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INTRODUCTION TO STATE-OWNED INVESTMENT

While direct state ownership in Western economies has sharply declined over the last
two decades, it has recently become the subject of heated political debate and
extensive press attention. This time, however, the “nationalization” of private
companies is being undertaken not by domestic governments, but rather by foreign
state-owned entities (“SOEs”) as they accumulate investments around the world,
including Canada, either directly or through sovereign wealth funds (or “SWFs”).
The acquisition by the Chinese Government of a 9.4% pre-IPO stake in the
Blackstone Group is a recent example of this new trend.

According to Morgan Stanley, sovereign wealth funds are estimated to hold in the
range of $2.5 trillion in capital and by 2015 this figure is expected to balloon to $12
trillion.”> Interestingly, it is estimated that over half a trillion dollars will flow from
the developing to the industrialized world.> These countries have accumulated foreign
exchange reserves through trade surpluses and are shifting a proportion of their
investments from lower return bonds and treasury bills of western countries to higher-
yielding equity investments and strategic assets. For example, China established a
sovereign fund this year. Other countries that have such funds include: Norway,
Russia, Singapore, Qatar (which recently bid for Sainsbury’s, a British supermarket),
Saudi Arabia, Abu Dhabi, Kazakhstan, Azerbaijan, Venezuela, Bolivia, Nigeria and
Angola. Many derive their wealth from oil exports.

SOEs may be distinguished from private companies on several dimensions from their
governance structure and objectives to their operating principles. The OECD has
recognized the special factors that characterize state owners and create unique
challenges for them and for the countries in which they make investments:

A major challenge is to find a balance between the state’s
responsibility for actively exercising its ownership functions,
such as the nomination and election of the board, while at the
same time refraining from imposing undue political interference
in the management of the company. Another important

1 Jamil Anderlini, “Green Light for Chinese Buy-out Firms”, Financial Times (London), (12 September 2007) at 29.
2 Martin Walker, “The New Capitalism”, UPI (Munich), (16 July 2007).
3 Lawrence Summers, “Sovereign Funds Shake the Logic of Capitalism”, Financial Times, (30 July 2007) at 11.
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challenge is to ensure that there is a level-playing field in markets
where private sector companies can compete with enterprises
and that governments do not distort competition in the way they
use their regulatory or supervisory powers.*

Not surprisingly, SOEs are not a homogeneous group. Some, such as the Norwegian
fund, will not buy more than 5% of any one company while others are willing to take
bigger stakes in companies and expect to import expertise through their investments.’
Moreover, as is apparent from the list of countries with state-owned funds, SOEs are
often from non-OECD countries (i.e., more recently developed or developing
countries) where state ownership is a dominant feature of the economy, particularly in
critical sectors such as energy, transport and telecom. In addition to the fact that such
SOEs do not necessarily operate according to the commercial principles and dictates
of private sector companies, the states in question may not be democratic, transparent
or capitalist. In other words, these countries have different political and economic
institutions with which western governments are unfamiliar and therefore, perhaps
uneasy. Moreover, they may pursue political objectives through their investments.

The heterogeneity of SOEs underscores the need for a careful analysis of how SOE
investments may be different from private sector investments and the most
appropriate means of reviewing SOE investment.

The rest of this paper is divided into several parts. Part B focuses on the treatment of
SOE investments under Canadian foreign investment review law while Part C surveys
how a number of foreign jurisdictions treat SOEs. Part D examines the various
reasons articulated by governments and commentators for closer scrutiny of state-
owned investment. Part E considers the practical issue of identifying an SOE.

CANADIAN TREATMENT OF INVESTMENTS BY FOREIGN SOEs

Background

In recent years, large takeovers of major Canadian companies have garnered
considerable attention and fuelled heated debate throughout the Canadian media.
Alcan, Falconbridge, Inco, Dofasco, ATI, and Algoma are among the marquee
companies to pass from Canadian control.  Political, economic and legal
commentators have chimed in, generally focussing their arguments on the “hollowing-
out” of corporate Canada — whether it is happening and, if so, the implications and
the potential means of arresting this trend or reversing it.

The issue that has, until recently, attracted somewhat less attention in the midst of
this debate is whether the identity, nature or origin of a foreign buyer should matter,
that is, whether the particular characteristics of a buyer should be taken into account
in assessing the desirability of a major foreign investment. Should legislators,
regulators, and policymakers view the takeover of a particular Canadian company
differently depending on who the buyer is? This question shines the spotlight on the
acquiring company (rather than solely the target company), and compels a
consideration of whether the Canadian approach to foreign investment should be fine-
tuned to better account for the nature of the acquiror. Moreover, if the nature of the
buyer does matter, then what principled criteria should be employed to determine

4 OECD Guidelines on Corporate Governance of State-Owned Enterprises, OECD 2005 at 3 [OECD Governance].
5 The Economist, (28 July 2007), refers to Singapore focussing on telecoms and banking investments for this reason.
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who is an acceptable buyer and who should be subject to a higher level of scrutiny or
rejected outright?

The Canadian government has grappled with this issue on several fronts in the recent
past, although it has not yet articulated a coherent approach or arrived at firm
grounds upon which to assess whether foreign investment by certain types of buyers,
such as SOEs, is desirable or not. Before surveying recent attempts and developments,
it is worth considering Canada’s primary foreign investment legislation, the
Investment Canada Act (the “ICA”) in order to understand the basic framework used
to screen foreign investment.

As Canadian foreign investment lawyers are well aware, the ICA generally requires
that acquisitions which surpass certain financial thresholds be found to be of “net
benefit to Canada” by the Minister of Industry before they may be completed.
Interestingly, the ICA does not itself explicitly make the identity or the nature of the
buyer a factor in assessing net benefit.® Instead, the factors identified in the ICA to
determine “net benefit” essentially relate to the plans of the buyer for the Canadian
business. There factors include the effect of the investment on: the level and nature of
economic activity in Canada, including, employment, resource processing, and
exports from Canada; the degree and significance of participation by Canadians in the
Canadian business; productivity, industrial efficiency, technological development,
product innovation and product variety in Canada; Canada's ability to compete in
world markets; and the compatibility of the investment with national industrial,
economic and cultural policies.

Following the submission of an application for review, which includes a document
outlining the buyer’s plans for the Canadian business, the buyer will generally be
required to make binding undertakings relating to capital expenditures, R&D
expenditures, employment, Canadian participation in management and in other areas
to satisfy the Minister of Industry.

A review of the factors set out in the ICA to determine “net benefit,” and of the types
of undertakings generally sought by the Minister leads one to conclude that a Chinese
state-owned enterprise with very positive plans for a Canadian business, in terms of
increasing capital expenditures, R&D expenditures, employment, the number of
Canadian managers and expanding Canadian head office functions should have a far
easier time obtaining ICA approval than a well-established, publicly-traded, American
corporate buyer with extensive interests in Canada but with plans to make drastic
cuts to Canadian employment and capital expenditures and move decision-making
functions to the U.S.

In short, the ICA does not appear to contain a clear statutory basis for considering the
nature of the foreign buyer in evaluating a proposed takeover, although it is at least
open for the Minister to argue that a particular takeover by a foreign SOE is not
compatible with Canada’s “national industrial, economic and cultural policies”
(although “national security” does not seem to fall within these categories). Whether
the Minister would conclude that a particular SOE could never obtain a “net benefit”
ruling in respect of an acquisition of a Canadian business, or whether the perceived

6 The ICA does consider the origin of the buyer but only in a very blunt manner. Investors ultimately controlled by nationals of WTO member states enjoy higher
financial thresholds for review in respect of direct acquisitions of Canadian targets (and are therefore less likely to require approval when making a Canadian
acquisition) and are generally not subject to review at all in the case of indirect acquisitions of Canadian targets, subject to “sensitive sector” exceptions.
However, WTO investors do not benefit from preferential treatment in terms of the undertakings (discussed below) that the Minister seeks to establish net benefit.
Furthermore, as of July 2007, the WTO had 151 member states, with the result that investors from most countries in the world benefit from WTO investor status.
For example, a state-owned Chinese enterprise is a WTO investor.
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incompatibility of the SOE with Canadian policies could be overcome by making
more substantial commitments in terms of employment or capital expenditures, is an
open question.

While most of the high-profile takeovers in recent years have been carried out by
private buyers from countries which operate more or less democratic, free market
systems, the “investor-neutral” approach to foreign investment may well be tested in
the event an unfamiliar SOE attempts to acquire a major Canadian business in a high
profile transaction.

In that regard, the Minister of Industry announced on October 9, 2007 that the
Canadian government will review the need for guidelines on SOEs and consider
whether there should be a national security test as part of Canadian foreign
investment review. ’

Recent Developments

Demands for a clearly defined Canadian framework for foreign investment from SOEs
(and all manner of foreign investment, for that matter) have intensified steadily in
recent years. Major Canadian developments in this regard (until the Industry
Minister’s announcement on October 9, 2007 of the government’s intention to
address national security and state-owned investment) are described below.

Minmetals

A key event which appears to have triggered scrutiny of SOE investments by
Parliamentarians was the announcement in September 2004 of the proposed
acquisition of Noranda Inc. by a Chinese SOE, China Minmetals Corporation. The
companies entered into exclusive negotiations but never reached a deal. Noranda and
Falconbridge Inc. subsequently merged in 2005, thereby deferring (at least
temporarily) the immediacy of the SOE/foreign investment debate. MPs, various
media, unions and others decried the proposed Minmetals takeover by Minmetals,
pointing out the strategic importance of Noranda’s mineral assets, Minmetals’ status
as an SOE and the human rights record of the Chinese government.® Months later,
Parliament began to re-consider these issues.

Bill C-59

Introduced by the former Liberal government in June, 2005, Bill C-59 was draft
legislation that would have amended the ICA to give the Governor-in-Council
(practically speaking, the federal Cabinet) the ability to review and prohibit a foreign
investment on the basis that it would be injurious to “national security.” This key
term, “national security” was not defined in the bill, a fact which generated
considerable criticism of the bill. In the absence of a definition, concerns arose that
the threshold question of whether a particular acquisition should be subject to a
national security review would become an opaque, politicized process. It was not
clear, for example, whether entire sectors of the economy could be viewed as falling
within the scope of “national security” (for example, would energy and critical
infrastructure be considered sensitive sectors?) or, of particular relevance to this
paper, whether certain buyers would be more likely to raise national security concerns
than others. While the then Minister of Industry expressed his intention that the

7 The Minister also advised that the review of acquisitions currently before the Department of Industry (such as the recent bid by TAQA, Abu Dhabi's national
energy company, for PrimeWest Energy Trust) would follow existing ICA rules.

8 See for example: House of Commons Debates, (13 October 2004) at 1445 and (8 February 2005) at 1940; “China’s Disquieting Bid for Noranda”, Toronto Star,
(5 October 2004); and CAW, Press Release, (29 October 2004) http://www.caw.ca/whoweare/cawpoliciesandstatements/policystatements/minmetal.asp.

STIKEMAN ELLIOTT LLP STATE-OWNED INVESTMENT: ON THE RISE & UNDER FIRE
4



exception would be narrowly construed, this comment did not quell concerns about
how a different minister or a different government might define the term.

Commentators also questioned whether any “de minimis” exception would exist, or
whether even businesses with operations the overwhelming majority of which do not
implicate national security concerns, would be caught because an ancillary portion of
their business did implicate such concerns. A further criticism levelled at the bill was
that it contained no minimum asset value threshold for review, with the result that
any acquisition of a Canadian business by a foreign buyer, regardless of size, could be
subject to a national security review.

In terms of mechanics, Bill C-59 envisioned that if the federal cabinet determined that
a national security review should be conducted in the circumstances, the foreign buyer
would receive a notice indicating this fact. Closing would be prohibited until such
time as the buyer received a subsequent notice indicating that the Minister authorized
the investment or would not take any further action. The foreign buyer would have
had the opportunity to make representations in the course of the review.

A federal election was called in late 2005, and Bill C-59 died on the Order Paper.

In summary, it is significant to note that the status of the foreign buyer, whether state
or non-state, was not addressed in Bill C-59. The reason for this is not entirely clear
given that significant concerns about foreign states acquiring Canadian icons had been
a central theme in the public debate surrounding the Minmetals’ proposed acquisition.
Nevertheless, it seems likely that the bill’s drafters believed that the status of the
foreign buyer could be addressed as part of the national security concern given the
potential breadth of the national security definition.

Bill C-386

Bill C-386 was a private member’s bill introduced in November 2006 which
attempted to revive Bill C-59 in a somewhat different incarnation.” Rather than
focussing on acquisitions that are potentially “injurious to national security,” Bill C-
386 shifted the focus to acquisitions that are potentially “contrary to the national
interest.” As with Bill C-59, the drafters made no attempt to define or otherwise
characterize the key, operative concept of “national interest.” On its face, “national
interest” appears to be even broader than “national security,” and could catch all
manner of Canadian businesses, and, once again of particular relevance to this paper,
leaves even greater flexibility to consider the nature of the acquiring company. In
this regard, it is entirely conceivable that the acquisition of a Canadian business by
one buyer would not be contrary to the national interest, but the acquisition of that
same Canadian business by a different buyer, an SOE for example, or an SOE
originating from a particular country, would result in a very different conclusion.

Furthermore, if enacted, Bill C-386 would have automatically triggered a “national
interest” review where the value of the assets of the Canadian business being acquired
exceeded CDN$1 billion, with the implication that any large foreign investment might
be contrary to the national interest. As Parliament was prorogued before the bill
became law, it died on the Order Paper.

9 See http://www2.parl.gc.ca/content/hoc/Bills/391/Private/C-386/c-386_1/c-386_1.pdf.
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Advantage Canada Report

In November, 2006, the federal Department of Finance issued a report, “Advantage
Canada: Building a Strong Economy For Canadians”'’ prompting further debate on
the desirability of foreign investment into Canada and on whether the nature of the
buyer should be a relevant consideration. While Advantage Canada delves into a
broad range of issues, including fiscal, education, research and development,
competition and tax policies, it also wades into the murky foreign investment waters,
committing to undertake a review of Canada’s framework for foreign investment.
With respect to foreign investment, the report adopts a decisively positive view,
stating that:

Foreign direct investment provides additional capital to fuel
firms’ growth and exposes domestic firms to new technologies,
innovative ways of doing business and healthy competition...

While Canadian firms are investing more abroad and becoming
more diversified by reaching out to new investment
opportunities, Canada’s share of total inward foreign investment
directed to the G-7 and OECD countries has been failing. No
other country in the G-7 comes close to matching Canada’s
decline, and firms from other G-7 countries have reduced their
overall relative presence in Canada. Policy restrictions on
foreign investment in Canada have contributed to our economy’s
relative decline in foreign direct investment flows."!

Despite taking this welcoming stance on foreign investment, Advantage Canada
carefully reserves judgment on certain types of foreign investment, singling them out
for special treatment, not based on the sector of the economy in which the target
company is engaged, but rather on the nature of the buyer. More particularly, the
report states as follows:

However, it should be acknowledged that there may be rare
occasions where a particular foreign investment might damage
Canada’s long-term interests. For example, foreign investment
by large state-owned enterprises with non-commercial objectives
and unclear corporate governance and reporting may not be
beneficial to Canadians. While such cases are very much the
exception rather than the rule, the Government needs a
principle-based approach to address these situations."

In short, the report seems to be calling for the development of criteria to assess
whether a particular subset of foreign investments is desirable. Its position seems to
be that traditional types of foreign investment are highly sought after and should be
encouraged, to the overall benefit of the Canadian economy. However, it identifies
“large state-owned enterprises” with “non-commercial objectives” and “unclear
corporate governance and reporting” as the exceptional case. It is not clear whether
these phrases were the result of great deliberation, or whether they were intended to
identify in broad terms, or in a preliminary manner and subject to further refinement,
the types of foreign investment that may not be good for Canada. For example, are
small SOEs to be accorded more favourable treatment than large SOEs? Are

10 Canada, Department of Finance, (2006) at www.fin.gc.ca [Advantage Canada].
1 |bid. at 87.
12 Advantage Canada, supra note 12 at 87.
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investments by SOEs with poor, but very clear, corporate governance and reporting
practices acceptable?

Competition Policy Review Panel

Announced in July 2007, the blue-ribbon Competition Policy Review Panel was
established by the Ministers of Industry and Finance with the mandate to review two
key pieces of Canadian legislation, the Competition Act and the ICA, including the
treatment of state-owned enterprises and the possibility of a national security review
clause.”” Until the Industry Minister’s announcement on October 9, 2007, the
treatment of SOEs fell firmly within the Panel’s mandate. With respect to SOEs, the
government’s announcement stated as follows:

The Panel has also been asked to provide advice on whether
Canada's investment framework needs to be updated to address
national security concerns, as well as issues related to acquisitions
by large foreign state-owned enterprises with non-commercial
objectives.'*

Mirroring the Advantage Canada report, “large foreign state-owned enterprises” and
“non-commercial objectives” re-appear as key concepts, as does “national security”.

The Panel’s mandate continues to include an examination of the investment regimes
of other jurisdictions to assess reciprocity between their rules and Canada's. An
assessment of reciprocity could certainly have implications for foreign SOEs. (The
issue of reciprocity is addressed in greater detail elsewhere in this paper.)

FOREIGN EFFORTS TO SCREEN SOEs' INVESTMENTS
United States — CFIUS Reforms

Since the 1988 enactment of the “Exon-Florio” provision, the US Government has
had the power to review foreign investments on national security grounds. Under
Exon-Florio, the President is authorized to suspend or prohibit acquisitions by foreign
entities if he finds that there is credible evidence that the foreign entity exercising
control might take action that threatens national security and no other law provides
appropriate authority to protect national security. “National security” is not defined
but Exon-Florio lists a number of factors that the President may consider."

The Exon-Florio provision is enforced by the Committee on Foreign Investment in the
United States (“CFIUS”).'* Following receipt of notice of a proposed or completed
acquisition, which notice is voluntary, CFIUS reviews the transaction within a 30-day
period with the possibility of a 45 day extension for a more in-depth review or
“investigation”. In total, the process cannot exceed 90 days.

Pursuant to the so-called Byrd amendment to Exon-Florio (and prior to the 2007
amendments discussed below), a CFIUS investigation was required if the acquiror was
controlled by, or acting on behalf of, a foreign government and the acquisition could

13 See http://www.ic.gc.calepic/site/cprp-gepmc.nsflen/home.

14 See Ministry of Industry Canada's New Government Creates Competition Policy Review Panel (July 12, 2007) at
http://www.ic.gc.ca/cmb/welcomeic.nsf/ddb0aecf65375eb685256a870050319e /85256a5d006b972085257316005f0f22!OpenDocument.

15 These factors include: whether domestic production is needed for national defence requirements; the capability of domestic industries to meet national
defence requirements, including the availability of human resources, products, technology, materials and other supplies/services; the potential effects of the
transaction on the sales of military goods, equipment or technology to a country that supports terrorism or proliferates missile technology or chemical and
biological weapons; and the potential effects of the transaction on US technological leadership in areas affecting US national security.

16 CFIUS includes, among others, the Secretaries of Commerce, Homeland Security, Defense, Treasury and State as well as the Attorney General.
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Pursuant to the so-called Byrd amendment to Exon-Florio (and prior to the 2007
amendments discussed below), a CFIUS investigation was required if the acquiror was
controlled by, or acting on behalf of, a foreign government and the acquisition could
result in control of a business engaged in US interstate commerce that could affect US
national security.'”

In recent years, proposed acquisitions of US companies by SOEs have become the
subject of heated political debate in the US. The most notable examples are the
proposed acquisition of port facilities operator, Peninsular and Oriental Steam
Navigation Company (“PIO”), at six US ports by Dubai Ports World, a United Arab
Emirates’ government-controlled entity and of Unocal by China National Offshore
Oil Corp. (“CNOOC”), a Chinese government controlled entity. While neither of
these transactions was ultimately consummated, the political outcry they generated
resulted in further amendments to the Exon-Florio legislation earlier this year.

This amending legislation, the Foreign Investment and National Security Act of 2007
(the “2007 Act”),'” addresses foreign investment concerns primarily through
expanding the category of transactions subject to a mandatory 45-day investigation.
More particularly, the following transactions are automatically subject to an
investigation: 1) any transaction that will result in foreign government control over a
US entity; 2) any transaction that will result in foreign control of any “critical
infrastructure” of or within the United States that could impair US national security;
and 3) any transaction the agency selected to head up the CFIUS review (the “lead
agency”) recommends should be subject to an investigation, provided the rest of
CFIUS concurs with the recommendation.

With regard to SOE investments, the 2007 Act is stricter in that the investigation is
mandatory whether or not there is a business engaged in interstate commerce that
could affect US national security. The requirement for an investigation may, however,
be waived where the transaction is found not to impair US national security by both
the Secretary of the Treasury and the lead agency. The 2007 Act also expands the
definition of “national security,” such that it now includes a consideration of:
national security-related effects on US critical infrastructure, including major energy
assets and US critical technologies; the potential effects of the transaction on sales of
military goods, equipment or technology to a country that poses a potential regional
military threat to the interests of the US; and if the transaction involves an SOE, the
foreign government’s adherence to non-proliferation of arms regimes, its relationship
with the United States (principally in respect of its cooperation in counter-terrorism
efforts) and its export control record."

CFIUS scrutiny under the 2007 Act is likely to be intense where the acquiror is an
SOE and the target business is engaged in critical infrastructure. It may also become
frequent given the potential breadth of the concept of “critical infrastructure.” 1In
this regard, the 2007 Act refers to the US Department of Homeland Security’s
“critical infrastructure” sectors, with the result that the following sectors may be
caught: agriculture, food, water, public health, emergency services, government,
defense industrial base, information and telecommunications, energy, transportation,

17 See description of CFIUS at www.treas.gov/offices/international-affairs/exon-florio.

18H.R.556. See Freshfields Bruckhaus Deringer, “Exon-Florio amendments enacted”, Briefing July 2007 at
http://www.freshfields.com/publications/pdfs/2007/aug22/19382.pdf [Freshfields 2007].

 Critical infrastructure is defined as those “systems and assets whether physical or virtual so vital to the US that the incapacity or destruction of such systems or
assets would have a debilitating impact on national security.” Critical technologies are defined as “technology, components or items essential to national
defense.” See Freshfields 2007 at 2.
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banking and finance, chemical industry and postal and shipping sectors as well as key
assets (national monuments) and cyber infrastructure.

Germany

Foreign direct investment in Germany is subject to special provisions aimed at
protecting Germany’s vital security interests and certain strategic sectors. Where a
transaction would result in the acquisition of 25% or more of the shares of a business
involved in a strategic sector, the Minister of Economics and Technology has the
authority to prohibit the transaction. Strategic sectors include those sectors involved
in the production or development of certain war materials, certain cryptographic
systems and engines or gearboxes specifically designed for tanks or other armoured
vehicles.  While acquisitions of 25% of a company involved strategic sector
acquisitions must be prohibited by the Minister within one month of notification of
the transaction, the German legislation further provides that acquisitions which
threaten Germany’s “vital security interests” can be prohibited at any time.

Additional sector specific provisions, contained in the merger control regime and
other legislation, ensure increased scrutiny of acquisitions involving the banking,
insurance and private television sectors.”’

It has also been widely reported that the German government is considering new
legislation to address its concerns about sovereign wealth funds. German
government officials appear troubled about a number of diverse issues and recent
developments, including: SWFs’ ability to leverage cash to make large acquisitions*'; a
potential indirect takeover of one of Germany’s largest banks by a foreign
government; state-controlled investors buying small engineering companies to siphon
off patents and intellectual property; and national security concerns if parts of
German energy infrastructure were acquired by political investors rather than
investors driven by commercial imperatives.

In the meantime, the German government has introduced transparency rules for hedge
funds and private equity funds.”> While such funds are clearly not SOEs (although
SOEs may have stakes in private equity funds), they raise similar governance and
transparency issues, and have been the target of substantial criticism in Germany.> It
is reported that these rules will compel hedge funds and private equity funds to
disclose how they finance their bids and to elaborate on their aims if they seek to raise
stakes in companies beyond 10%, and will also seek to restrict acting in concert
during takeovers and to curb hedge funds’ influence at shareholders’ meetings.**

European Union (the "EU")

The EU also appears to be reviewing the issue of state-owned investment. The EU
Trade Commissioner recently suggested that the EU could permit governments to use
“golden shares” to prohibit SWFs from buying sensitive sector companies that the
host government wished to protect.” According to the Trade Commissioner, the

2 Please see, for example, “Getting the Deal Through: Merger Control, 2008", Global Competition Review (October 2007) for further detail [Merger Control].

2 Bertrand Benoit, “Berlin Looks to Vet Foreign Fund Deals,” FT.com (Financial Times), (26 June 2007).

22 “Merkel's Cabinet Passes Transparency Rules for Hedge Funds Private Equity”, International Herald Tribune, (15 August 2007) [Merkel's Cabinet].

2 The German Vice-Chancellor Franz Mintefering has derided hedge funds on the grounds that "they stay anonymous, have no face, fall upon companies like
locusts, devour them and move on." See, for example, “Buyout Firms Scormned as ‘Locusts’ Invade German Home Market”, Bloomberg, (23 December 2005).
2 Merkel's Cabinet, supra note 24.

2 John Willman, “Big Spenders Stir Protectionism”, Financial Times, (29 July 2007).
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golden share would have to be used to protect the European interest and not just
national interests.*

In addition, the EU’s Commissioner for Economic and Monetary Affairs has warned

that the EU is likely to limit investments by those sovereign wealth funds that do not

disclose their motives. One commentator believes this reflects “a hardening of

opinion in Paris and Berlin against the acquisition of ‘strategic industries’ by state
» 27

funds controlled by governments by Asia and the Middle East”.

UK

The UK’s merger control legislation, the Enterprise Act 2002 (the “EA”), provides the
British government with the legal authority to restructure or block acquisitions of UK
companies by foreign entities on “public interest” or “special public interest” grounds.

The applicable public interest considerations are enumerated in the EA and at present
permit the Secretary of State (the “Secretary”) to intervene only on the basis of
national security. National security is not defined in the EA, beyond the express
inclusion of public security considerations.*®

Intervention on the basis of “special public interest” grounds, which permits review even
where the normal qualifying thresholds are not met, is generally limited to exceptional
merger transactions involving government contractors. A government contractor is
defined as a contractor whose contract involves the handling of confidential information
and documents relating to defence. “Defence” includes information relating to the armed
forces of the Crown, the weapons and other equipment of those forces, military
intelligence and plans and measures for the maintenance of essential supplies and services
that are or would be needed in a time of war.”

As discussed in greater detail below, certain UK Government officials have expressed
concerns in the recent past regarding the possible takeover of gas distributor, Centrica
PLC, by a Russian SOE, Gazprom, and also considered amending UK legislation on
merger and acquisitions to prohibit Gazprom’s bid. Subsequently, it appears that the
government has decided it would not intervene, although Gazprom is not apparently
actively pursuing the acquisition.*

REASONS FOR DISTINGUISHING SOEs FROM OTHER FOREIGN INVESTORS

While many countries have rules for the review of foreign investments relatively few
expressly take into account the state-owned status of the investor in such review. With
the recent dramatic rise in investments by SOEs, however, many of which are from non-
Western countries, politicians are under increasing pressure to screen such investments.
The announcement on October 9, 2007 by the Canadian Industry Minister that the
Canadian government will examine the need for guidelines on SOEs in the foreign
investment review process in advance of the Competition Policy Review Panel’s report
in June 2008 underscores the perceived urgency for closure on the SOE debate.

% At a more general level, the EU has been dogged by controversy over the expressed hostility by its Member-States’ governments to takeovers by companies
from other EU Member-States. In response to disciplinary action taken by the European Commission, national security and other strategic objectives such as the
protection of national champions have been invoked by the national authorities to fend off takeovers. See OECD, “Trends and Recent Developments in Foreign
Direct Investment”, (2006 Edition), International Investment Perspectives at 32 [OECD Trends].

27 See Sundeep Tucker, “Sovereign Funds Try To Put On An Acceptable Face”, Financial Times (UK), (29 September 2007).

2 However, the Secretary may intervene on the basis of non-enumerated public interest considerations provided Parliament approves the consideration as a new
public interest concern prior to any investigation of the merger.

29 Additionally, certain mergers concerning newspapers and broadcasting entities may be subject to intervention by the Secretary as special public interest cases
as set out in the Communications Act 2003. Regulated utility sectors such as electricity, gas, telecommunications and rail are not subject to any special
provisions outside the regular EA regime. See Merger Control, supra note 22 for further detail.

30 OECD Trends, supra note 28 at 34.
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Host states and commentators articulate a range of reasons for scrutinizing SOEs more
than private investors, including: 1) national security concerns; 2) fears that SOEs will
infiltrate strategic sectors in the host government’s economy and be able to exercise
political clout to the detriment of the host country; 3) SOEs’ non-adherence to market
principles; 4) a lack of transparency in their governance and operations; and 5) an
absence of reciprocity from the SOE’s home state in relation to inward foreign
investment to that country. While some of these rationales for screening state-owned
investment may apply to a particular acquisition, an overarching tension in foreign
investment review law is balancing legitimate concerns against protectionist tendencies.

National Security (narrowly defined)

An obvious concern of host governments is the possibility that an SOE will acquire a
controlling interest in defence industries that will increase that state’s ability to carry
out aggressive (or even terrorist) activity against the host and/or its allies, gain access
to confidential information relating to defence industries or weaken the host state’s
ability to marshal all available resources in furtherance of its defence policy. As a
rationale for screening foreign investment by SOEs, there is little to criticize in this
objective, although in certain instances, one would also expect that national security
would be a concern even where the proposed buyer is a private company (e.g., where
the state and the private sector are tightly linked in the buyer’s home country).

The clear challenge in establishing “national security” as a grounds for review is that
governments may be inclined to interpret that term expansively. In some instances,
“national security” could mean that a country wishes to ensure that its strategic sectors,
usually those relating to infrastructure or essential inputs into production, such as
energy and scarce commodities, are not controlled by unfriendly or unpredictable
foreign interests. As noted above, recent US law reform links “national security” to
effects on US “critical infrastructure” which in turn may include sectors from
agriculture to transportation to banking and finance. From a Canadian perspective, it
is noteworthy that the Treasury Board of Canada Secretariat’s Guidelines for Invoking
National Security Exceptions in the context of government procurement interpret the
phrase “national security” in a very broad manner, encompassing “threats to economic
security, environmental security and human security”.’! The potentially broad scope of
the “national security” rubric means that there may be a lack of predictability about
which transactions may be subject to the review process. This, in itself, could have a
chilling effect on foreign investment by SOEs.

Strategic Sector Acquisitions by SOEs

Government anxieties that SOEs will buy domestic players in key economic sectors
appear to be widespread. An illustration of such concern was evidenced in 2005
when the Chinese state-owned entity, CNOOC, withdrew its bid for Unocal, a U.S.-
based oil producer. Despite having a higher bid, CNOOC was rejected by the Unocal
board in favour of a bid by Chevron amid a chorus of opposition to the deal in the
U.S. Congress, members of which stated that the deal should be blocked on national
security grounds as China would be acquiring “strategic assets” — energy reserves.

An important reason for the rising global tide of interest in, and concern about, SOE
investment may be that many SOEs focus their investments in critical economic
sectors such as mining, energy and infrastructure. The explanations for this include
that SOEs need scarce natural resources and they tend to be prevalent in their home

31 See http:/;www.ths-sct.gc.ca/cmp/guide/nse-esn_e.asp.
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country in utilities and infrastructure industries, including energy, transport and
telecommunications — all strategic sectors.*>

Many countries have restrictions on foreign access to strategic sectors, although these
restrictions are not necessarily linked to whether the acquiror is state-owned or not.
For example, China, whose SWFs are actively accumulating assets abroad, has new
rules allowing officials to block foreign acquisitions of Chinese companies if they are
deemed a danger to “economic security”.*® At the same time, when Siemens, a
Germany company, expressed its interest in acquiring a Chinese state-owned electrical
equipment manufacturer, the Chinese State Council prohibited the deal on the basis
that the target was a strategic asset of China.*

Both France and Germany have “closed lists” of sectors restricting access for foreign
investors on security grounds.” The French Reform Law and Decree No. 2005-1739
establishes a list of strategic sectors.”® As noted above, the US CFIUS reforms require
mandatory review of foreign acquisitions of “critical infrastructure” which is defined
expansively to include a wide variety of sectors, and also address SOEs. Finally,
Russia is reportedly also considering limits on foreign ownership in 39 strategic
sectors, including natural resource deposits and biotechnology’” while India is
contemplating a national security screen for foreign investments, having already
rejected an investment from a Chinese telecom company.

It should be noted that in addition to defining strategic sectors, some countries may
informally restrict investments beyond defined sectors by publicly indicating they are
not supportive of such investment. For example, while not in relation to an SOE
acquisition, French officials expressed concern about Pepsico’s potential takeover of
the France-based yogurt and mineral water company, Danone, which was described
(poetically) by a French government official as “more than just a jewel”*® and treated
like a strategic asset.”” Such commentary may impede foreign investment over a much
broader range of sectors than those covered in special sectoral restrictions.

For its part, Canada has foreign ownership limits in specified sectors such as
telecommunications, airlines, banking and broadcasting. The Investment Canada Act
does not itself expressly limit or bar investments based on strategic sector, although
there are lower financial thresholds for the review of investments in financial services,
transportation services, uranium production and cultural businesses.

The screening of SOE investment on the basis of the takeover target’s economic sector
could undoubtedly be used to achieve protectionist goals. Nevertheless, it is equally
true that there may be very legitimate concerns about the “nationalization” of
businesses in certain sectors by foreign sovereign interests.

32 OECD Governance, supra note 6 at 9.

3 Deborah Soloman, “Foreign Investors Face New Hurdles Across the Globe — China, Canada, Russia Grow Wary of Acquirors”, The Wall Street Journal, (6 July
2007) at A1 [Wall Street].

3 OECD Trends, supra note 28 at 35.

% OECD Roundtable on Freedom of Investment, National Security and “Strategic” Industries, (Paris, France: 30 March 2007) at 2 [OECD Roundtable].

3 The French strategic sectors are: 1) money gambling; 2) private security services; 3) research and development or manufacture of means of fighting the illegal
use of pathogens or toxic substances; 4) wire tapping and mail interception equipment; 5) auditing and certifying services relative to the security of information
technology systems and products; 6) the security of information systems of companies managing critical infrastructure; 7) businesses relating to certain dual-use
items and technology; 8) cryptology services; 9) businesses involving companies privy to classified information; 10) weapons, munitions and explosive
substances for military purposes; and 11) activities involving design or equipment supply contracts with the French Defence Ministry. See OECD Trends, supra
note 28 at 43.

37 Wall Street, supra note 36 at Al.

38 See http:/www.iht.com/articles/2005/07/20/business/danone.php. Danone was in fact founded in Spain by a Greek-born man.

3 While commenting on the move to increase screening of SOE investments, a German government official alluded in a dismissive manner to the French
approach when he stated that Germany does not want to “have to declare Haribo and the gummy bear strategic assets”. See Bertrand Benoit, “German Call to
Curb Foreign Buyers”, FT.com (Financial Times), (12 July 2007).
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According to the OECD, “SOEs may suffer just as much from undue hands-on and
politically motivated ownership interference as from totally passive or distant
ownership by the state”.*” The recent actions of Russia’s state-owned gas company,
Gazprom,*' exemplify how SOEs can be used to achieve political objectives.
Gazprom which owns about 25% of world gas reserves, supplies 20% of global
demand and 25% of the EU’s gas.** The Russian state has reportedly used Gazprom’s
economic clout as an instrument to achieve its own political ends. In January 2006,
Gazprom cut off gas supplies to the Ukraine, apparently because of a price dispute,
but some regarded it as Russia’s punishment of the Ukrainians for voting in a
government that was not friendly towards Russia.”” The head of Gazprom has also
threatened the EU that it would divert supplies from Europe if the EU thwarted
Gazprom’s plans for entering the EU.

Given these actions, UK officials and commentators were concerned when Gazprom
expressed its interest in buying Centrica PLC, a major player in Britain’s gas
distribution business. A number of harmful scenarios might be envisaged. For
example, if Centrica increased its reliance on Gazprom as a significant source of
supply, Russia could “turn off the tap” if there was a serious diplomatic rift between
the UK and Russia. Moreover, if Gazprom supplied Centrica with subsidized gas, it
could reinforce its market clout by eliminating Centrica’s competitors and further
entrench itself as Centrica’s supply source with a concomitant increase in Russia’s
political clout vis-a-vis the UK.

The Gazprom case demonstrates how SOE’s may, in certain circumstances, be able to
harm a country’s national economy in order to achieve political ends. It is critical to
recognize, however, that a number of factors would have to converge for an SOE to
be capable of causing significant harm to the host country.

The Gazprom type of scenario may arise only infrequently, i.e., where the SOE is
vertically integrated downstream into the takeover target in a critical sector of the
economy. Nevertheless, state ownership might also be of concern in infrastructure or
network industries such as banking and telecom where acting for non-commercial
reasons could undermine the stability of the system. In many cases, one would expect
that foreign ownership limits in such sectors may be sufficient to address this issue,
although it is conceivable that even a minor (e.g., 10%) shareholding could give the
SOE the ability to influence the strategic direction of the target. On the other hand,
where the SOE is pursuing a takeover target that merely produces an input that is
exported to the SOE’s home country, the political risks associated with such
ownership would seem to be lower.

Clearly, SOE investment in critical sectors of the economy should be analyzed on a
case-by-case basis. Before hastily concluding that a state-owned investment in a
strategic sector is too risky for the host country and should therefore be rejected,
governments need to consider the specific circumstances of the investment. Is there a
real threat to the host state or is it a risk that could be addressed by other means? In
some instances, for example, domestic regulation of the industry in which the SOE
wishes to invest may sufficiently respond to concerns about the SOE.

40 OECD Governance, supra note 6 at 10.

41 Gazprom is 51% owned by the Russian government.

42 “The Big Question: Should We Fear Kremlin Control of Europe’s Energy Supply”, International Eurasian Institute for Economic and Political Research at
www.iicas.org/libr_en/all/libr_28_04_06.htm.

43 |bid. See also Vladimir Kovalev, “Gazprom’s Power Play”, Business Week, (6 March 2007) at
www.businessweek.com/print/globalbiz/content/mar2007/gb20070306-599860.htm.
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enjoy competitive advantages over private sector rivals through the financial support
of their home governments** and therefore gain an unfair advantage competing
against other rivals in bidding for the acquisition target, or may distort the
competitive landscape in the host country because of subsidies which permit it to offer
lower-priced goods.

While the advantages of SOEs may seem unfair, the use of foreign investment review
as a means of “levelling” any unevenness in the playing field is dubious. With regard
to the first concern, while SOEs may have deep pockets, private companies also vary
considerably in the amount of capital they have available to purchase targets.
Moreover, prohibiting SOEs from participating in auctions for target companies may
unfairly discriminate against those SOEs that operate according to commercial
principles and are not subsidized by the state.

With regard to the charge that SOEs may alter the competitive landscape by offering
subsidized goods, this concern may be more appropriately addressed through trade
law rules directed at abolishing state subsidies, by competition law (through predatory
pricing or abuse of dominance provisions) or by international legal codes such as the
2005 OECD Guidelines on Corporate Governance of State-Owned Enterprises. The
latter provides guidance on how to ensure “a level playing field in markets where
state-owned enterprises and private sectors companies compete in order to avoid
market distortions”, including the application of general laws and regulations to SOEs
and commercial terms of access to finance.*

Second, a failure by SOEs to respond to market signals in operating the target
company may also worry host governments. For example, a potential risk is that an
SOE might corner the market on a significant percentage of a scarce commodity in the
host state and then cart it back to its home country without responding to market
signals (such as higher prices) as a commercial entity would do. In other words, while
the SOE might not be used for political reasons, the SOE might only be interested in
fueling its home economy and the host state would be left with inadequate supplies.
The legitimacy of this concern seems questionable, however: if global demand for a
particular commodity far outstrips supply, then other acquirors would presumably
place a higher value on the target company producing that commodity.

Corporate Governance/Transparency Concerns

Apart from SOEs’ potential non-adherence to commercial principles, some governments
have regarded SOEs with suspicion and concern because of the lack of information
about SOE governance, objectives and investment principles.*® The basis for this
concern is often not articulated in great detail. For example, as noted above, the
Advantage Canada report refers to “unclear corporate governance and reporting” as a
possible reason for screening state-owned investment without any further explanation.
Host governments appear to worry that the lack of transparency of SOEs can, by itself,
lead to unpredictability and volatility in financial or other markets. For example, if an
SOE pulls out of an investment without providing disclosure about the reasons, the
markets would not have anticipated such behaviour and would therefore be sent into
disarray. Another worry is that so little is known about SOEs’ investment policies or

4 OECD Roundtable, supra note 38 at 1.

4 OECD Governance, supra note 6 at 12.

46 By contrast, the Norwegian state fund is frequently cited as a model of good governance and accountability: it takes small positions in its investee companies,
lists all of its investments on its website and votes on all shareholder resolutions. John Willman, Financial Times, (7 July 2007).
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SOE pulls out of an investment without providing disclosure about the reasons, the
markets would not have anticipated such behaviour and would therefore be sent into
disarray. Another worry is that so little is known about SOEs’ investment policies or
risk management strategies because of the lack of public disclosure that minor
comments or rumours will increase volatility in the markets.*’

Along these same lines, SOEs are often derided as “black boxes” by commentators
concerned about market stability. From their perspective, SOEs undercut a key
premise of the global market, i.e., that it is dominated by private participants seeking
to maximize their and their shareholders’ welfare.* Commentators note that in a
liberal economic order, market participants must have information to make rational
decisions. If an SOE’s objectives are murky and potentially very broad-reaching, then
other market players cannot assess and predict the behaviour of such entities.*

As a rationale for distinguishing SOE investors from private investors, this concern
seems over-stated given that SOEs are not the only market players about which there
is not full public disclosure. Private equity players and hedge funds are also less
transparent than public companies.’® The rejoinder to this is that there is a higher risk
that SOEs will behave in an unpredictable fashion because of unclear objectives than
for private equity which can generally be expected to act in a way that will maximize
their investment’s economic value.

Nevertheless, although the opacity of SOEs may raise justifiable concerns for a host
government, it is not obvious that screening SOE investments can resolve this issue in
any meaningful way. What type of commitment would the host state seek from the
SOE? An undertaking to conduct the acquired business in a commercially reasonable
manner might be difficult to enforce because of the vagueness of that standard and the
constant monitoring this would require or because political motivation could be easily
disguised as commercial exigency. The more extreme step of prohibiting an
investment by an SOE on the grounds that it might conceivably behave in an
unpredictable manner that would adversely affect the host state would be a
disproportionate response -- except in the notable cases where the potential adverse
outcome of permitting the investment is of such enormity (as it might be in relation to
a defence industry or certain strategic sectors) that the host state would be justified in
prohibiting the acquisition.

Thus, the rationale for restricting investments by SOEs (more than private investors)
solely on the basis that they lack transparency in their governance and investment
philosophies is questionable. Policies and rules that directly address the lack of
transparency may be a preferred policy instrument as such policies would be less
susceptible to being exploited for protectionist reasons than foreign investment
review. To that end, there have been and continue to be efforts made to increase the
standards and transparency of SOE governance. As noted above, the OECD’s
Guidelines on Corporate Governance of State-Owned Enterprises directly address
transparency and other concerns, recommending, for instance, that if SOEs have
social and public policy purposes that go beyond “generally accepted norms for
commercial activities” that these should be “clearly mandated and motivated by laws

47 See “Keep Your T-bonds, We'll Take the Bank; Sovereign Wealth Funds”, The Economist (US edition) (28 July 2007) [The Economist].

48 Jeffrey Garten, “Comment: We Need Rules for Sovereign Funds”, FT.com (Financial Times), (8 August 2007).

4SOE may have much broader political, social and economic objectives than a private sector participant For example, the goal of the China Development Bank is
to support “the state’s policies to implement disciplined development and build a harmonious society”. The Economist, supra note 50.

% |ndeed, as noted in Part C, the German Government is introducing rules governing private equity funds and hedge funds to address these broader concerns.
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and regulations”.’’  Moreover, the guidelines recognize that “multiple and

contradictory objectives of state ownership” may lead to excessive state intervention
in the SOE and that measures be taken to address this. Such measures include
clarifying and disclosing the state’s objectives and priorities and ensuring that the state
does not interfere in the SOE’s operational matters:

Moreover, the state should strive to be consistent in its
ownership policy and avoid modifying the overall objectives too
often. A clear, consistent and explicit ownership policy will
provide SOEs, the market and the general public with
predictability and a clear understanding of the state’s objectives
as an owner as well as of its long term commitments.**

Reciprocity

The lack of reciprocity in openness to foreign investment by certain countries rankles
some commentators who argue that Canada should not allow other countries to
invest in Canadian companies if Canadians cannot invest in that state’s companies.’’
Outside of Canada, both the German Chancellor and the French President have called
for an EU policy to “improve EU competitiveness vis-a-vis states which use non-tariff
barriers and restrictions to curb EU exports and investments while at the same time
utilizing their public/sovereign funds to invest in sensitive national European
industries”.** Both China and Russia are examples of countries which have broadly
targeted limits on foreign investment. In the 1990s, the Russian Ministry for National
Resources set a cap on foreign investor participation at 49% for oil and mineral
concessions.”> More recently, Russian President Putin has also indicated that in the
approximately 40 “strategic” industries, foreign participation will be limited, typically
to minority ownership.’® It is also reported the Chinese government “is reluctant to

allow more than 49% ownership of virtually any significant enterprise”.”’

The repercussions of a requirement for reciprocity would have to be carefully
considered. For example, in evaluating a takeover by a foreign buyer of a domestic
business, the government might consider whether the same foreign buyer could in
theory be bought by a Canadian business, or whether it enjoys protections in the
SOE’s home-state that prevent it from being bought. Such a framework would have
significant implications for foreign SOEs, for which reciprocity might well not exist.
A variation on this analysis would be whether a government such as Canada, through
its crown corporations, could theoretically acquire a similar business or assets in the
home-state of the foreign buyer. While a “quid pro quo” or “tit for tat” review might
seem to align with the target country’s self-interest, it is also likely to fuel a spiral of
retaliation and increasingly protectionist investment legislation. Moreover, it also
may cursorily dismiss the fact that countries at earlier stages of economic development
may have justifiable reasons for wishing to control access to business ownership in
certain sectors. Thus, as the pursuit of a “quid pro quo” approach raises serious

51 OECD Governance, supra note 6 at 20.

52 OECD Governance, supra note 6 at 24. See also Marcus Gee, “Massive Clout, Murky Motives”, Globe and Mail Report on Business at B1; Simon Johnson,
“The Rise of Sovereign Wealth Funds”, Finance and Development, September 2007, Volume 44, Number 3; and Frédéric Lemaitre, “Ces Etats qui rachetent la
planéte”, Le Monde, 29 ao(it 2007 at 2. The press has also reported that the IMF may also be considering best practices for SOEs at its October
meeting to address concerns about the burgeoning number of sovereign wealth funds.

53See John Ivison, “Tories Eye Buyout Rule”, National Post, (2 October 2007) at Al.

% Shada Islam, “Asia Should Watch EU Jostling Over Free Trade”, The Business Times (Singapore), (18 September 2007).

5 OECD Trends, supra note 28 at 33.

% Dave Crane, “Canada Should Examine Expanding Partnerships with Russia”, Belleville Intelligencer, (17 July 2007)

57 Derek H. Burney, “The Hollowing Out of Corporate Canada?” (Paper Presented to the Conference Board of Canada Conference, Mergers & Acquisitions: New
Threats and Opportunities Conference, January 2007).
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PRACTICAL PROBLEMS IN IMPLEMENTING SPECIAL RULES APPLICABLE TO
STATE-OWNED INVESTMENT - FINDING THE STATE

What degree of state involvement in an entity would be required to establish that the
investment was state-owned?

As noted by the OECD, a state may have “significant control, through full, majority,
or significant minority ownership” of a SOE.”® While in most cases it may be
relatively easy to identify state control of an acquiring entity, where the state holds
only a small stake and its rights within the acquiror are not transparent, the degree of
state control may be difficult to discern. Depending on the nature of the investment,
this could lead a host government to inflate the risks represented by the acquisition
and respond overzealously to screen/prohibit such investment or alternatively, to a
situation where the host government is unaware that a foreign state has the ability to
significantly influence the acquiror.

The blurriness of the boundary between private actors and state-owned acquirors could
also lead to situations where individual transactions could be bogged down in
definitional quagmires. For example, does Chinese state ownership of a 10% interest in
private equity company Blackstone transform Blackstone into a state investor? The
answer is likely not given that China’s interest is non-voting. But at what level would
this state link sufficiently “taint” the acquisition vehicle? What if the acquiror were
privately held by an individual who was closely linked with an undemocratic
government? Or, what if the state investor has a “golden share”, giving it the ability to
outvote other shareholders in the event of a takeover — a kind of state “poison pill”?

Thus, while, in most instances, state involvement in acquisition vehicles may be
readily identified, it is clear from the examples above that there could be numerous
permutations of state involvement in an acquiror which would not be clear-cut and
which could lead either to an inflation, or to an under-appreciation of, the risks
presented by the acquiror.

CONCLUSIONS

From the foregoing discussion, it is evident that state-owned investment may, in
certain circumstances, raise legitimate fears on the part of the host state — namely, for
defence-related reasons or to protect certain key sectors of the economy from the
conduct of politically motivated foreign SOEs. Other concerns relating to SOEs — in
particular, that SOEs do not operate according to market principles or do not disclose
either their ownership structure or their investment objectives — may trouble host
states; however, these concerns may be more appropriately addressed by general rules
targeted at such behaviour (e.g., trade laws or multilateral codes of conduct) rather
than foreign investment rules.

In order to avoid the material risk that host states may exaggerate concerns relating to
SOEs, either intentionally (to achieve protectionist objectives) or unintentionally, any
process to screen investments by SOEs should establish criteria that can be objectively
applied. Without this, there is a real risk of spiralling protectionist measures that are
disproportionate to the risks raised by SOEs. Finally, legislators and policy makers
need to consider whether the resolution of certain concerns about SOEs (e.g.,
transparency) can be resolved effectively through multilateral fora such as the OECD.
For example, insisting upon bilateral reciprocity in the treatment of SOEs is not likely

% OECD Governance, supra note 6 at 11.
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disproportionate to the risks raised by SOEs. Finally, legislators and policy makers
need to consider whether the resolution of certain concerns about SOEs (e.g.,
transparency) can be resolved effectively through multilateral fora such as the OECD.
For example, insisting upon bilateral reciprocity in the treatment of SOEs is not likely
to be constructive and may fuel retaliatory action. In contrast, multilateralism would
facilitate a full discussion of the underlying objectives of foreign investment review
and may reduce the risk that certain countries will be unfairly targeted without a
principled analysis of the repercussions.’”

Sandra Walker is counsel in the Competition/Antitrust Group of Stikeman Elliott.
Michael Kilby is an associate in the Competition/Antitrust Group of Stikeman
Elliott.

5 Commentator Peter Foster refers to the tendency to engage in “corporate racial profiling” of Middle Eastern state investments in recent years. See “FP
Comment”, National Post, (3 October 2007) at FP19.
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