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Foreign direct investment
controls In cross-border

acquisitions

Matthew Yeowart, Léonore De Mullewie and Sara Moshfegh

Davis Polk & Wardwell LLP

In addition to merger control and other regulatory approvals, an ever-
growing number of jurisdictions have now adopted foreign direct
investment (FDI) screening mechanisms. These aim to determine
whether investments by foreign entities raise broader national security
or other ‘public interest’ concerns.

For more than 30 years, the Committee on Foreign Investment in the
United States has been able to block acquisitions that threaten defence
or other critical national interests. In recent years, similar regimes have
proliferated across the world. The European Commission (EC) and the
UK government have signalled the need for strengthened powers.

This spread of adoption, and increasing intensity, of FDI review, has
been accelerating in the face of fears that the covid-19 pandemic will
leave domestic businesses vulnerable to opportunistic foreign inves-
tors. Before the pandemic, only a handful of EU member states had an
FDI screening regime in force. Now, around 18 member states have an
active FDI screening regime.

Most of the recent reforms result from the entry into force of an
EU-level FDI cooperation mechanism in October 2020. This article will
focus on the evolving landscape of FDI controls outside the United States.

FDI regime frameworks
As with merger control review, there is no ‘one-size fits all’ approach
when looking at different FDI regimes. Jurisdictions (particularly outside
the European Union) have taken divergent approaches in seeking to
protect their own interests through a variety of mechanisms.

FDI screening regimes - being born out of public interest concerns
- tend to confer a great deal of discretion on government authorities,
enabling them to cherry-pick transactions of interest. One mechanism
through which governments achieve this is through the use of broad,
nebulous concepts to demarcate the sectoral scope of their regime.
Concepts such as ‘national defence’, ‘national security’, ‘critical infra-
structure’ and ‘critical technology' are frequently utilised by authorities
to afford them latitude in staking jurisdiction.

Sectoral coverage

One of the major variances between FDI regimes lies in their sectoral
coverage. Most countries take a focused approach, identifying (albeit
broadly) particularly sensitive sectors within which foreign investments
may be subject to review. Typically, this will include categories such
as national defence, critical infrastructure and critical technology, as
well as other sectors politically sensitive to the particular jurisdiction.

Certain other jurisdictions (including Australia, Canada and Germany)
do not limit their review powers according to relevant sectors.

Transaction structure
A number of factors in the structure of the target and transaction may
impact the obligation to notify. In Japan and India, for example, only
direct acquisitions of an interest in a domestic company (with excep-
tions) are covered. Similarly, a filing can generally be excluded in
jurisdictions where the target does not have subsidiaries, branches,
offices or assets.

One notable exception to this is the United Kingdom, whose current
FDI screening regime covers transactions where the target only has
local revenues, without necessarily having a physical presence in the
United Kingdom. In contrast, under the upcoming UK FDI screening
regime (expected to enter into force on 4 January 2022), there will
generally be no requirement for the target to generate local revenues in
the United Kingdom for jurisdiction to be established.

Another factor that drives the early FDI risk assessment is the level
of control of the target company being acquired. In many jurisdictions, a
transaction will not be subject to review if no control is being acquired
or if the equity acquired is below a certain threshold (eg, 10 per cent in
Spain; 25 per cent under the upcoming mandatory UK FDI regime; and
49 per cent in Mexico). Similarly to the merger control context, minority
investors and acquirers of a majority shareholding must, therefore,
consider FDI screening risks. Early consideration of these issues may,
depending on the circumstances, allow the parties to adjust the transac-
tion structure to avoid triggering FDI notification obligations.

Notification obligation

Under most FDI screening regimes, notification is mandatory and
suspensory. As such, where there is a relevant transaction caught by
such a regime, the parties must notify the relevant authority and may
not close the transaction prior to receiving clearance.

Notable exceptions include Canada, which, for most transactions,
imposes only a post-closing notification and the United Kingdom, which
currently operates a voluntary notification regime while reserving the
power to ‘call in’ any transaction where it deems there to be a public
interest in doing so. In contrast, the upcoming UK FDI regime (expected
to enter into force on 4 January 2022) introduces a mandatory notifica-
tion system for certain sensitive sectors (eg, artificial intelligence, civil
nuclear and military and dual-use products).
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The consequences for failure to comply with an obligation to
notify are typically severe. Penalties will often include a fine that, in
India and Spain for example, can be as large as the entire transaction
value. In addition, most regimes have the power to require the parties
to unwind the transaction pending approval while certain others have
the ability to impose criminal sanctions (eg, individuals responsible for
a failure to notify in Australia may be imprisoned for up to three years).

Investor identity

Some investors’ home states may be perceived as potentially more
hostile to the host country than others. This tends to affect the
outcome of the screening rather than determine which transactions
are caught by the initial filing obligation.

Nevertheless, certain FDI regimes do discriminate on the grounds
of particular nationalities. For example, the FDI regimes of certain EU
member states (including France, Germany and Spain) contain stricter
rules for non-EU/EFTA investors. Similarly, India has expanded its
regime to capture all indirect acquisitions of an Indian company by
an investor located in a country that shares borders with India (in
particular, China).

As such, filings can sometimes be excluded based on the type of
acquirer. For instance, in individual EU member states, acquirers from
elsewhere in the European Economic Area are regularly exempted
from a filing requirement. In contrast, certain acquirers (eg, state-
owned or Chinese investors) are more likely to trigger a foreign
investment filing or face a higher substantive risk.

Timing implications

Given the suspensory nature of a number of FDI regimes, the rele-
vant review period can have particularly acute timing implications for
closing deals. For instance, the review process usually takes between
four and six months in France, Germany and India. In complex cases,
the review period can take as long as nine months to more than one
year if remedies are required.

Such long lead times can extend far beyond other closing condi-
tions (including merger control clearance in no-issues cases). It is,
therefore, crucial that an FDI risk analysis is conducted ahead of nego-
tiating conditions and termination rights in a transaction agreement.

Risk allocation

As described above, FDI screening raises the potential for prohibi-
tively long review periods and the power of the relevant authorities
to impose (substantial) remedies or prohibit or unwind transactions
altogether where necessary. It is, therefore, crucial that parties give
appropriate consideration to these risks from the outset and prop-
erly consider the allocation of risk in transaction agreements. Parties
may increasingly desire deal protections such as a ‘hell or high water’
clause, obliging the buyer to proceed with the transaction regardless
of any obligations imposed in connection with any regulatory approval,
or reverse termination fees.

Information gathering
FDI filings generally require the parties to provide an extensive
amount of (sensitive) information to the relevant authorities. In many
jurisdictions, such as France and Germany, the statutory clock does
not start until a complete notification has been received. Furthermore,
where requests for additional information may have to be issued,
certain jurisdictions, including France and lItaly, have the ability to
stop the clock of the review period until the requested information has
been provided.

Most jurisdictions operate a clear separation between FDI
screening and the merger control process. Although there will be
overlaps in the information required to make concurrent FDI and

www.lexology.com/gtdt
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merger control filings in certain jurisdictions, there will be certain
information specific to each and, therefore, an increased information
gathering burden.

However, in some jurisdictions (eg, Australia, Russia, China and
- currently - the United Kingdom), FDI-related and merger control
issues are assessed within the same framework. While there will be
FDI-specific lines of questioning, this one-stop shop approach makes for
a more streamlined dual-review process.

Particularly in light of the timing implications discussed above,
expedient information-gathering and initiation of the review period can
materially advance the transaction closing date.

Practice points

In practice:
FDI screening risk should be considered as early as possible in the
deal-making process in order to inform both the structure of the
investment and the negotiation of transaction documents;
given the extensive review period of many FDI regimes, it may be
prudent to engage in information gathering ahead of signing to
expedite the notification process as far as possible; and
like merger control reviews, hefty fines and unwinding orders
(as well as, in some cases, criminal sanctions) may be imposed if
the parties fail to notify a transaction, and the outcome of the FDI
review may also result in remedies being imposed on the parties
as a condition to clearance.

Legal developments

The increasingly expansive approach taken by governments in estab-
lishing jurisdiction to review transactions in recent years necessitates
that dealmakers appropriately address this issue early in the deal
process. This is particularly so in light of the wave of amendments made
in response to the covid-19 pandemic, as well as the entry into force of
the European Union's FDI framework.

Recent reforms

A number of G20 jurisdictions had taken steps to tighten FDI controls
before, and entirely unrelated to, the pandemic. For instance, Germany's
17th amendment to its FDI regime came into force earlier in 2021. The
amendment tightened the German FDI regime once again, notably
expanding the list of sensitive sectors subject to mandatory notification
(especially targeting ‘critical technologies’ such as artificial intelligence,
robotics, semiconductors, nuclear technology, cybersecurity and aero-
space, among many others).

In addition, new mandatory notification requirements were imple-
mented within Germany's sector-specific FDI review, now covering all
kinds of military equipment (eg, secret patents). There are also new
shareholding thresholds for subsequent acquisitions (eg, 20 per cent,
25 per cent, 40 per cent, 50 per cent or 75 per cent for the sectors and
groups subject to initial mandatory notification at 10 per cent).

In the United Kingdom, a stand-alone regime is expected to come
into force on 4 January 2022 under the National Security and Investment
Act. This will replace the current framework, which is tied to UK merger
control review. This regime is expected to require mandatory notifica-
tions for certain sensitive sectors (eg, robotics, artificial intelligence,
defence and military) while retaining the voluntary nature of notifica-
tions currently employed across sectors when there may be national
security concerns.

Earlier in 2021, the Italian government amended its FDI screening
regime, which entered into force on 14 January 2021. This new regime
expanded the list of strategic sectors to new areas, including the finan-
cial, credit and insurance sectors.

Similarly, in July, the Dutch government enacted a bill that aims to
introduce a screening mechanism for investments in targets active in
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vital processes (eg, energy, banking and certain activities at Amsterdam
airport and the port of Rotterdam) or sensitive technology (eg, military
goods and dual-use items). The bill - for which the entry into force has
not yet been determined - is set to have retroactive effect and will affect
investments made after 8 September 2020.

Rapid responses to the covid-19 pandemic

Amid global trends of growing populism, the covid-19 pandemic has so
far proven to be a catalyst for the adoption of heightened protectionist
policy through FDI controls. Faced with a sudden drop in asset values,
governments across the world have sought means to protect their
domestic businesses from potentially predatory foreign investments. In
combatting this perceived threat, FDI controls have become a popular
tool for many governments.

The response by many governments has been as swift as it has
been dramatic. Spain, a jurisdiction with a historically light-touch
FDI regime, has enacted emergency regulations that impose signifi-
cant regulatory tightening focused on non-EU/EFTA investors and, in
particular, those owned or controlled by a foreign government. This
focus on ex-European and government-controlled investors is seen by
many as being particularly targeted at Chinese investors. Similar senti-
ment is believed to have motivated the Indian government to tighten
its rules such that any acquisition of an Indian company by an investor
located in a country that shares borders with India (which includes
China) is subject to approval.

Even in jurisdictions undergoing broader, pre-pandemic initiated
reforms, short-term responses have been adopted to protect particular
interests. In the United Kingdom, in addition to the broader reform antic-
ipated under the National Security and Investment Act, the government
added ‘the capability to combat and mitigate the effects of public health
emergencies’ as a public interest ground for intervention. The govern-
ment's guidance issued in respect of this amendment indicated the
breadth of this ground, stating that it might capture an internet service
provider or food supply chain company, given the significance of those
services in a pandemic-induced lockdown situation.

In Germany, while expanding the sectors subject to a lower 10
per cent shareholding mandatory filing threshold, personal protective
equipment, pharmaceutical essentials and certain medical devices,
including IV diagnostic devices, were included.

The rapid reactions of governments across the globe evidence just
how quickly and dramatically FDI controls can evolve. While responses
have diverged in their approach, the thrust in all cases has very much
been a desire to claim jurisdiction to protect domestic businesses at the
expense of foreign investors. Although legislative activity has slowed,
the momentum is continuing in the direction of protectionism through
greater government intervention in acquisitions.

EU seeks to harmonise European FDI review
On 11 October 2020, Regulation (EU) 2019/452 (the Regulation) creating
an EU-wide framework for screening FDI came into force. The Regulation
seeks to ensure EU-wide coordination and cooperation on the screening
of FDI that is likely to affect security or public order but stops short of
the EC’s one-stop shop approach to merger control within the European
Union. Under the EU FDI framework, the EC itself does not have any
direct powers to interfere with transactions. Instead, it has two tracks of
review powers under which it may issue an opinion.

The first opinion-making power applies where there is proposed
FDI into the European Union that is (1) likely to affect projects of ‘Union
interest’ and (2) reviewable on the basis of security and public order.
Here, the EC may itself review the proposed investment and issue an
opinion. The EC’s opinions do not, themselves, carry any legal conse-
guence; however, any member state that reviews the relevant FDI must
take ‘utmost account’ of the EC's opinion and provide an explanation
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to the EC if its opinion is not followed. Transactions of Union interest
are expected to include projects that enjoy substantial EU funding or
are covered by EU legislation ‘regarding critical infrastructure, critical
technologies or critical inputs’, such as research (Horizon 2020), space
(Galileo), transport (the Trans-European Networks for Transport),
energy (TEN-E) and telecommunications.

The EC's secondary opinion-making power applies where an
investment does not meet either of the limbs in the preceding para-
graph but is subject to FDI screening by a member state. In such
circumstances, the member state must inform the EC and other
member states ‘as soon as possible’ following commencement of the
review. The EC and other member states may each issue an opinion
on the investment, and the reviewing member state must give ‘due
consideration’ to any such opinions received in its review of the
particular investment.

Aside from establishing this collaborative, approach to FDI
reviews, the Regulation also establishes reporting requirements.
Each member state, regardless of whether it has implemented an FDI
screening regime, must produce an annual report of all FDI that took
place in their territory over that time. The EC will then produce an
annual report on the implementation of the Regulation, which will be
made publicly available.

It is too soon to evaluate how much discretion will be afforded
to reviewing member states departing from opinions handed down
under either standard. Given the political nature of FDI review, it is
likely, however, that this dual review process will raise tensions and
not be without conflict between reviewing member states, their fellow
member states and the EC.

Closing remarks

The recent rapid emergence and expansion of FDI controls in many
major jurisdictions should be a focus for dealmakers as they seek to
identify and take steps to mitigate adverse deal timing and execution
risks. The flurry of protectionist legislative measures taken, in part in
response to the sharp fall in asset values in reaction to the covid-19
pandemic, has jump-started the move towards ever-more prohibitive
FDI regimes. While such swift and aggressive adoption of heightened
protections is likely to slow, many expect that the momentum will
continue in this direction in the coming years.
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The ever-growing scope of governments’ jurisdiction to review,
together with the potential sanctions and remedial action that can be
imposed on parties that fail to comply, necessitates engagement with
potential FDI issues early in the transaction process; however, prudent
attention to this regulatory issue can minimise the negative timing and
risk implications now faced in cross-border transactions.
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