4, issue 3) and the June 2013 issue (Delving into the finer
details of Swiss takeover regulation, volume 4, issue 6), we take
the occasion of this special overseas M&A issue to feature three
obstacles that we have seen typically arise in M&A transactions
involving Chinese bidders.

Cost awareness is less a transaction obstacle than a consider-
able risk factor for Chinese bidders. First timers — meaning Chinese
embarking for the first time on an M&A deal in the Western world
— usually do not hold consulting in general, and legal consulting in
particular, in high esteem. Consequently, they perceive lawyers as
interchangeable, which is why they often consider the cheapest one
as the best buy and end up being worse off as the effects of lack
of expertise, experience and diligence of underemployed lawyers
accepting rates, caps or broken deal rebates far below market can
have deal-breaking results and end up being more costly in the long
run. Although being generally aware that quality has its price, the
true problem of the first timers is that they simply cannot see what
quality in legal consulting might bring to their business, as their
Chinese experience is that the ability to obtain government support
and establish excellent relations with the ruling class is much more
decisive for success than strict legal compliance and careful contract
drafting. As a consequence, they are (as yet) unaware that the exact
opposite is true for success in the Western world, as here govern-
ments and ruling classes keep out of business and are prevented
from having a bearing on justice by the separation of powers doctrine.

Nevertheless, such undervaluation of the quality of legal advice
usually happens only to first timers. Chinese experienced in Western
M&A usually select their Western law firms without asking for terms
below market, attempting, however, to reduce their legal transaction
costs by staggering the due diligence process, starting with a non-
descriptive high level (red flag) legal due diligence limited to certain
data room sectors only (such as, for example, legal existence, title
chain, permits, material agreements, insurance, pension funds and
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litigation), carving out others (such as intellectual property, employ-
ment, social security, real estate) and reserving to deepen or extend
the limited legal due diligence review should the seller refuse to grant
representations and warranties (R&W) bridging the gaps without
regard to its relevant data room disclosures.

If the negative findings of the high-level due diligence report
cause them to break off the negotiations, the staggered due
diligence paid off, but if they continue and finally close the transac-
tion without further examining the target (relying only on representa-
tions and warranties) they may bitterly regret it. Deciding whether
or not to proceed with a deal on an informed basis, including the
knowledge of substantial flaws, may be much better than litigating
for years under R&W clauses that may prove to only partly cover
the resulting damages and losses. There is quite some truth in the
saying that companies rarely fail because they did not do a deal, but
often fail because they did the wrong deal.

Financing

Chinese investors looking for acquisition financing from Western
banks are often surprised to learn that the latter are not at all inclined
to accept them as creditors unless their loans are secured by guaran-
tors or assets located in a Western jurisdiction (such as a Bank of
China subsidiary). The same is true with respect to the replacement
of parent guarantees securing creditors of the target (such as parent
guarantees securing the target’s bank loans, performance bonds,
lease contracts or customs dues, etc.). Mainland Chinese buyers will
learn that security holders usually refuse to turn in the seller’s parent
guarantees against their guarantees while financially strong Hong
Kong group companies may be acceptable as guarantor. As Chinese
investors tend — mostly for cost reasons — to tackle such problems
only when the acquisition is imminent, such issues may considera-
bly delay the transaction at an advanced stage.

Acquisition structure

Chinese bidders without a local presence in Europe usually wish to
establish a European acquisition vehicle to acquire the target(s). On
top of that, larger groups sometimes also wish to edge a Chinese sub-
holding in between as the founder of the European acquisition vehicle.

As such acquisition structures are usually set up between the
signing and closing of the transaction, transaction documents for
Chinese buyers routinely provide for post signing intra-group acces-
sions on the buyer side. Nevertheless, Chinese buyers often delay
the start of the preparations for setting up the acquisition structure
as they tend to underestimate the time needed for analysing and
deciding intra-group tax optimation issues. Therefore, the transac-
tion schedule is sometimes considerably delayed by the protracted
set-up of the acquisition structure.

Additional difficulties may arise if the seller insists on keeping
the Chinese “deep pocket” parent as a jointly and severally liable
obligor rather than accepting it as a guarantor or surety of the ac-
quisition vehicle. As Chinese law does not know joint and several
debt accession as a security, the Chinese permit situation (under
the Ministry of Commerce, National Development and Reform
Commission, State-owned Assets Supervision and Administration
Commission, State Administration of Foreign Exchange and sector-
specific permits, as applicable in the particular case) of the joint
and severally liable parent is unclear and may considerably delay
the transaction process, and finally still force the seller to accept a
guarantee or suretyship.
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