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Security review on foreign acquisitions to focus on substance of
transactions

Regulations discussed in this
issue:

Rules of MOFCOM on the
implementation of a security
review system for foreign
investors seeking to acquire
Chinese enterprises - MOFCOM
Announcement [2011] No.53,
issued on 25 August 2011,
effective from 1 September 2011

Notice of the General Office of
the State Council on initiating a
security review system for
foreign investors seeking to
acquire Chinese enterprises -
Guo Ban Fa [2011] No.6, issued
by the General Office of the
State Council on 3 February
2011, effective from 5 March
2011

MOFCOM Announcement [2011]
No.8, issued on 4 March 2011,
effective from 5 March to 31
August 2011

Background

The Ministry of Commerce (MOFCOM) issued Announcement [2011] No. 53
(Announcement 53) on 25 August 2011, to modify MOFCOM Announcement
[2011] No.8 (Announcement 8), based on the feedback from the public on the
latter. Announcement 53 provides formal guidance in respect of the detailed
procedures of implementing a security review system and the relevant
documentation requirement for foreign investors seeking to acquire Chinese
enterprises. Announcement 8 ceased to be effective on 31 August 2011 and
Announcement 53 came into force from 1 September 2011.

For details on Announcement 8, please refer to KPMG China's China alert 2011
Issue 9.

The key changes made by Announcement 53 to Announcement 8 and our
comments on them are highlighted below:

1. Review on substantive content of acquisition transactions

Announcement 53 introduces an additional provision regarding the review on
substantive content of acquisition transactions. It is stipulated in Article 9 that
when the authorities perform a security review on foreign investors seeking to
acquire Chinese enterprises, they shall determine whether such transactions
should be subject to a security review based on the substantive content and
actual impacts of the transactions. Foreign investors are prohibited from
circumventing the security review by any means including, but not limited to,
nominal holdings, holdings on trust, multi-level investments, leases, loans,
protocol control (i.e. use of Variable Interest Entities (VIE)) and offshore
transactions.
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Such changes have not come as a surprise. In our China alert 2011 Issue 9, we
highlighted arrangements such as nominal holdings and holdings on trusts that
might be challenged by the authorities involved in security reviews. For details,
please refer to Point 2 of the alert.

2. Legal effect of advance consultation

Announcement 8 provides that a foreign investor may file an application for
consultation with MOFCOM in respect of procedural issues of its proposed
acquisition of a Chinese enterprise before it submits a formal application to
MOFCOM for national security review. Announcement 53 further clarifies that
it is not a requisite that a foreign investor should go through an advanced
consultation procedure prior to filing a formal application for a security review.
Such an advanced consultation does not have any binding and legal effect and
cannot be viewed as the basis for submitting a formal application.

3. Participation of stakeholders

In this regard, Announcement 53 follows the rules in Announcement 8 and
stipulates that where a foreign investor seeks to acquire a Chinese enterprise,
the relevant departments of the State Council, national industry associations,
enterprises in the same industry or ‘upstream or downstream’ enterprises may
propose to MOFCOM that a security review be carried out if they deem it
necessary. The abovementioned parties shall provide the approving authorities
with a written statement setting out the basic information of the acquisition
transaction and its specific impacts on national security.

In addition, Announcement 53 specifies that under the above circumstances,
MOFCOM may request the stakeholders to provide relevant statements.
However, Announcement 53 is silent on the scope of ‘stakeholders’ and the
content of such statements.

4. Confidentiality obligation of the approving authority

The newly-added Article 11 of Announcement 53 highlights the duty of
confidentiality of the approving authority. he relevant departments in charge of
commerce and the relevant authorities and personnel that are involved in a
security review process shall assume the confidentiality obligation in terms of
state secrets, trade secrets and other information that shall be kept
confidential.

KPMG observations

Announcement 53 requires the approving authorities to determine whether an
acquisition transaction falls within the scope of a security review based on the
substantive content and actual impacts of the transaction, using the principle of
substance over form. Foreign investors shall, therefore, consider the substance
behind a proposed acquisition transaction in assessing the risk of the
transaction being subject to security review. For example, a security review will
likely be required if a VIE structure is used by a foreign investor to bypass
market entry restrictions in certain industries as imposed by the Catalogue of
Foreign Investment Industrial Guidance.

In addition, it is reported by the Chinese media that the departments in charge
of commerce are producing a list of approximately 60 industries in which
foreign acquisitions shall be subject to a security review. The list has been
circulated internally, but not been made available to the public yet. We expect
that the departments in charge will provide more detailed guidance regarding
the issues arising during the implementation of security review on foreign
acquisition under Announcement 53. Besides the unclear issues discussed
above, further written guidance may be provided on the criteria that will be
used in a security review and the applicability of a security review system to
various funds investment models.
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