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China's investment in the US increased in 2015 by 30% to a record
US$15 billion. For non-greenfield investments alone, Chinese
companies announced acquisitions in 2016 of US assets totaling
US$20 billion — more than all acquisitions in the prior year. And that
was in just the first quarter.
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With all this Chinese investment pouring into the US, Chinese
companies need to be mindful that the US is a highly regulated
country, and to recognize that certain government filings may be
either required by law or prudent even if not mandatory.
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Perhaps the most well-known of these, though often the least
understood, is the voluntary national security filing with the
Committee on Foreign Investment in the US or CFIUS. By statute,
the US President has the authority to review any foreign company’s
purchase of a US business for any effects on US national security
and to determine whether the transaction threatens to impair the
national security interests of the US if such buyer gained control
over the US target business. If the President concludes that the
national security interests of the US could be at risk, then the
transaction may be prohibited or the parties could be required to
modify the terms of the transaction to eliminate such risks.
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In reviewing and evaluating the purchase of US businesses by
foreign buyers from the perspective of national security, the
President acts through CFIUS. CFIUS is a Committee composed of
representatives from 16 different US government departments and
agencies, including the Department of Defense, the Department

of State, the Department of Commerce and the Department of
Homeland Security. The Committee is chaired by the US Secretary
of the Treasury.

BHEMERZ A EXNEIMLRNEE DI sl 551
MR TR R E T AR EEY CRUSEHITH . CRIUSE
— T HERS. BSR. §FHMELIRERFINR
BRI EEBASIMTMRENRERIERNZERS,

EEMBEEKEBEEZZERENERE .

CFIUS compliance should be of particular concern to Chinese
entities. Earlier this year, CFIUS released its annual report to
Congress for 2014, which showed that for the third year in a row,
Chinese acquirers filed the largest number of CFIUS notices, an
increase of 16.3% over the prior year. In fact, between 2012 and
2014, Chinese were parties in 19% of all transactions reviewed by
CFIUS, a figure that is six percentage points greater than the next
largest source of filings (the UK). This article explains the CFIUS
basics that all Chinese investors should know before attempting to
make their next US acquisition.
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Gauging Exposure
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In deciding whether a CFIUS filing would be appropriate
for a particular transaction in the US, the parties should

first determine whether the transaction is a “covered
transaction” by CFIUS.
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1 One of our Washington DC partners was the chief enforcement counsel [actual title
for Steve McHale was: Assistant General Counsel for Enforcement and Intelligence] at
the Treasury Department for several years, so we are intimately familiar with the CFIUS
process.
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A transaction is a “covered transaction” if a foreign company

or individual, directly or indirectly, “acquires ownership” of or
“control” of a US business. The former occurs any time that the
Chinese firm purchases 50% or more of the US company’s voting
equity, but the latter may occur even where the amount of equity
acquired is much less than 50%. Such a “change of control” may
occur where a foreign company (1) chooses a significant percentage
of board members, (2) holds a dominant minority interest, (3)
exercises control because of a shareholders or voting agreement,
(4) exerts control because of related financing arrangements, or (5)
controls the company or its management through other means. As
a result, almost any acquisition, however small, may be subject to
CFIUS review if there is a “control” component. At the same time,
greenfield investments are not “covered transactions” and are thus
outside the scope of CFIUS' review authority.
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If a transaction is a “covered transaction” by CFIUS, the
next step is to determine whether the transaction could
negatively affect US national security interests.
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The US has formulated a broad definition of “national security
interests,” going beyond traditionally sensitive areas, such as
defense contracts, to include companies that provide access to
verbal and electronic conversations (satellite telecommunications
companies and internet service providers are covered), maintain the
country’s ability to meet the energy needs of its citizens, or provide
“critical infrastructure” that is considered necessary for national
security. Some acquisitions have encountered CFIUS problems
because of the proximity of the target company's physical assets
to US military installations (“proximity issues”).? CFIUS opposition
to such deals is subject to a number of variables; however, the
proximity issues raised in recent cases tend to concern relatively
remote assets that offer the potential for surveillance.

2 Even Shuang Hui International’s purchase of Smithfield Foods, a producer of pork,
was subject to a CFIUS review on national security grounds: though, it was eventually
approved. The transaction was approved without any mitigation measures despite
being located near a military installation.
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Voluntary Filing with CFIUS early in an acquisition
may be prudent.
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The filing of a CFIUS notice when a PRC buyer acquires “control”

of a US business is not mandatory; however, if the transaction (i)

is a “covered transaction” (i.e., practicably anything other than a
greenfield investment) and (i) raises the possibility of any national
security issues, then we often recommend that a voluntary CFIUS
filing be considered so that the buyer can benefit from the safe-
harbor of CIFUS clearance. This assures the buyer that CFIUS will
not come back, absent a material misrepresentation in the voluntary
notice, in the future and impose some form of mitigation on the
buyer. CFIUS has the authority to review and intervene in any covered
transaction on national security grounds, and can do this even after
an acquisition has been completed, which at that point the remedy
normally imposed by CFIUS is divesture, unwinding the transaction.®
In addition, CFIUS can set conditions on how parties abandon a
transaction or conduct their divestitures, including requiring the seller
to obtain CFIUS authorization of any potential buyers and seek CFIUS
approval to access the US business prior to divestiture.* Unwinding a
transaction after closing could be disastrously difficult and expensive
for the parties. We normally recommend a review of the prospective
acquisition for CFIUS issues as soon as formal overtures are
underway, and where appropriate, to begin preparations to engage
with CFIUS about any particular issues well in advance of the formal
notice to CFIUS of the transaction.
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3 This was the outcome in 2012 when the President ordered, pursuant to a
recommendation by CFIUS, that the Ralls Corporation (owned by Chinese nationals)
divest recently acquired wind farms. See our publication about this case.
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4 For example, following a CFIUS investigation in 2013, China National Machinery
Industry Corporation’s agreed with CFIUS to divest indirect interests held in Lincoln
Mining Corporation, and also agreeing to give “CFIUS advance notice of the intended
purchaser(s)” and restrict “access to the [US Properties] subject to the prior approval
of specified United States government agencies.” This is most common for proximity
cases. See, our Lincoln Mining Corporation press release (June 18, 2013).
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http://www.squirepattonboggs.com/insights/publications/2014/07/ralls-v-cfius
http://www.squirepattonboggs.com/insights/publications/2014/07/ralls-v-cfius
http://www.lincolnmining.com/news/index.php?&content_id=255
http://www.lincolnmining.com/news/index.php?&content_id=255
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Preparing the Filings
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A CFIUS notice must include the following information:
R ACHUSHRBMESUTER:

The parties must provide CFIUS with general background on the
buyer and seller and the products and services of each.
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The US company must specify whether it has any products or
services that are controlled under applicable US licensing and export
regulations, and it must report whether it has or supplies products
and services for any US government contracts.
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e The foreign controlled buyer must explain if any government owns
all or any portion of the company.
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e Both companies must confirm that the purchase will comply with
applicable US licensing and export regulations.
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e The foreign buyer must provide detailed personal information
about the directors, senior executives and its individual
shareholders holding a 5% or greater ownership. In some
circumstances, CFIUS has requested similar information with
respect to entities having a large minority shareholding in the
foreign buyer, if the minority shareholder possesses a level of
“control” over the foreign buyer.
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It is important to realize that much of this information will be
available only in Chinese, and that all such information will need to
be translated into English for the notice. The parties must therefore
allow adequate time for this process.
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When all the necessary material has been prepared and translated
into English, and the parties have consulted with CFIUS informally
about the forthcoming notice, the formal notice may be filed with
CFIUS. Recently, however, we often find that a CFIUS notice filed in
connection with a particular acquisition will be rejected on technical
grounds or that additional information will be requested before CFIUS
will officially accept the filing. This is often a result of the heavy
backlog of filings that CFIUS currently faces, but can also be a tool for
CFIUS to extend its time for review. Whatever the reason, the parties
need to recognize that even the process of filing the notice once the
materials are assembled may require additional time.
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The Review Process
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Once the notice is accepted, CFIUS will have 30 days from its
acceptance of the formal filing to make a preliminary determination
either to allow the transaction to proceed or to investigate it
further. If CFIUS decides to investigate further, the Committee will
have an additional 45 days to continue. (In recent years, 45-day

investigations for acquisitions by Chinese companies with a level of
state-ownership have become increasingly common.)
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At the end of that 45-day period, CFIUS may:
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1. Recommend allowing the transaction to proceed as-is.
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2. Require the parties to accept some form of mitigation to address

CFIUS concerns and then approve it.
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3. Recommend to the US President block the transaction, at which
point, the President has 15 days to review (the President has
always accepted CFIUS' recommendations).
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Each of these has occurred with respect to an acquisition by a
Chinese company in recent years.
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Despite the deadlines, it sometimes happens that a CFIUS filing
will require a longer period of time to be reviewed, but may not
necessarily need to be investigated or blocked. In the event that
CFIUS is unable to complete its review or investigation during

the statutory time, but does not wish to make a recommendation
to the President, it may allow the parties to withdraw the initial
application and refile in order to restart the review clock. This
practice typically occurs when there are issues related to the
transaction, but CFIUS believes that those issues can be resolved.
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Trends
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Chinese acquisitions in certain sectors (particularly semiconductors
and hi-tech manufacturing processes) have attracted particular
scrutiny from CFIUS during the past year. In these areas, CFIUS

is focusing not only on individual transactions, but also on the
potential impact for the entire sector (for example, CFIUS will look
at whether enough “trusted” US suppliers will exist in the sector if
the proposed transaction proceeds).
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However, semiconductor and hi-tech manufacturing deals, despite the
increased scrutiny, may still receive CFIUS clearance, if there has been
proper legal guidance and a proactive filing. For example, in the case
of Summitview Capital, CFIUS approved a semiconductor transaction,
largely because the parties recognized the potential national security
concerns and chose to make a filing that demonstrated the technology
would not affect national security. Summitview Capital is also
instructive because as the period for CFIUS review was nearing its
expiration, rather than risking an expiration without approval, the
parties chose to withdraw the original notification and then refile,
starting the clock anew and giving the parties and CFIUS more time

to resolve their issues. This retreat-and-re-engage strategy proved
successful as CFIUS ultimately granted its approval.
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Conversely, neglecting CFIUS considerations where potential issues
exist may invite trouble. Sany Heavy Industry, through US-based
Ralls Corp., acquired four wind power plants located not far from

a US Naval facility. The parties chose not to make a CFIUS filing,
and the holdings were directed by a Presidential order to be
divested upon recommendation of CFIUS. Sany eventually reached a
settlement with the US government, but only after a long and costly
battle in court, which ultimately left Sany still unable to retain the
disputed property.
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Another noteworthy trend that we are seeing is that US sellers are
often now demanding that a Chinese buyer agree to pay a breakup
fee if the transaction fails due to CFIUS concerns, arguing that it is
riskier for them to sell to a Chinese buyer (particularly a state-owned
enterprise) than to sell to a buyer from another country. Some
Chinese companies are accepting such breakup responsibilities.
Responding to this trend, we have seen that at least one insurance
company is now offering an insurance palicy against the risk of
paying such breakup fee.
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Best Practices
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Based on the foregoing, we offer the following best practices when
acquiring a company in the US:
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e Work with experienced advisors to determine whether the

transaction (i) is a “covered transaction” by CFIUS and (ii) might
raise any national security concerns.
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e |f so, then file a CFIUS notice. Be prepared for significant
disclosures regarding Chinese ownership of the buyer and
operations of the US business, and allow sufficient time in the
schedule for pre-filing CFIUS consultations, translations and
further requests or modifications before the notice is formally
accepted by CFIUS.
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In making the jaint filing, the parties should focus on the aspects
of the transaction that are most likely to be of concern to CFIUS
rather than seeking to avoid them.
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o At the earliest, and ideally prior to pre-filing consultations with CFIUS,

develop a strategy to try to ensure that the transaction is neither
prohibited nor materially modified, identifying the CFIUS members
and interested parties that are most likely to question or challenge
the transaction and work to eliminate or address their concerns.
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Chinese state-owned enterprises attract particular attention from
CFIUS. There is a presumption in the CFIUS regulations that requires
CFIUS to undertake an investigation of acquisitions by any foreign
government-controlled entities unless the chairperson and the head
of a lead agency determine upon completion of a review that the
transaction would not impair the national security of the US. ®
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The state-owned enterprise (SOE) should query whether any
mitigation measures are available and whether the measures
would materially impact the commercial feasibility of the proposed
transaction. For example:
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a. Requiring the target's divestiture of government contracts or US
licenses to do defense-related businesses (i.e., ITAR licenses).
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b. Where cybersecurity is involved, prescribing security protocols
and limitations to authorized personnel, such as under a Network
Security Agreement.
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c. Decreasing its share of the investment to a non-operational role
or structuring a passive ownership. For example, the acquisition
of assets in the Gulf of Mexico near a sensitive Louisiana military
installation by state-controlled CNOOC was approved after it
restructured the transaction to relinquish day-to-day control of
the target.
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5 31CFR (EEBEFBHMNIC4R) 800.503(c).



Lastly, the CFIUS filing should be prepared to show the following:
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1. A purely commercial or otherwise acceptable basis for the
investment, not a hidden motive.
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a. Avoiding the appearance of any unexplained premium in the
purchase price.
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b. Preparing a compelling synergy or other explanation for the
acquisition.
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2. The SOE makes its decisions and operates its business with
autonomy from the Chinese government and with minimal
financial support from any government in the PRC.
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3. Arecord of transparency and compliance — if the SOE has any
history of compliance and disclosure in another country, note it.
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6 Analysis of close proximity issues in transactions reviewed by CFIUS (2015).
B «&CFUSEZERZZ 5 REtp[E R 247> 2015

7 See, e.g., Gary C. Hufbauer, Yee Wong, and Ketki Sheth, Institute for Int'l Econ.,
US-CHINA TRADE DISPUTES: RISING TIDE, RISING STAKES (2006) (describing
CFIUS opposition to state-controlled CNOOC's acquisition of US oil producer Unocal

Corporation in 2005).
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Concluding Thoughts
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The process for navigating through the CFIUS regime should be
understood and addressed carefully, not avoided. Because CFIUS
does not publish opinions for its decisions, securing the guidance
of counsel with intimate knowledge of the landscape and years of
experience working inside the Committee is crucial for maximizing
the likelihood of a successful US investment.
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The contents of this update are not intended to serve as legal advice related to individual situations or as legal opinions
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