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INTRODUCTION

Foreign investment in Canada’s energy sector is a vital element to its development and future
growth. Over the last several years, the Government of Canada has taken active steps to
encourage this advancement and has worked to improve Canada’s investment regime to make
it a more attractive investment destination for foreign investors. In previous articles, we have
reviewed the Canada-China Foreign Investment Protection and Promotion Agreement (“CC-
FIPA”) and its impact on both Canadian and Chinese investors. Once implemented, the CC-
FIPA will give Chinese investors improved rights as well as the ability to better protect those
rights in the post-establishment context. The same will be true for Canadian investors in China.

The recent spectre of large Chinese investments into the Canadian oil and gas industry has
brought about new regulations pertaining to foreign investment. Of particular importance are
the ones that aim to address policy concerns about the nature of investments made by State-
Owned Enterprises (“SOE”). Below, we review recent amendments to the Investment Canada
Act 1985 (Canada), which create new barriers to SOEs’ investments into Canada and which
may raise important concerns about Canada’s ability to attract foreign investment in the future.

BACKGROUND

On December 7, 2012, the Government of Canada (the “Government”) approved two major foreign
SOE acquisitions of Canadian oil sands businesses: the China National Offshore Oil Corporation’s
(“CNOOC”) acquisition of Nexen Inc. (“Nexen”) and Petronas’ acquisition of Progress Energy
(“Progress”). On the same day, the Government released a policy statement (the “December 2012
Statement”) and announced important changes to the “Guidelines — Investment by State-Owned
Enterprises” (the “SOE Guidelines”) under the Investment Canada Act (the “ICA”).

The $15.1 billion CNOOC/Nexen transaction in particular, received much public attention.
The acquisition proposal underwent a rigorous review before ultimately being approved by
the Government. In making its assessment, the Government aimed to strike a balance
between its desire to promote foreign investment in the Canadian oil industry and concerns
about allowing a foreign SOE to acquire control of a large Canadian oil sands player. In
the December 2012 Statement, the Government acknowledged that foreign investment in the
oil sands is essential to Canada’s economic prosperity, but also recognized the risks
associated with extensive SOE control over Canada’s oil resources. The main concern has
been that SOEs may be influenced by a foreign government’s political agenda and that this
political agenda may conflict with Canadian industrial and economic objectives. In fact, in
its December 2012 Statement, the Government took the view that SOE acquisitions of
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Canadian businesses may adversely affect the “efficiency, productivity and competiveness”
of the acquired companies, resulting in a negative impact on Canada’s long-term economy.
Further, the Government placed a particular emphasis on Canada’s oil sands, stating that foreign SOE
acquisitions of control over Canadian oil sands businesses will be approved under the ICA’s “net benefit
to Canada” test on an “exceptional basis” only.

On April 29, 2013, then Finance Minister Jim Flaherty tabled the Economic Action Plan 2013 Act
(Bill C-60), which, inter alia, proposed to amend the ICA (the “Amendments”).? The
proposed Amendments took several steps further than the December 2012 Statement in restricting
foreign SOE investments in Canada. These Amendments were enacted into law and became
effective on June 26, 2013, with retroactive effect to April 29, 2013. The Amendments
codify the changes made to the SOE Guidelines, expanding the Government’s power to declare
that a foreign investing entity is an SOE and consequently, to declare that an otherwise non-
reviewable acquisition by an SOE is subject to governmental review.

While it had been hoped that the Government would clarify the treatment of foreign SOEs investing
in Canada,® the language of the Amendments and of the 2012 December Statement have created some
uncertainty as to how and when SOE investments will be reviewable. Specifically, it is unclear what
constitutes “indirect government influence” for the purposes of defining an SOE under the ICA and
what qualifies as an “exceptional basis” for approving SOE investments. Overall, the changes brought
forth by the Amendments were met with mixed reaction and concerns that the Government had “erased
that nice, clear dividing line and replaced it with a much looser standard that focuses on de facto
control.”

G-7 countries are all faced with the tension between the need to attract foreign investment and the
need to ensure that economic, commercial, and national security interests are protected. In fact, the
balancing task in addressing the issues related to foreign SOE investments are arising in other
international contexts as well. For instance, one element of the ongoing Trans-Pacific
Partnership Agreement (the “TPP”’) negotiations has been the development of a legal regime
for SOE investments, with the objective that SOEs and private companies compete on a level
playing field. Many of the concerns raised in the context of the TPP negotiations echo those
expressed by the Government of Canada, such as SOEs’ compliance with laws and
regulations and the need to ensure that SOEs act in accordance with commercial
considerations. In the context of multi-national trade and investment negotiations such as the
TPP, however, there is the additional emphasis that SOE’s do not receive preferential
financing from their parent governments if such financing would cause harm to private
competitors.

POLICY CHANGES - REVISIONS TO THE SOE GUIDLINES AND THE
GOVERNMENT’S POLICY STATEMENT

The SOE Guidelines are neither law nor resolutions and are therefore not binding on the Government.
They do however inform the Government’s approach to foreign SOE investment review under the
ICA. As indicated, the recent changes to the SOE Guidelines reflect the Government’s more restrictive
approach to foreign SOE investment in Canada.’
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As a precursor to the Amendments, the SOE Guidelines expanded the definition of “SOE” to include
not just an entity directly or indirectly owned and controlled by a foreign government, but one
that is directly or indirectly under foreign government influence.®

Assessing whether an SOE investment will be of “net benefit” to Canada under the SOE Guidelines, the
Minister must be satisfied that the investor will:

= QOperate on a commercial basis;

= Be free from political influence;

= QOperate in conformity with Canadian corporate standards, including commitments to
transparency and disclosure, independent members of the board of directors, independent audit
committees, and equitable treatment of shareholders;

= Be committed to Canadian laws and practices, including adherence to free market principles;
and

= Contribute to the employment and capital level, as well as the productivity and industrial
efficiency of the Canadian business.’

Pursuant to the SOE Guidelines, the Minister is responsible for examining the degree of control or
influence that an SOE will likely exert on the Canadian business it seeks to acquire and the industry
in which the Canadian business operates. The Minister will also consider the degree of control or
influence the foreign government will exercise over the SOE

It appears that a successful bid by a foreign SOE would likely require a convincing submission
addressing the issue of susceptibility to home government influence and include a strong commitment
to transparency and commercial operations in its business plans and undertakings’ The SOE
Guidelines suggest that SOEs may consider, for example, appointment of Canadians as
independent members of the board of directors, employing Canadians in senior management
positions, ioncorporating the business in Canada, and listing shares of the company on a Canadian stock
exchange.

One of the challenges for potential foreign investors is that the SOE Guidelines are applied on a case-
by-case basis. When the CNOOC/Nexen acquisition was approved, CNOOC publicized a list of
commitments that it would undertake in order to increase its chances of obtaining the Minister’s
approval, some of which mirror the examples in the SOE Guidelines!* However, a foreign
investor’s final undertakings are not publicized and the Minister is not required to release the reasons
for his final decision. Even if this information was publicly available, the fact that decisions are made
on a case-by-case basis means that a similar application will not necessarily be approved. Thus, potential
investors cannot predict the course of a review assessment when proposing an investment with any
degree of certainty.

LEGAL CHANGES - THE AMENDMENTS TO SOE INVESTMENTS

As indicated, the Amendments to the ICA codify the broad definition of SOE in the SOE Guidelines. Again,
the definition includes an entity that is directly or indirectly controlled or influenced by a foreign
government or government agency. The definition also includes an individual acting under the direction
or influence, directly or indirectly, of a government or government agency. Given that the term “indirect
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influence” is not specifically defined in the Amendments, the expanded definition appears intended to
give the Government greater discretion to label a foreign investor an SOE.

Under the previous version of the ICA, an investment by a non- Canadian in a Canadian business was
a reviewable transaction if there was an acquisition of control of the Canadian business (i.e. an
acquisition exceeding 33.3%) and the acquired business exceeded a threshold of $344 million in asset
value. The Amendments however, extend the reach of the Government under the ICA where foreign
SOE investors are concerned, subjecting proposed investments to greater scrutiny.®

First, under the Amendments, an otherwise “Canadian” business may be deemed non-Canadian if the
Minister is satisfied that it is controlled in fact by one or more SOEs. The Minister may consider “any
information  and evidence” made available to him. If an entity refuses or fails to provide, within a
reasonable time, any information that the Minister requests in order to make a decision, the Minister may
declare that entity to be a non-Canadian-controlled entity. These powers may be exercised retroactively.

Also, the Amendments blur the dividing line between an acquisition of control and an acquisition of control
in fact. Under the new regime, the Government may declare that a proposed foreign investment is an
acquisition of control in fact, even where the 33.3% threshold is not met, if the Government is satisfied that
the entity is under the control of one or more SOEs. Consequently, an otherwise non-reviewable acquisition
may be subject to review if proposed by an SOE. In making this determination, the Minister may consider
“any information and evidence” made available to him. Again, these powers may be exercised retroactively®

Further, investments proposed by investors classified as SOEs are, and will remain, subject to a review
threshold of $344 million in asset value. Under the Amendments, however, the review threshold
for private sector investors will increase to $600 million enterprise value , and will continue to
increase by $200 million every two years until it reaches $1 billion* Effectively, this will create a
much lower review threshold for SOEs as compared to private investors, reflecting the
Government’s openness to private foreign investment, on the one hand, and skepticism of SOE
investment in Canada on the other.

IS THE CNOOC/NEXEN TRANSACTION INDICATIVE OF AN “EXCEPTIONAL
CIRCUMSTANCE”?

CNOOC’s acquisition of Nexen was reviewed and approved under the old SOE Guidelines, before the
December 2012 Statement was announced. However, the Government was deliberating the changes to
SOE investments while considering the $15.1 billion SOE transaction and thus, it will be presumed that
the new restricted approach influenced the Government’s review of that transaction to some degree.

As noted above, the final undertakings CNOOC made to win the Minister’s approval are not publicly
available, although CNOOC did publicly release a number of significant commitments that it made. These
commitments include: establishing Calgary as CNOOC’s North and Central American headquarters;
seeking to retain Nexen’s current management team and employees; investing significant capital in the
development of oil and gas resources in Canada; listing CNOOC shares on the Toronto Stock
Exchange; and maintaining Nexen’s corporate social responsibility, particularly with respect to First
Nations and local communities.”

Many of these commitments address concerns of transparency and disclosure, commercial orientation,
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adherence to Canadian laws and practices including free market principles, and long-term commitment to
the Canadian economy, as outlined in the SOE Guidelines. Without knowledge of CNOOC'’s specific
undertakings though, it is difficult to know whether the commitments outlined above are enough to convince
the Government that a similar transaction would be of net benefit to Canada.

As indicated, CNOOC/Nexen transaction was approved on the same day the Government approved the
acquisition of Progress by the Malaysian SOE, Petronas. Similar to CNOOC, Petronas had made
several commitments such as capital investment, retaining Canadian employment and keeping the
operation bases in Canada.’® Announcing the two approvals, however, Prime Minister Harper
cautioned that they were “not the beginning of a trend, but rather the end of a trend”.2° In addition, due
to the Amendments to the ICA, the Government now has a greater reach to review proposed investments
involving foreign entities, subjecting them to stricter scrutiny. Nevertheless, at least one SOE
investment has been approved in Canada since the CNOOC/Petronas decisions. In May 2014, the
Government approved the acquisition of Statoil Canada’s several oil sand projects by PTTEP, a
Thai SOE.?° It has been reported?! that this approval has been “in large part” due to the fact that
Statoil Canada was itself a subsidiary of Norwegian SOE Statoil ASA.??> The Government’s
reasons for this decision, however, remain unknown, which further highlights the problem of
limited transparency in the Government’s decision-making process. The lack of transparency in
turn makes it difficult to predict whether SOE investors emulating CNOOC/Petronas’ approach of
making voluntary undertakings will or will not survive the Government’s scrutiny and satisfy the
“exceptional basis” net benefit test. Finally, the current ambiguity of what would constitute an
“indirect influence” or “control in fact” expands the uncertainty to foreign investors who may not
be traditionally classified as SOEs.
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