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After its entry into the WTO, China has been obliged Lo open its markels
Lo foreign enlerprise. As a resull, mergers and acquisitions have become
popular vehicles for foreign investment. Compelition law has played an
important role in governing the conduct of these lransactions by foreign
entities. This paper provides a delailed examinaltion of Chinese merger
control law and practice, supplemented by published decisions of the
Ministry of Commerce. Further, this paper examines whether the abstract-
ness and vagueness of the law allow the authorities too much discretion in
their handling of merger applications. This paper also addresses the issue
of national securily.

Apres son accession a ' Organisation mondiale du commerce, la Chine
a dit ouvrir ses marchés aux entreprises étrangéres. En conséquence, les
fusions et acquisitions ont connu un essor dans le cadre d’investissements
étrangers. Le droit de la concurrence a été un important facteur de contréle
des transactions effectuées par des entités étrangéres. Cet article examine
en détail les dispositions législatives el la pralique en ce qui concerne
le contrile des fusions, ainsi que les décisions publiées du ministére du
Commerce. En outre, il se penche sur la mesure dans laquelle le caractére
absirail el vague de la loi laisse aux autorités un pouvoir discrétionnaire
excessif dans la facon dont ils traitent les demandes de fusion. Larticle
aborde aussi la question de la sécurilé nationale.

1. Introduction

he Chinese Constitution establishes the Chinese economy as
a socialist market economy.” Accordingly, the Chinese gov-
ernment develops its economic policies with both socialist
and capitalist objectives in mind. The legal system reflects these dual
impulses. After decades of transitioning from a purely socialist model
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to the current system, the authorities realized that one of the keys
to economic development is the promotion of efficiency. Therefore,
they recognized the need to develop competition policies to promote
gradual and stable economic growth.? In the meantime, foreign acqui-
sitions of Chinese companies through mergers became a trend after
China joined the World Trade Organization. These mergers allowed
foreign investors to acquire a proximate and significant presence in
the Chinese market.* It is not controversial to claim that these factors
have shaped China’s current merger policy.® As it stands, the recently
enacted Anti-Monopoly Law (hereinafter “AML”)® has an immense
influence on the merger behaviour of foreign entities doing business
in China.

The spirit of the AML, as the name suggests, is to promote and
maintain fair competition in the marketplace. The author observes,
however, that facilitating China’s socialist market economy - especially
the operation of State-Owned Enterprises (hereinafter “SOEs”) - is a
crucial consideration for the authorities when implementing the AML.
A detailed examination of the law reveals that the abstractness and
vagueness of stated limits on mergers and acquisitions (“M&As”) allow
the authorities an almost boundless discretion in handling merger
applications. In the author’s opinion, the government purposely granted
this broad discretion to protect SOEs. That is, since different industries
have different characteristics affecting SOEs’ vulnerability, the law
provides leeway for the authorities to respond to those characteristics.
The authorities” overwhelming discretionary power inevitably raises
the issue of whether the law is a tool used to discriminate against
foreign investors. In truth, the spirit of the law may be protecting SOEs
or former SOEs from foreign acquisitions rather than promoting fair
competition.”

The issues surrounding Chinese merger review have important
implications for foreign investors looking to enter the Chinese market.
Indeed, Chinese merger approval is now often required to close inter-
national, multi-jurisdictional deals, including deals involving Canadian
entities. Notably, in the 2012 acquisition of Saskatchewan’s Viterra Inc.
by Glencore, the parties had expected to obtain all regulatory approvals
by July of 2012. Canada, Australia, the United States, and New Zealand
had all given the go-ahead. However, Chinese approval did not occur
until December of that year despite the lack of apparent competition
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issues. Moreover, the AML applies based on sales into China and no
Chinese establishment is actually required to trigger the application
of the AML.* As more and more deals hinge upon it, understanding
China’s competition law and merger review process — and related
issues — becomes ever more crucial.

This paper has three main parts. First, I discuss why the AML is
drafted in a way that allows the authorities to exercise broad discre-
tion, addressing policy objectives as well as related practical issues.
Second, using published (controversial) decisions to illustrate, I
discuss how the implementation of the AML’s provisions may work
against foreign investors. Finally, I briefly cover the National Security
Review process, explaining its effects on foreign merger applications. I
conclude by summarizing the practical effect of the AML and the key
points to which foreign investors should direct their attention.

2.The Nexus between SOEs and the Ambiguity of the AML

China’s special and unique market culture plays a major role in pre-
venting Chinese competition law from achieving its supposed purpose.
This situation is more apparent in those industries in which SOEs enjoy
a leading position.

The provisions of the AML, when compared with other jurisdictions,
are purposely drafted in an abstract way to allow the authorities to
assess foreign investment applications based on the relevant market’s
characteristics. The primary consideration may be the ability of the rel-
evant market to deal with foreign entry.

The provisions of the AML, though making reference to other juris-
dictions, were drafted with ‘Chinese characteristics. In addition to
implementing the provisions from the EU, the law included two new
factors: the concepts of “public interest” and “the healthy development
of the socialist market economy.”

Some terms such as ‘control’ and ‘efficiency have been incorpo-
rated in the provisions, but definitions are not provided in the law
nor in the supplementary notice.” Furthermore, the AML contains a
national security review test to ensure that the national interest will
not be harmed. This ambiguity has raised concerns about how the
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terms should be defined and how the test should operate. The rationale
underpinning the drafting is still under scrutiny.

Another concern is the ambiguity surrounding how the authority
weighs the factors stipulated in the law." The published decisions,
unfortunately, have failed to provide the reasoning or interpretive
methodology supporting their conclusions. This lack of transparency
and the unequivocal nature of the drafting leads to a concern about
whetherthe Chinese Authorityis usingthe AML asatool to deter foreign
investment." Foreign investors who hold a moderate view have sug-
gested that it would be difficult for them to assess in advance whether
they have complied with the law.'? The incorporation of National Secu-
rity Review has accelerated investors’ concerns as to whether political
factors would be taken into consideration and whether the law is tar-
geting foreign investors." Therefore, it is worthwhile to understand the
objective of the law to assess whether it achieves the stated spirit of the
law: fair competition.

3. The Objective of the Law and the Conflicting Reality

China began its economic reform almost twenty years ago. The
concept of private property rights has been successfully introduced
and implemented in various industries. The legal system in China is
still subject to continuous reform. Chinese laws were drafted with
reference to analogous statutes of other jurisdictions. However, com-
mentators have always suggested that despite using the laws of other
nations as a blueprint, China has promulgated laws that are “socialist
with Chinese characteristics.”*

The AML is not an exception. When making a direct comparison
with other jurisdictions, the AML falls short of giving comprehensive
coverage in many areas. Nonetheless, Mehra has observed that it is
dangerous to make the unwarranted assumption that China shares
a similar background with other jurisdictions.'® Therefore it is impor-
tant to understand the economic structure of China to understand the
drafting of the AML and how the statutory language affects foreign
investors entering the Chinese market. The formulation of competition
policy is closely affiliated with economic, political and legal contexts in
China."® The following sections illustrate these factors, including the
influence of SOEs, in detail.
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A.The importance of promoting the healthy
development of SOEs

Article 1 of the AML states the purpose of the law:

This Law is enacted for the purpose of preventing and restrain-
ing monopolistic conducts, protecting fair competition in the
market, enhancing economic efficiency, safegnarding the inter-
ests of consumers and social public interest, promoting the
healthy development of the socialist market economy."”

Most of this provision incorporates the typical wording of a compe-
tition law aiming to promote fair market competition. However, the
latter part of Article 1 referring to the “public interest” and the “healthy
development of the socialist market economy” might, in some circum-
stances, imply contradictions with competition-oriented objectives.
For example, in a sector dominated by SOEs, conflicts could arise
between free market and socialist objectives.

It is not in dispute that most of the main industries in China are
dominated by SOEs, which employ a large portion of the labour force.
SOEs are the largest enterprises in China and their coverage extends
to a range of prominent sectors such as electricity, railroads, telecom-
munication and banking.'"® Administrative monopolies are not rare as
the government requires factories and wholesalers to use the products
or services of selected producers that are affiliated with SOEs or former
SOEs that are controlled by the government.”® With the subsidies and
the effect of administrative monopolies, SOEs generally operate inef-
ficiently when compared to private enterprises. Therefore, allowing
foreign investors to enter the market would reasonably be expected
to enhance efficiency and help the market achieve its market price
equilibrium.

Allowing foreign investors to enter the market, however, would
likely affect the operation of SOEs. It is clear that competition would
extinguish the marginal firms from the market.”” SOEs, beyond doubt,
have played an important role in the Chinese economy, and their
collapse would definitely affect the stability of the economy. Such a
result would contradict the objective and rationale of AML to promote
healthy development of the socialist market economy. Furthermore,
the collapse of SOEs would lead to an unemployment problem and
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surrounding adverse effects — like inflation — as the price level of
effectively subsidized products returns to equilibrium. This result
would certainly contradict the objective of safeguarding the public
interest.

B. Exemption granted to SOEs

Article 7 sheds some light on whether the authorities would provide
the SOEs with exemptions to the AML. Article 7 protects the busi-
ness operations of SOEs in industries that concern the lifeline of the
national economy or national security. It also protects SOEs that enjoy
exclusive production and sale by law.”! The word ‘exclusive’ has a sig-
nificant implication as it is contradicts the spirit of fair competition.

Some commentators have doubts as to whether the goal of main-
taining fair markets can be reconciled with the goal of protecting the
operation of SOEs.”? On many occasions, the two goals conflict with
each other, as open competition would threaten the survival of SOEs.
Lobby groups advocating for continued protection of state-monopo-
lized industries assert that the current industry rules and laws leave no
room for the AML to apply in those sectors.” Even if the AML has arole
to play, it is at most limited to “safeguard[ing] the competition order
in the market.”™ It is not in dispute that Article 7 would provide the
platform for the authority to give special treatment to the SOEs that
play national security or fundamental economic roles, or to SOEs that
enjoy exclusive and monopolistic operation.®

Different views have been expressed on this issue. It has been sug-
gested that the stated legislative intent is creating a foundation for
perfecting socialist market mechanisms to allocate resources and
develop the legal system.” In contrast, other commentators are of the
view that the enactment of AML is targeting anticompetitive action.
However, after comparing the provisions of the above articles with
other jurisdictions, it is the author’s view that the AML was purposely
drafted to be ambiguous so as to grant the authority the discretion to
tailor its response to the circumstance and background of the targeted
company. This flexibility comes at the expense of certainty and trans-
parency. If the law is implemented in a way that expands the scope
of protection to every industry, foreign investors inevitably would face
discrimination and disadvantage.” In the following sections, I analyze
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the substantive test and factors relevant for merger review in order to
provide a comprehensive picture of the law’s implementation. I also
examine the law’s effect on foreign investors entering the Chinese
market through M&As.

C.The complicated nature of the AML leads to differences
in the construction of the law

Another key reason why the law was drafted with loopholes is that
the authority does not have the requisite experience in processing
merger reviews, in contrast to analogous bodies operating in developed
countries.”® Therefore, the drafting of the law reflects this immatu-
rity and further clarifications are expected. The law was drafted to
give the authorities discretion to strike a balance between protect-
ing SOEs and encouraging fair competition. For instance, Article 1 of
the AML stipulates that the law is enacted for the purpose of prevent-
ing and prohibiting monopolistic conduct, safeguarding fair market
competition, improving efficiency of economic operation, and protect-
ing customers. On the other hand, the law states that the legislative
intent of the AML also comprises the public interest and promoting
the healthy development of the socialist market economy. Article 1 of
the AML, surprisingly, has incorporated two potentially contradicting
objectives. Where improving efficiency would be done at the expense
of harming the healthy development of the socialist market economy,
the authority would, in the author’s view, place more emphasis on the

latter factor.

4. Enforcement Agencies and their Discretion
under the Law

Although there are three authorities empowered to implement the
AML,” Article 51 of the M&A provision® gives the Ministry of Com-
merce ("“MOFCOM?”) the exclusive responsibility to review and make
decisions for merger control in transnational trade.* This exclusive
power to review and publish decisions by exercising discretion, without
checks and balances, has led to a lack of certainty and transparency.



122 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE Vol. 26, No. 1

A.The operation of the system leads to uncertainty —
published decisions’ lack of substance

As stated in Article 30 of the AML,* MOFCOM is required to publish
decisions in relation to foreign mergers. However, the provision only
requires MOFCOM? to publish a decision and does not stipulate what
information should be covered in the published decision. The inevita-
ble effect is that the reviewing process lacks transparency. Furse found
that therestraint on the flow of information makes it substantially more
difficult for outsiders to understand and anticipate decisions made by
MOFCOM.* The published decisions illustrate the lack of clarity in the
law; for example, it is unclear how substitutability would affect the
determination of the relevant product market.> Understanding of the
law is restricted to the literal wording of the provisions, not to predict-
able interpretive methodology. In other words, foreign investors have
no way of predicting how the law will apply to prospective transactions.

Two controversial decisions, namely the CocaCola/Huiyuan® and
Missubishi/Lucite’ decisions, are only four pages long each. In the
first published decision, InBev/Anheuser-Busch,® MOFCOM only pub-
lished one and a half pages and did not incorporate information on
how it undertook its analysis and the various factors that it consid-
ered. The decision lacked substantive analysis of competition within
the concerned market.* The reasoning was even worse in the Coca
Cola/Huiyuan decision, where MOFCOM failed to provide a distinct
definition of the relevant market, fundamentally weakening the rea-
soning and the prohibition. These decisions illustrate the concern that
MOFCOM has too much discretion regarding foreign merger control
and that the present system lacks transparency.

Notwithstanding the fact that economic policy plays an important
part in the implementation of the AML, it is still a prerequisite for
foreign investors to understand the competition law and the corre-
sponding competition policy to ensure they comply with the articles of
the AML. The decision-making process, nonetheless, is less transpar-
ent than in other jurisdictions.® In the following sections, I discuss the
significant provisions that are relevant to foreign mergers and evaluate
their impact.
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5. The Ambit of the Law - a Vague Boundary

It is important to identify the scope of the law to ascertain whether
the law would apply to a specific merger transaction. Foreign busi-
ness operators should conduct a self-assessment prior to application.
However, MOFCOM, when compared with the other competition
authorities (in particular, the European Union and the US), has failed
to make the AML’s boundaries of application clear to the public. This
ambiguity always leaves room for MOFCOM to exercise discretion.

The act of “concentration of business operators” has been catego-
rized in Article 20 of the AML. Three types of concentration are subject
to the control of the law.* The first type is a merger of two businesses.
The second and third type, however, are open to interpretation as there
are no clarifications on defining the technical terms “control” and
“decisive influence”

A. Difficulty in apprehending the concepts of “control” and
“decisive influence”

The AML has not specifically defined what constitutes control. It
only mentions that majority acquisition would “exert a decisive influ-
ence on other business operators by control or any means.”? Without
a clear definition of these terms, the public cannot reliably predict the
law’s implementation, thus affecting the progress of the merger. Some
commentators have found that it is unclear how to distinguish an
acquisition of control from decisive influence.”

In the absence of Chinese Terminology to supplement the terms,
Lorenz suggests that it is more convenient to interpret the provision by
assuming that the potential for anti-competitive effects from control is
stronger than decisive influence, but that both can diminish the mar-
ket’s competition and development.*

It is difficult, if not impossible, for outsiders to understand the
standards of “control” and “decisive influence.” In Furse’s view,” the
wording is unclear and can potentially apply to the establishment
of management contracts.* In short, without consulting MOFCOM,
foreign investors could never be certain whether control and decisive
influence exist in a given case. Further, this ambiguity has arguably
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been purposefully introduced, as an earlier draft of the AML defined
“control” in a more detailed way. Control was originally defined in the
draft AML as the ability to exercise decisive influence which would
arise where any business operator was able to command a significant
influence on the manufacturing and operational business of another.”
However the draft implementing regulations has not been enacted.

B. Apparent attempt to extend the power of discretion

MOFCOM has attempted to provide an articulate definition of what
constitutes “acquisition of control” Article 3 of the draft notification
rules® stipulated the percentage threshold that would amount to sub-
stantial control.*” However, this definition was eventually removed
from the final rules. Harris found that the removal has converted the
merger control process into an indeterminate one: it gives more dis-
cretion to the authority.”

No implication or inference can be drawn to clarify what constitutes
control or decisive influence. This could be fatal for foreign inves-
tors, as their first step to interpret merger review under the AML is to
understand whether the law applies to their type of transaction. The
law, however, fails to provide any guidelines to them.

C. Minority share acquisition has not been discussed
in the AML

It is not uncommon for foreign investors to acquire minority share-
holdings to participate in the Chinese market. This allows them to
gather more background information on the market, facilitating a sub-
sequent acquisition. However, the AML has yet to provide sufficient
guidelines on whether minority share acquisition is subject to the law.

The draft provision stipulated that if an acquisition, even a minor-
ity acquisition, gained the purchaser the ability to nominate directors,
finalize financial budgets and make decisions on important issues, it
fell within the ambit of the law.>* The provision mirrored the European
Merger Regulation (hereinafter “ECMR”)** in regarding a minority
acquisition as a transfer of control if it allows the purchaser to enjoy
the “rights or contracts which confer decisive influence on the compo-
sition, voting or decisions of the organs of an undertakings*
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However, the definition and the explanation of the phrase
“acquisition of control” was omitted from the final version. No other
official guidelines have been provided by the Chinese authority.
Although it is suggested that MOFCOM may address this crucial issue
in the future, the lack of authoritative guidance causes unnecessary
uncertainty. Foreign investors could make reference to the provisional
draft, but avoiding influence through the provisional factors might be
inadequate to avoid the scrutiny of the authority.

D. Attempts to interpret the concept of control by making
reference to other Chinese law

Several scholars have made attempts to interpret “control” in the
AML. Wu suggests drawing inferences from the Company Law 2005
which has defined both “controlling shareholders” and “actual control-
ler> This approach is shared by Harris who commented that Article
217(1) of the PRC law has provided a potentially useful guidance on the
meaning of “control.” Furse has also suggested that “control” should
not be categorized as the ability to merely exercise material influence,
but a considerable ability to exclusively instruct the operations of the
acquired entity.*

In arecently published circular on the national security review for the
acquisition by foreign investor of a domestic Chinese enterprise (the
“NSR circular”), “control” was defined for the purpose of the National
Security Review process. Article 1(3) of the circular provides that one
has de facto control if one’s post-acquisition shareholding is 50 percent
or more; or if one’s shareholding is lower than 50 per cent but one’s
voting rights are sufficient to have a significant impact on sharehold-
ers meetings or the Board's resolutions. Further, the shareholding
amounts to de facto control if it gains the acquirer actual control of
management decisions, human resources or technology.”” Thus, the
focus is not only on the quantity of shares but also de facto — that is, real
and substantial - control of the company. This practical control can
include management of the company and command of its resources,
both tangible and intangible. It is not clear whether MOFCOM would
apply the same standard in defining control over the company, but this
guideline provided by the State Council sheds some light on interpret-
ing the concept of control that the Chinese authority may employ.
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E. The law fails to address whether joint ventures are
considered concentrations

Joint ventures are also a popular means for foreign investors to enter
the Chinese market. However, the AML fails to address the issue of
whether joint ventures are a type of concentration governed by the law.
In the “MOFCOM Provisional Rule on Notification of Concentration
of Undertaking™® (hereinafter “Provisional Rules on Notification”),
Article 2 stipulates that when “[t]wo or more operators ... jointly set
up a new enterprise, [it] constitutes concentration under Article 20 of
the law.™® The original draft did not mention whether the joint venture
provision refers to “full function” or “partial function” joint ventures.®
Atthe time, it was expected that the final draft would make that crucial
distinction.®

Surprisingly, the final draft removed the whole section relating to
joint ventures. However, Article 20 of the AML indirectly includes the
form ofjoint ventures into the ambit of the AML.*” In the Article Expla-
nation released by the NPCSC® (hereinafter “Official interpretation”),
it categorized a joint venture as an acquisition of control by contract
or by other means under Article 20(3) of the AML.%* Therefore, acquir-
ing a controlling interest through a joint venture agreement would fall
into the ambit of “by contract or any other means.” This provision thus
becomes a flexible instrument that allows the authority to categorize
different forms of acquisitions, including joint ventures, as subject to
the AML.

The author speculates that the reason the entire joint venture pro-
vision was deleted from the final version of the AML was to expand
the discretion enjoyed by MOFCOM. The ECMR, Article 3(4) stipulates
that “[t]he creation of a joint venture performing on a lasting basis
all the functions of an autonomous economic entity shall constitute
a concentration.” Therefore only full function joint ventures would
be subjected to the ECMR’s control. In contrast, by indirectly assum-
ing control over joint ventures under Article 20(3), the authority gains
more comprehensive control over joint ventures.

The provision confers to MOFCOM the power to examine any form of
joint venture, even those not controlled by the EU, so long as MOFCOM
perceives them as competitive undertakings.®® The broader approach
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adopted by MOFCOM allows it to gain more control over M&A activi-
ties. This practice is different from other jurisdictions. The scope of the
law is designed to accommodate China’s socialist marketplace.

F. Concept of control under the ECMR

In the ECMR, the term “concentration” refers to an operation result-
ing in “a lasting change in the control of the undertakings concerned
and therefore in the structure of the market.™” Article 3 of ECMR further

elaborates the concept of concentration in detail.®®

The concept of
control includes the concepts of joint control and sole control depend-
ing on whether one person has decisive influence on the activities of an
undertaking. Unlike the AML, the concept of “decisive influence” has
been further explained. The “notice of concept of concentration” con-
tains an approach to assessing whether a shareholder has the power
to make the strategic decisions of an entity.*® According to Varona,”
the key to determining the presence of decisive influence is the nature
of the shareholding. However, majority shareholding is not the only

factor that determines control.”

The ability to exercise a decisive influence over the activities of an
undertaking has also been indirectly defined in the ECMR. The ECMR,
the Commission Interpretation”™ and case law™ clarify what consti-
tutes a sufficient degree of control to exercise decisive influence.” The
commission notice suggests that control could be done by one or more
“undertaking that constitute legal entities or the assets or part of the
assets””> Generally, if the undertaking allows an actor to have contrac-
tual veto rights that influence the management of the company, then
the actor has control.”

G.The Chinese authority should draw from European law to
provide more guidelines

The European court has developed its case law to clarify what con-
stitutes sufficient control. Furthermore, the commission notice” has
explained the concept of control. Indeed, the European legal concept
of control has developed to accommodate the concepts of majority
shareholdings, veto power, property rights, and rights to the use of all
or part of assets.
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In contrast, the Chinese AML does not clarify what constitutes
control. Comprehensive guidelines would be a welcome development,
adding certainty to the marketplace. Furthermore, MOFCOM could
use its published decisions to explain its reasoning, allowing outsiders
to understand the Chinese understanding of control.

6.The Substantive Test for Concentration Effect Review

Article 28 of the AML stipulates one of the key tests in merger review
regarding concentration effects.”® The first part of the Article states
that concentration will not be allowed if the merger “will or may elimi-
nate or restrict competition.” This language is abstract. However no
further guidelines have been published by NPCSC or State Council.
Published decisions made by MOFCOM have also provided no clarifi-
cation. Therefore, considerable uncertainty exists in this domain.

A. Ambiguity of “Eliminate or restrict competition”

The provision is ambiguous as to what criteria MOFCOM will use
to determine whether the merger “eliminate[s] or restrict[s] competi-
tion.” First, as stated by Matthew Bachrack,” there is no elaboration on
what degree of concentration would amount to a restriction of compe-
tition. Further, the public has received no indication of how MOFCOM
would formulate the test for concentration.

Harris has tried to respond to this issue,” inferring that since the
provision does not require any “substantial” or material impact on
competition, the level of competition could vary by a very large extent.
However, the published decisions did not include any substantive
competitive impact assessments,* so any analysis is speculative.

Further, the wording “will or may™ expands the scope of MOF-
COM’s discretion. The wording may establish speculative restriction
as a substantial platform for MOFCOM to prohibit the concentration.
Accordingly, there are concerns that the provision allows for prejudi-
cial action against foreign companies.®** In any event, the wording at
least raises concerns for foreign investors.

Whether MOFCOM would form a general presumption that
all mergers and concentrations “eliminate or restrict market
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competition” invites considerable debate. Is there a strong presump-
tion of competition restriction requiring strong evidence to rebut it?
Would the strength of the presumption differ for foreign investors? The
authority’s stance remains unknown. The author recommends that
MOFCOM assess the merits of every concentration and make its deci-
sions on a case by case basis instead of using tautologies to evaluate
concentration.

B. The substantive appraisal test under
the EC merger regulation

Under the European Merger Regulation,® the substantive test was
drafted to cope with mergers that would result in non-coordinate
effects in oligopoly markets® even though a single, collective domi-
nance may not be established.®® Recital 25 of the ECMR provides a
more thorough and comprehensive picture to explain how the provi-
sion works. Under this recital, a merger is anti-competitive when, even
in the absence of an oligopoly, it would “result in a significant impedi-
ment to effective competition.”™’

This notion of “significant impediment to effective competition” has
been borrowed by the AML but applied to when mergers “eliminate
or restrict competition.” Unlike the AML, ECMR has further elabo-
rated the concept of “significant impediment to effective competition.”
In this recital, it provides that dominant position would not be the
primary factor in making the assessment.*® The anti-competitive effect
should be assessed by the effect that results from “the non-coordinated
behavior of undertakings which would not have a dominant position
on the market concerned.™

Under this provision, a merger would be disapproved if a significant
impediment to effective competition is established. Heavy emphasis
has been placed on the factor of effective competition.” Even if the
merger did not create or strengthen a dominant position, if the merger
leads to the elimination or substantial reduction of competition - that
is, the development of an oligopolistic market — then the merger would
still be prohibited.
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C. Further clarification on “significant impediment to effective
competition” could be made by the authority

When comparing the two provisions, the ECMR provides a detailed
guideline. It places its focus on effective competition and further
explains the concept bybringing in the concept of oligopolistic markets.
In contrast, the AML gives no explanation as to what degree of concen-
tration would be considered a limitation or restriction of competition;
nor does it account for oligopolistic market situations. Although the
word “eliminate.” which refers to a monopolistic market, is clear, the
word “restrict” is open to various interpretations. The abstract, unclear
nature of the provision is obvious and significant when compared to
ECMR provision. Again, the Chinese authority’'s broad discretion comes
at the expense of commercial certainty regarding the law’s application.

7. MOFCOM'’s Discretionary Power to Allow Concentration

The AML provides the criteria for MOFCOM to exercise its discretion
to allow the concentration as long as “the business operators can prove
either that the favorable impact of the concentration on competition
obviously exceeds the adverse impact, or that the concentration meets
the public interest.”" In exercising this discretion, the “Anti-monopoly
Law Enforcement Agency under the State Council may exercise its
discretion not to prohibit the concentration.”” Taken together, these
provisions empower MOFCOM to allow the concentration if the advan-
tages of the merger are not exhaustively offset by its disadvantages.
This discretionary mechanism may also be triggered if the concentra-
tion affects the social and public interest.

This provision introduces the concepts of an “efficiency” element
and the “public interest.” In the following section, I analyze their impli-
cations and rationale.

A. Efficiency element: private or public efficiency?

The efficiency element arises in the second part of the “discretion
provision.” However, it is unclear when the authority will regard effi-
ciency as enhanced. The ambiguity casts doubt on whether purely
private efficiency gains will provide a sufficient basis for concentra-
tion.* If private efficiency gains will not suffice, then a public efficiency
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concept will make the application more complicated, as the compu-
tation would involve externality costs.”® As suggested by the Coase
theorem,” externality costs can never be easily defined and calculated
by a single company.

In the US, the Department of Justice (the “DOJ”) and the Federal
Trade Commission (the “FTC”) found it necessary to define more pre-
cisely where a proposed merger can create efficiencies without having
adverse effects on competition.”” They have articulated how efficien-
cies are factored into the analysis by releasing the revised version of
their merger guidelines.”® The guidelines define the efficiencies of a
merger as “permitting a better utilization of existing assets, enabling
the combined firm to achieve lower costs in producing a given quantity
and quality than either firm could have achieved without the proposed
transaction.” This provision introduces the concepts of utilization
and cost minimization. However, the guidelines admit the difficulty of
verifying and quantifying efficiencies.'”

Attempts have been made to convert this abstract concept into
a more concrete one. In order to rely on the efficiency claims, for
example, the merging party must prove how and when the efficiency
would be achieved, outlining the merged firm’s ability and incentive
to compete."”" The guidelines suggest that the efficiency claim would
not be allowed if it is too vague or speculative, or if it is unverified
by reasonable means. In this regard, cognizable efficiencies are
recommended since they are “merger-specific efficiencies that have
been verified and do not arise from anticompetitive reductions in
output or service and are assessed net of costs produced by the merger

or incurred in achieving efficiencies.”

This guideline has been used for 16 years in the US and has provided
clarity and certainty to the public. Jones views the US approach as jus-
tifiable on the grounds of strict economic theory, since the increase in
consumer welfare could follow from the cost minimization.'” Although
doubts may arise as to whether such a strict economic approach would
be commensurate with the values embodied in China’s socialist market
economy, it would be helpful if the Chinese authority took a lead from
the US by further clarifying the efficiency article in the AML.
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B. Public interest element

The definition of “public interest” is difficult, if not impossible, for the
outsider to ascertain. It is an extremely sensitive issue in the Chinese
community. Moreover, the public interest concept is controversial and
ambiguous in the context of the Chinese market economy.'” The law
is silent on what factors would be taken into account to consider what
constitutes public interest.

Furse has suggested that the objectives stipulated in Article 1 of the
AML could help us draw some inference about the concept’s content.'*
Article 1 mentions that the purpose of AML is to promote the healthy
development of the socialist economy. However, this purpose is still
too vague to draw any concrete inference from it. Not surprisingly,
foreign parties would be in an even more difficult position to make
public interest arguments as they lack the requisite turnover and
market impact in China to prove their mergers will fulfill the public
interest elements.'” An inference could therefore be drawn that the
public interest element is discriminatory.

The public interest element has yet to be fully ascertained, and there
is concern as to whose interest would be co-extensive with the public
interest. If the AML protects both business operators and customers,
then whose interest should be prioritized as the public interest?'” The
goal of protecting a fair market for competition will not always align
with the goal of protecting the public interest.'”® With regard to the
issue of price control, competition would always drive the price down
to an equilibrium level. However, it would be in the public interest for
the government to maintain a price floor to control the consumption
of certain products like cars and cigarettes. Such government interven-
tion would, however, deter the authority from allowing competition as
it would not further the public interest. In contrast, for some indus-
tries the government might like to maintain a price ceiling, such as for
commodities or subsidized inputs to the SOEs. Competition law might
come into conflict with government policy and diverge with their
understanding of the public interest.

Furthermore, the public interest issue becomes more complex if the
proposed merger is associated with SOEs. Article 7 of the AML states
that where SOEs operate in a “lifeline” industry of the national economy,
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its exclusive position shall be lawfully protected.'”® Accordingly, if
foreign companies have taken action in acquiring and merging with
companies in state-dominated industries, such action may prima facie
violate the public interest as exclusive production would be superseded.
The provision also confers the power to the corresponding authority to
protect the SOE.*° Thus, the public interest requirement only acts to
deter M&As instead of allowing for justified exceptions.

8.“Relevant Market” Analysis in China

To determine whether a merger would be adverse to the market, it is
crucial to determine whether the firm could obtain a dominant position
thatwould diminish the market’s competition. Theneed fordetermining
the relevant market has been summarized by an EU case, which stated
that it is the “necessary precondition for any assessment of the effect of
a concentration of a concentration on competition.”"" Therefore, the
main purpose of market definition is “to identify in a systematic way
the immediate competitive constraints facing the merged entity.”'**

In China, the definition of “relevant market” has been stipulated
in Article 12 of the AML. It has only introduced the product market
concept and the geographical market concept without further
elaboration.'?

To address this uncertainty, the Anti-Monopoly Committee promul-
gated further guidelines in 2009 (“Relevant Market Guidelines”). They
provide a more detailed definition of “relevant market” and the test
that the authority would use to determine whether the merger has
taken place in the relevant market."** The guidelines aim to provide a
“scientific and reasonable definition of the relevant market” in order to
identify the competitors and potential competitors, and to determine
the market shares of undertakings and the degree of market concen-
tration.!”® The Relevant Market Guidelines have introduced several
concepts that have been commonly adopted in the European Union.

A. Hypothetical monopolist test
The hypothetical monopolist test or SSNIP (small but significant

and non-transitory increase in price) test'® is used to define a rel-
evant product market by identifying each distribution made by the



134 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE Vol. 26, No. 1

monopolist. The test has been explicitly employed in the Guidelines,
Article 10. It is generally adopted by the antitrust authorities in the
US, Canada, New Zealand, Australia and the UK.""" The test applies in
merger situations. The Commission Notice on the definition of the rele-
vant market states that the test would address the question of “whether
consumers...would switch to other [products] when confronted with a

permanent price increase of 5 to 10 per cent for another [product].”*®

The test goes further by stating “in particular for the analysis of
merger cases, the price to take into account will be the prevailing
market price.” The key for the test is on “substitution” and, as stated
by Bishop, the test addresses “whether substitution to other products
or other geographic regions is a substantial, or only a trivial, limitation
on the conduct of the parties offering those products.”® Although the
test is widely employed, it is problematic.

First, there is difficulty in applying the test, especially in the Chinese
market. The test is ahypothetical one and MOFCOM is not experienced
in judging consumers’ behavior or in gathering correspondence data.
The size of the Chinese market also makes the application more diffi-
cult. Second, the price elasticity test is mainly and exclusively focused
on the price. This view is shared by the Office of Fair Trading (hereinaf-
ter “OFT”), the UK competition authority. The OFT has stated that the
test “does not allow an assessment of whether prices could be profit-
ably raised by market participants. However the paucity of the data
available often prevents the analyst from estimating more appropriate
demand models, so that antitrust markets are defined on the basis of

price test alone.”™*!

Given that the Chinese market has unique characteristics, it would
not be feasible to simply rely on price factors to determine whether
a market is monopolistic. In China, many markets are dominated by
SOEs, and dominance in a relevant market might not be reflected by
price change since there would not be a significant change in demand;
in other words, a relatively inelastic demand exists in the market.
Therefore, the test might not be applicable in the Chinese market.
Hence, the Chinese Authority should modify the test to effectuate its
analysis to promote the spirit of the law.
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B. Relevant product market is similar to the European Union
“Relevant product” is defined in the “relevant market guidelines.”*
The focus of the definition is similar to the EC where it places a heavy
analysis on the substitutability of the demand. The substitutability
can be analyzed from two perspectives, namely the consumer of the
product (demand substitutability) and the supplier or potential sup-
plier of the product (supply substitutability).'

In the EC, the relevant product market “comprises all those products
and/or services which are regarded as interchangeable or substitut-
able by the customer, by reason of the product’s characteristics,

their prices and their intended use.”"**

In making its assessment, the
commission mainly focuses on the demand-side factors.'"” The most
fundamental factor in determining the relevant product market is sub-
stitutability. In a leading case, the European Court commented that
“the concept of relevant market presupposed that there is sufficient
degree of interchangeability between all the products forming part of
the same market.”*® The adopted test shows that the substitutability is

essential to determining the relevant product market.

Factors for determining the relevant market in the
Chinese guidelines

A non-exhaustive list of demand side factors has been provided in
Article 8 of the Guidelines. This list is similar to the one in the com-
mission notice of the EC'” where evidence of customers’ behavior,
quantitative tests, reliance of customers and competitors, prefer-
ences of customers, the nature and specification of products, price and

switching costs would be relevant to the analysis."”

In the Guidelines, the consequences of a change in product price
would be relevant considerations. That is, if customers would consider
switching to another product, that would be relevant."” In such an
analysis, all of the characteristics and usages of the product are rel-
evant, including but not limited to the product’s appearance, quality
and specification features. In view of the aforementioned features, a
relevant market can be defined if consumers would consider another

product to be a close substitute to the product at issue.'*
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A similar test has been used in the case of Euorpemballage Corp
and Continental Can Co Inc,”" where the judge found that “the com-
petition can only be judged in relation to those characteristics of the
products in question by virtue of which those products are particu-
larly apt to satisfy an inelastic need and are only to a limited extent
interchangeable with other products.™ The judgment shows that the
product nature is vital in determining the relevant market. Demand
and customer behaviour would also help or assist the determination of
whether the elasticity of the demand would be affected.

The inference that could be drawn from the list is that the court has
adopted the approach used in the EC by focusing heavily on the issue
of substitutability.'® The focus of the analysis is generally based on the
price and intended use of the product.

However, this approach is not free from criticism as it has been
implemented in China. Over generalization of the market has been
made, especially in the decision of Coca Cola/Huiyuan."* The responses
to the decision were generally negative. MOFCOM made a general sup-
position that fruit juice and carbonated drinks lie in the same product
market or that the two markets are proximately linked to each other
because of the similar nature of the two products. The decision failed
to address the market definition issue. Without showing a factual
linkage between the two markets, it simply mentioned that the merger
would have adverse competitive effects on both fruit juice and carbon-
ated drink markets. MOFCOM, it can be safely assumed, relied on a
broad market definition to conclude that high market shares would be
acquired by Coca Cola if they approved the merger.

In Mitsubishi/Lucite,”> MOFCOM identified three markets that are
not obviously related as the ‘relevant markets’ without providing
explanations. As stated by Furse, MOFCOM failed to explain what
methodology or factors they have used to determine the scope of the
relevant market."** MOFCOM just listed the product’s characteristics
without providing its reasoning or explaining the supposed nexus of
the different markets.

In GM/Delphi,*” MOFCOM again failed to identify the link between
the two corresponding product markets. The authority simplyindicated
that the two markets have a vertical relationship without elaborating
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on why the vertical relationship affected the determination of the rele-
vant market. At most, the published decision only mentioned that GM’s
product is involved in the automotive market and Delphi is involved
in 10 independent automotive parts markets. The factors listed in the
guidelines have never been mentioned by a published decision.

In Panasonic/Sanyo,”*® the decision identified three product
markets," namely the coin-type lithium secondary battery, civil Ni-MH
battery, and No-MH car battery. Although the competition effect of the
merger was stipulated in the reasoning, the reason as to whythose three
markets were chosen as the relevant product market was neglected.
The guidelines have been nominally distributed to the public but the
reasoning behind their implementation has never been disclosed.

In summary, the stipulated factors in the guidelines have not been
incorporated into the published decisions. Hence, no inferences can be
drawn from the decisions to understand how the system operates and
how the authorities would define the relevant market.'*

On the other hand, arbitrary decisions could result from emphasizing
substitutability and literally applying the guidelines without engaging
in in-depth analysis. Evidently, such an approach led to placing similar
products into the “same” market, without considering their shared rel-
evance. As suggested by Jones, the characteristics and intended use of
the commodities alone will not be particularly useful to the determina-
tion of the relevant market.'"" A fair and comprehensive analysis could
never be conducted by using the written methods employed by the
Chinese Authority in its decisions. It is uncertain whether the author-
ity purposefully employed this defective method of conducting the test
to protect the SOEs or whether they have simply failed to identify the
deficiencies of such an approach.

9. Factors Relevant to Merger Review in China

Since the Coca Cola/Huiyuan decision, concerns have been raised
about whether the AML is drafted to deter foreign mergers and foreign
participation in the Chinese market. In this section, I analyze Article
27 of the AML to evaluate how MOFCOM applies this provision and
whether the provision has a discriminatory effect.
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Pursuant to Article 27, MOFCOM must consider whether a concen-
tration has taken place during the merger review."? Looking at the
language employed in Article 27, there is on its face no discriminatory
wording that would suggest that unfair treatment is given to foreign
mergers. The factors listed in Article 27 are similar to those listed in the
ECMR. However, in Article 27(5), the wording of the provision has raised
concerns. It stipulates that “national economic development” would
be a relevant factor for consideration. Some commentators question
whether such a provision would be used as a tool not to protect fair
market conditions but to protect the SOEs from competition.'*

In Coca Cola/Huiyuan, MOFCOM rejected the application for a
merger on the grounds that such a merger would cause an anti-
competitive effect in the fruit juice beverage market. Some reputable
commentators agreed and stated that within China the merger would
enable the merged entity to leverage its dominance into the fruit juice
market.'** However, proponents for the merger argued that the author-
ity failed to establish and substantiate the presumption of an adverse
competitive effect, the presumption being that the merged parties
have the tendency and capacity to bundle and tie the goods to leverage
power in one market into power in another.'*

MOFCOM’s second ground to reject the merger was related to
branding. Branding is a key element of effective competition within
the beverage market. However, the intellectual property issue is not
directly relevant to the competition law issue. Therefore, it is not
evident why this was a reason to reject the merger.

Third, MOFCOM found that the merger might squeeze out small and
medium enterprises from the juice market, and that this was not con-
ducive to the continued healthy industrial development of the Chinese
fruit juice market." It is arguable that the third part of MOFCOM’s
reasoning has no underpinning in the competition law. MOFCOM was
concerned that medium-sized enterprises might be excluded from the
fruit juice market by either competition from Coca Cola or from the
supply source. The decision emphasized economic policy rather than
the spirit of the competition law. It is reasonable to conclude that the
authority felt the industrial policy consideration outweighed the need
to maintain a fair market."” The importance of facilitating the healthy
development of the market once again played an important role in the
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outcome of the decision. Therefore, the inference could be drawn from
this decision that economic policy would play a large part in MOF-
COM’s application of the competition law if the decision involves SOEs.

The reasoning provided by MOFCOM has been severely criticized by
the public. It has been suggested by The Economist that MOFCOM is
engaging in protectionism and utilizing the AML as a tool to discrimi-
nate against foreign investors.'* It is safe to assume that government
policy or political pressure plays a role in ascertaining “national
economic development” under Article 27(5) of the AML. Literal inter-
pretation of the law would not be sufficient to determine whether an
application for a merger would be approved.

A. MOFCOM'’s tendency to impose post-merger conditions

An application for a merger might be hindered even if the merger
has fulfilled all of the legal requirements. The authority may rely on its
predictive analysis and impose conditions on the merger.

MOFCOM has imposed conditions on several deals by virtue of the
high market shares enjoyed by the merging companies. Pursuant to
Article 27, MOFCOM may impose conditions, taking into account
“market share in the relevant market and their controlling power™*
and “the degree of market concentration in the relevant market.*
Furthermore, there is a propensity for MOFCOM to impose conditions
when the authority finds material business duplication. The enforce-
ment strategy of MOFCOM of creating a prima facie case indicates that
merging parties bear the burden of proofto rebut a dominant position
subsequent to the merger application."

In Mitsubishi/Lucite,> MOFCOM found that there was an overlap in
the production and sales of methyl methacrylte (hereinafter “MMN?).
As to the issue of market share, the parties’ post-acquisition combined
market share would jump to 64 percent - much higher than the second
and the third competitors in the market.'® Therefore, MOFCOM
imposed conditions on this transaction.

In Pfizer/Wyeth,'>* in accordance with MOFCOM'’s available data, the
authority found that the merger would result in a significant increase
in the combined market share, specifically 49.4%. The post-merger
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market share would be much higher than the other competitors, such
as 18.35% for Intervet. This increase in market share would give the
new company the ability to use its scale to expend the market, thus
controlling market price. Therefore, MOFCOM imposed conditions on
the merger.

GM/Delphi'>® involved a vertical acquisition between automotive
and automotive parts companies. MOFCOM raised concerns about
whether GM would gain access to inside information concerning its
competitors, whose main supplier of automotive parts in China was
Delphi. The foreclosure-related concerns prompted MOFCOM to
impose conditions."® Some commentators have found issues with the
“foreclosure-related concerns” by stating that MOFCOM’s concern was
not substantiated by any evidence. Zhang has stated that the author-
ity “often established no horizontal cases by presuming foreclosure
theory without realizing the necessity of the heavy burden of proof
for presumption of such competition harms.””” Because the decision
lacks any substantial support or analysis to justify its conclusions, it is
unconvincing.

The above decisions invite the inference that high market shares
often result in MOFCOM imposing conditions on mergers. Horizontal
mergers that will result in the merged operation having a market share
of 45 percent or above may be subject to conditions unless competitive
concerns are successfully rebutted.'*® The imposition of conditions is
based on the general presumption that an increase in market share
would spontaneously lead to market power and the manipulation
of market price, and would limit or exclude vertical material supply
to marginalize competitors.”™ The authority has demonstrated its
concern with the potentially anti-competitive impact on a market if
the parties increase their control over that market.'*

B. Conditions may be imposed on speculative grounds

A foreign merger might be severely affected even where only a minor-
ity market share is acquired, as MOFCOM may impose conditions if it
speculates that anti-competitive effects may result despite their low
probability of actually arising.



2013 CANADIAN COMPETITION LAW REVIEW 141

In InBev/Anheuser, MOFCOM found that “[f]ollowing establishment
of the case file, MOFCOM has reviewed the materials submitted, con-
sulted with relevant government agencies, and solicited opinions from
relevant beer industry associations, principal domestic manufactur-
ers of beer and raw materials, and distributors of beer products. Based
upon Article 28 of the Anti-Monopoly Law, MOFCOM has decided
not to prohibit this merger transaction.”® It has been suggested that
the combined market share prior to the deal was just 13 percent. The
authority, nonetheless, decided to impose a condition to “prevent
the formation of a structure that impairs competition.” The decision
showed that the authority is not concerned with the current market
structure but with a potential increase in the market share.®® One
commentator found that the methodology adopted by the authority is
a “forward looking condition” in view of the concern that further M&A
by the merged party might lead to an unhealthylevel of market concen-
tration.'”® Therefore, speculation on market dominance would provide
a sufficient basis for MOFCOM to impose conditions on a merger.

Such an approach, based only on speculation, is inappropriate. The
lack of convincing reasoning should cause outsiders to rightfully ques-
tion MOFCOM’'s integrity.

C. MOFCOM is likely to impose conditions on
deals affecting SOEs

The authority has rejected only one merger application. However,
its decisions demonstrate that economic policies are likely to play a
crucial role in the merger review process. It is likely that when a foreign
merger involves SOEs or industries dominated by SOEs, MOFCOM
would be willing to impose conditions on the merger, creating indirect
restrictions on foreign investments.

10. National Security Review

The AML’s discriminatory nature is more apparent in the National
Security Review (the “NSR”). The authority is not only sensitive to deals
with a military aspect. The authority is currently also concerned with
knowledge-based resources, including intellectual property. The draft-
ing of the second part of the NSR provision emphasizes this point.
Some commentators have written that the focus of the NSR is not only
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national security concerns, but also the protection of local industries
and SOEs from foreign intrusion.'** Some commentators have regarded
the NSR as an expansion of the ambit of the merger review process to
a political assessment without any linkage to economic or antitrust
analysis.'®> SOEs’ operation and research and development activities
would constitute the authority’s primary concerns under the NSR.
Further, the NSR has been viewed as a powerful tool to take “revenge”
on the blockage of attempts by Chinese enterprises to acquire overseas

businesses.!%¢

Article 31 of the AML does not establish the scope of the NSR's appli-
cation.'®” This omission has raised concerns about whether MOFCOM
would arbitrarily use it as a tool to restrict a merger if foreign applica-
tions are made. Further, most of China’s largest companies are SOEs.
Some commentators suggest that the NSR or the Security Review
System (hereinafter “SRS”) could be easily applied if a foreign merger
involves key industrial sectors or “well known trademarks or tradi-
tional brands.” Such cases would inevitably invite close scrutiny in
the concentration and merger review process.'®

The China state council has issued the SRS circular'” to relieve con-
cerns. However, the subsequent notice has triggered another concern.
MOFCOM has issued the SRS Notice'” to supplement the implementa-
tion. The SRS applies exclusively to foreign investors. Accordingly, this
explicitly indicates that Article 31 is discriminatory in nature against
foreign investors, who must ensure that their merger application com-
plies with the corresponding requirements of the SRS Notice.

A. Discriminatory nature of the
National Security Review

The first part of the SRS Circular identifies the ambit of application
of the NSR. The NSR applies where the relevant industry is a business
focusing on military and security: that is, where the business oper-
ates within an industry encompassing the national security of the
“important agricultural products, energy resources, critical infrastruc-
ture, transportation service, key technologies and major equipment
manufacturing and other enterprise.”” From the above circular, it
seems that typical elements of national security - such as military and
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defence - are the focus of the NSR. However, the authority has also
extended its application to assets less directly related to the military,
both tangible and intangible.

There are several propositions for why drafting occurred in this
way. First, it has been suggested that a number of industries might
have found their way into the NSR by virtue of industrial policy con-
siderations that play a role in MOFCOM’s review.'” Furthermore, the
Chinese authorities are reluctant to facilitate takeovers relating to
prominent domestic Chinese enterprises. It is reasonable to assume
that the Chinese government would like to maintain dominance in
industries that, in its view, are critical to national security and eco-
nomic development.'”* The dual capacities of the government, namely
as the owner of the enterprise and the regulator of the market, suggest
that the government will discriminate against foreign investors simply
because a merger affects one or more of those industries.

The government might not be able to avoid involvement in the NSR
process, as its passive and involuntary involvement may be inevi-
table.' Its industrial policy would be a crucial part of the NSR. For
example, the collapse of SOEs in crucial industries would trigger
domino effects such as unemployment, undermining the maintenance
of a stable society. Therefore, in this regard, national security may be
interpreted as the maintenance of the status quo. The NSR may be used
as yet another tool to uphold the dominance of the SOEs.

Furthermore, the authority may wish to retain control of resources
in key industries. Knowledge from research and development would be
treated as key national assets and would not be transferred to foreign
entities. When conducting the NSR, the authority would likely liaise
with the relevant department to make sure their decision is consistent
with the government’s policy. Economic competition analysis might
be superseded by political considerations."” The lack of transparency
in the process would further exacerbate the problem. Hence, the NSR
may be used as a government tool to maintain strict control over key
resources. Any mergers involving such valuable assets would be sub-
jected to close scrutiny.
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B. Relevant factors for consideration under the
National Security Review

The NSR Notice'”” described four factors for consideration in foreign
merger review: (i) the impact on equipment, facilities, domestic pro-
duction and service capacities;'” (ii) national economic stability;'” (iii)
basic social order of life and key technology:"® and (iv) R & D capa-
bilities.'"®! As with the factors relevant to merger review generally, it is
difficult for potentially merging entities to interpret the content and
substance of the NSR elements. Indeed, the situation is even worse
when compared to the factors listed in Article 27, as no published deci-
sions have applied Article 2 of the NSR Notice. Therefore, the criteria
do not facilitate any self-assessment on whether the merger will fall
within the scope of the NSR.

C. Sham arrangements to avoid the
National Security Review will fail

The SRS Notice'® has clarified that the review process may not be
avoided by adopting a proxy application. MOFCOM would look at
both the substance and actual impact of the arrangement. The form
would not be the ultimate presiding factor for application.'®* Attempts
at acquiring a company, inter alia, by trust, multi-level re-investment,
leasing, loans protocol control or foreign trade would fail if the acquisi-
tion falls within the scope of the NSR. It is understandable that if the
merger falls within the ambit of review, any attempt to make artificial
arrangements to circumvent the NSR would fail.

D. Difficulty of ascertaining whether the application falls within
the ambit of the National Security Review

Notwithstanding that the State Council and MOFCOM have released
guidelines on the implementation of the NSR, it is still difficult for the
applicants to self-assess whether their proposed application would
fall under the ambit of the NSR. The only indicator that the authori-
ties have produced is a very broad and non-exhaustive list of industries
without going further into what specific factors trigger the NSR. This
uncertainty may hinder foreign investment, as foreign entities might
not be able to predict when a merger might be blocked. It is always
difficult to comply with rules that are unascertainable and equivocal.
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Although the procedures for the NSR have been clarified,'® the scope
of the NSR has become even more vague. This raises concerns as to
whether MOFCOM would have the discretion to treat any merger as
a sensitive one. Furthermore, the NSR may be used as a tool for the
Chinese Authority to take “revenge” on the US authority where the US
had previously prohibited a Chinese company’s merger application in
the US. In short, international politics and protectionism might play a
role in the application of the NSR.

11. Conclusion

The AML grants the Chinese authority the mandate to promote both
fair competition and the socialist market economy. However these two
objectives may contradict each other, especially when the targeted
merger takes place in markets where SOEs enjoy a dominant posi-
tion. Therefore, the law is drafted to confer broad discretionary power
to the authority. The provisions are drafted in an abstract way and
published decisions offer little insight into the authority’s reasoning
and methodology, precluding foreign investors from understanding
the law’s application. Mergers in industries categorized as critical to
China’s national security and economic development can be subject to
close scrutiny.'®* It is reasonable to infer that the Chinese Government
intends to retain or strengthen its dominant role in such industries.'s
Therefore, the discretionary power of the authority plays an important
role in ensuring that SOEs maintain control in those industries.

Although some commentators suggest that MOFCOM has consulted
the decisions of other jurisdictions’ antitrust agencies,'®” the AML has
been applied in a way that accords with Chinese characteristics. The
system is not transparent enough to allow investors to understand
how the system really works. Failing to combat administrative monop-
olies would logically lead the public to believe that the authority does
not intend to truly encourage fair, competitive markets. This lack of
transparency and commitment to competition undermines the cred-
ibility of the law and the enforcement agency.'*®

The NSR only applies to foreign merger activities. Yet the govern-
ment is playing the dual roles of enterprise operator and industry
regulator. Therefore, the government is incentivized to use the NSR to
discriminate against foreign investors. The State Council’s guidance
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publication reinforces the discriminatory aspect of the NSR. Foreign
investors are recommended to consult MOFCOM in advance to ascer-
tain whether their targeted merger would fall within the ambit of the
authority’s NSR scrutiny.

MOFCOM has demonstrated a reluctance to completely block all
merger applications to prevent an outcry from foreign investors and
governments. However, control over post-merger behaviour is still a
primary concern of the Chinese authority. It will impose conditions
on the merger to ensure that the transaction will not cause a signifi-
cant impact on the market, especially in markets where SOEs play an
important role. Such conditions include restrictions on market share
percentages and the imposition of price controls that allow the govern-
ment to maintain control over the economic sector.

The AML is still in a developmental stage, as is the Chinese economy.
MOFCOM seeks to ensure that the Chinese economy develops gradually
and maintains stability. Further, MOFCOM is attempting to establish
its credibility as an antitrust regulator and avoid the criticism that
it is preventing foreign investors from entering the Chinese market.
However, the current legislation gives the authority an overwhelm-
ing discretion, undermining the spirit of fair competition supposedly
endorsed by the law. Significant reforms are necessary to increase
transparency and predictability, particular for foreign investors.
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