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The blocking of the BHP Billiton bid for Potash Corp. in November 2010 shocked the global investment community.
The saga involved as much politics as it involved economics, this was further accentuated by the possible involve-
ment of a Chinese state-owned enterprise. This raised questions about the challenges and potential impacts of

Chinese state investments in Canada.

As Canada continues to attract large investments from Chi-
na, the need to better prepare for potentially controversial
acquisitions by state-owned and other enterprises is rising.
Several lessons can be drawn from the Potash saga, most
critically, is the need to review and improve the foreign in-
vestment review process under the Investment Canada
Act to avoid undue politicization and reduce uncertainty. It
is crucial to maintain open channels of dialogue to ensure
policy decisions are transparent, predictable and clearly
communicated to Chinese companies looking to invest in
Canada, as well as the Canadian public. Furthermore, by
addressing state ownership, Canada can also contribute
to the elaboration of standards of best practices for state-
owned enterprises worldwide.
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TRENDING CHINESE INVESTMENTS IN CANADA

Chinese investments are expected to grow in the coming
decades. Since the summer of 2009, at least five Chinese
state investments in Canada in the energy and mining
sectors have totaled more than $10 billion.! Those invest-
ments were completed unhindered (most did not meet the
minimum requirements for a review under the Investment
Canada Act). Confirming a sustained interest in invest-
ing in Canada, the China Investment Corporation (a sov-
ereign wealth fund) unveiled plans to open its first over-
seas corporate location in Toronto on January 12, 2010.

Pascale Massot is a doctoral student in the Department of Political Science at the University of British
Columbia, and an affiliate of the Centre for Chinese Research at the Institute of Asian Research,
UBC. She specializes in comparative politics and international relations. More specifically, her
research interests include the political economy of the Asia Pacific region and of China in particular,
as well as non-traditional security issues and the politics of international markets.
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Increased inter-
est from Chinese
state-owned enter-
prises (SOEs) to
invest in Canada is
indicative of larger
trends. China in-
tends on maintain-
ing a strong state
presence in the
management of its
national economy,
as well as in its in-
teractions with the
global  economy.
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Major Chinese state investments in Canada in the past 2 years

o 51. 74 hillion investment in Teck Resources (a \Wancouver mining company) in July 2009 by China
Investment Corporation (a Sovereign Wealth Fund)

® 51.9 hillion investment in Arthabasea Oil Sands Corp. {owner of two major oil sands projects in

® 54.65 hillioninvestment in Syncrude (a producer of synthetic crude from Albertan il sands)in

® 51,252 hillion investmentin a strategic partnership with Penn West Energy (oil and gas
exploration and production company based inAlberta) in June 2010 by China Investment

# 5679 million takeover bid of Corrente Resources (a Vancouver based resource development and
exploration com pany which owns copper mining concessions in Ecuador)in August 2010 by CRCC-
Tongguan Investment Co (a direct subsidiary of Tongling Monferrous Metals Group Holdings and

ny could create such
controversy, what can
we expect of large in-
vestments by Chinese
state-owned enterpris-
es? Second, despite
the fact that the main
protagonist was BHP
Billiton, the potential
role of China’s state-
owned Sinochem also
stirred much debate
throughout the case.
Thus, we can draw les-
sons from the Potash
Corp. saga to reflect
on the bigger picture of

ings from the Asia
Pacific Foundation of Canada’s recent China Goes Global

2010 report, the largest Chinese investments to date have
come from state-owned firms.? The results suggest Chinese
SOEs have on average significantly larger intended invest-
ments in Canada than their non-SOEs counterparts. Indeed,
despite the fact that the number of SOEs has been drasti-
cally reduced in recent years,? they still control at least 30
percent of total assets in the secondary and tertiary sectors
in China. This situation is also confirmed by data on Chinese
state investments in the world in recent years. Indeed, the
share of FDI flows by Chinese SOEs (as opposed to provin-
cially owned or privately owned enterprises) between 2003
and 2005 was of 73.5%, 82.3% and 83.2% respectively.*

The Asia Pacific Foundation of Canada’s survey also points
to other emerging trends. Indeed, it shows that 85% of Chi-
nese companies with investment intentions toward Canada
are non-SOEs, while 50% are small and medium enterpris-
es. This evolution will affect the reality of Chinese invest-
ments in Canada in years to come. However, Chinese SOE
involvement in the global economy will continue to grow,
thus being prepared in dealing with these potentially large
investments is essential.

The Potash Corp. Saga

The story of the Potash Corp. saga is relevant to a broader
discussion about Chinese and other state investments for
two key reasons. First, the proposed takeover of Potash
Corp. by BHP Billiton of Australia would have been the big-
gest takeover in Canadian history.> Thus, in a way, it consti-
tuted an important test of the Canadian foreign investment
review process. If a known Australian publicly listed compa-
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Chinese state invest-
ments as well as other large investments in Canada.

BHP Billiton, the largest mining company in the world by
stock market capitalization, mounted a $38.6 billion hostile
takeover bid for Potash Corp. in August 2010.¢ Potash Corp.
is a mining company headquartered in Saskatchewan and
the largest producer of Potash’ worldwide (it holds around
25-30% of global reserves of Potash®). The bid by BHP Bil-
liton was blocked by the Minister of Industry, Tony Clement,
on November 3rd, 2010, under the “net benefit to Canada”
provision of the Canada Investment Act, in a move that
shocked the global investment community. It was only the
second time an investment was blocked in the history of the
Act.®
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In the months preceding the blocking of the BHP bid, it was
circulated in international and Canadian newspapers that
China state-owned Sinochem was preparing a counter-offer,
while possibly looking to partner with another entity to do
s0.%° On September 13, Caijing magazine reported that Sin-
ochem was investigating the possibility of allying itself with
Temasek (a sovereign wealth fund from Singapore) to mount
a bid for Potash Corp.! The Alberta Investment Manage-
ment Corp., a Canadian pension fund, was also approached
by Sinochem to consider a joint counterbid that could also
have involved the Industrial and Commercial Bank of Chi-
na.’? The BHP bid concerned China, not only because of
the dominant position it would give BHP in the potash mar-
ket, but also because of the already dominant position of
the mining giant in the iron ore, copper, coal and uranium
markets, among other essential Chinese imports.

But this possible counter-offer from China provoked staunch
unfavorable reactions by the Government of Saskatchewan,
which pointed to the fact that Sinochem was state-owned.
This view was strongly supported by a report from the Con-
ference Board of Canada that argued that a bid from Sino-
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major importer country (China). SOEs such as Sinochem
simply do not face the same commercial constraints as
do commercial enterprises like BHPB. Therefore, we be
lieve that Sinochem is more likely not to demonstrate
market discipline to support the potash price.”*3

The report also calculated that a bid by BHP would lead to
potential losses of $2 billion in tax revenues, while a high
production scenario (under Sinochem for instance) could
lead to losses of $5.7 billion in the 10 years following the
acquisition. Despite the fact that BHP insisted it would make
up for the lost tax revenues,* the Saskatchewan Premier
Brad Wall, and Minister of Energy and Resources Bill Boyd,
both supporters of the federal Conservative Party strongly
campaigning against the BHP bid (as did the Liberal Party,
the National Democratic Party, the Bloc Québécois, and the
Premiers of Alberta, Manitoba and Quebec).

When the decision was taken by the Harper government to
block the bid, many analysts in Canada®® and abroad saw it
as a politically-driven choice taken by a minority government
calculating the electoral impact of the decision: “Fog [or lack

chem would be
contrary to Can-
ada’'s interests.

The Investment Canada Act

1974: Creation of the Foreign Investment Review Act. “FIRA was enacted on the premise that
the ability of Canadians to maintain effective control over their economic environment was a

of clarity], of course,
allows for other cal-

The report point-
ed out that, as an
importer country,
China was likely
to favour a high

production sce-
nario in order
to lower prices.

This would ulti-
mately be det-
rimental for the
Government  of
Saskatchewan’s
tax revenues, but
also for the rest
of the Canadian
potash industry,
as potash prices

matter of national concern.” (Competition Review Panel)

1985: Creation of the Canada Investment Act. The mandate of the act, as well as its criteria and
thresholds were relaxed. Its stated purpose is “to provide for the review of significant
investments in Canada by non-Canadians in order to ensure such benefit to Canada.” (Industry
Canada)

2007: The Minister of Industry announces the implementation of specific guidelines for
acquisitions by state-owned enterprises.

2008: The Competition Review Panel, created in 2007, publishes its report and
recommendations.

2009: Introduction of the National Security Review of Investment Regulations.

2009: The Budget Implementation Act is passed. Once pending regulations are passed, the review
threshold for foreign acquisition needing to apply for areview under the Canada Investment Act
is set to go up from $299 million (2010) to $600 million in enterprise value, and thento $1
billion within 4 years. In addition, the lower review thresholds for investments in the
transportation services, uranium production and financial services are cancelled (while the
threshold for cultural industries is maintained). (Canada Gazette)

culations, such as
securing  must-win
seats in Saskatch-

ewan or responding
to sudden pangs of
economic insecu-
rity in the rest of the
country.”6

The Investment
Canada Act

The Investment Can-
ada Act (ICA) was
created in 1985, re-
laxing the criteria of
the former Foreign
Investment Review
Agency. Under the

are currently controlled through a Canadian cartel-like orga-
nization, Canpotex.

The Conference Board of Canada noted in its report:
“The Province [of Saskatchewan] (...) should be con
cerned about a bid from a state-owned enterprise (SOE)
like Sinochem, especially given that it is a SOE from a
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ICA, in simplified terms, foreign companies who wish to
establish a new Canadian business, or who wish to make
an acquisition for control of an existing Canadian business
have to submit an application for review if the investment
exceeds an annually updated threshold. The Minister of In-
dustry assesses if the proposed investment is of “net benefit
to Canada,” and if it is not injurious to Canadian national
security, among other things.
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“While the Act contains criteria that the Minister is to con-
sider when making the “net benefit” determination, these
criteria are broad and afford the Minister substantial dis-
cretion in his decision-making.”*® Further, “national secu-
rity is not defined in the ICA or regulations.”®® Indeed, the
Minister of Industry and the federal cabinet essentially have
full discretion over how they choose to review cases and
the rationale upon which final decisions are based.?® This
process, as well as deliberations and agreements made
between foreign companies and the federal government
are conducted behind closed doors, creating substantial
uneasiness among the Canadian public, potential investors
and Canadian decision-makers who may be drawn into a
political storm if contentious investments necessitate an
application for review.

The absence of transparency also opens the door for
changes over time in the tendency of decision-makers to
block investments or not. This situation is sub-optimal for
Canadians and foreign investors alike. The level of uncer-
tainty and unpredictability both in Ottawa and abroad re-
mains high.

This situation exists despite the fact that, in July 2007, the
Conservative government set up a Competition Review
Panel to assess Canadian foreign investment policies.?
The rationale for setting up the panel was precisely to re-
view and update the ICA, which had not been reviewed in
more than 20 years. The panel's report and associated rec-
ommendations were published in June 2008. Few of the
recommendations have yet to be implemented.

#0.74 0.78%
42 169%
{30 122%

Recommendations: the Canadian foreign investment
review process

The Potash Corp. saga highlights the need to improve the
Canadian foreign investmentreview process. Improvements
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are particularly warranted in the following areas: recogniz-
ing the distinctiveness of state-owned enterprises; improv-
ing the quality of communication of decisions and special
undertakings approved by Industry Canada; enhancing the
government’s credibility in post-investment monitoring; and
participating in international collaborative initiatives.

The distinctive character of state-owned enterprises

The current shift towards a Pacific centred global economy,
with the rise of China’s hybrid economy at its centre, as well
as the Global Financial Crisis in 2008, has weakened the
belief that the future resides in a smaller role for government
in the global economy. Already in 2006, “four of the top five
companies in the world [were] non-listed."?

The distinction between state-owned and private ownership
has many dimensions. First, there is a general uneasiness
with direct foreign state ownership of domestic companies.
In the Canadian public, for instance, only 18% of Canadians
are in favour of a Chinese state-owned enterprise buying
a controlling stake in a Canadian company.?*> This reso-
nates also in policy circles®* and media. Part of this uneasi-
ness stems from the contrary nature of direct involvement
of states in the conduct of international investments and
broader discussions of disengagement of the state from the
economy. Some find it paradoxical to witness foreign state-
owned enterprises acquiring domestic companies that have
been privatized only a few years earlier. This would have
been the case with a Sinochem takeover of Potash Corp.,
which was privatized by the government of Saskatchewan
in 1989.

States do not necessarily infuse their enterprises with incen-
tives at odds with liberal norms of economic behaviour, al-
though SOE mandates remain a political choice influenced
by economic realities as well as by other dimensions of the
country’s interaction with the rest of the world. In fact, to-
day many SOEs are given liberal mandates. However, the
institutional separation between SOEs’ economic and politi-
cal decision-making remains unequal in China today. Hence
the possibility of close links to government preferences (the
Conference Board of Canada identified Sinochem’s motiva-
tions in the Potash case as to “offset market power of large
diversified or specialized producers and to secure long term
supplies.”)?

State involvement in overseas investments can create an
unequal playing field, such as, easier access to finance,
market information, resources, key government networks,
preferential supply contracts, control over distribution chan-
nel, etc. However, another possibility is that SOEs may pri-
oritize national interests, especially under duress. For in-
stance, during the September 2010 incident that involved a
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clash between a Chinese fishing boat and Japanese Coast
Guards in the disputed Diaoyu/Senkaku Islands, “China
used its growing economic power to threaten a possible em-
bargo on exports of rare metals that are crucial to Japanese
industry.”?

Moreover, there exist many different types of SOEs and state
investment funds that complicate the review process. China
illustrates this point clearly with its myriad of state owned
arrangements. Within this complex environment, it is difficult
to perform individual and timely review processes without
prior knowledge of individual state owned enterprises, their
governance structures, their investment strategies, and their
relations with the Chinese political economic environment.
All state investment funds are not created equal: some are
more transparent, and more prepared than others to work
within a set of widely accepted best practices. The specific
nature of state-owned entities does warrant specific criteria
for evaluation. However, it is necessary to strike a delicate
balance with SOE policy.

The difference between state-owned and privately-owned
investment companies is relevant to the formulation of Ca-
nadian inward investments policies. The current government
made a step forward in 2007 by introducing specific SOE
guidelines in the ICA.?” The guidelines remain broad, but
point in the right direction in terms of examining the nature
and extent of control by the foreign government, the corpo-
rate governance, the operating and reporting practices, and
whether the acquired Canadian business retains the ability
to operate on a commercial basis.

Awareness on behalf of Canadian regulators of SOE's
specificity creates both a platform for dialogue and a ba-
sis of understanding between potential state investors and
their Canadian counterparts. SOE specific guidelines also
temper the uncertainty of those that meet them, and provide
clear incentives for better governance for those who do not.
The current ICA guidelines for state-owned enterprises are
a first step, but opportunities remain for them to be further
specified and developed.

Communication of foreign investments review process
with the Canadian public

There is a broad consensus on the need to improve com-
munication of how decisions are taken under the ICA with
the Canadian public. This recommendation was central to
the motion to improve foreign takeover reviews introduced
by the National Democratic Party on November 4, 2010, and
passed unanimously by parliament a few days later.?

This was also one of the main recommendations of the
Competition Review Panel in 2008, still in need of imple-
mentation:
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“The current inability of ministers to articulate the reasons
for allowing or disallowing a foreign investment proposal
does not meet contemporary standards for transparency.
In addition, the Panel recommends that ministers should
publish annually a report on the operation of the ICA. The
annual report should provide information on the develop-
ment of any new policies or guidelines as well as an over
view of alltransactions subjecttothe ICAand undertakings
provided by foreign investors in relation to the disallowance
test under the legislation. The report should be required to
provide sufficient detail, without breaching commercial
confidences, to allow the Canadian public to assess
whether the Act is meeting its objective of ensuring that
foreign investment proposals are not contrary to Canada’s
national interests. To further improve the administration of
the ICA we believe that the government should also make
increased use of guidelines and other advisory materi-
als to provide information concerning the review process,
explain the basis for making decisions under the Act, and
clarify interpretations by Industry Canada or the Depart-
ment of Canadian Heritage regarding its application.”?

The need for greater transparency also concerns the post-
investment monitoring of special regulatory undertakings.
The Minister of Industry has the power to negotiate such
special conditions before approving an investment, but the
government's credibility in subsequently enforcing them has
suffered in recent years.*

Potash Corp.’s chief executive, Bill Doyle suggested the
implementation of another type of condition: if a company
violated the agreement to, say, “running this company on
a commercial basis in the best interests of the province of
Saskatchewan and the shareholders and [remain commit-
ted to] the capital expenditure plan and Canpotex,” then “a
golden share would kick in and the government could force
those changes™! (more common in Europe, golden shares
give governments veto power over major corporate deci-
sions). This proposition potential would provide the govern-
ment with the increased capacity to enhance post-invest-
ment monitoring.

International collaborative initiatives such as the Inter-
national Forum of Sovereign Wealth Funds

The situation of state owned investments worldwide is evolv-
ing rapidly. One of the leading initiatives generating much
interest is the work of the International Forum of Sovereign
Wealth Funds (IFSWF),3? where Canada is represented by
the Alberta Heritage Fund. The IFSWF is a voluntary group
of 24 sovereign wealth funds (a particular type of state in-
vestment fund), from 23 countries. The group has produced
24 voluntary best practices dubbed the Santiago Princi-
ples,®* which are a set of clear and relevant guidelines for
the behavior of state-owned funds overseas.
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At present, it is

e The Santiago Principles (excerpts)
difficult to assess "

treasurer of any in-
vestment it makes

the level of Cana- GAPP 4 There should be clear and publicly disclosed policies, rules, procedures, or arrangements in in Australia, not

dian involvement relation to the SWF’s general approach to funding, withdrawal, and spending operations. only acquisitions of

in the IFSWF. i control, like it is the
GAPP 4.2 The general approach to withdrawals from the SWF and pending on behalf of the .

However, Cana- S case in Canada.
.. government should be publicly disclosed. .

da, as recipient Australia has also

of inward state GAPP 11 An annual report and accompanying financial state ments onthe SWF's operations and been considering

investments, may
benefit from fully
participating in
this group which
voluntarily  sets
targets of good
governance  for
state investment
funds. Indeed,
the work of the
IFSWF has to be

disclosed.

performance should be prepared in a timely fashion and in accordance with recognized

international or national accounting standards in a consistent manner.

GAPP [2The SWF’s operations and financial statements should be audited annually in accordance
with recognized international or national auditing standards in a consistent manner.

GAPP 19.1 If investment decisions are subject to other than economic and financial
considerations, these should be clearly set outin the investment policy and be publicly

ownership caps of
50% for state con-
trolled enterprises
in certain sectors
of the economy.®
Interestingly how-
ever, Australia’s
FDI  performance
index (rate of FDI
on GDP) is higher
than Canada’s.®

actively supported, monitored, and could even become one
of the sources of inspiration for more sophisticated and up-
to-date guidelines regarding foreign investment by state-
owned enterprises.

Beijing has stepped forward and will host the next annual
meeting of the IFSWF, in April 2011. Could Canada envis-
age hosting a meeting in the near future? This would not
only be a great opportunity to showcase Canada as a po-
tential investment destination, but would work to cement
Canada’s reputation as a country committed to a sound and
stable international investment environment.

In essence, the Investment Canada Act will necessitate
regular updating and modernizing in line with best practic-
es internationally and an active involvement with voluntary
international collaborative initiatives such as the IFSWF is
certainly conducive to this aim.

What about Australia?

While Canada is looking to increase its investment review
threshold from $312 million to $600 million and going up to
$1 billion within four years,** Australia is moving in the op-
posite direction.

The Australian Foreign Investment Review Board has re-
cently updated its regulatory framework by specifying more
stringent conditions under which an SOE investment is sub-
ject to compulsory notification. Two aspects are worth men-
tioning. First, Australia defines foreign state controlled en-
terprises as enterprises with more than 15% of government
ownership, with more than 40% of combined government
ownership, or with substantial government control regard-
less of the percentage of ownership. This definitional stance
is more specific and much more stringent than Canada’s.
Second, a foreign state controlled company has to notify the

It is also interesting to look at the Australian experience for
examples of further specification of SOE guidelines. For in-
stance, some of Australia’s trading partners have expressed
concern that a market based dynamic is not preserved in
Australia’s export industries after a large Chinese state-
owned acquisition is completed. To mitigate this potential-
ity, a recommendation was made to include in the Austra-
lian foreign investment policy “protections to preserve the
integrity of the market for the company’s product, such as
commitments for arms-length marketing of product and the
establishment of board sub-committees and information bar-
riers to deal with ‘conflict of interest’ concerns.”?”

Conclusion

In the words of the Canadian Competition Review Panel:
“Consistent with Canada’s legal traditions and our interna-
tional reputation for sound governance practices, the re-
view process should be predictable, timely and transparent”
while “acknowledging that foreign investment typically deliv-
ers important economic benefits.”*® The Potash Corp. saga
highlighted the weaknesses of the Canada foreign invest-
ment review process. It is important for the ICA to remain
up to date in the face of the rapid evolution of state-owned
investments globally. It is also particularly important to get
this right, in light of the growing importance for Canada of
Chinese state-owned and private investment.

China is emerging as a partner that we will only see more of
in the coming decades. It is crucial to maintain open chan-
nels of dialogue and make sure Canada’s policy decisions
are more transparent, predictable and clearly communicat-
ed to our Chinese counterparts, and to the Canadian public.
Indeed, “How [Canada]'s political and business leaders re-
spond to the growing reach and influence of China’s global-
ising companies is one of the most significant issues of our
time, and our response will shape [Canada and Canadian]
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business for decades to come. Clarifying [Canada]s can place Canada in a leading position worldwide on this

attitude and approach to investment by Chinese issue. It could also lead to the strengthening of norms of best

SOEs and sovereign wealth funds is a priority.”*° practice internationally, in the hope of ultimately contributing
to the positive evolution of state owned enterprises’ behavior

Further, taking a clear stance on minimum stan- worldwide.

dards of best practice for state-owned enterprises
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