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Abstract

The last nine months has seen Chinese foreign direct investment in the Australian resource
sector become an issue of policy interest. There are two big questions that the prospects of a
significant rise in foreign direct investment (FDI) from China into the Australian resources
sector have raised. Is the surge of FDI into Australian mining and energy consistent with
achieving the traditional gains from foreign investment? And are there any particular
problems associated with investment from foreign state-owned enterprises or state managed
sovereign wealth funds? These are among the questions addressed in this paper. The paper
argues that there are no issues that cannot be dealt with under the umbrella of the
established test of ‘national interest’ in managing the growth of Chinese FDI into the
Australian minerals sector. It argues that a confusion has been introduced into policy over
the questions of state-ownership and supplier-buyer relations in respect of Chinese
investments and that clarifying these issues is likely to be important to Australia’s capturing
the full benefits from the growth of Chinese resources demand and longer term economic
and strategic interests in China.
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Chinese Foreign Direct Investment in Australia:

Policy Issues for the Resource Sector”

The escalating interest in resource investment worldwide is driven by the appetite for
resources in the rapidly growing Chinese and Indian markets (Streifel, 2006). These
economies themselves have now emerged as major players in overseas resource

investment and development.

The international resource industry was dominated in its early days by North American
and European investment, often through vertically integrated operations that
incorporated supply of metal products to industrial country markets. This pattern of
development changed remarkably around forty years ago as Japan emerged as a major
consumer of imported minerals and energy (Drysdale, 1970). At the time, Japanese
end-users had little capacity to invest in the huge projects overseas that were needed to
service procurement of the resources to fuel Japan’s rapid industrialisation (Crawford,
Okita et al, 1978). This was the era in which the emergence of the huge independent
suppliers of resources to Japan and eventually to the rest of East Asia laid the
foundations for the strength and competitiveness of the Australian minerals industry
and Australia’s leading minerals companies. They became leading world suppliers of a
whole range of products, including iron ore, coal, bauxite, alumina, aluminium, copper,

nickel, natural gas and uranium to the international market (Drysdale, 1988).

China and India offer opportunity on a scale that already dwarfs established markets in
Japan and the rest of Asia for the expansion of resource supplies from Australia, and a
huge growth in the Australian industry. As in the past, realising the opportunity will
depend not only on gearing up investment from Australian and foreign firms who are

already significant players in the international resource business but will encourage and

“ We are indebted to a large number of people for information, advice and assistance in the preparation of
this paper. Shiro Armstrong and Darien Williams provided research assistance at the East Asia Bureau of
Economic Research (EABER) as did Claire Hollweg at the School of Economics at Adelaide University
and they deserve our special thanks. Ligang Song, Ross Garnaut and colleagues in the Crawford School’s
China Forum seminar series provided comments on earlier drafts of the paper and a summary of the
argument that was presented to the seminar. We are, of course, alone responsible for whatever
deficiencies remain.



require a large injection of additional capital from new investors, both foreign and
domestic (Albanese, 2008; Kloppers, 2008).

Australia has perhaps the most efficient mining sector in the world. This is importantly
due to its openness to foreign investor competition and participation, because that
brings with it, and fosters, the technology, management know-how and market links
that are essential ingredients in the development of a world class, internationally
competitive industry. Australia, therefore, has a long record, and a strong policy
regime, characterised by openness towards foreign investment in its resource industries,
despite the fact that, by one measure, Australia is ranked among the most restrictive
among OECD countries in its treatment of FDI more generally (Stoeckel, 2008;
Kearney, 2007)*. There was some retreat from openness to investment in the resource
sector that created uncertainties about the resource investment climate during the last
global resource boom during the 1970s (McKern, 1976; Caves, 1978; Hanratty, 1996).
The change in policy tone was encouraged by a big shift in the relative price of resource
goods in those years and reflected the emergence of a measure of resources nationalism.
Although the period of retreat was relatively short-lived, consumers sought alternative
supplies elsewhere and, as markets eased, Australian policy towards foreign investment
in the resource and energy sector opened up once again.

Though in the early stages of industrialisation, China and India are both already sources
of substantial international capital (McKinsey, 2008). They are active candidates for
growing investment in the Australian resource industry, because of their capacity to
mobilise capital for direct as well as indirect investment in this highly prospective
sector in the world economy and because firms that consume raw materials and
policymakers in those countries are anxious to secure resource supplies in a rapidly

growing and tight international market.

This is the background and context in which there is growing discussion of Australian

policies towards Chinese foreign investment in Australia’s resource sector.

! These indexes measure the formal requirements for investment approval, and these requirements will
have an effect in deterring investment, although not necessarily in investment approval outcomes. On this
latter measure Australia might rank as a less restrictive regime.
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The argument

The rise of Chinese and Indian demand for resources is driving a growth in investment
in the resources sector in Australia. The scale alone of the accompanying surge in FDI

prompts anew questions about the role of FDI.

In addition, both China and India, in different political contexts, give the state a large
role in their economies and a big share of their outward investment is channelled

through state-owned enterprises, state-owned banks or sovereign wealth funds.

Australia and most other developed countries have spent the past couple of decades
convincing their voters that the private sector, not government, should take the lead in
managing most businesses. At the same time, they have stressed the important benefits
that come from foreign investment and run open regimes towards foreign investment,
both direct and indirect. When confronted by government-controlled foreign

investment, it might seem that one of these propositions has to give (Thirlwell, 2008).

So there are two big questions that the prospects of a significant rise in foreign direct
investment (FDI) from China into the Australian resources sector have raised. Is the
surge of FDI into Australian mining and energy consistent with achieving the
traditional gains from foreign investment? And are there particular problems associated
with investment from foreign state-owned enterprises or state managed sovereign

wealth funds? These are the two central questions that we shall address in this paper.

There are corollary questions. FDI out of state-owned enterprise is conceptually
different in character and effect from portfolio (indirect) investment out of sovereign
wealth funds. This distinction may be blurry at the edges. A minority stake by a single
investor in a project might be accompanied by control through participation in the
board of the firm or other arrangements that constrain the management of the project.
And policy authorities may apply different measures in terms of the share of ownership
in judging the distinction between direct and portfolio investment?. But, in principle the

2 The Australian policy authorities in the past would appear to have judged a share in ownership of 15 per
cent to constitute a significant direct investment, although a much lower share, of around or under 10 per
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distinction between passive investment by a portfolio investor and direct foreign
investment is clear enough. What are the implications of these distinctions? How

important is the extent of control of a project by the foreign partner?

Australia’s Treasurer, Wayne Swan, has said:

We usually welcome and encourage some participation by the buyer, because
that offers the buyer some security of supply and the seller some stability in the
market. But we need to ensure that investment is consistent with Australia’s aim
of ensuring that decisions continue to be driven by commercial considerations
and that Australia remains a reliable supplier in the future to all current and
potential trading partners.....(1)t follows that as the proposed participation by a
consumer of the resource increases to the point of control over pricing and
production, and especially where the resource in question is already developed
and forms a major part of the total resource, or where the market disciplines
applying to public companies are absent, I will look more carefully at whether
the proposal is in Australia's national interest.’

Apart from the extent of control, how important is the home country’s policy regime?
State-owned enterprises operate under different policy regimes in different countries.
The regime under which Swedish state-owned enterprise operates may be different
from that under which Chinese or Indian state-owned enterprise operates. Do these
differences affect the impact of investment from these different sources? And the
regime under which state-owned enterprise operates changes over time, as it clearly has
changed and is changing in China. Do these changes need to inform the strategy that

host countries might adopt towards FDI from this source?

These are some of the questions that will be discussed in the paper that follows.

First, there is a brief review of the role of FDI in Australia and the Australian resource
sector, including an assessment of the rise of Chinese interests and China’s economic
relationship with Australia. Then we set out the issues for managing a regime that
captures the gains from FDI. We ask are there other issues that need to be considered in

the case of Chinese FDI. We examine the role of sovereign wealth funds. We conclude

cent, has attracted policy interest. Technically a foreign stake of 10 per cent in an investment qualifies
that investment for inclusion in the data for FDI.

¥ Wayne Swan, Australia, China and This Asian Century, Speech to the Australia-China Business
Council, Melbourne, 4 July 2008



with observations about the implications for Australian policy, as well as how
Australian policy strategies might play into policy strategies in China and elsewhere.

Role of FDI in the Australian resource sector and China

Foreign direct investment plays a particularly important role in the Australian resources
sector. Mining accounts for almost one quarter of all FDI in Australian industry, with
the accumulated stock of foreign investment amounting to over $A77 billion in 2006
(ABS, 2007). In the same year, FDI in manufacturing was estimated to be $A59 billion
(around 20 per cent) and in services $A164 billion. FDI has played a key role in the
growth of the resources sector, especially over the last half decade or so, when the

annual growth of FDI in the mining sector averaged more than 10 per cent a year.

The confidence in Australia’s investment environment has been a crucial element in
Australia’s ability to attract foreign investment into its resources sector and to take
advantage of burgeoning opportunities in the international markets for raw materials,
notably in China. Foreign investment plays a key role not only in delivering resource
supplies to international markets, but also in discovering and proving resource reserves
and assets. Without openness to foreign investor participation in the industry, there
would be limited willingness to undertake the investment in exploration and
development of resources in which FDI has played such an important role. China is
already participating actively in the proving of resource deposits (AFR, 2008, 15
August). More than four fifths of the investment in offshore petroleum and gas
exploration and over one half of the investment in the exploration and assessment of
other minerals that underpins production in these industries today was undertaken by
foreign investors (Hartley, 1984; ABARE, 2007).

Foreign direct investment has accounted for more than one third of capital formation in
all Australian industry since the turn of the century; in mining and resources it has
accounted for almost half, and in some years a much higher proportion, of total capital
formation in the sector. Importantly, foreign investors have played a similarly
prominent role in capturing export markets, and account for a growing share of
minerals exports (ABS, 2007).



Foreign and domestic firms are established and highly competitive suppliers of
resources to global markets but China has emerged as far and away the fastest growing
market for output from the industry, especially for iron ore and natural gas, in the last

decade.

China is already Australia’s largest overall trading partner and the largest buyer of a
range of Australian raw material exports. Japan remains Australia’s largest export
market, but it can be confidently forecast that China will replace Japan as our largest
export market within the next half decade or less (Drysdale, 2008). The transformation

of China’s role in the structure of Australia’s global trade is set out in Tables 1-3.

China is our largest market for iron ore, copper, wool and cotton, and a major and
growing market for natural gas. Commodity exports from Australia to China grew at 17
per cent in 2007 and have averaged 19 per cent annual growth over the last decade. The
trade relationship with China is but one element in what has every prospect of

becoming Australia’s most important economic relationship overall, bar none.

Although Australia was the destination for some of China’s largest early post-reform
foreign direct investments — the Channar iron ore project and Portland aluminium
project in the 1980s — China remains a relatively small player in Australian investment.
Table 4 describes the current scale and structure of Chinese investment across the

Australian economy.



Table 1 Australia’s Total Trade, by Trading Partner (per cent)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

China 2.6 3.1 3.7 4.2 4.7 4.7 51 5.2 5.2 5.7 6.6 7.4 8.6 9.8 11.2 12.7 13.5 14.8
Japan 22.6 22.8 21.8 22.0 211 19.1 16.6 16.8 16.5 16.1 16.3 16.2 15.3 15.1 15.0 15.5 14.6 14.0
USA 17.6 16.7 154 14.6 14.7 14.3 14.8 14.6 16.2 15.7 15.0 13.9 14.0 12.6 11.6 10.4 10.2 9.5
UK 5.2 4.6 4.9 5.1 4.8 4.8 5.0 4.6 5.7 4.9 4.7 4.8 4.6 5.4 4.2 3.8 4.2 4.2
Singapore 3.5 4.1 4.5 3.9 41 4.2 3.8 3.8 3.2 4.4 4.2 3.9 3.7 3.3 3.6 4.3 4.5 4.1
ROK 4.2 45 4.5 5.0 4.9 5.6 6.2 5.8 55 5.4 6.1 5.9 6.0 5.4 54 5.5 5.7 5.4
NZ 4.7 4.7 5.0 5.4 5.8 6.0 6.0 5.9 51 5.7 4.9 5.0 52 5.5 54 4.9 4.2 44
Thailand 11 1.2 1.6 1.6 1.7 1.8 18 1.8 1.6 1.9 21 2.1 2.3 2.5 2.6 3.0 3.1 3.5
Germany 4.4 3.9 3.8 3.6 3.9 4.2 3.7 3.4 3.9 3.8 3.2 3.4 3.6 3.9 3.7 3.4 3.1 31
India 0.9 0.9 1.0 11 1.0 11 1.2 1.4 15 1.2 11 1.3 14 1.8 25 2.8 3.0 3.0
ROW 33.1 33.3 33.9 33.6 33.3 34.1 35.9 36.8 35.6 35.3 35.8 36.1 35.2 34.6 34.7 33.8 33.9 33.9

Total ($m) 131387 134717 147896 162773 173930 194846 203903 220048 241740 246788 294257 308754 316940 307901 335656 375414 426480 450256

Source: ABS Trade data on DFAT STARS database & ABS Cat. No. 5368.0



Table 2 Australia’s Exports, by Trading Partner (per cent)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Japan 24.3 254 23.8 23.2 22.8 21.3 19.2 18.6 18.0 17.2 17.5 17.2 16.5 15.7 16.3 17.6 17.1 16.0
China 25 2.6 2.8 3.2 3.7 3.7 4.2 4.0 3.7 41 4.7 5.6 6.4 7.6 8.7 10.7 114 12.8
USA 12.0 10.8 9.6 9.2 8.3 7.8 8.0 9.0 10.9 11.2 11.8 10.7 10.7 10.1 9.1 7.9 7.5 7.3
ROK 4.9 5.3 5.3 6.0 6.3 7.5 8.2 7.0 5.7 5.9 6.8 6.7 7.1 6.3 6.6 6.9 6.7 7.1
NZ 59 5.7 5.7 6.1 6.6 7.1 7.2 7.2 6.5 75 6.2 6.1 6.6 7.4 7.4 6.7 5.8 6.0
UK 55 5.1 5.6 5.8 5.0 4.7 51 45 6.6 6.1 5.3 5.9 6.3 8.2 6.1 5.2 6.1 54
India 1.7 1.6 1.9 1.9 2.7 4.0 4.6 5.0 52
Singapore 4.4 51 6.0 5.0 5.3 54 4.4 4.7 4.0 4.9 54 4.8 4.7 3.9 35 3.6 3.6 3.3
Taiwan 3.1 3.8 3.9 41 4.1 4.3 3.9 41 41 4.0 4.2 3.7 3.3 2.9 2.9 3.3 3.2 3.0
Thailand 1.2 13 1.8 2.0 2.1 24 2.2 1.9 15 1.6 1.7 1.8 2.0 2.0 2.3 2.7 24 24
ROW 36.3 34.9 35.3 35.5 35.7 35.8 37.8 39.1 39.1 35.7 34.9 35.5 34.5 33.1 33.0 30.9 31.1 315

Total ($m) 63,954 67,799 73,655 80545 84,591 93906 101,381 110,812 116,298 116,181 144,638 157,499 155496 144,338 156,430 179,732 207,651 216,377

Source: ABS Trade data on DFAT STARS database & ABS Cat. No. 5368.0



Table 3 Australia’s Import, by Trading Partner (per cent)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

USA 237 236 221 210 213 21.1 22.4 21.8 21.9 21.0 20.1 18.4 18.3 16.5 15.1 14.4 14.6 13.6
China 2.2 2.8 34 3.9 42 43 45 48 5.1 55 6.6 7.3 8.5 9.3 10.6 11.5 12.2 12.9
Japan 158 150 153 161 153 135 11.4 11.7 11.8 11.9 11.6 115 10.8 11.1 104 9.8 8.9 85
Singapore 2.9 3.2 3.0 3.1 35 37 38 33 33 46 3.9 4.1 42 42 5.2 6.2 6.8 6.5
UK 9.5 8.8 85 8.2 8.4 8.3 8.8 8.1 7.4 6.8 73 6.6 6.0 5.7 55 5.4 46 5.2
Germany 5.7 5.4 5.0 49 5.1 5.6 5.1 4.9 5.3 5.1 4.6 5.2 5.3 5.6 5.3 5.1 47 47
Thailand 13 13 1.4 1.4 14 1.4 14 16 17 2.1 23 23 2.4 26 2.6 2.9 3.4 41
NZ 45 46 46 47 48 4.6 47 45 42 43 42 44 42 43 41 38 35 37
Malaysia 1.4 16 17 17 19 2.1 2.2 25 2.8 3.1 34 3.1 2.9 3.0 35 35 35 36
ROK 1.9 2.0 2.2 2.5 2.2 2.5 25 3.0 36 3.1 34 33 3.1 3.2 2.9 2.8 33 2.8
ROW 313 317 327 324 320 33.0 33.2 33.9 32.9 324 32.7 33.8 34.2 34.6 34.7 34.5 34.5 34.4

67,43 6691 74,24 8222 8934 10094 102,52 109,23 12544 130,60 14961 151,25 161,44 16356 179,22 19568 218,82 233,87
Total ($m) 2 9 1 8 0 1 2 7 2 7 9 5 4 3 5 2 9 9

Source: ABS Trade data on DFAT STARS database & ABS Cat. No. 5368.



Table 4: Chinese Investment in Australia by industry, as approved by the Foreign
Investment Review Board (FIRB) 1992-2007

Year Number  Agriculture, Mineral Real Services Total
forestry and exploration estate and
. . Manu- .
fisheries facturing and tourism
($A resource
million) processing

1993-94 0 0 0 0 0 0 0
1994-95 927 0 1 42 426 52 522
1995-96 267 0 6 52 137 31 225
1996-97 102 10 3 5 176 17 210
1997-98 0 0 0 0 0 0 0
1998-99 0 0 0 0 0 0 0
1999-00 259 35 5 450 212 10 720
2000-01 0 0 0 0 0 0 0
2001-02 237 0 47 20 234 10 311
2002-03 0 0 0 0 0 0 0
2003-04 170 0 2 971 121 5 1,100
2004-05 206 2 0 39 181 42 264
2005-06 437 0 223 6,758 279 0 7,259
2006-07 874 15 700 1,203 712 11 2,640

Source: Australian Treasury, Foreign Investment Review Board, Annual Report, various years.

Foreign Investment Review Board (FIRB)-approved Chinese FDI amounted to almost
$A10 billion in 2005-06 and 2006-07, of which about $A8 billion or 80 per cent was in
minerals and resources. The Australian Treasurer reported in his speech of 4 July that,
since November 2007, however, he had received applications to the value of $A30
billion for investment projects from China (AFR, 2008, 5 July). Should these
investments materialise, the increment to Chinese FDI would represent a large jump in
China’s foreign investment presence in Australia, but it would still leave China a much
less important investor than United States or the United Kingdom, both of which now
have less sizeable trade relationships with Australia than does China. Foreign
investment approvals through FIRB are commonly higher than investments actually
realised as measured by the Australian Bureau of Statistics (ABS). But foreign
investment inflows into Australia (according to the FIRB) rose by 82 per cent in 2006-
07, compared to the previous year, with inflows increasing from $A85.6 billion to
$A156.4 billion. The United States was the largest source of investment ($A45 billion)
or 29 per cent of the total; next was Singapore ($A18 billion), Mexico ($A16.8 billion)
and The Netherlands ($A12.8 billion). From this perspective, a jump of $A30 billion in
investment from China is hardly out of proportion.
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As measured by the Australian Bureau of Statistics (ABS), Chinese investment inflow
into Australia averaged only $A180 million annually over the past decade. By 2006, the
accumulated stock of Chinese investment in Australia stood at $A3.5 billion, on par
with that of Taiwan. Currently, China’s FDI in Australia represents less than one
quarter of one per cent of the total stock of FDI in Australia. Its concentration in the
resources sector gives China a higher share of resource investments, but still its total

share is not much over one per cent of FDI in that sector.

A majority of Chinese investments is from state-owned or state-related firms. In Table
5, Mayne provides an inventory of Chinese investments and investment proposals
involving state-owned firms. There is no reason in principle why state-owned foreign
firms will not deliver benefits to Australia or other host countries to foreign investment
of a kind that is similar to those delivered by private owned foreign corporations.
Technological advantages, management know-how, market ties, capital costs or other
advantages that come with FDI can be associated with state-owned firms and support
their competitiveness and viability in the same way as they do with private
multinational corporations. It would therefore be unusual if the ownership of foreign
investors was germane to approval of their investment. In seeking to secure supplies
and establish relationships that are important to integrated operations across a resource
supply chain or to exploit marketing advantages, an investment involving state
ownership would be behaving no differently than many privately owned investments.
These are among the primary motivations for investment in resource supplying
industries. The question of whether there are circumstances in which, for example, a
large-scale or strategic investment in a non-competitive industry, the nature of
relationships or dealings between state-owned firms and governments or their agencies
in the home country deserves special policy consideration is an issue that will be
discussed later.

Two cases of Chinese investment in the Australian resource sector, identified in Table
5, have attracted particular policy attention. They are Chinalco’s acquisition of an initial
9 per cent stake in Rio Tinto in the context of BHP Billiton’s takeover bid for Rio Tinto
and Sinosteel’s takeover bid for Midwest and Murchison, iron ore producers in the Mid
West iron ore province near Geraldton in Western Australia. The issues surrounding

these two investments are set out in Box 1.
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Table 6 provides a bird’s eye view of the stake that Chinese investors are seeking in the
Australian resource projects under consideration as of July 2008. It is clear from Table
6 that, in the large majority of cases, the suggestion that Chinese investors are seeking
control over Australian projects and companies does not square with the facts. Like
Japanese investors such as Mitsui, Nippon Steel and Sumitomo, who are part-owners of
Rio Tinto's Robe River iron ore assets and Mitsubishi and Mitsui who are joint one-
sixth owners of the North-West Shelf LNG, Chinese investments are directed at
minority stakes in Australian-based mining ventures. Unlike many Japanese
investments, which are joint ventures and minority partnerships, Chinese investments
involve transparent shareholding in listed companies, and arguably involve less

potential covert control of the operations in which they are involved®.

* This feature of the crop of current Chinese investment proposals may be under-appreciated and the
virtue of the Japanese joint venture model of investment in the minerals and energy sector over-
appreciated by some policy leaders.
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Table 5: Major Chinese Government-Related Investments in Australia

Chinalco : acquired 9% of Rio Tinto shares in London on February 3, 2008 worth $15.5 billion.

China Iron & Steel: The Rio Tinto-operated Channar iron-ore mine in the Pilbara has a capacity of
10mtpa and is 40% owned by Sionsteel, an investment worth well over $2 billion.

China Petrochemical Corporation: China's biggest energy distributor has secured 60% and control of the
Puffin oil field in the Timor Sea from the struggling AED Qil in a deal that values the assets at $1 billion.

CNOOQOC: holds a 25% share in China LNG, a new joint venture within the existing $19 billion North
West Shelf structure that diluted the other six joint venture parties down to 12.5% each.

Shanghai Baosteel Group: owns 46% of the Rio Tinto-operated Eastern Range iron ore mine in Pilbara
which produces 6.5 million tonnes a year worth more than $500 million a year. This Chinese investment
is now worth more than $1 billion.

CITIC: paid more than $400 for its 22.5% stake in the Portland Aluminium Smelter in the 1990s.

Shougang Corp: spent $400 million buying 20% of WA iron ore company Mt Gibson Iron in early 2008.
Sinosteel: owns more than 45% of WA iron ore hopeful Midwest Corp after board recommended a $1.37
billion bid priced at $6.37 a share. Sinosteel has also bought a small stake in Murchison Metals, which is

seeking a separate merger with Midwest, but is yet to receive approval to buy 100% of Murchison.

CITIC: spent $113m in July 2007 lifting stake in Macarthur Coal stake from 11.6% to 19.9% and is
already showing a big profit as the stock continues to surge on takeover speculation.

Consortium: five Chinese companies were given FIRB approval in January 2008 to fund $3 billion
Oakajee port and rail project in WA,

Chalco: in September 2007 Queensland government awards rights to develop $3 billion bauxite project
near Aurukun, which Noel Pearson has claimed includes an unfair forced land grab.

Anshan Iron & Steel: paid $39 million in September 2007 for 13% of iron ore miner Gindalbie and
signed $1.8 billion joint venture deal.

Shougang Corp: steel group spent $56 million in March 2007 buying 13% or iron ore developer
Australian Resources and agreed to fund $US2.1 billion development of the Balmoral South project and
associated port project in WA.

China Metallurgical Group: has committed to pay $400 million for the Cape Lambert Iron ore project in
WA.

Resource Development International: Gold Coast-based Clive Palmer, whose wealth exceeds $1 billion,
plans to raise $5 billion mainly through Chinese investors and float RDI by the end of the year.

Shenhua Energy Co: licence to explore coal deposits at the Watermark allotment, Liverpool Plains, NSW
(initial licence fee $300m, initial investment, $175m)

Note: The firms listed here may be listed both in China and abroad and are not necessarily wholly
government-owned.

Source: Data updated from Stephen Mayne at http://www.maynereport.com/articles/2008/02/15-2200-
9287.html. Mayne also provides a list of foreign owned resource projects at
http://www.maynereport.com/articles/2007/07/17-2040-8377.html
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http://www.ame.com.au/Mines%5CFe/Channar.htm
http://www.asx.com.au/asxpdf/20080307/pdf/317xsd7954s254.pdf
http://www.cnoocltd.com/en/index.aspx
http://www.riotinto.com/whatweproduce/572_iron_ore.asp
http://www.citic.com.au/cfm/index.cfm
http://www.shougang.com.cn/
http://en.sinosteel.com/
http://www.citic.com.au/cfm/index.cfm
http://www.chalco.com.cn/zl/web/chalco_en.jsp
http://www.abc.net.au/am/content/2008/s2242940.htm
http://www.shougang.com.cn/
http://www.maynereport.com/articles/2008/02/15-2200-9287.html
http://www.maynereport.com/articles/2008/02/15-2200-9287.html
http://www.maynereport.com/articles/2007/07/17-2040-8377.html

Box1: Chinalco buys into Rio and Sinosteel buys into Midwest

Chinalco and Rio Tinto

In February 2008, BHP Billiton announced a hostile bid to take over Rio Tinto. The initial offer of 3:1
has been raised from 3.4:1although the dollar value of the offer has been falling with the fall in stock
prices. Rio Tinto directors continue to argue the bid is too low despite the fact that, on share prices at 31
July, the premium over the value of Rio Tinto shares was 9.8 per cent.

BHP Billiton Chairman, Don Argus, argues that Australian resources could “fall into the hands of
overseas consolidators’ if the bid is not accepted®. He is also reportedly concerned about limitations that
might be imposed by competition authorities in Australia and elsewhere that might stop the bid from
proceeding.®

New-site alternatives to increasing output in BHP Billiton are higher cost at the margin than buying Rio
projects, and there are complementarities (or ‘synergies’) between BHP Billiton and Rio Tinto, at least at
the operational level. This is also why Rio Tinto is asking for a higher share of the benefits for its current
owners.

An alternative to merging the two companies is to split Rio Tinto into separate operations which could be
acquired or trade separately. Rio has talked about ‘dismemberment’ in order to confirm its valuation of
the company relative to that of the BHP bid.

Competition regulators (in the EU, Australia, South Africa and the United States) may force the sale of
some parts of Rio in the event that the merger took place. It has been estimated that the merged BHP-Rio
company would supply about the same share of world iron ore output as all OPEC has in the global oil
market. China’s steelmakers, and other buyers, are not surprisingly concerned about the implications of
this level of concentration in the iron ore industry.

In February 2008 Chinalco and Alcoa bought 9 per cent of Rio. This stake triggered the attention of the
Foreign Investment Review Board under the new guidelines for foreign direct investment by state owned
enterprises which we discuss in detail below. On 24 August, the Treasurer approved investment by
Chinalco up to 11 per cent. The Treasurer also imposed a number of undertakings on Chinalco including
those not to raise its shareholding any further without fresh approval and not seeking to appoint a director
as long as its shareholding is less than 15 per cent’.

Chinalco’s stake offers it a share of the benefits from any deal, including a share of the premium
associated with any pricing leverage the merged group might extract. Chinalco is reported to be
interested in access to Rio’s assets of hydro-powered aluminium smelters, recently acquired from Alcan.
These assets attract premia in an era of carbon emission pricing. BHP could sell these assets in order to
pay more for the rest of the business, though BHP itself has remarked on the value of keeping them®.
Chinalco’s acquisitions have been extensive in the last few years and this strategy is consistent with its
position in the international market (see Appendix 2). Other Chinese firms may position similarly,
hoping to grab a part in the final negotiation and extract other benefits.

Some suggest that Chinese firms will invest in Rio in order to stymie the formation of a BHP Billiton
cartel, but Chinese buyers would not necessarily stop the merger for that reason since the present value of
a share of future profits could exceed any loss of surplus on the buying side, depending on the Chinese
purchaser and distribution of these benefits.

For a variety of reasons, it makes commercial sense for Chinese firms to buy some ownership of the
takeover target. They compete for ownership however not only with BHP but with other large
international iron and steel companies, such as the new India/France firm Arcelor Mittal. Other bidders
could include state-owned Russian and Brazilian resource companies. There is a competitive market for

5 Staff Reporter, ‘BHP warns of Chinese risk if Rio Tinto deal fails’, The Business Spectator, 21 July 2008
© Jamie Freed, “BHP plays wait and see on Rio offer’ 12 July 2008: http://business.smh.com.au/business/bhp-plays-wait-and-see-
on-rio-offer-20080711-3dr7.html

" Lenore Taylor. ‘China’s stake in Rio gets all-clear’, The Australian, 25 August 2008
8 Felicity Williams, ‘BHP Billiton values Rio Tinto smelters’, Herald Sun, 20 August 2008
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ownership rights in Rio Tinto. Restrictions on that competition by excluding particular buyers or limiting
their positions would be to the detriment of Rio shareholders, including its Australian shareholders (who
own about 15per cent of the total).

The Chairman of BHP Billiton has said that the BHP bid is directed at avoiding Australian resources
falling into hands of investors of particular countries. BHP itself is about 60 per cent foreign-owned.

Sinosteel and Midwest

By July 2008 Chinese state-owned steel maker Sinosteel had purchased more than 50 per cent of the
shares of Midwest, an iron ore prospecting company in the mid west region of Western Australia. This
was the first hostile takeover bid by a Chinese company in Australia. The original bid was launched in
March 2008, following BHP’s bid for Rio. The offer became unconditional in May.

Murchison Metals is also a prospector in the same region with adjacent holdings. Murchison and
Midwest in May announced a merger proposal (with Murchison to hold 52 per cent of the new company),
reportedly with the support from Mitsubishi Corporation of Japan. The offer to merge was withdrawn by
Murchison in early July. Murchison cited Sinosteel’s unwillingness to accept the merger proposal and
also said that it did not intend to accept Sinosteel’s offer for its 10 per cent of Midwest.

Sinosteel had also applied to FIRB buy Murchison. In late June, FIRB announced a 90 day delay in its
ruling on this application, which is now due by 23 September though it could come before then. The
FIRB interim ruling also capped Sinosteel’s holding of Murchison at 15%. There was speculation that
this was the consequence of consideration by the government of a cap on foreign ownership of minerals
products.

If Midwest and Murchison had merged, Sinosteel, while a shareholder, would have had less control over
the projects. With full ownership of the Midwest project Sinosteel could secure an off-take agreement for
its output, which would otherwise have had to be negotiated. It is not clear, however, that Sinosteel will
win 100 per cent of Midwest (given that Murchison holds 10 per cent of the shares in Midwest and
Murchison’s top shareholder owns 16 per cent) so it may in any case have to negotiate a contract.

Both Midwest and Murchison mine the same pair of deposits although it is reported that Sinosteel’s
assessment is that the quality of Murchison deposits is lower than Midwest’s and it remains concerned
about ‘an unresolved legal dispute over the ownership’ (because of a claim brought by Chameleon
Mining against Murchison).

There are advantages in a merger, including the cost savings from exploitation of the neighbouring
deposits, stockpile efficiencies, better sequencing of the development, coordinated exploration and the
advantages of blending the ores of different qualities plus a greater capacity to raise funds.

Sinosteel may be holding up a merger that would capture those advantages in order to secure a supply of
ore.

Sinosteel may have genuine concerns about the Murchison assets. Securing supply will be one the key
interests of Sinosteel. But there are surpluses to be distributed from the benefits of a merged operation,
and there are other ways of securing supply, as discussed in the body of this paper. All parties also have
interests in achieving this outcome so we would expect that the efficiencies available from cooperation
mean that there remains scope for agreement to be reached.

Another issue relates to infrastructure. Both companies were backing different proposals for rail and port
infrastructure for the mid west region. The Western Australian government had said it would only accept
one of these proposals (with the unsuccessful proponent being able to build their own berths alongside
common user facilities at the terminal). It recently chose the Murchison proposal at least for the port
component. This is expected to give Murchison an advantage in building the rail network for the mines in
the region. The Midwest group is now looking at building its own railway and second berth. Murchison
is reported to plan to fund its contribution to the equity in the infrastructure project by selling half its iron
deposits. And Sinosteel, it is reported, may now be more interested in buying Murchison outright.
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Table 6: Chinese Investment Proposals by Size, July 2008

Australian Company Investor Nationality Stake
(per cent)
Midwest Corporation Sinosteel China >50%
Gindalbie Ansteel China 12.7
Melewar Malaysia 7.6
Apollo Minerals China Iron and Steel China 19.9
Rio Tinto Chinalco China 9.0
Australasian Shougang China 8.4
APAC 7.8
Mount Gibson APAC China 20.3
Centrex Metals Baotou Iron and Steel China 10.1
Murchison Metals Posco Korea 10.8
Hebei Qianjin China 1.9
Ferraus Western Mining China 10.0
Jupitor Mines Haoning Group China 9.6
IMX Resources Jilin Tonghua Iron and Steel ~ China 10.0
Western Plains Focus Investments China 7.5

Source: Weekend Australian Financial Review, 5-6 July 2008

Capturing the gains from FDI

Foreign direct investor participation in the economy generates a range of benefits
including higher incomes, productivity and competitiveness through providing new
technology, know-how, marketing, access to lower cost capital as well as opportunity
for shifting risks. The principal benefits that are likely to be brought by Chinese foreign
investor participation in Australian resource projects at this time is that they might
bring additional capital and links to rapidly growing markets. At the same time, there
are issues to be managed and resolved in capturing the full benefit from foreign

investment.

Here attention is focused on FDI in the resource sector. There is a rich literature on
foreign investment in other industries which deals with a range of general issues
(Drysdale (1972); Caves (1978); Dosi, Pavitt and Soete (1990); Borensztein et al.
(1998); Hanson (2001); Barro and Sala-i-Martin (2004); Dunning and Lundan, (2008)).

In the minerals sector, because of its capital-intensive nature and its geographical
remoteness, benefits tend to be concentrated on returns to government associated with
national ownership of the resources and to sectors like engineering, financial and

commercial services and transportation that are closely linked to mining. These
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characteristics are said to restrict the benefits from FDI in the resource sector in
developing countries because of weaknesses in taxation systems and because of the
limited linkages between the resource sector and other sectors in those economies
(UNCTAD, 2007 p. 140 and p.168). There are higher levels of local procurement in
developed, resource-rich host economies which are the home base for the globalising
mining supply businesses that rank among the largest and most profitable companies in
the world (UNCTAD, 2007, Box 1V.3). Australia counts itself in this latter category.

The pervasive impact of the mining sector activity, despite its heavy concentration
geographically in Western Australia and Queensland, can be seen in its effect on
incomes, employment, and the key macro-economic indicators right across the

Australian economy (Treasury, 2008, pp.16-20).

The scope of benefits in the resource sector

FDI in the resource sector offers a number of advantages to the host country including
the provision of capital, technology, know-how and access to markets. These benefits
are substantial given the scale, technological complexity and long project lives that
typify resources investments in Australia.

In addition, FDI is often part of an integrated set of mining and industrial activities.
UNCTAD (2007, p. 111) identifies an overall trend of increasing integration between
mining and smelting particularly in aluminium but also in iron ore. These linkages
provide a basis for the marketing and distribution of the output of mineral projects.
Risks are shared along the production chain. This is an additional benefit of FDI in the

development of large scale resource projects.

Vertical integration is not the only way to manage project risks. Other options include
the use of long term contracts between independent firms, complemented by portfolio
capital flows. Smith (1980) explains the rationale for the combination of long term
contracts in association with arrangements for setting prices. They serve as a means of
maximising the value of projects and achieving an efficient distribution of risks. The
contracts also allow the mining company to raise finance for large projects which in

mining have long lead times and produce outputs with specific characteristics. Buyers
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then have to commit investments in complementary processing methods or at least face
some costs in adjusting their operations to outputs from different sources. As Smith
explains, the result is that buyers and sellers in these markets operate portfolios of

bilateral trade or sales and procurement links.

Provision of equity capital to the project or the mining company by the buyers of the
output demonstrates another form of commitment by them. Control is not required, but
may be sought depending on the nature of the project, though even an investment to a
level which is less than required for control may still meet the definition of FDI. If that
investment by the buyer also reduces the cost of finance to the mining company (by
allowing that company to ease what otherwise would be restrictions on its capacity to

raise debt) then it adds to the surplus available for distribution.

These circumstances are those which are likely to dominate Chinese investment interest
in the Australian resource sector. Chinese investors are overwhelming likely to want a
stake in projects that provides a link to markets in China and offers an additional source
of capital, and to want to invest in partnership with Australian or other foreign firms

that bring management know-how and technology as well as capital to mining projects.

Managing the issues with resource sector FDI

Significantly the main host country benefits from resource project development accrue
via income flows, including to governments. There are issues related to the presence of
foreign capital in resource sector projects, including with the management of the

income flow from them.

Resource projects are associated with the presence of variable rents. They involve the
exploitation of resources which are not replaceable and the global stock of which has
scarcity value both because of its size and its uneven distribution geographically. The
value of the resource in this circumstance, at least for infra-marginal projects, enjoys a
premium or rent over the cost of extraction. UNCTAD (2007, Box V1.3) lays out some
options for capturing these rents, including taxes based on revenue, output and profit.
There are trade-offs between the costs of collection and administration of these taxes

and their effects on economic efficiency.
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Figure 1 shows the breakdown of payments to governments at all levels in Australia
(other than for services) by minerals companies. These data exclude income taxes paid
by non-resident management and employees. The chart reveals that output-based taxes
and licensing fees paid to state governments are a relatively small proportion of the
total tax take compared to taxes on income. Income taxes have an effect on the
incentive to invest compared to taxes on pure profit (Garnaut and Clunies Ross, 1975;
Garnaut and Clunies Ross, 1983) while output taxes affect the incentives to exploit a
deposit. The composition of the doughnut in Figure 1 suggests the tax allocation in the
Australian resources sector is skewed towards the collection of revenues from resource

firms via income taxation.

Figure 1: Taxation Payments to Governments, 2006/07, $m

$731, 9%

$2,083, 26%

@ Royalties, Fees
m Income tax
O Indirect tax

Source: http://www.minerals.org.au/information_centre/minerals_industry survey report/publications2

Inefficient taxation regimes run the risk of collapse as circumstances change. The
minerals and energy sector tax regime in Australia is complicated by the Australian
federal system and the evolution of the distribution of taxation powers between the
Commonwealth and the States but it is legislatively and politically robust. In federal
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jurisdictions, such as those that cover the offshore production of oil and gas, a variant
of a resource profits tax regime applies, although the primary form of non-income

taxation of on-shore projects is through state-levied royalties.

The profitability of long-lived resource projects can change over time, creating
incentives to change the fiscal arrangements where political and legislative systems are
not robust, especially in periods in which there is a substantial increase in the rent value
of resources occasioned by sharp rises in the terms upon which they are traded, such as
has been the experience in recent years (Duncan, 2006). UNCTAD (2007) notes that
many studies find that taxation regimes in minerals projects are regressive. It discusses
(Box V1.5) options for more progressive regimes of the kind that are in part in place

already in Australia.

In an advanced economy, the perception of an unfair and inefficient distribution of rents
in projects may emerge, especially in the context of rising prices. This may not be an
issue in the management of existing projects but could hinder new projects which might
operate on the same terms as existing projects. Chinese investment in Australian
minerals is a consequence of the growth in demand in China. That growth in demand
has contributed to rising prices in the same way that, in the 1960s and 1970s, the
growth of Japanese demand saw a similar rise in Australia and global commodity
prices. As investment arrives in host countries like Australia to take advantage of new
profit opportunities in resource production and trade, the distribution of rents becomes
an issue in policy debate. There may be scope to gain from the implementation of more
efficient taxation regimes. Hogan (2007) argues for the translation of arrangements for
oil and gas in Australia to onshore minerals but the established taxation arrangements
for onshore minerals are the product of a long and complex history of fiscal relations
between the Commonwealth and the States and are unlikely to change soon, even in the
context of the current federal taxation and fiscal arrangements reviews. As Hogan
(pp.100-101) concludes:

Significant information on the net cash flow of resource projects is required to
administer the petroleum resource rent tax. Extending a profit based royalty
such as the petroleum resource rent tax to onshore mineral resources would
involve significant transitional costs and increase the information requirements
for administering resource taxation arrangements in Australia. There are also
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likely to be a number of issues that would need to be resolved in replacing the
current systems that apply across several jurisdictions with a consistent mineral
resource rent tax — for example, the taxation treatment of failed exploration
projects would need to be considered (companywide deductibility of exploration
expenditures is an important component of the petroleum resource rent tax).
There is another issue to do with taxation that arises in resource projects that are owned
and controlled by the buyers of output from the project as part of an internationally
integrated operation. This is the familiar issue of the opportunity for transfer pricing
when there are not arms-length transactions between firms. The importance of transfer
pricing lies, of course, in its potential to reduce the taxation take of the host country

through understatement of resource project profits.

The aluminium industry in which international vertical integration is pervasive,
significantly because of the importance of the specific technical characteristics of inputs
across a production chain, was traditionally the industry in which transfer pricing

potentially presented the most important challenge to Australian taxation authorities.

In such cases, the taxation authorities can declare the appropriate price of output in
determination of tax obligations, even when there is no readily observable arms-length
price of output. These are circumstances which require active taxation authority
attention. Where participation in ownership does not involve control (a minority equity

holding or partnership without control) the question does not arise.

A second major set of issues concerns the local and global environmental effects of
resource sector projects. This concern applies to some extent to all resource projects. If
projects add to environmental degradation, that is a consequence of a failure to bring
home to investors the consequences of the project. In other words, it is the result of the
failure of the host country to correct the market failure associated with the

environmental externality and not related to the presence of foreign investment as such.

Are there specific environmental issues associated with projects which involve foreign
investment? Do investors in resource projects seek a haven from their domestic
regulatory environment or do they apply global standards? UNCTAD (2007, p. 147)
reports that most large mining companies apply at least their home standards and that in

many cases rigorous codes are also applied to subcontractors. Large and established
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multinationals have a better environmental performance particularly compared to
smaller local companies. They ‘“introduce and diffuse higher standards and more
advanced technologies for environmental protection’ (p. 148). UNCTAD does note that
some new entrants in resource sectors are based in countries with relatively weak
environmental legislation which involves a risk, but it concludes that environmental
performance depends on ‘host-country regulations and the capacity to implement them’
(p. 148).

A third set of issues concerns the social impacts of projects. In Australia, most mining
investments are in remote locations and the principal social impact is upon indigenous
communities. Although it was not the case in the past, the framework for settlement of
mineral leasing rights is now subject to more robust arrangements and public scrutiny.
International and domestic mining companies are also at the forefront of the
development of indigenous employment programs. While there are other social and
environmental issues in more populous parts of the country that arise in the
development of minerals and resource projects (such as was the case in the Hunter
Valley or is currently the case in the Liverpool Plains around BHP Billiton’s coal
development), they are not distinctively associated with foreign investment projects.

In brief, we have identified a number of issues that are sometimes raised about the
impact of FDI in a host economy, including those associated with the management of
income flows and with the environmental and social impacts of projects. In all cases,
these problems arise not from the presence of foreign investment as such but because of
inefficient policy in the host economy. Capital flows run the risk of reducing welfare if
there are domestic distortions or weaknesses in the regulatory or policy framework. If
these policy distortions or weaknesses are evident and important, the solution is a
domestic reform program, rather than restriction on the inflow of foreign capital.

Is Chinese FDI in the resource sector different?

Investment flows in the resource sector can take the form of FDI or portfolio flows
either as an independent investment or as part of a package of risk management tools.
The motivations for foreign direct investment have been discussed in some detail above

and extensively in the literature (Dunning and Lundan, 2008). The gains from
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investments via FDI provide a return on assets which are specific to the investing firm
and for which participation in production (rather than licensing) is an efficient method

of earning that return.

Portfolio flows are not necessarily associated with these firm-specific assets, do not
involve management of the assets in which equity is acquired, and do not involve
control over the operations of firms or other entities in which equity is held except
through the effect of entry or exit from ownership of those assets on their price. In
principle, therefore, there is every reason why the interest of portfolio investors in the
mining sector and other sectors of the Australian economy should be welcomed. It adds
to the stock of capital to which the country has access for investment in profitable

resource sector and other activities.

There are good reasons for the buyers of natural resources also to be investors in
projects as noted above. There are also reasons why buyers might wish to seek control
in projects which, because of product characteristics, logistics or the lumpiness of the
investments involved at both ends, are efficiently part of an integrated international
production chain. As we have also noted above, this has been a characteristic of
efficient investment in the resource sector for many years, including in cases in which
end-users of product are controlling investors in projects that are integrated into
international operations. So it is a new development in policy for the Treasurer to
declare that projects in which there is participation in ownership of projects ‘to the
point of control’ by resource buyers will be routinely subject to more intense scrutiny
(see the earlier quotation). This step increases the restrictiveness of access to the
resources sector by foreign participants. The circumstances under which it might be
justified need to be examined very carefully since it makes Australia potentially a less
attractive location for investment and source of supply for a range of resource products

for which this condition has not previously applied.

The question of government ownership

In the case of Chinese foreign direct investment, there is the additional question of
whether government or state-ownership should matter in the treatment of applications

to invest. Chinese FDI is not the only FDI in which government ownership may be
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important. But growth in the number of projects in which interest is being expressed by
Chinese entities with some measure of government ownership has been a factor in
attracting policy attention. This includes both state-owned enterprises (SOEs) and

sovereign wealth funds (SWFs).

The Australian government has responded with an elaboration of policy on screening
foreign investments. In February 2008 it announced a set of guidelines which are
reproduced in Appendix 1. These are the guidelines which are being applied in
consideration of the Chinese FDI proposals that were discussed earlier and they include

reference to whether:

1. An investor's operations are independent from the relevant foreign government.

2. Aninvestor is subject to and adheres to the law and observes common standards
of business behaviour.

3. An investment may hinder competition or lead to undue concentration or control
in the industry or sectors concerned.

4. An investment may impact on Australian Government revenue or other policies.

5. An investment may impact on Australia's national security.

6. An investment may impact on the operations and directions of an Australian
business, as well as its contribution to the Australian economy and broader

community.

The guidelines assert that ‘proposed investments by foreign governments and their
agencies (for example, state-owned enterprises and sovereign wealth funds (SWF)) are
assessed on the same basis as private sector proposals. National interest implications
are determined on a case-by-case basis’ (Appendix 1, p. 37). However, the guidelines
go on to state that ‘the fact that investors are owned or controlled by a foreign
government raises additional factors that must also be examined” (Appendix 1, p. 37) in
the administration of foreign investment controls. This, it is argued, reflects ‘the fact
that investors with links to foreign governments may not operate solely in accordance
with normal commercial considerations and may instead pursue broader political or
strategic objectives that could be contrary to Australia's national interest’ (Appendix 1,
p. 38).
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This argument creates uncertainty about foreign investment policy towards Chinese
investment and is inconsistent because it includes a dimension that is ‘additional’ to the
test of ‘national interest’. This additional test, we demonstrate below, is unnecessary.
The “national interest’ test has, in the past, been an adequate yardstick whereby to
manage the participation of FDI in the resources and other sectors of the economy. It
would not seem plausible to insist that the “additional’ test on ownership does not have
the effect of discriminating specifically against Chinese FDI proposals since Chinese
investment proposals are in a class of investment proposals, at this point, that notably
involve government-ownership. There are other foreign investment policy regimes, for
example in Canada®, that incorporate provisions about state-owned firms, but it is not

clear that these provisions make sense for Australia.
Additional scrutiny on government ownership?

The nature of the *additional factors’ that could demand a test of suitability beyond the

‘national interest’ test is difficult to imagine. There are three main possibilities.

1. FDI investments involving state ownership and dominant shareholding and
control might be used to serve as a vehicle for shifting profits back to the home
country through underpricing exports. Only if a) the government-owned firm is
the buyer of the resource or is directly compensated by the home state for losses
incurred and b) the government-owned firm dominates the host country market,
preventing the host country taxation authorities from declaring the value of
output against benchmark competitive prices might this be a problem. In these
circumstances, there is a clear ‘national interest’ case for restricting foreign
investment on monopoly grounds. It is not necessary to identify any ‘additional
factors’ flowing from state ownership in order to reach this conclusion.

2. FDI investments involving state ownership and dominant shareholding and
control might be used to serve as an instrument for subsidising the development
of “‘excess capacity’ or ‘extra-marginal’ projects and ratchetting resource prices
down. Only if the government-owned firm totally dominates the particular
resource market concerned might this be a problem and in this circumstance

there is a clear case for restricting foreign investment on “national interest’

% See the Canadian guidelines at: http://www.ic.gc.ca/epic/site/ica-lic.nsf/en/Ik00064e.html#state-owned
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grounds and, again, identification of ‘additional factors’ associated with state
ownership is not necessary. The governments of resource deficient countries
may provide, and have in the past provided, capital subsidies to resource or
energy developments by private investors or state investors for ‘resource
security’ reasons in times of resource scarcity and tight markets. Acquiring a
dominant position through a particular government-owned firm is likely to be a
very blunt and ineffective instrument for achieving that policy objective. The
evidence from the history of Japanese policies that extended subsidies to
resource developers is littered with projects that did not survive a long term
market test.

3. FDI investments involving state ownership and dominant shareholding and
control might be used to pursue political or strategic goals inconsistent with the
efficient development and marketing of national resources. In such cases again,
clearly “national interest” dominates all other considerations. In a case in which
a strategic resource, say a uranium project which had dominant supply status,
was either a trade or the foreign investment target, political and security issues
need to be dealt with in a state-to-state framework. In less strategic contexts, all
firms that invest abroad, private as well as public, are ultimately subject to the
laws and policies of the countries in which they are incorporated (at home and
in the countries in which their subsidiaries operate) and questions of extra-
territoriality do arise in the operation of firms internationally and have to be

covered by state-to-state dealings.

In all of these cases, a ‘national interest’ test is adequate to handle the issue, whether
the foreign investment is government-owned or privately owned. Note that these issues
do not arise at all for any foreign investment in which there is minority participation
without control, by either a government-owned or privately owned firm®°. The former
cases are extreme and unusual. The latter cases are, as we have shown, by far the most
common in which Chinese state-owned investments are involved in the Australian

resource sector.

10 A structure of minority holdings through joint venture, as discussed on p. 12 above, or the procurement
of a position on a board may permit a measure of control that requires scrutiny in either privately-owned
or government-owned or related investments.
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Some might argue that investment by a government-owned enterprise is likely, of its
nature, to be inefficient and resource-wasting. Government-owned enterprises have
their origins in bureaucratic systems and have governance structures that are not subject
finally to the disciplines of the market. Would Singtel, a Singapore government-owned
telecommunications provider and investor in Optus, have qualified for scrutiny merely
on that ground? Whatever the firm-specific advantage a government-owned foreign
investor in the resource industry brings to a project (commonly it will be a marketing
link involving integration of operations along a production chain or access to additional
capital), the value it puts on the asset will be ultimately tested in the market. It has been
the practice for an assessment of the managerial capacity of a foreign investor not to
form part of the review process. That a foreign investor is government-owned hardly

seems grounds for now departing from that very sensible practice.

In fact, the empirical evidence suggests that state-owned foreign investors have
performed well (Young and Lu, 1998). Multinational state-owned enterprises from
Eastern Europe perform similarly to other foreign firms. Nor is there any evidence of
the use of state power or privileged information in their business abroad. The goals of
these ventures appear to be simply to operate successfully within the confines of the
market. Our case studies also demonstrate the consistency of investment strategy with

commercial motivation by Chinese investors.

Market disciplines on Chinese firms

The a priori identification of a class of investment proposals as deserving of special
scrutiny introduces an element of pre-judgment into the foreign investment review
process, departing from the well-established and respected case-by case approach. It is
unfortunate that this is occurring at a time when, rather than being cautious about the
participation of Chinese state-owned firms, it is strategically important that Australia,
and other sophisticated market economies, welcome it. State-owned firms in China are
increasingly subject to the disciplines of the market at home. They have preferred
access to domestic credit through the state-owned banking system but on terms that are,

given that distortion, increasingly commercially based!. The prevalence of state-owned

1 Their access to funds from that source for foreign investment is constrained by commercial discipline,
as recent experience with investment in the Indonesian power sector appears to attest.
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firms is wider in China than was the prevalence of state-ownership, strictly defined, in
the resource-consuming and resource investing industries in Japan thirty or forty years
ago, but their entrenchment in the market is not so different. Chinese companies in
which the state has a stake are publicly listed at home and increasingly in Hong Kong
and abroad. Corporate organisation and corporate governance in China is in a state of
transition and is evolving towards a system increasingly governed by market

institutions.

As Woetzel (2008) says:

An out-of-date impression of state-owned companies distorts the picture of
China’s competitive landscape and masks both opportunities and threats facing
multinationals. A more current view would, for example, have them consider
more favourably the value that certain state-owned companies might bring to a
global partnership. A realistic multinational must also recognize that they will
become more attractive to top talent and, probably, more innovative. Both
developments will ratchet up the level of competition.

Thornton (2008), a director on the board of large Chinese state-owned firms, observes:

...officials at the highest levels (in China) recognize the need to put in place
what might be called a modern system of corporate governance. They know that
they'll be required to meet certain standards when they list their major
companies in public markets in Hong Kong, London, or New York. They're also
increasingly convinced that better corporate governance leads to better business
results, greater efficiencies, wealth creation—all of those things that are good
for companies, people, and the country. They have seen that even non-traded
corporations like Saudi Arabia's Aramco have adopted leading corporate-
governance practices.

Australia’s dynamic economic and political interests

Australia’s economic and grand political-strategic interests are in supporting the
momentum towards market based corporate governance in China, and engaging with it.
Practical engagement recommends welcoming investments from Chinese firms because
through their fuller participation in the Australian market and other markets abroad they
subject themselves to the disciplines of robust and well-governed market institutions.
Unnecessary regulation of capital from this source into the Australian market will not
only be detrimental to Australian economic interests by driving it to other markets,

possibly less supportive of reform of corporate structures and corporate behaviour, but
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is likely to encourage a retreat to appeals to the power of the state in ways that are
likely to be damaging to both our long term economic and political interests. The
application of special conditions for these investments would reinforce the perception
of the primacy of regulatory solutions over market solutions, and help sustain the

dominance of the bureaucracy over the market in China.

Sovereign wealth funds

There is also the question of the potential role of China’s sovereign wealth fund (SWF)
in the Australian market for equity in the resource sector (Farrell, Lund and Sadan,
2008; Wood, 2007; J P Morgan, 2008; Monitor Group, 2008; Beck and Fidora, 2008).
Concerns about sovereign wealth funds have included the following ideas (Truman,
2008): that governments may mismanage the funds, including paying insufficient
attention to corrupt practices; governments may manage the funds efficiently but for
non-profit purposes (for example, direct them towards the protection of national
champions, or promoting particular development strategies at home);SWF decisions
may lead to ‘financial turmoil’(as it was alleged of hedge funds); and foreign
governments may have conflicts of interest with the managers of the assets in which

they invest.

Wariness about sovereign wealth funds’ investment intentions appears unjustified.
These funds seek diversified investment and higher returns in international equity
investment like other portfolio investors, although they also have become more active
in the mergers and acquisitions (M&A) market. They add to the stock of capital for
investment in this and other sectors and the capacity of the firms in which they invest to
take advantage of the growth of trade and business opportunities. Should a SWF take a
controlling stake in a particular enterprise, its investment can and should be subject to
the same review and “national interest’ test as that of other investors. There is also a
general interest in improving the standards of transparency and accountability on all
SWFs, including our own, Futures Fund, which does not rank highly on these standards
(Truman, 2008).

The effect of policies directed selectively at Chinese state-owned investment is not

confined to these investments. It is much broader. Australian decisions about foreign
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direct investment in which there is Chinese state ownership or about investments from a
Chinese sovereign wealth fund cannot be prevented from influencing the views of other
investors, including the managers of other SWFs, about the desirability of investing in

Australia.

The scale of these funds is now significant and growing. Truman’s (2008) data on
Sovereign Wealth Funds around the world covers three such funds in China, which now
ranks ninth in terms of offshore assets (with total assets of $US272 billion of which
$US135 billion are invested offshore). The total value of SWFs, according to Truman’s
data, is over $US5000 billion, of which nearly $US3500 billion are international assets.

Singapore has over $US330 billion invested offshore.

Truman is concerned that the adoption of thoughtless protectionist policy towards a
particular country’s SWFs because of wariness about their investment behaviour is
likely to be counter-productive. He suggests instead the international adoption of a
blueprint of good practices that would refer to decision-making based on economic
grounds alone, a commitment to good governance, a commitment to fair competition

with privately owned investors and respect for host country rules.

Additional tests on this class of investment from China and decisions in each case are
likely to make it more difficult to raise capital from others, such as from Japan.
Uncertainties about rules on Chinese foreign ownership, such as caps on control, would
impede capital flows more generally and raise the possibility that such caps might be
applied more widely. At least some of the opportunities created by the growth in
demand in China are likely to be lost. The current ambiguities are damaging to

Australia’s economic and long term political-strategy interests.

Conclusions

There is no persuasive case for any change in direction over control of foreign direct
capital inflows in response the recent surge of interest of Chinese foreign direct
investors in the Australian resources sector. Nor does the participation of the Chinese
sovereign wealth funds in equity investments in Australia present any particular

problem that cannot be dealt with appropriately within the policy framework that has
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been in place for some time. Chinese investors are under-invested in Australia, given
the importance of China in Australia’s trade, including and especially as a market for
Australian resources, and given China’s increased importance in global capital markets.
Unless we deliberately constrain it to our own cost, China’s share in Australian trade
and in global trade and capital markets is destined to continue to grow and China’s
share in the direct and indirect ownership of Australian assets could easily grow

commensurately.

Anxiety over the growth of foreign investment by China is as unfounded as it was, in
earlier times, over the growth in foreign investment by Japan that accompanied the
emergence of Japan as Australia’s major economic partner and a major supplier of

capital to world markets.

Australia has a world class mining sector in which the largest and most competitive
mining firms, both Australian and foreign, are heavily involved. The mining sector is
deeply linked into and integrated with the rest of the Australian economy. And the
taxation and regulatory framework within which the mining sector is governed is well-
established and robust. While some have suggested that the Australian taxation regime
could be improved to ensure that the Australian public capture a higher share of the
rents from high class mine investments or from unusual periods of high profit in the
industry (Hogan 2007), the taxation regime is not a matter of active policy concern or
public debate. If the efficiency of the taxation regime were a matter of public concern,
we have argued, that is a matter that is needs to be addressed through reform of the
taxation regime and its impact on both foreign and domestic firms, not a matter that is
appropriately dealt with through controls or restrictions over FDI inflows. If there are
environmental or social issues that require public policy intervention in the sector, they
are issues that need to be dealt with through initiatives in environmental and social
policy that impact on both domestic and foreign-owned operations, not through controls

over foreign-owned companies alone.

In brief, none of the usual and general arguments that might be advanced in caution
about FDI participation in the sector apply in any substantial degree to the

circumstances in Australia.
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Increased uncertainty about the treatment of Chinese FDI in the resources sector is, at
the margin, likely to damage the potential growth of the sector and Australia’s full and
effective participation in the benefits from Chinese economic growth through the
growth of its market for industrial materials. An important objective is to assuage
nascent Chinese corporate and policy strategies aimed at containing the growth of
Australian market share. These strategies are familiar instruments in the pursuit of
minerals and energy security by resource importers (Lesbirel, 2004). There is the added
risk that application of ‘additional’ policy tests with respect to Chinese investment

creates uncertainty and impediments to investment from other sources as well.

It may seem a puzzle as to how we got ourselves into this pickle over Chinese FDI. A
few final words on that situation and what might be a sensible way out of it may be

helpful.

The rapid rise of China caught many by surprise, although Australia has been on the
leading edge of the wave. The intensification of Chinese investment activity in the
Australian resource sector has also come swiftly although it had been gathering strength
for some time. These developments alone do not explain the recent elevation of policy
interest in Chinese investment in the Australian resource sector or the discomfit of the
previous Australian government or the present government in dealing with the issue®?.
A series of events contributed, and they illustrate our argument as to the value of a
generally applied national interest test to investments of this type. Two were of

particular importance.

The first event was the high profile takeover bid by BHP Billiton for Rio Tinto (see
Box 1) which played into the question of Chinese investment in Australia. Whether it
occurred to the architects of the BHP Billiton takeover strategy or not, a merger
between the two largest international iron ore suppliers in the world was bound to

excite interest in China, the largest iron ore market in the world.

Chinalco, already a significant international investor in mining projects around the
world made its move on an initial minority stake in Rio Tinto. Here is not the place to

speculate about where this corporate takeover game will end but brief comment is in

12 . . S
For early press comment on the policy issues and response see Matthew Stevens, ‘China faces mining investment curbs,” The
Australian, 26 June 2008 and Glenda Korporaal, ‘China warns Labor on investment curbs’, The Australian, 2 July 2008.
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order on the implications of the development for framing policy towards FDI that
incorporates state-ownership. As noted in Box 1, the Treasurer has approved the
investment by Chinalco in Rio to 11per cent. This share is less than the ‘substantial
interest” level of 15 per cent which applies under the FIRB policy®®, and the Treasurer
made the determination under the new guidelines applying to state-owned enterprises.
Should Chinalco move to a ‘substantial interest” in Rio Tinto, or for that matter, BHP
Billiton, there would be a “national interest’ case to consider under Australia’s foreign
investment rules. At current levels, even if Chinalco sought to increase its minority
stake in Rio Tinto beyond 11 per cent but below a “substantial interest’, either to profit
from or protect against the BHP Billiton bid for Rio, there is no case for policy
interference in the matter .** The Treasurer’s intervention illustrates the type of

uncertainty which we have discussed in this paper.

The second event was Sinosteel’s investments in the mid west region of WA. It had
applied to take over Midwest, a Western Australian iron ore company, which was
approved in November just after the Rudd government assumed office. As explained in
Box 1, Sinosteel also targeted Midwest’s neighbour Murchison and it continues to wait
for the FIRB ruling on its application. Sinosteel’s interest in Murchison will have been
increased by the recent WA government decision to ask a Murchison consortium to
build a new port to serve the region. It has been suggested that a wholly Chinese-
owned infrastructure network in the WA mid-west might be an obstacle in delivering
iron ore to other markets. Again, this issue can be dealt with by the kind of conditions
that the Western Australian government has routinely imposed on other infrastructure
developments. The scale and structure of these investments do not suggest any
considerations of “national interest’, effects on competition or strategic importance that

might recommend their non-approval.

These and other issues have introduced confusion into the administration of Australia’s
foreign investment regime over the past year. Much of the confusion seems to relate to
uncertainty about how to respond to the growth of Chinese investment interest in the

13 http://www.firb.gov.au/content/_downloads/General_Policy Summary_April_2008.rtf See the earlier discussion (p.3) of the
plasticity that has appeared in this test.

4 Garnaut (2008), writes: *”Don Argus [Chair of the Board of BHP Billiton] has argued very persuasively to both the Howard and
Rudd governments that the merger will deliver a national champion too big to be taken over,” says Max Suich, a former Sydney
Morning Herald editor who previously reported on the early Australia-Japan resources trade from Tokyo. “The line is that it will
preserve influence and profits for Australia,” he says. “The silence from Canberra on the merger suggests tacit approval and that
Argus has won the argument.”The last time we heard about national champions was from Rex Connor,” [Suich] says.’
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Australian resources and energy sector. The issues of state-ownership of investment,
competitiveness in markets and political or security matters are issues that are not
appropriately dealt with through additional restrictions and tests on Chinese or other
foreign investment proposals. Uncertainty around these issues already runs the risk of
hindering exploitation of the industry’s potential and damaging our longer term

political and security interests.
The best way to dispel the uncertainty and confusion is through

a) reassertion of the market framework within which all foreign investment

proposals are examined in Australia and

b) initiation of government-to-government arrangements for routine
consultation between Australian and Chinese authorities that would serve to
facilitate scrutiny of competition, corporate governance, and financial
transparency issues and have the practical effect of strengthening that

framework over time.

The detail of the initiative we suggest here will need to be the subject of discussion

elsewhere.
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Appendix 1

Principles Guiding Consideration of Foreign Government Related Investment in
Australia

Australia maintains a welcoming stance towards foreign investment in recognition of

the substantial benefits that it provides to our community.

The purpose of Australia's foreign investment screening regime is to ensure that foreign
investment into Australia is consistent with our national interest. The Treasurer can
reject proposals that are deemed contrary to the national interest or impose conditions

on them to address national interest concerns.

Significant foreign investment proposals must be notified to the Australian Government
and examined by the Foreign Investment Review Board (FIRB). This includes all
proposed investments by foreign governments and their agencies. This requirement is a
longstanding feature of Australia’s foreign investment policy that has been maintained

in place by successive governments.

While the FIRB plays an important advisory role, determining whether a proposal is
consistent with the national interest is ultimately a matter for the Treasurer.

To ensure they are consistent with Australia's national interest, the FIRB examines
whether proposed foreign investments may have any adverse implications for
Australia’s national security or economic development and ensures they are consistent
with any specific foreign investment legislation in areas such as transport and
telecommunications. It also examines whether proposals have implications for other
Government policies, competition and the operations of Australian businesses.

If the Treasurer forms a view that a foreign investment would be inconsistent with
Australia’s national interest, it may be blocked or made subject to conditions to address

any problems that have been identified.
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Guidelines for foreign government investment proposals

Proposed investments by foreign governments and their agencies (e.g. state-owned
enterprises and sovereign wealth funds (SWF)) are assessed on the same basis as
private sector proposals. National interest implications are determined on a case-by-

case basis.

However, the fact that these investors are owned or controlled by a foreign government

raises additional factors that must also be examined.

This reflects the fact that investors with links to foreign governments may not operate
solely in accordance with normal commercial considerations and may instead pursue
broader political or strategic objectives that could be contrary to Australia’s national

interest.

The Government is obliged under the Foreign Acquisitions and Takeovers Act 1975 to
determine whether proposed foreign acquisitions are consistent with Australia's national
interest. In examining proposed investments by foreign governments and their agencies,

the Australian Government will typically have regard to the following six issues.

1. An investor’s operations are independent from the relevant foreign

government.

In considering issues relating to independence, the Government will focus on the
extent to which the prospective foreign investor operates at arm's length from the

relevant government.

It also considers whether the prospective investor's governance arrangements could
facilitate actual or potential control by a foreign government (including through the

investor's funding arrangements).

Where the investor has been partly privatised, the Government would consider the
size and composition of any non-government interests, including any restrictions on

governance rights.
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2. An investor is subject to and adheres to the law and observes common

standards of business behaviour.

To this end, the Government considers the extent to which the investor has clear
commercial objectives and has been subject to adequate and transparent regulation

and supervision in other jurisdictions.

The Government will examine the corporate governance practices of foreign
government investors. In the case of an SWF, the Government would also consider
the fund's investment policy and how it proposes to exercise voting power in

relation to Australian companies.

Proposals by foreign government owned or controlled investors that operate on a
transparent and commercial basis are less likely to raise additional national interest

concerns than proposals from those that do not.

3. An investment may hinder competition or lead to undue concentration or

control in the industry or sectors concerned.

These issues are also examined by the Australian Competition and Consumer

Commission in accordance with Australia's competition policy regime.

4. An investment may impact on Australian Government revenue or other

policies.

For example, investments by foreign government entities must be taxed on the same
basis as operations by other commercial entities. They must also be consistent with

the Government's objectives in relation to matters such as the environment.

5. An investment may impact on Australia’s national security.

The Government would consider the extent to which investments might affect

Australia’s ability to protect its strategic and security interests.
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6. An investment may impact on the operations and directions of an
Australian business, as well as its contribution to the Australian economy

and broader community.

The Government would consider any plans by an acquiring entity to restructure
an Australian business following its acquisition. Key interests would include
impacts on imports, exports, local processing of materials, research and

development and industrial relations.

The Government would also consider the extent of Australian participation in
ownership, control and management of an enterprise that would remain after a
foreign investment, including the interests of employees, creditors and other

stakeholders.

Source:
http://www.treasurer.gov.au/DisplayDocs.aspx?doc=pressreleases/2008/009.htm&p

agelD=003&min=wms& Year=&DocType=
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Appendix 2

Chinalco’s Announced Acquisitions since 2005

Acquired Company

Announcement Date Stake (per cent)

Chengdu Huaxi Aluminum Co Ltd
Chinalco Henan Aluminium
Chinalco Southwest Alum Co Ltd
Lanzhou Liancheng Longxing
Shenyang Nonferrous Metals

Rio Tinto PLC

Lanzhou Aluminum Hewan Power
Yunnan Copper Indus(Group)Co
Peru Copper Inc
Chinalco-Shanghai Copper Ind
Fujian Chinalco Ruimin Alum Co
Chinalco Henan Aluminium
Baotou Aluminium Co Ltd
Chinalco Ruimin Co Ltd
Chinalco-SWA Plates & Strips
Lanzhou Liancheng Alum Co Ltd
Southwest Alum(Grp)Co Ltd
Tongchuan Xinguang Alum Co Ltd
Lanzhou Aluminum Co Ltd
Shandong Alum Ind Co Ltd
Gansu Hualu Aluminum Co
Fushun Titanium Ind Co Ltd
Fushun Aluminum Factory

Zunyi Aluminum Corp Ltd
Shandong Huasheng-Aluminum
Jiaozuo Wanfang Aluminum
Shanxi Guanlu Co Ltd-Assets

14/05/2008
14/05/2008
14/05/2008
14/05/2008
5/03/2008
1/02/2008
29/10/2007
20/08/2007
11/06/2007
8/06/2007
2/04/2007
2/01/2007
2/01/2007
2/01/2007
2/01/2007
2/01/2007
2/01/2007
2/01/2007
4/12/2006
4/12/2006
12/08/2006
20/03/2006
12/03/2006
26/01/2006
10/01/2006
7/12/2005
6/12/2005

56.9
84
60

100

100
12
49
49

100

44.2
25

100

100

100

100

100
3.7

100
72

28.4
51
70

100

66.4
60
29

100

Note: Includes acquisitions which are completed and pending.

Source: SDC Platinum Database, accessed 13/06/08
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