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Balancing Power without Weapons

Why do states block some foreign direct investment on national security
grounds even when it originates from within their own security com-
munity? Government intervention into foreign takeovers of domestic
companies is on the rise, and many observers find it surprising that
states engage in such behavior not only against their strategic and mil-
itary competitors, but also against their closest allies. Ashley Thomas
Lenihan argues that such puzzling behavior can be explained by recog-
nizing that states use intervention into cross-border mergers and acqui-
sitions as a tool of statecraft to internally balance the economic and
military power of other states through non-military means. This book
tests this theory using quantitative and qualitative analysis of transac-
tions in the United States, Russia, China, and fifteen European Union
states. It deepens our understanding of why states intervene in foreign
takeovers, the relationship between interdependence and conflict, the
limits of globalization, and how states are balancing power in new ways.

ASHLEY THOMAS LENIHAN is a fellow at the Centre for Inter-
national Studies at the London School of Economics and Political
Science, and a term member of the Council on Foreign Relations. Her
research focuses on the relationship between state power and foreign
direct investment from an international relations perspective.
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Preface

Since Bretton Woods, Western leaders have worked to establish an inter-
national order founded on economic liberalism and free trade. Yet, in
recent years, the very same states that helped to found the liberal eco-
nomic order have been acting in a way that seems to contradict it —
by implementing (or encouraging) the creation of domestic barriers to
cross-border mergers and acquisitions (M&A) in industries they deem
vital to national security.

Even more puzzling is the fact that states are engaging in such behav-
ior not only against their strategic and military competitors, but against
their closest allies as well. Traditional interest group and domestic pol-
itics explanations cannot account for this behavior, because states are
often intervening against the parochial interests of companies and other
domestic groups on behalf of national interest and security.

This book argues that such government intervention into foreign
takeovers constitutes a form of non-military internal balancing, which
allows states to secure and enhance their relative power for long-term
gain, without destroying the greater meta-relationship between the states
involved in the transaction. It is hypothesized that such behavior is moti-
vated by the desire to increase the relative power and prestige of the state
through non-military means in response to either economic national-
ism or pressing geostrategic concerns. The exact form that intervention
takes, and the motivations behind it, are determined to vary with both
the relationship of the countries involved and the exact nature of the
threat posed by the transaction in question.

The book employs a rigorous multi-method approach to test the the-
ory presented within. First, the hypotheses are tested qualitatively, using
the case study method to examine ten critical cases. They are then tested
quantitatively using categorical data analysis (CDA). Four multinomial
logit models (MNLMSs) are used to examine a large-n population of
cross-border merger and acquisitions cases that occurred over a six-year
period in an identified set of national security-related sectors. These tests
are found to support the theory of non-military internal balancing pre-
sented in this work, and to provide a solution to the puzzle.

Xi



Acknowledgments

I would like to thank those mentors and colleagues who were kind
enough to provide their guidance and to critique this work in one of its
many iterations, including George Shambaugh, Charlie Kupchan, Chris
Joyner, Kate McNamara, and Linda Hantrais, as well as Tony Arend,
Kirsten Ainley, and Leslie Vinjamuri for their encouragement along the
way. I would also like to thank my editor John Haslam at Cambridge
University Press for his support from proposal to finished product, as
well as the Centre for International Studies at the London School of
Economics and Political Science for their support.

Xii



Abbreviations

ABCANZ American, British, Canadian, Australian and New
Zealand Multilateral Master Information Exchange

Treaty

ADM Archer Daniel Midland

AlIG American International Group

AMF Autorité des Marchés Financiers (France)

AML Anti-Monopoly Law

APEC Asia-Pacific Economic Cooperation

BEIS UK Department for Business, Energy, and Industrial
Strategy

BERR UK Department for Business Enterprise and
Regulatory Reform

BIS UK Department for Business, Innovation, and Skills

BP British Petroleum

CDA categorical data analysis

CFIUS Committee on Foreign Investments in the United
States

CMA UK Competition and Markets Authority

CPII Columbia Program on International Investment

CSI Container Security Initiative

CVCF China Venture Capital Fund

DHS US Department of Homeland Security

DOD US Department of Defense

DOJ US Department of Justice

DPA 1950 Defense Production Act (US)

DPW Dubai Ports World

DSS US DOD Defense Security Service

EEA European Economic Area

EIU Economist Intelligence Unit

ESRC US—China Economic & Security Review Commission

EU European Union

FAS Federal Antimonopoly Service (Russia)

xiii



Xiv List of Abbreviations

FBI
FDI
FIE
FINSA

FIRB
FOCI
FTA
FTC
FTZ
IEA
IEEPA

IFDI
ISC
ISS
W\
M&A
MAP

MDA
MOFCOM
NATO
NDRC

NIC
NISP
NOC
NSA
OECD

OPEC
PA
P&O
PDVSA
PGAP
SAIC

SASAC

SCA
SEC

US Federal Bureau of Investigation

foreign direct investment

Foreign Invested Enterprise (China)

2007 Foreign Investment and National Security Act
us)

Foreign Investment Review Board (Australia)
Foreign Ownership, Control or Influence

1973 Fair Trading Act (UK)

US Federal Trade Commission

free trade zone

International Energy Agency

1977 International Emergency Economic Powers Act
us)

inward foreign direct investment

UK Parliament’s Intelligence and Security Committee
Inchcape Shipping Services

joint venture

cross-border mergers and acquisitions

Ministry of the Russian Federation on Antimonopoly
Policy and Support to Entrepreneurship (Russia)
MacDonald Detweiller

Ministry of Commerce (China)

North Atlantic Treaty Organization

National Development and Reform Commission
(China)

US National Intelligence Council

National Industrial Security Program (US)
national oil company

National Security Agency (US)

Organisation for Economic Co-operation and
Development

Organization of the Petroleum Exporting Countries
Proxy Agreement

Peninsular & Oriental Steam Navigation Company
Petrdleos de Venezuela

Pew Global Attitudes Project

State Administration of Industry and Commerce
(China)

State Asset Supervision and Administration
Commission (China)

Security Control Agreement

US Securities and Exchange Commission



List of Abbreviations

SOE

SSA

SWF
TCIC
TWEA
UDI
UNCTAD

VTA
VTB
VW
WPO
WTO

state-owned enterprise

Special Security Agreement

sovereign wealth fund

Tangshan Caofeidian Investment Corporation
1917 Trading with the Enemy Act (US)
United Defense Industries

United Nations Commission on Trade and
Development

Voting Trust Agreement

Vneshtorgbank

Volkswagen

World Public Opinion

World Trade Organization

XV






Introduction

Each morning before sunrise an army of traders arrive at their desks,
switch on their screens, and start fielding calls. On most days, the flow of
trades that pass through their hands represents the normal activity of an
ever-deepening, globally interdependent financial market. These traders
coordinate a complicated international marketplace, where orders usu-
ally come from institutional investors motivated solely by the maximiza-
tion of profit.

Yet, some days are different, and on those occasions this army of civil-
ians may receive calls motivated not by profit, but by a different calculus
entirely: a calculus based on a long-term understanding of the power of
states, and of how that power is achieved, managed, and balanced over
time. When that happens, these traders in front of their Bloomberg ter-
minals seem more like frontline soldiers manning the radars, as a battle
for national power — where the economy of the nation is understood to
be paramount to its future fortunes — is played out through them.

Such battles on the open market do happen. One only need talk to
the traders who witnessed the dawn raid on Rio Tinto’s stock in 2008
to understand this. At that time, the Australian mining company BHP
Billiton was planning to acquire Rio Tinto, a miner and producer of
iron ore, aluminum, copper, and other metals that was listed on both
the Sydney and the London stock exchanges. China, already the largest
importer of iron ore, showed concern that the combination of Rio and
BHP would lead to a near monopoly over the seaborne iron ore imports
vital to its growing and industrializing economy, potentially exposing
it to price manipulation and/or future reductions in supply.! A com-
bined Rio and BHP would have accounted for around 40% of the iron
ore exported globally, and the bulk of both companies’ seaborne iron ore
traveled from their mines in Australia to China and East Asia. Just one
other company, Brazil’s Vale, held an additional 30% of the market share
at the time. Thus, while China was not the only country showing con-
cern over the potential anti-competitive implications of the tie-up,? it
was likely to be the most directly affected buyer of seaborne iron ore.

1



2 Introduction

Chinese regulators could review the deal, but because Chinese assets
were not being acquired as part of the transaction, a ruling by these
regulators would be difficult to enforce without cooperation from the
companies involved.

And so, in the early hours of February 1, 2008, the Chinese
government-owned Aluminum Corporation of China (Chinalco), in
conjunction with the US aluminum company Alcoa, began purchasing
stock of Rio Tinto on the open market in a widely acknowledged effort to
block its planned takeover by BHP Billiton. Together, they took an over-
all stake in Rio Tinto of 9% for $14 billion, paying a premium of 21%
over Rio’s stock price, and making a potential takeover by BHP more
difficult (Bream 2008; Bream & Smith 2008). No formal statement or
diplomatic action was necessary — China accomplished its goal through
a quick, targeted financial transaction on the open market. The dawn
raid not only halted BHP’s attempt to fully acquire Rio, it also signaled
China’s willingness to protect its interests by preventing the acquisition
of one company by another company on the global stage.

The market is in many ways the next frontier of strategic interaction for
states. When national security is involved, strategic interactions involving
cross-border mergers and acquisitions (M&A) can have deep parallels
to more traditional inter-state balance-of-power dynamics, yet they are
rarely discussed within the context of international relations theory. This
book uncovers these parallels and the insights they provide. It examines
when, how, and why states intervene in the cross-border M&A of com-
panies to balance against other states in the international system.

International Finance and International Security

For decades, the M&A of companies across national borders has acted as
a key driver of globalization. This fundamental role within globalization
remains the same, despite a natural rise and fall in the number of deals
that occur during economic booms and contractions. The general trend
among nations has been toward “investment liberalization” (UNCTAD
2016b, 90), and, in many sectors of the economy, from service to con-
sumer goods, cross-border M&A activity now occurs with few impedi-
ments beyond those that domestic M&A deals normally face. In other
sectors, long identified by states as vital to their national security — such
as aerospace and defense, energy, basic resources, and high technology
— acquisitions by foreign companies may face greater scrutiny. This is
because all states maintain the sovereign right to veto attempts by foreign enti-
ties to acquire domestically based companies (in these or any other sector of the
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economy,), when they believe the transaction in question poses a risk to national
security.

While the resort to formal vetoes of the foreign takeovers of compa-
nies is relatively rare,> the employment of other means to block or pre-
vent such transactions is not. Indeed, the threat (and use) of domes-
tic barriers to block foreign acquisitions on national security grounds is
an increasingly typical phenomenon with which global economic actors
must contend.* There have been numerous examples in recent years of
such barriers being implemented or encouraged at the state level. These
have ranged from government actions taken to block or modify specific
transactions, to the introduction or fine-tuning of wider legal and regula-
tory measures designed to generally improve the state’s ability to address
the national security issues raised by some cross-border M&A — though it
should be noted that the latter move toward greater regulation has often
been spurred by the state’s actions in relation to specific transactions and
the national debate surrounding these actions.

Some of the most well-known examples of government intervention
into cross-border M&A on national security grounds include when the
US House of Representatives passed legislation instrumental in getting
the China National Offshore Oil Corporation’s subsidiary CNOOC to
withdraw its bid for the American-based Unocal Corporation in 2005,
and when it passed legislation forcing Dubai Ports World (DPW) to
divest the US ports involved in its acquisition of the Peninsular & Orien-
tal Steam Navigation Company (P&O) in 2006. In both cases, Congress
cited concerns over the deals’ security implications. Other well-known
examples include the 2005 French government decree specifying eleven
different strategic sectors it considers vital to national security, making
M&A in those industries subject to prior authorization by its Ministry
of the Economy. This was largely in response to an unwanted attempt
by the American company Pepsi to take over Danone, a French national
champion (see Chapter 3). France widened the scope of its list of strate-
gic sectors again in 2014, in order to ensure government approval would
be needed before General Electric, another American company, could
acquire Alstom, a French conglomerate involved in industries from high-
speed trains to nuclear power (see Carnegy et al. 2014; Shumpeter
2014). France even created a sovereign wealth fund (SWF) in 2008,
the Fond Stratégique d’Investissement, to help protect its strategic com-
panies from foreign acquisition. Similarly, the Italian government issued
a decree in 2011 protecting Italian companies in strategic sectors from
foreign acquisition, and also created a state investment fund (the Fondo
Strategico Italiano, subsequently renamed CDP Equity) to bolster Ital-
ian companies in eight designated strategic sectors and to decrease their
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likelihood of becoming foreign takeover targets. For years, the German
government even encouraged a “German solution” to prevent one of
its companies, Volkswagen (VW), from becoming the target of a foreign
acquirer — fighting a protracted battle with the European Commission
over the 1960 “VW Law,” which helped protect it from foreign takeover
(Barker 2011; Bodini 2013; Harrison 2005).”

Even in the best of economic times, it must be asked whether such
government intervention poses a threat to economic globalization, and,
more fundamentally, how it is compatible with the liberal economic
order on which international security largely rests. The importance of
such questions looms even larger in the context of an international econ-
omy that is still recovering from the severe dislocation of the global finan-
cial crisis, which naturally slowed the level of cross-border M&A activity,
and that is just beginning to address other unprecedented events, such
as Britain’s 2016 decision to leave the European Union (EU).

Puzzling Behavior

Since Bretton Woods, Western leaders have sought to establish an inter-
national order founded on economic liberalism and free trade in the hope
that increased economic interdependence will decrease the likelihood of
future wars and improve the global standard of living. Hence, many
see it as odd that the types of domestic barriers to cross-border M&A
being discussed here are implemented or encouraged at the state level.
Stranger still is that these domestic barriers are often employed against
the wishes of corporate shareholders and the advice of economists. Tra-
ditional interest group and domestic politics explanations, therefore,
cannot account for this behavior, because states often intervene against
the parochial interests of companies and other domestic groups on behalf
of national security. Thus, the very states that helped found the lib-
eral economic order are taking actions that do not always make ratio-
nal economic sense to the market, shareholders, or economists. In this
case, then, there must be another, more pressing rationale behind such
behavior.

Given this context, it is a striking puzzle that states are engaging in this
type of behavior not only against their strategic and military competitors,
but against their allies as well. France, Germany, Italy, and Spain, for
example, have all voiced concern about the acquisition of strategic com-
panies by foreign entities hailing from within the EU. For, while the 2004
European Takeover Directive does much to reduce protectionist mea-
sures among its member states, and helps to guarantee the free move-
ment of capital promised in the Treaty on the Functioning of the EU,
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it does not strip member states of their rights under Article 65 of that
Treaty “to take measures which are justified on grounds of public policy
or public security,” including national security, in relation to the move-
ment of that capital across its borders.® For example, former French
Prime Minister Dominique de Villepin, under President Jacques Chirac,
openly supported a policy of “economic patriotism” meant “to defend
‘France and that which is French’ by declaring entire sectors of French
industry off-limits to foreigners,” including other Europeans and mem-
bers of the transatlantic community (Theil 2005). As already mentioned,
the scope of this policy was widened under President Francois Hol-
lande’s government. In the interim, President Nicolas Sarkozy, though
generally considered more market-friendly, also clearly supported poli-
cies identified with economic patriotism, as demonstrated by the creation
of the Fond Stratégique d’Investissement and his efforts to prevent a
number of France’s national champions (Aventis, Danone, Alstom, and
Société Générale) from being taken over by other European or Ameri-
can companies (see Betts 2010; Puljak 2008). This desire to create and
protect “national champions” in sensitive sectors is no longer simply a
sign of being “French,” however, as other nations within Europe, such
as Italy, Spain, and Germany, have also signaled a preference for domes-
tically headquartered white knights to acquire the susceptible takeover
targets in their countries (see Financial Times 2005b).”

Why are states that are members of a security community based on eco-
nomic liberalization and integration willing to engage in this specific form of
economic protectionism against one another? The purpose of this book is to
solve the riddle of this seemingly contradictory behavior. I argue that the
basis for such action may be found in the struggle for economic power
among states. While states have largely accepted and adhered to the lib-
eral principle that free trade results in absolute gains beneficial to all
states, this particular aspect of inward foreign direct investment (FDI)
can have direct consequences for national security and, consequently,
remains a last bastion of protectionism even among the most benign lib-
eral states.®

Drawing upon the international relations literature on the balance of
power among states, I argue that governmental barriers to cross-border
MG&A are used as a form of non-milirary internal balancing. This concept
refers to those actions that seek to enhance a state’s relative power posi-
tion vis-a-vis another state through internal means, without severing the
greater meta-relationship at stake between them. Unlike soft balancing,
non-military internal balancing is classified by both the objectives of
state behavior and the type of conduct used to achieve those objectives.
The power being balanced is also defined differently from the traditional
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sense of the term. In a world where nuclear power has lessened the
rewards of territorial conquest and made great power hot wars less likely,
many advanced industrial and industrializing states have less reason to
fear that their territorial sovereignty will be jeopardized (Mandelbaum
1998/99; Mueller 1988). At the same time, the expansion of economic
globalization has increased the reasons for states to be concerned that
their economic sovereignty will remain intact. As a result, states are now
as concerned with the economic component of power as they are with
its military component, and will seek to balance both appropriately.

This type of non-military internal balancing will take different forms
or guises when it is motivated by different factors. Non-military internal
balancing through intervention into cross-border M&A may, for exam-
ple, be unbounded in nature, meaning that the state takes direct action
intended to block a specific transaction. Alternatively, such balancing
may be bounded, meaning that the state takes direct action to instead
mirigate the negative effects of the deal, while still allowing it to occur in
modified form.

The puzzle can then be solved if the use of such domestic barriers to
block or mitigate foreign takeovers on national security grounds is under-
stood to be primarily motivated by either pressing geostrategic concerns
or economic nationalism.’ In the latter instance, such behavior is evi-
dence of a desire for enhanced national economic power and prestige
vis-a-vis other states, friend and foe alike. In the former case, this behav-
ior constitutes a more severe form of non-military internal balancing,
which allows states to secure and enhance their relative power for long-
term gain, without destroying the greater meta-relationship between the
two states in the short run. The exact form that intervention takes, and
the motivations behind it, will vary with the nature of the relationship
between the countries involved and the exact nature of the threat posed
by the transaction in question.

The geostrategic dimensions may also extend beyond industries that
are traditionally associated with national security. For example, states
may use the terms national security and strategic sector in this context in
ways that go beyond the realms, and industries, neorealists and neolib-
erals might traditionally consider vital to hard power. The French, for
instance, originally included the gaming sector on their list of strate-
gic industries, because of its potential connection to money laundering
(Buck et al. 2006b), and in the 2010s various groups within the US and
China called for the recognition of certain elements of the agricultural
sector as essential to critical infrastructure and national security due to
concerns over bio- and food security. It may also sometimes seem that
states use the types of barriers discussed here selectively, and in a manner
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that can appear both opaque and inconsistent. Yet, once it is determined
why states are willing to engage in such ostensibly protectionist strategies
in the most unlikely cases (i.e., within security communities founded on
economic integration), one should be better able to predict what com-
panies and sectors they will seek to protect, and when.

Intervention in Empirical Context

The US Example

History is marked by periods of increased government intervention into
foreign takeovers on the grounds of national security, and the US pro-
vides an excellent example of this phenomenon. Times of heightened
security awareness combined with surges in protectionist sentiment —
most notably surrounding World War I, World War II, the 1970s, the
1980s, and the post-9/11 period — have corresponded to the implemen-
tation of formal government measures to ensure that cross-border M&A
does not jeopardize US national security (Graham & Marchick 2006;
Kang 1997). The 1917 Trading with the Enemy Act (TWEA) was imple-
mented in response to concerns over German attempts during World
War I to conduct espionage and other war-related activities through the
takeover of US companies, giving the President new controls and power
over US subsidiaries of foreign-owned companies (Graham & Marchick
2006). In 1975, the Committee on Foreign Investments in the United
States (CFIUS) was established by Executive Order 11858 in response to
mounting concern over a rise in foreign investment from states within the
Organization of the Petroleum Exporting Countries (OPEC), which was
feared to be politically motivated in the aftermath of OPEC’s 1973-74
oil embargo (see Jackson 2010, 2011b; Kang 1997, 302, 311). Executive
Order 11858 gave the new interagency committee, chaired by the Secre-
tary of the Treasury, the “responsibility within the Executive Branch for
monitoring the impact of foreign investment in the US, ... coordinating
the implementation of US policy on such investment,” and “review[ing]
investments in the US which. .. might have major implications for US
national interests.” "

Fears over high levels of Japanese investment in the 1980s, com-
bined with concern over the potential Japanese acquisition of sensi-
tive US high-technology companies, eventually led to the 1988 Exon-
Florio amendment to Section 721 of the Defense Production Act (DPA)
of 1950 (Jackson 2010).!! This provision provides the US President
with the authority and specific jurisdiction to prohibit foreign takeovers
deemed to threaten national security when existing laws beyond the
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International Emergency Economic Powers Act (IEEPA) cannot pro-
vide for its adequate protection. That same year, Executive Order 12661
amended Executive Order 11858 to delegate the President’s authority to
investigate and review such foreign takeovers to CFIUS. By 1992, the
Byrd Amendment to the DPA further stipulated that CFIUS be man-
dated to investigate proposed takeovers in which the acquirer was “con-
trolled by or acting on behalf of a foreign government.”!?

Since the 2000s, the US has seen a new surge in both intervention
and related legislation, and intense media coverage and political debate
has surrounded the proposed foreign takeovers of a number of US
companies. This surge arguably began when, on June 22, 2005, the
majority government-owned China National Offshore Oil Corporation’s
subsidiary CNOOC announced its bid to acquire the California-based
Unocal Corporation. Extensive national and congressional debate over
the sale of one of the largest US oil and gas companies eventually resulted
in legislation that left CNOOC with extensive delays and facing the like-
lihood of further opposition to the deal, effectively giving it little choice
but to withdraw its bid.!> On November 29, 2005, the UAE-based DPW
launched its bid for P&O, a British ports operator. Few concerns were
raised in Britain, which has close ties with Dubai, and few were expected
from the US, an ally of the UAE in the Global War on Terror. Yet the
deal, which involved the transfer of five US container ports from P&O
to DPW, eventually raised a furor that resulted in a surprising “70%
of all Americans...opposed” to the transaction (Frum 2006). Faced
with the possibility of the deal being blocked, P&O offered to divest the
ports in question, and eventually sold them to the American Interna-
tional Group (AIG), allowing them to remain under US control (Wright
& Kirchgaessner 2006).

Around that time, the Department of Defense (DOD) also raised con-
cerns over the proposed purchase of the US high-tech network security
firm Sourcefire by the Israeli company Check Point Software Technolo-
gies (Martin 2006). Check Point subsequently withdrew its bid while it
was being reviewed by CFIUS, only “a week before a federal. .. report
which insiders say would have blocked the merger on the grounds of
national-security interests” (Lemos 2006). In 2006, CFIUS also under-
took a retroactive review of a 2005 takeover involving the purchase of a
US voting machines firm, Sequoia Voting Systems, by a Venezuelan soft-
ware company, Smartmatic, due to fears that the company might have
ties to the Venezuelan government of Hugo Chavez (Golden 2006). By
November 2007, Smartmatic had announced it had sold Sequoia to its
American management, in order to avoid having to undergo a full inves-
tigation by CFIUS (O’Shaughnessy 2007; Smartmatic 2007).
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This surge in concern over such takeovers eventually led to the passage
of the Foreign Investment and National Security Act of 2007 (FINSA),
which aimed to clarify the foreign acquisition review process in the US
and strengthen its protection of national security. Following FINSA, a
number of other deals were blocked or mitigated on national security
grounds, though only three resulted in a formal presidential veto. For
example, in December 2009, the Chinese company Northwest Non-
ferrous withdrew its bid for a majority stake in the US mining com-
pany FirstGold after CFIUS informed both parties it would recommend
the President block the deal, which raised “serious, specific, and conse-
quential national security issues,” including the proximity of FirstGold
properties “to the Fallon Naval Air Base and related facilities” (Legal
Memorandum 2009; Reuters 2009). The US government was also
reportedly concerned that the deal would give China access to the par-
ticularly dense metal tungsten, which is used in making missiles (Kirch-
gaessner 2010). The Chinese company Tangshan Caofeidian Invest-
ment Corporation (TCIC) withdrew its planned majority stake in the
US solar power and telecommunications company Emcore in June
2010, “in the face of national security-based objections” raised by
CFIUS, which may have been related to Emcore’s position as “a leading
developer and manufacturer of fiber-optic systems and components for
commercial and military use” (Keeler 2010). The takeover of the US
company Sprint by Japan’s Softbank was allowed in 2013, but was miti-
gated (i.e., modified) by CFIUS on national security grounds, as Sprint
provides telecommunications services to the US government. Concern
was expressed that Softbank might, in the future, use the Chinese firm
Huawei — branded the previous year by Congress’ Permanent Select
Intelligence Committee as “a threat to US national security” — as a sup-
plier of network components; a concern which arose in part because
Clearwire, a company Sprint itself was in the process of buying, already
used equipment supplied by Huawei (Kirchgaessner & Taylor 2013; US
Congress House 2012). Modifications to the deal therefore included giv-
ing the US government veto power over the combined entity’s future
suppliers of network equipment (Taylor 2013).!* It should be noted
that CFIUS also successfully mitigated or blocked the foreign takeovers
of a number of foreign-headquartered companies on national security
grounds.!’

In addition, since FINSA, the US has conducted several retroactive
reviews of investments that were not voluntarily filed with CFIUS prior
to their completion. In February 2011, CFIUS effectively forced Huawei
to divest the computing technology assets it acquired from 3Leaf Sys-
tems in May 2010 (see Jackson 2016a; Raice & Dowell 2011). In June
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2013, Procon Mining and Tunneling, which is affiliated with the Chinese
state-owned enterprise (SOE) Sinomach, announced it would divest its
investment in Canada’s Lincoln Mining following a CFIUS review that
allegedly raised national security concerns over “the proximity of Lin-
coln’s properties to US military bases” (Pickard et al. 2013). In 2013,
CFIUS also ordered the divestment of the Indian company Polaris’
majority stake in the US firm Identrust, which provided cybersecurity
services to banks and the US government (Matheny 2013). Each of these
companies voluntarily complied with CFIUS’ recommendations before
it became necessary to force a presidential decision on them. This was
not the case, however, when one company’s refusal to comply with a
CFIUS divestment order resulted in the second formal presidential veto
of a foreign investment in US history, and the first veto to be made in
twenty-two years. On September 28, 2012, Barack Obama issued a Pres-
idential Order for Ralls, a company owned by two Chinese nationals, to
divest its four wind farm sites — located in close proximity to restricted
air space in Oregon used for testing drones — to an approved purchaser
on the grounds of the national security concerns raised by the deal (see
Crooks 2012; Obama 2012).1°

In December 2016, President Obama also formally vetoed the acqui-
sition of the US business of a German semiconductor company, Aix-
tron, by an ultimately Chinese-owned fund, Grand Chip Investment,
on national security grounds (see Obama 2016). According to a press
statement by the US Treasury Department, Grand Chip’s owners had
financing from a company owned by the China IC Industry Investment
Fund, which is a “Chinese government-supported...fund established
to promote the development of China’s integrated circuit industry” (US
DOT 2016b). The same press release disclosed that the national security
concern flagged in the deal “relates, among other things, to the military
applications of the overall body of knowledge and experience of Aixtron”
in the area of semiconductors (US DOT 2016b). Notably, Germany had
already pulled its initial approval of Grand Chip’s purchase of Aixtron in
October 2016, and was re-reviewing the deal at the time of the US veto
because of the security risk it was believed to pose (see Chazan & Wagstyl
2016).

Less than a year later, President Donald Trump formally vetoed
the acquisition of the US company Lattice Semiconductor by Canyon
Bridge, an acquisition company whose primary investor was the China
Venture Capital Fund (CVCF). The deal had been announced in early
November 2016, and it quickly emerged that CVCF was ultimately
owned and funded by a Chinese SOE (China Reform Holdings) linked
to China’s State Council and intended to “invest in strategic emerging
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industries related to national security” (Baker, Qing, & Zhu 2016). By
early December 2016, just days after President Obama vetoed the Aix-
tron deal in the same industry, twenty-two US congressmen wrote to the
Chair of CFIUS arguing that the acquisition of Lattice Semiconductor
should be blocked on national security grounds, including the potential
threat it posed to the “US military supply chain” (Roumeliotis 2016).
After three separate filings with CFIUS, President Trump vetoed the
deal in September 2017 over national security concerns that both the
President and CFIUS believed “cannot be resolved through mitigation,”
including the integrity of the “semiconductor supply chain...and the
use of Lattice products by the US government,” as well as “the potential
transfer of intellectual property to the foreign acquirer [and] the Chi-
nese government’s role in supporting” the deal (US DOT 2017; see also
Trump 2017).

Intervention Worldwide

This phenomenon is not limited to the United States. Government inter-
ventions into M&A activities that result in effectively blocking or chang-
ing deals between multinational corporations are not uncommon.!”
While states have long reserved the sovereign right to intervene in for-
eign takeovers on national security grounds, and a number of states
already had mechanisms for screening such investments, the surge of
intervention that began in the 2000s was accompanied by a related wave
of national legislation updating these mechanisms, or setting up formal
regulatory procedures to replace processes that may have been less trans-
parent or more ad hoc in nature (see UNCTAD 2016b, 93—-100).

The spate of government intervention into cross-border M&A activ-
ity within the EU raised concern that there had been a rise in economic
nationalism in the region; a concern that remains strong in the wake of
the Euro crisis and the UK’s decision to leave the EU.!® As already dis-
cussed, much of this interventionism has surprisingly also been aimed
at foreign takeovers originating from within the EU’s own security com-
munities. The Spanish government, for example, blocked the attempted
takeover of the Spanish energy company Endesa by the German com-
pany E.ON in 2006, in defiance of the European Commission, result-
ing in three separate rulings by the Commission and a ruling by the
European Court of Justice in 2008.!° The initial efforts of a number of
European governments to block the takeover of the French steel com-
pany Arcelor by the Dutch-based steel company Mittal in 2006, on
the perceived basis that it was run by an individual of Indian origin
(even though he was a British resident), further serves to highlight the
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capability of governments to see even military allies as economic foes.
The rumored acquisition of the UK’s BAE Systems by the Dutch-
registered EADS in 2012, which would have required approval from
their UK and their French and German government shareholders
respectively, as well as from the US authorities, collapsed after little more
than a month of discussions over the inability to find common ground
on a variety of security and other concerns.

Hungary passed a law in 2007 designed to protect those companies
it believes are strategically important from foreign takeover. Intended to
defend the Hungarian oil and gas company MOL from a takeover bid by
Austria’s OMY, it came to be known as the “Lex MOL.” The law had to
be modified in 2008 after the European Commission informed the Hun-
garian government that some of its provisions went beyond European
law (see FT 2009; Platts 2008). In 2015, Poland adopted the Act on the
Control of Certain Investments, creating a mechanism for screening for-
eign investments of more than 20% in companies in strategic sectors like
energy, telecommunications, and defense, which gave the Polish Min-
ister of the State Treasury the ability to block such investments on the
grounds of “security and public governance” (Krupa 2015; UNCTAD
2016b, 93).

The German government added a mechanism for screening foreign
investment stakes of over 25% hailing from non-EU and European Free
Trade Association states for national security risks in 2004, initially in
specific industries around weapons and cryptography, though the scope
was broadened to include enterprises involved in tanks and tracked vehi-
cle engines in 2005 (US DOS 2014b, 3). By 2009, after widespread
public debate over the effect of foreign SWF investments in the coun-
try, the national security review process was expanded “to apply to a
German company of any size or sector in cases where a threat to national
security or public order is perceived” (US DOS 2014b, 3). Despite the
wording of its regulatory regime, however, the German government has
also shown concern over investments hailing from within the EU itself.
Citing national security concerns over the sensitive technology involved,
it decided in 2008 that it was better to buy back its national print-
ing press, the Bundesdruckerei, rather than see it auctioned to foreign
bidders such as France’s Sagem or the Netherlands’ Gemalto, when it
seemed that no German company would try to win the auction.?’

Similarly, tensions arose between Italy and France in 2011, when a
series of large Italian companies (including Bulgari and Parmalat) were
taken over by French ones and Italy’s Finance Minister Giulio Tremonti
sought to stem the tide by trying to prevent Edison, an Italian power
company, from being taken over by the French group EDF.?! In 2012,
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Italy established a formal mechanism for screening foreign takeovers of
companies engaging in strategic activities (Wehrlé & Pohl 2016, 58).
Under this mechanism, investments in the transport, energy, and com-
munications industries are assessed for their threat to the wider con-
cept of national interest, and such reviews are only applied to foreign
investors hailing from outside the EU and European Economic Area
(EEA). However, investments in companies engaged in defense and
national security are assessed on the basis of their threat to the “essen-
tial interests of the state” (i.e., national security), and that review applies
to all foreign investors, including those from within the EU (Wehrlé &
Pohl 2016, 58). The Italian government did later allow the takeover
of the Italian aerospace manufacturing company Piaggio Aero by the
UAE’s Mubadala Development Co., as well as the takeover of the Ital-
ian aerospace technology firm Avio SpA by the US’ General Electric in
2013, “but subjected both transactions to strict conditions, such as com-
pliance with requirements imposed by the Government on the security
of supply, information and technology transfer” (UNCTAD 2016b, 97).
Interestingly, Finland replaced its previous screening mechanism with
a dual review system similar to Italy’s in 2014, and it now looks at all
foreign investors — including those from the EU — when assessing cross-
border M&A in the defense sector (Wehrlé & Pohl 2016, 52-3).

Other governments actively seeking to block hostile foreign takeovers
on national security grounds include Australia, Canada, China, Japan,
and Russia, to name but a few.?? In China, reports were already emerging
in 2006 that “acquisitions of Chinese enterprises by foreign companies
are increasingly being challenged amidst a growing mood of ‘eco-
nomic patriotism’” (Yan 2006). The Chinese government, for exam-
ple, blocked the Australian bank Macquarie’s bid for its biggest phone
company, PCCW, and “stalled” the American-based Carlyle Group’s
bid for Xugong, the country’s biggest maker of construction equip-
ment (Bloomberg 2006; Yan 2006). It is also widely held that economic
nationalism played a role in the Chinese government’s 2008 refusal to
allow Coca Cola to buy the Huiyuan Juice company, an attitude many
analysts believe remains prevalent in China (see e.g., Browne & Dean
2010; Harmsen 2009). Additionally, China adopted a number of new
laws and regulations in 2007/08, 2011, 2015, and 2016, updating and
formalizing some of its mechanisms for screening foreign takeovers (see
Chapter 5). Together, these rules prohibit foreign investment in particu-
lar industries, and set up a “mandatory national security review system
for foreign acquisitions of target military...enterprises” and for busi-
nesses in a number of strategic sectors related to national security, such
as energy and infrastructure (Wehrlé & Pohl 2016, 50).
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Russia also updated its foreign takeover laws in 2008, identifying forty-
two strategic industries where investment may be reviewed for national
security risks, approval is required for acquisitions of stakes larger than
25%, and majority stakes require a special permit from a review commit-
tee led by the Russian Prime Minister.?> As discussed further in Chapter
5, the scope of this national security review was widened in 2014 to
include activities related to infrastructure and transport. In 2013, Rus-
sia blocked the proposed takeover of Petrovax Pharm, one of its vaccine
producers, by the US company Abbot Laboratories on national security
grounds (UNCTADD 2016, 96, 99).

In Japan, Article 27 of the 1949 Foreign Exchange and Foreign Trade
Act gives the Minister of Finance the power to prohibit foreign invest-
ment when it is determined that “national security is impaired, the main-
tenance of public order is disturbed, or the protection of public safety is
hindered.”?* Though Japanese FDI laws are generally relaxing, concerns
have emerged within that country that foreign acquisitions by “devel-
oping countries could [threaten] Japan’s strategic interests,” causing its
Trade Ministry in 2006, for example, to encourage Japanese “steelmak-
ers to adopt poison pills to protect themselves from foreign takeovers”
(Economist 2006a). In 2007, the regulatory regime was amended to
widen the number of sectors in which investors must notify the Minister
of Finance in advance of a transaction, in order to “prevent the prolifer-
ation of weapons of mass destruction and damage to. .. defence produc-
tion and technology infrastructure” (UNCTAD 2016b, 96). Notably,
Japan blocked the UK’s TCI fund from increasing its minority stake in
the Japanese electricity company J-Power on national security grounds,
as it felt the group might be able to “affect the planning, operation and
maintenance of key facilities such as power transmission lines and imple-
mentation of Japan’s nuclear power generation” (Terada 2008).

Australia and Canada have also strengthened their foreign investment
laws, following periods of national debate over the desirability of foreign
investment. Yet, while both countries undertake national security reviews
of proposed foreign acquisitions, these are carried out alongside (or as
part of) larger net benefit and national interest tests that include broader
considerations like the effect of a specified transaction on competition,
the economy as a whole, and national culture or community.

Under the 1985 Investment Canada Act, for example, Canada may
review sizeable foreign investments on the basis of their “net benefit” to
society, which in both theory and practice can be used to block transac-
tions that raise national security concerns. The first time Canada blocked
a foreign takeover on net benefit grounds was over security concerns,
when in 2008 it refused to allow the US company Alliant Techsystems
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to acquire the Canadian company MacDonald Detweiller (MDA), which
held sensitive satellite technology as part of its Radarsat program (Lex-
ology 2016; Simon 2008, 2009). Canada adopted a formal mechanism
to review the national security implications of foreign investments a year
later. By March 2016, it reported that these national security reviews
led it to block three foreign acquisitions, retroactively order two divest-
ments by foreign investors, and mitigate two deals (ISED 2016, 10). In
one case, an investment was also “abandoned” by the acquirer before it
could be blocked (ISED 2016, 10). Deals blocked on national security
grounds include the attempted purchase of Manitoba Telecom Services’
Allstream division by the Egyptian company Accelero Capital Hold-
ings in 2013, because Allstream ran “a national fibre optic network that
provides critical telecommunications services to businesses and govern-
ments, including the Government of Canada” (Moore 2013). An invest-
ment by the Chinese SOE Beida Jade Bird, which would have installed a
facility for manufacturing fire alarms in close proximity to the Canadian
Space Agency, was also blocked for security reasons (LLexology 2016).
In November 2010, however, Canada famously blocked BHP Billiton’s
bid for PotashCorp on the grounds that it would not be of “net benefit”
to Canada, withour citing national security concerns (see Simon et al.
2010).

Australia’s Foreign Acquisitions and Takeovers Act of 1975 estab-
lishes a screening process for foreign purchases over certain thresholds
and under certain conditions. The Foreign Investment Review Board
(FIRB) makes these assessments, and the Treasurer of Australia then
has the power to block foreign acquisitions that are not found to be in
the national interest, including deals that pose a risk to national secu-
rity.?’> The Act was amended in 2015 to, among other things, lower some
thresholds for review and give the FIRB and Treasurer new powers.?’
Yet, while Australia has formally blocked deals only a handful of times,
it has not always been clear about whether the “national interest” being
contravened involves national security or not. For instance, the Trea-
surer blocked a 2001 bid by the European-based Royal Dutch Shell to
become a majority owner in the Australian oil company Woodside on the
basis that it would be “contrary to the national interest” to allow Wood-
side to relinquish its control over the joint-venture project it had with
Shell to develop Australia’s North West Shelf natural gas resource (Aus-
tralian Treasurer 2001). In April 2011, Australia rejected an attempt by
Singapore’s stock exchange, SGX, to acquire the Australian Securities
Exchange, ASX, arguing the deal was not in the “national interest” given
the “critically important” nature of the business to Australia’s economy
(Smith 2011). In 2013, Australia also rejected the proposed purchase of
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the Australian agribusiness Graincorp by the American company Archer
Daniel Midland (ADM), both because of its importance to Australia’s
economy (it held 85% of the market) and because “allowing it to proceed
could risk undermining public support for the foreign investment regime
and ongoing foreign investment more generally” (Australian Treasurer
2013). The Australian government did, however, explicitly cite national
security concerns in 2015 when it blocked the purchase of the Kidman &
Company land portfolio from a/l foreign bidders, which were rumored to
include both Canadian and Chinese investors, because Kidman is “one
of the largest private land owner[s]” in Australia, and 50% of one of
its cattle stations (Anna Creek) “is located in the Woomera Prohibited
Area,” used for weapons testing (Australian Treasurer 2015; Thomas &
Lilly 2016).27

Placing the Theory behind Intervention in Context

A Global Perspective and Parsimonious Theory

Though all of this serves to illustrate that strategic intervention into
cross-border M&A is not confined to a particular geography, schol-
arly explanations of these events are mostly limited in context to gov-
ernment intervention by the US.?® Such inquiries provide a depth of
valuable insight into how the US operates vis-a-vis foreign takeovers.
They also provide invaluable comparisons to the antagonism surround-
ing takeovers of American companies by the Japanese in the 1980s and
early 1990s (Graham & Marchick 2006; Kang 1997). These inquiries
do not, however, test their assumptions across different states, or seek
to create a generalizable theory that can explain when and why states
intervene in M&A activity on national security grounds. While I do not
disagree that states evaluate all foreign takeovers on a case-by-case basis
according to their own internal national security criteria, there do seem
to be some general tendencies among states concerning when and why
they engage in this behavior. These may in turn be used to create par-
simonious theory. Moreover, by not adopting a more global scope of
inquiry, many theorists fail to examine some of the truly puzzling aspects
of state behavior regarding foreign takeovers that are discussed in the fol-
lowing chapters. With that in mind, this book will seek to build on and
draw from the work of these scholars, the public policy world, finan-
cial research, interviews, and empirical data to create a generalizable
and probabilistic theory of when and why the governments of advanced
industrial and industrializing societies intervene in foreign takeovers on
national security grounds.



Placing the Theory in Context 17

Foreign Direct Investment: Why Focus on Foreign Takeovers Alone?

Though states interact strategically over other forms of FDI, this book
focuses specifically on cross-border M&A in order to fully understand its
unique dynamics and implications for how states balance power in the
economic sphere. As defined by Graham and Krugman, FDI involves the
“ownership of assets in one country by residents of another for purposes
of controlling the use of those assets” (Graham & Krugman 1995, 8).
FDI primarily consists of cross-border M&A and new greenfield invest-
ment, but may also include financial restructuring and the extension of
capital for the purpose of expanding existing business operations (OECD
2008, 203).?° In technical terms, cross-border M&A entails “the par-
tial or full takeover or the merging of capital assets and liabilities of
existing enterprises in a country by [enterprises] from other countries,”
and greenfield investment refers to the “establishment of new produc-
tion facilities such as offices, buildings, plants, and factories, as well as
the movement of intangible capital (mainly in services)” (Gilpin 2001,
278; OECD 2008, 87; UNCTAD 2006, 1, 15). More simply put, cross-
border M&A involves the purchase or sale of existing assets or equity,
while greenfield investment establishes new assets.

These alternative modes of market entry often have different impli-
cations and raise different concerns for the countries involved. For the
state and society in which the target company of a cross-border merger
or acquisition is located, there is a great deal of uncertainty that attends
the transaction process. Existing operations may face “expansion...or
reduction” (UNCTAD 2006, 15), jobs may be lost, domestic workers
may be replaced with foreign nationals, cutting-edge technology may
go to another country that is viewed as a competitor, or control over
domestic resources might be lost. On the other hand, greenfield invest-
ment “directly adds to production capacity” and “contributes to capital
formation and employment generation in the host country” (UNCTAD
2006, 15). Foreign takeovers might also lead to the same good fortune,
but it remains difficult for the host country to forecast such outcomes in
advance, and, as will be shown, this can contribute to greater uncertainty
surrounding M&A and a resulting focus on relative advantages as states
interact within the international financial environment.

Cross-border M&A and greenfield foreign investments are thus often
governed by (and subject to) different legal and regulatory frameworks
in the target state, because of the varying implications for the economies
receiving them. In other words, companies face different rules govern-
ing market entry, depending on the type of FDI they pursue. In the
US, for example, the CFIUS process described earlier does not apply to
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greenfield investments, which traditionally have not been viewed as pos-
ing the same type of national security risk as the takeover of an existing
entity. Often, the regulatory regimes covering foreign takeovers of com-
panies, which provide for formal government reviews of the effect of
a particular transaction on competition and national security, are spe-
cific to that particular type of FDI, and foreign investment restrictions
on national security grounds “do not generally [apply] to new estab-
lishments” (Jackson 2013, 6). Where countries do not have separate
regimes for screening different types of FDI, they may still have differ-
ent thresholds for triggering reviews of these different modes of invest-
ment.’? Moreover, most interventions into FDI discussed here have been
focused on cross-border M&A, while instances of concern over green-
field FDI on national security grounds have been less widespread. This
inquiry thus focuses specifically on cross-border M&A, rather than all
forms of FDI including greenfield investments, in order to maintain the
best possible comparison across countries of the type of behavior under
investigation; though the latter would be an interesting area for further
study.

Cross-Border M&A, Economic Interdependence, and Globalization

Any theory examining the relationship between the state, foreign
takeovers, and the balance of power must also recognize the role that
cross-border M&A plays within the global economy and the international
system as a whole. As discussed in the next chapter, when an individual
cross-border merger or acquisition is completed successfully, it can cre-
ate certain economic dependencies between the states involved in the
transaction. Some states will seek to take advantage of these dependen-
cies, triggering the balance of power dynamics examined in this book.
At the same time, however, cross-border M&A activity as a whole is
part of the broader process of the deepening of economic interdepen-
dence among states within the international system, and of “the growing
integration of economies and societies around the world” referred to as
“globalization” (World Bank 2009, emphasis added).>! There is thus
an integral connection between foreign takeovers, economic interdepen-
dence, and globalization.

The role of foreign takeovers as a driver of economic globalization
has also grown over time. Cross-border M&A has not only increased
globally in volume and value, but it also now accounts for a much larger
portion of total inward FDI than it did at the beginning of the twentieth
century. In the US, for instance, most inward FDI was made up of
greenfield investments before World War I, after which the composition
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of inward FDI gradually “shifted away from greenfield investments and
toward mergers and acquisitions” (Graham & Marchick 2006, xvi). By
the late 1980s, “foreign takeovers of extant US firms” accounted for
most of the FDI coming into the US (Graham & Krugman 1995, 20).

Yet, while globalization is not a new phenomenon (Dombrowski
2005), it is also not linear in its progression. Economic interdependence
only recently reached the levels it obtained prior to World War I,>? and
scholars caution that the history of the last century implies that the con-
tinued progress of globalization is far from inevitable.>> Nye, for exam-
ple, notes that after

two world wars, the great social diseases of totalitarian fascism and com-
munism, the end of European empires, the end of Europe as the arbiter of
world power . .. economic globalization was reversed and did not again reach
its 1914 levels until the 1970s. Conceivably, it could happen again. (Nye
2002, 3)

A look at the global picture since the 1990s illustrates the swings that can
occur in cross-border M&A activity alone, and the deep impact of the
global economic crisis on this activity only serves to illustrate the fragility
of the globalization process. Data from the United Nations Commis-
sion on Trade and Development’s (UNCTAD) 2016 World Investment
Report shows an unprecedented surge in foreign takeovers in the late
1990s, culminating in the year 2000 with 10,517 cross-border M&A
globally, together valued at almost $960 billion. The post-9/11 period
saw a relative drop in activity, and then a rather steady climb to a new
high of 12,044 cross-border deals worldwide in 2007, valued at almost
$1,033 billion. Cross-border M&A activity then began to slow signifi-
cantly in 2008 with the onset of the financial crisis, and it has been slow
to reach full recovery, with the value of deals in 2015 being just 70% of
that in 2007, or almost $311 billion less globally (see Figures 1 and 2).%*

Of course, a number of possible factors could negatively impact cross-
border M&A and the other drivers of globalization, in addition to war
and systemic economic crises. Reports by the US National Intelligence
Council (NIC) argue that a significant deceleration in globalization
could be part of a possible future scenario in which the world’s great
powers tended toward fragmentation in response to increased levels of
threat abroad (NIC 2010, 14), and that a global pandemic, terrorism,
or a “popular backlash against globalization” could slow it down or even
reverse it (NIC 2004, 30). One NIC report suggests that such a backlash
could result from a “white collar rejection of outsourcing in. .. wealthy
countries” or a “resistance in poor countries whose people saw them-
selves as victims of globalization” (NIC 2004, 30).
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Figure 1 Number of cross-border M&A deals (by economy of seller)
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The misuse or abuse of state intervention into foreign takeovers could
also have a potentially negative impact on cross-border M&A activity.
Repeated politicization of foreign takeovers based on contrived or spuri-
ous national security concerns combined with rising economic nation-
alism in one or more powerful countries could even contribute to a
backlash against globalization more generally (see e.g., Kekic & Sauvant
2006). This caution may take on a greater sense of urgency, given the
deep contraction in international commerce that occurred as a result
of the Great Recession that began in 2008, and the rise in populist
and economic nationalist sentiment in a number of advanced industrial
states marked by political events in 2016.>> For example, Britain’s “Vote
Leave” campaign during the referendum on EU membership and Don-
ald Trump’s campaign for the US presidency both successfully employed
anti-globalization rhetoric as part of their platforms, promising a return
to domestic control over their respective national economies. Such devel-
opments make less surprising the earlier forecast in the NIC’s Global
Trends 2030 report, which listed as its “most plausible worst-case sce-
nario” a future world in which “the US and Europe turn inward and
globalization stalls” (NIC 2012, ii, 135).
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Figure 2 Value of cross-border M&A deals (by economy of seller in
millions of dollars)
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Data Source: UNCTAD World Investment Report 2016, Annex Table 9
Note: China* includes data for both mainland China and Hong Kong.

Thus, even though economic interdependence has now returned to
pre-World War I levels and cross-border M&A appears to be expanding
as a key driver of globalization, there is no assurance that economic inter-
dependence and the deeper process of economic integration will con-
tinue to be forward-moving. The forward progress of economic global-
ization requires the presence of a benign hegemonic military power that
both desires a liberal economic order and is able to ensure economic
integration is possible by signaling its willingness to protect that order
(see e.g., Gilpin 1981).%° Europe’s position as the dominant military
power ensured the survival of the economically interdependent system
it favored before World War I, and the US has played a similar role in
the post-World War II era (see e.g., Gilpin 1981; Ikenberry 2001).%7
Thus, if the US (or other great powers) were to repeatedly misuse inter-
vention into foreign takeovers on national security grounds — not as an
act of balancing but as part of a wider domestic backlash against eco-
nomic globalization — it could be taken as a signal of unwillingness to
foster economic liberalization, which in turn could lead to a deeper,
if unintended, impact on globalization.>® The theory and cases exam-
ined in this book therefore highlight the difference between the use of
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intervention into foreign takeovers for the purpose of strategic balancing
and intervention that might be considered an instance of “overbalanc-
ing” or miscalculation.

The Significance

Foreign takeovers play an important role in the globalization process, as
states embrace the absolute gains that can be realized through the free
movement of capital across national borders. But, as the global economy
opens up, new challenges also arise for states — including the fact that
some states will use cross-border M&A to take advantage of economic
interdependence. For this reason, states maintain the right to, and will,
intervene in foreign takeovers to protect their national security.

The purpose of this book is to build a robust theory that explains
why states choose to intervene in foreign takeovers on national security
grounds, not only when these takeovers originate from within states that
are their strategic and military competitors, but also when they origi-
nate from states within their own security communities. Such behavior
is even more surprising when those security communities are based not
only on exceptionally close and long-standing alliances, but also on a
commitment to economic liberalization, like the EU or the transatlantic
community.

The following chapters outline how states use such intervention as
a tool of non-military internal balancing, allowing them to balance the
power of other states within the international system without disrupting
their broader existing relationships with those states. Foreign takeovers
can pose long-term risks and challenges to economic and military power
that must be addressed, even within security communities. But states
do not intervene in every foreign takeover that poses a possible risk; they
must choose which battles to fight. So the answer to the puzzle lies in the
fact that with this specific tool of balancing, states can use different levels
of intervention appropriate to the threat and context, and that states are
more likely to intervene in transactions originating from within their own
security communities when there is a combination of both high levels of
economic nationalism in the receiving state and some underlying geopo-
litical tensions or concerns between the two states involved, despite their
overall close relationship.

Understanding this behavior is important. First and foremost, it is
important because it is about much more than ostensible protection-
ism, even when economic nationalism may play a secondary role in
some interventions. Interventions in foreign takeovers on national secu-
rity grounds are primarily about power, the balance of power, and the
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evolution of inter-state competition in the economic sphere. The the-
ory of non-military internal balancing presented here explains why states
might feel threatened by foreign takeovers, and how they might respond
to preserve their positions of relative power in this context. Policymakers
and private actors alike need to recognize this behavior for what it is if
they are to avoid costly miscalculations in the future.

Second, while such acts of balancing through intervention into foreign
takeovers will, by and large, not affect broader patterns of investment,
excessive acts of “overbalancing,” or the repeated misuse or abuse of
this tool, could have a negative economic impact on not only the state,
but the system as a whole. As already discussed, government-led barri-
ers to cross-border M&A (especially those originating in the US) may
pose a challenge to the future of global economic integration if mis-
used or misunderstood. This could be especially true if governments
seek to engage in reciprocal overbalancing behavior, using national secu-
rity arguments to prevent foreign takeovers in even the most benign of
sectors. Indeed, if we look at France and Italy’s recent efforts to protect
national champions in their food industries, or the blurring of the line
between national security and the more nebulous concept of “national
interest” in some countries, there is some evidence that overbalancing
may already be occurring.

This matters because a reversal, or even slowing, of globalization could
have a significant and negative economic impact on the global commu-
nity. Krugman’s work indicates that the gains from FDI are manifold,
allowing countries to enhance their “comparative advantage” and create
“increasing returns to scale,” while leading to “increased competition”
and often resulting in “valuable spillovers to the domestic economy” in
the form of new technology and more highly skilled workers (Graham
& Krugman 1995, 57-9). A backlash scenario against globalization of
the type discussed earlier could not only lead to the loss of these bene-
fits, but also pose a “huge opportunity cost in terms of forgone FDI,”
which the Economist Intelligence Unit (EIU) and the Columbia Pro-
gram on International Investment (CPII) have placed at “$270bn in FDI
inflows per year” globally (Kekic & Sauvant 2006, 14). Given the poten-
tial long-term costs of repeated miscalculation, a theory that explains the
logic behind legitimate state intervention into foreign takeovers to bal-
ance power, and the dynamics surrounding it, may help provide public
policymakers with the tools necessary to make better decisions regarding
specific foreign takeovers in the future.

Finally, explaining state intervention into foreign takeovers in the most
unlikely of cases, within common security and liberal economic com-
munities, may also help deepen our understanding of the theoretical
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relationship between economic interdependence and levels of conflict
within the international system. Liberal theorists tend to view this rela-
tionship as positive, expecting lower levels of international conflict as
states become increasingly interdependent, the gains from free trade
become widespread, and the incentives for conflict are reduced. These
observations are one of the very reasons it is so puzzling that barriers
to cross-border M&A are being erected between the closest of military
and economic allies. Complex interdependence theorists Keohane and
Nye (2001) caution that while the tendency toward conflict will largely
depend on the form that interdependence takes, we should generally
expect less military conflict among states tied by extremely high levels of
economic interdependence. Consequently, they also note that “conflict
will take new forms, and may even increase” as interdependence deep-
ens (Keohane & Nye 2001, 7) — an insight which may help to explain the
puzzle, if the barriers to M&A discussed in this book are considered to
be a form of conflict.

Why states are willing to engage in a form of conflict that might itself
impede the progress of globalization and economic liberalization that
brings not only gains from trade, but also a high level of stability to the
system (by decreasing the likelihood of milizary competition) must still be
explained, however. Structural realism suggests that conflict, especially
economic conflict, may increase with interdependence (Waltz 1993). But
this explanation is both underspecified and vague, providing little or no
clarification of what form such conflict will take, and how those forms
might vary according to the different relationships between the states in
question. It will be the purpose of this book to fill this theoretical gap,
and to test the new theory proposed here.

This book will proceed as follows. Chapter 1 provides an in-depth
explanation of the theory of non-military internal balancing, and the dif-
ferent ways states can use intervention into foreign takeovers as a tool of
this form of balancing. It also outlines the specific hypotheses underly-
ing this argument, which are tested both quantitatively and qualitatively
throughout the rest of the book. Chapter 2 explains the statistical meth-
ods used to test these hypotheses over a population of cross-border M&A
cases, and provides a discussion of the results. Chapter 3 examines four
critical cases of unbounded intervention, in which different states sought
to block a foreign takeover in order to maintain their positions of rela-
tive power within the international system. Chapter 4 covers a fifth criti-
cal case of unbounded intervention, the DPW/P&O deal, which I argue
is an outlier case that provides an excellent example of overbalancing.
Chapter 5 investigates two cases of bounded intervention, where states
mitigated a cross-border M&A transaction to maintain their power.
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Chapter 6 considers two cases of “non-intervention” and one of
“internal” (or indirect) intervention, where the state involved encour-
aged a domestic white knight to acquire a vulnerable national champion
in order to obviate the need for direct intervention in an unwanted for-
eign takeover. Finally, the Conclusion discusses the theoretical and prac-
tical implications of my findings, and provides a deeper examination of
their significance for theory and practice.

NOTES

1 For a longer discussion of these concerns, see e.g., Bream et al. 2008; Freed
2008. Chinese government concern over the issue of seaborne iron ore sup-
ply was not surprising given that China accounts for most of the world’s
demand and global supplies were tight at the time. In 2008 alone, Chinese
demand for seaborne iron ore increased by over 40%, reaching 68% of the
world total by 2009 (UNCTAD 2010b). By 2010, China was the world’s
largest producer of crude steel (47% of total global production), but domes-
tic supply of iron ore for this process had not been able to meet demand for
some time (UNCTAD 2010a). China accounted for 88% of the increase in
global imports of seaborne iron ore in 2014, as domestic production slowed
(UNCTAD 2016a). Even as global supplies increase and China’s economy
seeks to rebalance, China remains “the world’s largest producer and con-
sumer of steel” (Hume 2016).

2 The steel industry itself voiced concern over the combination of Rio and
BHP through the World Steel Association, then called the International Iron
and Steel Institute (IISI). The IISI’s Secretary General publicly stated that
“any further consolidation between the big three [Rio, BHP, and Vale] would
create a virtual monopoly in the business” (WSA 2007). He went on to say
that “the steel industry [will] strongly oppose the potential merger of BHP
Billiton and Rio Tinto, [and] it is vital that the competition authorities in
the EU, USA, China, Australia and Japan also recognize the threat that this
merger poses” (WSA 2007). Moreover, he argued that the “merger is not in
the public interest and should not be allowed to proceed” (WSA 2007). Not
surprisingly, BHP and Rio’s later attempt to form a joint venture (JV) of their
mining assets in Australia met with the full force of the competition regula-
tors who had been expected to review the merger. BHP and Rio abandoned
the JV in October 2010, when they learned it “would not be approved in
its current form by the European Commission, Australian Competition and
Consumer Commission, Japan Fair Trade Commission, Korea Fair Trade
Commission or the German Federal Cartel Office” (E-Mining Jrn. 2010).
Notably, the Chinese government decided to investigate the global seaborne
iron ore market in 2010, over broad concerns that the “big three” suppliers
were “monopolising supplies” (Chikwanha 2010).

3 For a discussion of the rarity of formal vetoes, see e.g., Wehrlé & Pohl 2016,
41.

4 For a discussion of the surge in intervention into cross-border M&A on
national security grounds, see e.g., UNCTAD 2006, 222-7, 2016b, 94-100.
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Germany eventually had to modify the VW Law, but Lower Saxony was able
to retain a 20% share, allowing it to block certain voting decisions, and the
government encouraged significant cross-shareholding with Porsche SE to
prevent an unwanted foreign takeover (see e.g., Barker 2011; Bodini 2013;
Harrison 2005).

See the European Takeover Directive (European Parliament 2004) and the
Consolidated Versions of the Treaty on European Union and the Treaty
on the Functioning of the European Union (2016/C 202/01), in particu-
lar Chapter 4, Articles 63 (ex Article 56 TEC) and 65 (ex Article 58 TEC)
in the latter.

A rarget company is one that is the subject of an attempted merger or acqui-
sition. A white knight is “a potential acquirer. . .sought out by a target com-
pany’s management to take over the company to avoid a hostile takeover”
(Investor Words 2007). A hostile takeover is one that “goes against the wishes
of the target company’s management and board of directors” (Investor
Words 2007).

As one observer recently commented, “the blocking of mergers remains one
of the few areas left for national authorities to play an interventionist role in
a world where markets are increasingly global” (Ahearn 2006, 4).

This book adopts Helleiner and Pickel’s understanding of economic nation-
alism as a “set of policies that results from a shared national identity and
therefore bears its characteristics” and their idea that “because national
purposes vary...so must economic nationalisms” (Helleiner & Pickel
2005, 26).

For the text of Executive Order 11858 (May 7, 1975), see 40 FR 20263, 3
CFR, 1971-1975.

For the text of the Exon-Florio Amendment, see Title V, Subtitle A, Part
11, §5021 of the Omnibus Trade and Competitiveness Act of 1988 (PL 100-
418, also known as HR 4848).

For the full text of the Byrd Amendment, see §837(a) of the National Defense
Authorization Act for Fiscal Year 1993 (PL 102-484).

For a discussion of the impact that US government opposition and actions
had on CNOOC’s decision to withdraw its bid for Unocal, see Asia Times
2005; Graham & Marchick 2006; White 2005.

Both parties also agreed to appoint a US government-approved security
director to Sprint’s board, and to remove Huawei-supplied equipment from
the Clearwire network if that deal went through (Taylor 2013).

For instance, CFIUS reportedly blocked the proposed takeover of Lumileds
Holding — a producer and developer of LEDs, and a division of the Dutch
company Philips — by the Hong Kong-registered private equity fund Go Scale
Capital in 2016 over “unspecified concerns” (Brown & Robinson 2016). In
another example, the Chinese company CNOOC’s bid for the Canadian oil
company Nexen (which had US-based assets) was reportedly mitigated by
CFIUS in 2013, which approved the deal on the condition “that CNOOC
have no operational control of Nexen’s assets that are close to US mili-
tary installations™” as a consequence of the transaction (Carlson et al. 2014,
472-3).
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Notably, Ralls proceeded to sue President Obama and the US government
in 2013 over the CFIUS order, not challenging “whether its deal posed
a national security threat” (Chon 2014), but challenging it “under the
Administrative Procedure Act and the Due Process Clause of the Fifth
Amendment to the United States Constitution” (see Ralls Corp. v. CFIUS,
926 F.Supp.2d, US District Court, DC 2013; Ralls Corp. v. CFIUS, 987
F.Supp.2d, US District Court, DC 2013). While the initial case was dis-
missed, the US Court of Appeals for the District of Columbia Circuit “held
that Ralls Corporation was deprived of its property without due process and
was entitled to notice of the decision, an accounting of the unclassified infor-
mation upon which CFIUS had based its recommendation to the President,
and an opportunity to rebut the information” (ABASAL 2015, 213; for the
full judgment, see Ralls Corp. v. CFIUS, 758 F.3d 296, US Court of Appeals,
DC Circuit 2014). The result is unlikely to affect future CFIUS rulings on
national security grounds, as the presidential power to veto investments on
national security grounds is not itself subject to judicial review, and that
was not challenged in this case — though it may open up the possibility of
other companies filing due process claims to gain access to the unclassified
information surrounding the dismissal of their investment (see e.g., ABASAL
2015, 214; Chon 2014).

For example, the OECD reports that “of the 40 countries that participate in
the OECD notification procedures for investment policies” only “13 report
that they do not depart from national treatment on security grounds,” while
the rest “have sectoral policies that restrict foreign investment in a very nar-
row range of activities” in this area (OECD 2008, 4).

For deeper discussion of these concerns, see e.g., Ahearn 2006; Betts 2011;
Castle 2011; Euractiv 2006, 2009; Parker & Smyth 2006.

For an overview of the outcome of E.ON’s bid for Endesa see e.g., EU Com-
mission 2012; Mulligan & Dinmore 2009. The Spanish government denied
the validity of a European Commission ruling that tried to prevent its inter-
vention in a deal between the German energy giant E.ON and the Spanish
utility Endesa (Bilefsky 2006; Buck 2006). Spain supported a “Spanish solu-
tion” to the foreign takeover, first backing the Spanish company Gas Natural
to merge with Endesa, and later supporting a “power-sharing” agreement by
which Italy’s Enel and Spain’s Acciona would make a joint bid for Endesa,
with Acciona taking a larger share of “management influence” (Betts 2009;
Mulligan 2009).

The German government decided to renationalize the Bundesdruckerei in
2008, after the country’s then Interior Minister, Wolfgang Schéuble, voiced
concern “that the company’s technology or the personal data it possessed
could pass to the wrong owner,” and that these “concerns intensified again
when France’s Sagem and Oberthur Technologies, Gemalto of the Nether-
lands and 3M of the US began expressing an interest in acquiring the busi-
ness” (Benoit 2008). The German government purchase was finalized in
2009 (Bundesdruckerei 2009).

For a discussion of Italy’s efforts to block these takeovers by French com-
panies, and the resulting tensions between the two countries, see e.g.,
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Dinmore et al. 2011; Sanderson et al. 2011. While Tremonti was able to
squash the initial bid in March 2011, EDF did eventually take control of 80%
of Edison in December, through a mollifying agreement that “balanced” the
takeover by having “Edison’s Italian shareholders acquir[e] a stake in one of
its subsidiaries for €600m, effectively separating it from its parent company”
(Thompson 2011).

For additional countries and recent examples, see e.g., UNCTAD 2016b;
Wehrlé & Pohl 2016.

For further details, see Russian Federal Law No. 57-FZ, Procedures for For-
eign Investments in the Business Entities of Strategic Importance for Russian
National Defense and State Security, April 29, 2008.

For a translation of Japan’s 1949 Foreign Exchange and Foreign Trade Act,
see www.steptoe.com/assets/attachments/4066.pdf.

FIRB Guidance states that “national interest considerations can include:
national security, competition, other Australian Government policies
(including tax), impact on the economy and the community, and the
investor’s character” (Australian Government 2016a, 1).

Under the 2015 Act, for example, Australia can now impose legally enforce-
able obligations on foreign companies whose acquisitions are deemed,
retroactively, not to be in the national interest (Australian Government
2016b, 2).

In his announcement blocking the Kidman deal, the Australian Treasurer
(2015) stated that “the WPA weapons testing range makes a unique and
sensitive contribution to Australia’s national defence and it is not unusual
for governments to restrict access to sensitive areas on national security
grounds.”

These include Graham & Marchick 2006; Kang 1997; Larson & Marchick
2006; Moran 1990, 1993; Tyson 1992. For exceptions to this focus on the
US, see e.g., US GAO 1996; Wehrlé & Pohl 2016.

Financial restructuring and the extension of capital for the purpose of
expanding existing business operations are, however, beyond the scope of
this investigation, as they involve different dynamics, concerns, and regula-
tions.

Australia, for example, has both monetary and ownership thresholds over
which it will review many different forms of FDI, including greenfield FDI,
to determine its “net interest” to the nation. These thresholds vary by sector
and by investor: for instance, if the investor is a SOE, the threshold will be
lower, and if the investor comes from a country with a free trade agreement
with Australia, their threshold for review may be higher. Australia waives
the review of greenfield investments, for example, for the US as part of the
Australia—US Free Trade Agreement (AUFTA) (US DOS 2014a, 2). For
more details, see the website of Australia’s Foreign Investment Review Board,
https://firb.gov.au.

Waltz notes that the important distinction between economic globalization
and economic interdependence is that the former implies economic “inte-
gration,” and that “the difference between an interdependent and an inte-
grated world is a qualitative one and not a mere matter of proportionately


http://www.steptoe.com/assets/attachments/4066.pdf
http://https://firb.gov.au

32

33

34

35

36

37

Notes 29

more trade and a greater and more rapid flow of capital” (Waltz 1999,
697).

In 2001, Gilpin asserted that “the world is not as well integrated [today] at
it was in a number of respects prior to World War I...Trade, investment,
and financial flows were actually greater in the late 1800s, at least relative
to the size of national economies and the international economy, than they
are today” (Gilpin 2001, 364). In 1999, Waltz claimed that the “interdepen-
dence of states . . . has increased, but only to about the 1910 level if measured
by trade or capital flows as a percentage of GDP; lower if measured by the
mobility of labor, and lower still if measured by the mutual military depen-
dence of states” (Waltz 1999, 693).

For further scholarly discussion of why globalization’s forward progress is
not inevitable, see e.g., Dombrowski 2005, 235; Lentner 2004, 19, 49; NIC
2004, 30; Nye 2002, 3; Waltz 1999.

These data are sourced and calculated from the Annex Tables of the UNC-
TAD 2016 World Investment Report. For more detail, see http://unctad.org/.
For a good discussion of the rise of populism in the US and Europe and its
connection to globalization and other economic factors, as well as political
events in 2016 including the election of Donald Trump to the US presidency
and Brexit, see e.g., Kazin 2016; Mudde 2016; Nye 2017; Zakaria 2016.
Gilpin argues that, in their respective hegemonic roles, the US and UK both
successfully “created and enforced the rules of a liberal international eco-
nomic order,” largely because of the power that allowed them to “[impose]
their will on lesser states and partially because other states have benefited
from and accepted their leadership” (Gilpin 1981, 144-5). Such bene-
fits include a “secure status quo, free trade, foreign investment, and a well
functioning international monetary system” (Gilpin 1981, 144-5, emphasis
added).

According to Gilpin’s Hegemonic Stability Theory, as the hegemon loses
ground to rising challengers who are no longer happy with the current order,
the stability of that order founded by the hegemon will be jeopardized, and
hegemonic war will become possible. If the hegemon loses to its challenger
in such a war, a new order will be created (Gilpin 1981, 9-15). Gilpin
stresses that while this does not mean that “the decline of hegemony will
lead inevitably to the collapse of a liberal world economy...the dominant
liberal power’s decline does. .. greatly weaken the prospects for the survival
of a liberal trading system” (Gilpin 1986, 311). Lentner follows this logic
when he claims that “should the United States falter or should its allies
lose confidence, then circumstances might undergo a substantial change. In
short. .. globalization does not constitute an inexorable juggernaut leading
the world onward” (Lentner 2004, 19). Ikenberry, however, raises the pos-
sibility that the current liberal economic order might outlive the end of US
hegemony, because of the highly “constitutionalized” nature of this order
(Ikenberry 2001, 23-9). Nye also provides a thoughtful examination of the
challenges to the liberal economic order posed by “populist reactions to glob-
alization” in the US, among other factors, and the effect this might have on
the US’ leadership of that order going forward (Nye 2017, 14-16).
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38 Dombrowski, for example, has argued that increased efforts by the US to
expand “its security perimeter” to include the “transportation hubs that
facilitate international commerce” after the September 11th terrorist attacks
could actually serve to “limit, contain, and perhaps even reverse economic
globalization,” at least “when combined with new...restrictions on the
movements of people and ideas across national borders” (Dombrowski 2005,
235).



1 A Theory of Non-Military Internal Balancing

Introduction

Why do states intervene in the foreign takeover process even within the
context of security communities based on economic liberalization and
integration? In this chapter, I resolve this puzzle by recognizing that
state intervention into cross-border M&A can be understood as a tool
of statecraft. I develop a model that explains when, how, and why states
use intervention into foreign takeovers strategically to balance the power
of other states.

This chapter has five components. In the first section, I examine the
link between national security and foreign takeovers, providing a necessary
backdrop to understanding how and why intervention into cross-border
MG&A acts as a tool of statecraft. This part of the chapter outlines how
states approach national security in relation to foreign takeovers, the legal
and regulatory systems they use for restricting such investment on these
grounds, and the common types of national security risks states asso-
ciate with cross-border M&A. The second section examines the rela-
tionship between economic interdependence and power, and why the dis-
tribution of economic power within the international system matters to
states. It looks at the theory behind the potential for increased economic
competition among interdependent states, how some states act strategi-
cally to exploit economic interdependence to their advantage, and why
states might seek to balance rising economic and military powers in the
economic sphere. In the third part of the chapter, I provide a detailed
outline of my theory of non-milirary internal balancing and how it relates to
intervention into foreign takeovers. I also propose a probabilistic theory
of when and why states are most likely to use intervention into cross-
border M&A as such a tool of statecraft, and examine the different forms
that such intervention may take in practice. This allows me to offer a
solution to the puzzle of why this particular tool of non-military internal
balancing is used within security communities. The fourth section then
details the hypotheses that underpin my theory, and provides a detailed
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overview of the methodology used to quantitatively and qualitatively test
these hypotheses throughout the book. I conclude with a brief discus-
sion of the expected results of these tests, and of the significance of these
findings.

National Security and Foreign Takeovers

States reserve the right under international law to block foreign invest-
ments on national security grounds. This right is part of customary
international law and is frequently “recognized in various international
agreements, in countless bilateral investment treaties, and in investment
chapters of free trade agreements” (Jackson 2013, 7). It is even consid-
ered to be the “one notable exception to the open investment policies
provided for in the OECD instruments” intended to foster the interna-
tional liberalization of foreign direct investment (FDI) (Jackson 2013,
7). Thus, despite the overall global trend toward economic liberalization
and the reduction of barriers to FDI, this particular right to restrict for-
eign investment on the basis of national security remains untouched, and
its use has surged in recent years (see e.g., Graham & Marchick 2006;
UNCTAD 2016b).

National Security: Understandings and Approaches

For the purposes of this inquiry, national securiry is understood — at its
root — to be that which seeks to maintain the survival of the state and preserve
its autonomy of action within the international system. Yet, few states agree
on the exact scope of national security in relation to cross-border mergers
and acquisitions (M&A), because what it takes to survive and maintain
autonomy varies from country to country depending on a number of
factors, ranging from a state’s size and resources to its geography and
historical context. For example, a 2008 report by the US Government
Accountability Office (GAO) examined foreign investment restrictions
in eleven countries — Canada, China, France, Germany, India, Japan,
the Netherlands, Russia, the UAE, the UK, and the US — and found
that each one “has its own concept of national security that influences
which particular investments may be restricted” by their governments
(US GAO 2008, 3). A 2016 report by the OECD Investment Division
that surveyed foreign investment policies related to national security in
seventeen countries — Argentina, Australia, Austria, Canada, China, Fin-
land, France, Germany, Italy, Japan, Korea, Lithuania, Mexico, New
Zealand, Russia, the UK, and the US — came to the same conclusion
(Wehrlé & Pohl 2016, 20-1).
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States also have different legal and regulatory approaches to restrict-
ing foreign investment on national security grounds. This is due not
only to differences in their exact interpretation of the scope of national
security, but also to variances in their national legal systems, historical
relationships to the market, and “experience with foreign investment”
(US GAO 2008, 7). Wehrlé and Pohl (2016) have categorized these
investment restrictions into three broad approaches for the OECD, while
making it clear that many states utilize a combination of them.! The
first approach takes the form of “partial or total prohibitions of for-
eign investment in specified sectors,” which are identified by the state
as being integral to national security (Wehrlé & Pohl 2016, 11, 13-14).
This approach focuses on the protection and retention of domestic con-
trol over what are often called strategic or national security sectors. The
specific industries identified as being strategic vary from state to state,
but there are naturally areas of common concern around sectors like
aerospace and defense, high technology, and scarce resources. The sec-
ond approach is for a country to review all proposed investments that fall
within certain “legally defined” categories (Wehrlé & Pohl 2016, 11, 14).
The criteria used to delineate these categories usually involve thresholds
around the monetary value of an investment, the sector involved, and/or
the percentage stake sought in the domestic entity (US GAO 2008).
The third approach involves “scrutiny systems that identify individual,
potentially problematic transactions,” and then subjects these transac-
tions to review (Wehrlé & Pohl 2016, 11).% In the chapters that follow,
I focus primarily on the actions undertaken by states as a result of the
review and scrutiny of FDI (the second and third approaches), rather
than through partial or blanket sectoral prohibitions (the first approach).
For, it is through these former approaches that decisions about individ-
ual investments are acrively taken by a state in relation to a particular
foreign investment, and the outcome of that proposed investment is not
pre-determined.

Most states are unwilling to explicitly define their understanding of the
term “national security” in relation to this type of foreign investment, in
order to maintain the flexibility needed to respond to the evolving and
context-dependent nature of the threats such transactions might pose.
Some states may even use different terminology, referring instead to the
need to protect the public order, national defense, or the essential security
of the state — though these terms encompass national security (US GAO
2008, 8; Wehrlé & Pohl 2016, 20-1). Instead of defining national secu-
rity (or its surrogate terms), states tend to offer a vague “clarifying defini-
tion,” “a list of national security relevant sectors given as examples,” or a
discussion of potential illustrative “threats to national security” (Wehrlé
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& Pohl 2016, 20-1).> Despite this ambiguity, some common themes,
concerns, and perceived risks are identifiable (Jackson 2013; US GAO
2008; Wehrlé & Pohl 2016).

National Security Risks and Cross-Border M&A

The US, once again, provides a useful starting point for understand-
ing the nature of the national security concerns that can be raised by
foreign takeovers. Despite the classified and confidential nature of indi-
vidual FDI reviews, the US scrutiny system for vetting foreign takeovers
(the Committee on Foreign Investments in the United States, CFIUS) is
arguably among the most transparent and institutionalized in the world,
and has been written about the most from theoretical, legal, and infor-
mational perspectives. And while the US does not define national secu-
rity for the purposes of foreign investment screening, it does provide an
“illustrative,” though not exhaustive, list of the types of “national secu-
rity factors” the President and CFIUS might take into consideration
when assessing whether or not a particular foreign merger or acquisi-
tion “poses national security risks” (73 FR 74569). These risks factors
are outlined in Section 721(f) of the Defense Production Act of 1950
(DPA) as amended by the Foreign Investment and National Security
Act of 2007 (FINSA), codified at 50 U.S.C. App. 2170.* They include
the potential national security effects of a specified transaction on:

e domestic production needed for projected national defense requirements,

o the capability and capacity of domestic industries to meet national defense
requirements,. ..

e the control of domestic industries and commercial activity by foreign cit-
izens as it affects the capability and capacity of the United States to meet
the requirements of national security, . . .

e sales of military goods, equipment, or technology to any country...that
supports terrorism; [is]...of concern regarding missile proliferation[,
nuclear proliferation, or]...the proliferation of chemical and biological
weapons; [or] .. .is identified by the Secretary of Defense as posing a poten-
tial regional military threat. ..

e United States international technological leadership in areas affecting
United States national security;. . .

e critical infrastructure, including major energy assets;. ..

e critical technologies;. . .

e the long-term projection of United States requirements for sources of
energy and other critical resources and material; and

e such other factors as the President or the Committee may determine to be
appropriate, generally or in connection with a specific review or investiga-
tion. (50 U.S.C. App. 2170(f))
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This list also includes an assessment of whether or not the transaction
is “foreign government-controlled” (50 U.S.C. App. 2170(f)), in the
sense that it could lead to “the control of a U.S. business by a foreign
government or by an entity controlled by or acting on behalf of a for-
eign government” (73 FR 74569). If so, or where otherwise appropriate,
an assessment is also made of additional risk factors surrounding the
country from which the investment ultimately originates, namely: (A)
whether or not it adheres “to nonproliferation control regimes”; (B) “its
record on cooperating in counter-terrorism efforts”; and (C) whether
the transaction could possibly lead to the “transshipment or diversion
of technologies with military applications” away from the US, requir-
ing an examination of that country’s “national export control laws and
regulations” (50 U.S.C. App. 2170(f)).

Even as an arguably benign liberal hegemon, the US recognizes the
need to maintain its global technological (and thus military) advan-
tage by pursuing economic policies that foster the health of the defense
industrial base, prevent its control by foreign governments, and ensure
technology shared with its closest allies is not exported to unfriendly
regimes. Undergirding this strategy are the institutions that allow the
US government to mitigate or block those foreign mergers or acquisi-
tions it believes to be threatening to national security.” As the dangers
emanating from such deals are numerous, and the risk factors just enu-
merated can encompass a wide array of specific activities by a foreign
investor, it is worth also highlighting those national security threats that
Graham and Marchick (2006) have identified as being the ones CFIUS
frequently considers when assessing a potential foreign takeover in the
US. These include a number of specific actions foreign investors might
possibly take:

shutting down or sabotaging a critical facility in the United States; imped-
ing a US law enforcement or national security investigation; accessing sensi-
tive data...; limiting US government access to information for surveillance
or law enforcement purposes; denying critical technology or key products to
the US government or industry; moving critical technology or key products
offshore that are important for national defense, intelligence operations, or
homeland security; unlawfully transferring technology abroad that is subject
to US export control laws; undermining US technological leadership in a sec-
tor with important defense, intelligence, or homeland security applications;
compromising the security of government and private sector networks in the
US; facilitating state or economic espionage through acquisition of a US com-
pany; and aiding the military or intelligence capabilities of a foreign country
with interests adverse to those of the United States. (Graham & Marchick
2006, 54)
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Though both their list and the list provided in the amended DPA focus
specifically on US security, they illustrate the types of national security
risks that would be of valid concern to almost any country.

Most of these concerns emanate from a state’s fear that another state
will seek to gain influence over one of its corporations in order to enhance
its position and power within the international system. As Graham and
Marchick (2006, 54) point out, such predatory behavior may include a
foreign government using its influence to encourage one of its domestic
companies to acquire a foreign company for the purpose of engaging in
espionage.” Even worse, a state might endeavor to acquire a vital com-
ponent of another country’s defense industrial base, which it could then
destroy, hijack, or generally use to its advantage. The Chinese govern-
ment, for instance, has a reputation for trying to buy foreign companies
in order to acquire military technology through espionage (Graham &
Marchick 2006, 112-13; Interview 2007). Not surprisingly, this behav-
ior has affected the reception of Chinese takeover bids within the US
(Graham & Marchick 2006, 112-13; Interview 2007).® Indeed, the only
four foreign acquisitions to be formally vetoed by a US President (since
the Exon-Florio legislation that originally enabled a president to do so)°
involved Chinese investors. The first was a Chinese government-owned
company (CATIC) that sought to take over a US aerospace components
manufacturer (MAMCO) in 1990.'° The second was when, in 2012, the
US President ordered a company owned by Chinese nationals (Ralls) to
divest four wind farm site assets located in close proximity to restricted
military air space (see Obama 2012). The third was when the President
vetoed the acquisition of the US business of a German semiconductor
company (Aixtron) by a Chinese-owned investment fund (Grand Chip)
over concerns that Aixtron possessed sensitive technology with military
applications and that Grand Chip’s bid involved financing supported by
the Chinese government (US DOT 2016b). The fourth was when the
President vetoed the acquisition of the US-based Lattice Semiconduc-
tor by a company (Canyon Bridge) ultimately owned and funded by a
Chinese SOE directly linked to China’s State Council over a series of
national security concerns relating to the Chinese government’s involve-
ment in the deal, as well as the technology involved, its use by the US
government, and concerns over its continued supply (Baker, Qing, &
Zhu 2016; US DOT 2017).

Another common concern among many countries is that a state,
through entities it either owns or influences, may endeavor to acquire for-
eign companies in order to increase its control over a valuable resource.
Such control could enhance that state’s position within the international
system by increasing its influence over the behavior of those states that
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need the resource in question, and which fear an intentional disruption
of its supply. The behavior of the Russian government in recent years,
which suggests an effort to increase its control over the oil and natural
gas industries within Europe in order to augment its influence in the
region, illustrates this point well.!!

These are but a few examples of the national security concerns states
might have in the context of foreign takeovers. One of the reasons the
US list is so useful and instructive for understanding the common con-
cerns states may have is that it is rare for states to provide such a rich and
detailed set of examples.!? Other countries, when they bother to do so at
all, tend to offer more limited examples, but they do often exhibit similar
concerns, even though these might be worded differently or use differ-
ent terminology. The 2016 OECD report, however, offers some exam-
ples of factors raised by other countries that are not explicitly covered
in the US list. For instance, while the US highlights an investing coun-
try’s relationship with terrorism as a potential risk, other countries — like
France, Italy, Lithuania, and New Zealand — also look at the risk from
“investments by persons linked to organised crime, . .. or other criminal
activities” (Wehrlé & Pohl 2016, 21). Italy considers “investments from
foreign countries that do not respect democracy and the rule of law or
have held conducts at risk towards the international community” to pose
a security risk (Wehrlé & Pohl 2016, 21). Perhaps more controversially,
some countries — like Australia, China, Japan, and New Zealand — high-
light concerns regarding “the impact of the investment on the economy”
as being among their national security considerations (Wehrlé & Pohl
2016, 21).

The scope of national security as it relates to FDI will thus vary in
accordance with the different threats individual states perceive to their
survival and autonomy within the international system. For example,
not all governments (or theorists) will necessarily feel comfortable with
the inclusion of a foreign investment’s impact on the host economy
within the remit of national security considerations. However, if a
country defines this particular concern publicly as being within the
scope of its national security, and then cites a specific foreign invest-
ment as being a national securiry concern for this reason (rather than a
national interest concern, which might be more closely identified with
the language of traditional economic protectionism), than it will be
accepted as a national security concern for the purposes of this book.
Defining the exact scope and parameters of “acceptable” or “valid”
national security concerns is beyond the book’s remit, and should be the
subject of a separate inquiry. It is also true that, in rare instances, state
officials might use the term “national security” instrumentally (or even
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inappropriately) in the context of FDI, in order to achieve goals other
than balancing. I have therefore assessed the national security grounds
cited for intervention (if specified)!® in the cases examined in this book,
and have attempted to judge, fairly and without prejudice (insofar as
this is feasible), whether the risk cited is in line with a given country’s
historical approach to national security.

Economic Interdependence and Power

Overall, the types of common national security concerns discussed in the
previous section have one clear thing in common. They imply that the
state on the receiving end of a particular cross-border merger or acquisi-
tion (the target state) believes that the state of the acquirer (the sending
state) could be placed at an advantage in terms of military or economic
power as a result of that proposed deal, and thus that the transaction
could be detrimental to them, the target state. Whether or not the send-
ing state actually intends (or is believed to intend) harm will thus have
a great effect on how the government of the target state responds to the
proposed transaction.

Clearly, some states do seek to take advantage of the interdependent
relationships that arise from globalization, in order to increase their
economic and military capabilities relative to others. This notion is well
documented (Gilpin 1981, 1987, 2001; Hirschman 1945; Moran 1993;
Shambaugh 1999; Tyson 1992; Waltz 1993, 1999). And though most
theorists of economic interdependence deal with the dependencies that
result from foreign trade, rather than FDI, it is a reasonable assump-
tion that these dynamics may be applied to the latter.!* According
to these theorists, states will have different levels of “sensitivity” and
“vulnerability” as a result of a mutually dependent relationship, where
sensitivity implies that a state A can suffer the negative effects of the
actions of another state B “before policies are altered to try to change
the situation,” and vulnerability implies that state A can be negatively
affected by the actions of state B “even after policies have been altered”
(Keohane & Nye 1989, 13).!” Hirschman’s systematic examination of
such phenomena demonstrates not only that “international trade might
work to the exclusive or disproportionate benefit of one or a few of
the trading nations,” but also that states may abuse their position in
an asymmetrical trading relationship (Hirschman 1945, 11). He makes
the important point that enhancing a state’s economic power does
“not necessarily lead to an increase in relative power,” or “a change
in the balance of economic power in favor of any particular country,”
unless states pursue policies that enhance the dependencies of other
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states on that relationship (Hirschman 1945, 9).!° As some countries
do pursue such policies, states consequently remain concerned with
the relative distribution of the gains from trade, even though liberal
theorists since Adam Smith have demonstrated the absolute gains to all
involved (Hirschman 1945, 5-6; Keohane & Nye 1989, 10; Waltz 1979,
140-3).

States are thus highly likely to focus on the relative distribution of eco-
nomic power within the international system.!” This is especially true in
an environment where the likelihood of a major power hot war is low
(Mandelbaum 1998/99; Waltz 1993) and hard power within the system
must be increasingly gained through non-military means.!® States will
therefore seek to increase their economic power, which not only ben-
efits their own domestic economy, but also provides absolute gains to
their trading partners, and hopefully increases their ability to influence
others by enhancing either their position of dominance or the depen-
dence of other states on their economic policies.!® As a result, “eco-
nomic competition” will in all probability “become more intense” (Waltz
1993, 59).

A state will thus feel insecure as another state gains economic power
relative to it and will seek to balance that rising economic power. Simi-
larly, one state may seek to balance another if the latter attempts to make
the former dependent upon it in some way through FDI. When interna-
tional relations theorists refer to the US backlash against Japanese invest-
ment in the 1980s, there is an assumption that this is what occurred.
Waltz claims that once Japan recovered from World War II, the US
“objected more and more strenuously” to its “protectionist policies” as
its economy developed into that of a rising power with a “strategy of
‘creating advantages rather than accepting the status quo’” (Waltz 1979,
7-8). In 1991, Borrus and Zysman suggested that Japan and Europe
were both pursuing policies to protect their technological industrial bases
from foreign acquisition as part of internal balancing strategies meant to
create an eventual advantage over the US (Borrus & Zysman 1991, 25,
27). The following year, Tyson strenuously argued for FDI policies that
would protect American interests from such Japanese tactics (see Tyson
1992). Graham and Marchick then made a similar argument about the
current US backlash against Chinese and Middle Eastern investment in
2006. They asserted that if “the US in the past has sought to protect
itself from FDI originating in Germany and Japan,” then “today, similar
sentiments are harbored toward Middle Eastern countries for their sup-
posed links to terrorist activities, but more importantly towards China,
which, as a vast and growing economy, could one day challenge the US
in economic might” (Graham & Marchick 2006, 94). Such an attitude,
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they believe, can explain US intervention in the Dubai Ports deal and
CNOOC’s attempt to buy Unocal.

The Theory

Non-Military Internal Balancing and Foreign Takeovers

I believe government intervention into foreign takeovers of companies on
national security grounds should thus be understood to be a form of non-
military internal balancing, which is primarily motivated by either eco-
nomic nationalism or pressing geostrategic concerns. This theory begins
from neorealist assumptions about the structural dynamics of the inter-
national system and its general effect on state action. Yet, as structural
realism alone cannot provide the full solution to our puzzle, it is also nec-
essary to include certain domestic-level variables, such as the presence
of economic nationalism, in our investigation.

This combination of domestic and structural variables with a primary
focus on the structure of action can be likened to a neoclassical realist
approach. Neoclassical realists “argue that the scope and ambition of a
country’s foreign policy is driven first and foremost by its place in the
international system and specifically by its relative material power capa-
bilities” (Rose 1998, 146). Yet, they also believe “that the impact of such
power capabilities on foreign policy is indirect and complex, because sys-
temic pressures must be translated through intervening variables at the
unit level” (Rose 1998, 146). It is for this reason that neoclassical real-
ists, such as Schweller, Wolforth, and Zakaria, examine both domestic
and system-level variables to explain foreign policy outcomes (Lobell
et al. 2009, 20). Such theorists build on both the insights of structural
realism, because of its appreciation of systemic pressures placed upon
state actors, and classical realism, because it recognizes “the complexity
of statecraft” (LLobell et al. 2009, 4). Importantly, these theorists demon-
strate that the “‘transmission belt’ between systemic incentives and con-
straints, . ..and the actual diplomatic, military, and foreign economic
policy of states” is “imperfect” (Lobell et al. 2009, 3). Schweller, for
example, has used domestic political variables to explain why, within the
context of balance of power theories, states might underbalance a rising
threat. In other words, the neoclassical realist understands that “deci-
sion makers are not sleepwalkers buffeted about by inexorable forces
beyond their control” but actors who “respond (or not) to threats and
opportunities in ways determined by both internal and external consid-
erations of policy elites who must reach consensus within an often decen-
tralized and competitive political process” (Schweller 2004, 164). They
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Figure 3 Modes of balancing
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recognize that international relations is a two-level game (Putnam 1988),
and believe that an examination of the domestic variables that motivate
states to recognize, and implement, structurally demanded strategies
should not be degrading to realist theory, but should instead contribute
to its progress in the Lakatosian sense (Lobell et al. 2009, 21).%°

The theory presented in this book begins from the structural realist
assumptions that states are the primary actors’! in an anarchic interna-
tional system and that, as such, they must rely on themselves to pro-
vide for their own security and survival (Waltz 1979, 88-93). This focus
on survival within the context of a necessarily “self-help system” causes
states to be concerned with the relative distribution of power, defined
primarily on the basis of “capabilities” (Waltz 1979, 97-9, 129). As a
result, states will seek to maintain or maximize their power relative to that
of others, either when threatened (Walt 1987)?? or when their relative
power is challenged by an actual and unfavorable change in the distribu-
tion of capabilities (Waltz 1979, 118). According to Waltz, a state may
balance the relative power of another either exzernally, through “moves
to strengthen and enlarge one’s own alliance or to weaken and shrink an
opposing one,” or internally, through “moves to increase economic capa-
bility, to increase military strength, [and/or] to develop clever strategies”
(Waltz 1979, 118) (see Figure 3).

Government intervention into cross-border M&A can thus be under-
stood to be a tool of internal balancing. It can certainly be part of an
effort to preserve or enhance domestic economic capability and/or mili-
tary strength, when the outright takeover of a particular domestic com-
pany challenges, or threatens to alter, the state’s relative possession of
those capabilities. For, states may use intervention to protect companies
(or some of their assets and capabilities) from foreign control, when that
control is sought for purposes that would prove detrimental to state secu-
rity. States may, for example, attempt to block or alter a foreign takeover
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in order to preserve (and sometimes further) technological and industrial
advantages that are vital to their military power, or to the resources nec-
essary for their continued existence. Similarly, states have also used inter-
vention to protect national champions deemed vital to their economic
power and position. It will be demonstrated in the chapters that follow
that most examples of government intervention into foreign takeovers on
national security grounds, and in the sectors commonly associated with
national security examined in this book, are acts that seek to maintain or
maximize the economic and/or military power of the state in response to
a threat or challenge to that power posed by the takeover. In other words,
the form, intent, and purpose of such interventions are clearly consistent
with those of internal balancing, as it is traditionally understood.?>

The scope of Waltz’s definition of internal balancing is indeed wide
enough to encompass such government action. For, though many schol-
ars have come to simplify the definition of the term to refer only to the
mobilization or enhancement of arms and other military capabilities,>*
the economic element should not be forgotten, especially as it is often
integral to the success of the defense industrial base that oils the machine
of war. In an effort to further specify the role of economic policy in bal-
ancing, Brawley argues that there are clearly separable economic and
military components of both internal and external balancing (in Paul
et al. 2004).%> Though his discussion of the economic component of
internal balancing revolves primarily around basic trade and financial aid
strategies, there is no reason why it might not include strategies for deal-
ing with FDI in sensitive industries or companies of the type examined
here. Borrus and Zysman, for example, have claimed that Waltzian inter-
nal balancing can be synonymous with “positive industrial adjustment”
of the type used by states to gain a competitive economic and military
advantage in terms of technology, which they mention can — beyond the
trade and industrial policies usually discussed in that context — involve
policy that either prevents foreign acquisitions in some sectors or places
“local content requirements” on other forms of FDI (Borrus & Zysman
1991). There is thus some precedent for the argument that the behavior
examined in this book can act as a type of internal balancing.

Furthermore, I argue that state intervention into foreign takeovers
acts — more particularly — as a form of non-military internal balancing.
Here, the strategy still involves strengthening military and/or economic
capabilities, but also has two important non-military elements. First, the
tool is clearly one of policy and action that occurs within the context
of the economic realm. Second, non-military internal balancing involves
actions that seek to enhance a state’s relative power position vis-a-vis another
state, or states, without severing the greater meta-relationship ar stake between
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those states. The goal is still to balance a challenge or threat to power
through non-military and internal means, but, unlike Brawley’s concept
of the economic component of internal balancing, non-military internal
balancing is classified by this additional objective of state behavior, as well
as by the zype of conduct used to achieve those objectives.

It is also important here to clearly differentiate non-military inter-
nal balancing from soft balancing, as some important distinctions exist
between these two concepts (see Figure 3). First and foremost, non-
military internal balancing is a strategy that may be employed by both
hegemonic and weaker powers, whereas soft balancing is usually defined
as a policy tool that is only used against a hegemon (see Pape 2005;
Paul 2005; Walt 2005). This is because much of the literature on soft
balancing arose out of a desire to explain why states in the post-Cold
War period had not formed a countervailing military coalition against
US hegemonic power in the way many international relations theorists
expected, as well as to categorize the non-military and non-traditional
efforts of many states to constrain (or restrain) US unilateralism in the
wake of 9/11.2% These theorists believed “it was a mistake” for structural
realists “to expect ‘hard balancing’ to check the power of the interna-
tional system’s strongest state” after the end of the Cold War because in
a unipolar system, “countervailing power dynamics [would] first emerge
more subtly in the form of ‘soft balancing’” (Brooks & Wolforth 2005).
Nye, however, has made a compelling case that while the world might
be unipolar in the military realm (and this itself may be changing, with
the rise of Russian and Chinese forces in recent years), it is clearly mul-
tipolar in the economic one (Nye 2002, 39). If one accepts this, then
traditional methods of internal balancing are even more likely to occur
in the economic realm than soft balancing theorists currently recognize,
and, more importantly, a military hegemon may engage in the same type
of non-military internal balancing behaviors as weaker states. This is
clearly the case now, as the US seeks to preserve its relative power posi-
tion through non-military internal balancing against rising powers, just
as Italy or Russia might use similar techniques to enhance its own posi-
tion.

Second, most definitions of soft balancing are based on the policy zools
states employ, rather than on the policy objecrives they seek (as with Braw-
ley’s concept of the “economic component” of internal balancing). Paul,
for example, defines soft balancing as “tacit balancing short of formal
alliances. . . often based on a limited arms buildup, ad hoc cooperative
exercises, or collaboration in regional or international institutions” (in
Paul et al. 2004, 3). This explains why theorists like Pape (2005) argue
that such strategies could eventually lead to hard balancing in the future.
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The concept of non-military balancing, however, is defined by its ends as
well as by its means. Finally, only a few soft balancing theorists even men-
tion that the use of economic tools might be part of an act of soft balanc-
ing (see e.g., Pape 2005; Paul 2005; Walt 2005), and even fewer provide
rigorous empirical testing of their claims regarding the economic forms
of soft balancing. Thus, while non-military internal balancing might be
used in tandem with soft balancing under certain circumstances, it must
be clearly differentiated from that concept.

Government intervention into foreign takeovers acts as an excellent
form of non-milirary internal balancing because it allows states to pro-
vide for their long-term security in a way that takes full advantage of
their present power position withoutr causing them to engage in activities
that are viewed as inherently confrontational.?” States are therefore able
to both “maximize value in the present” and “secure their future posi-
tions” through economic competition (Waltz 1993, 63), without other
states necessarily perceiving that build-up as being targeted against them.
Again, this is especially relevant in an international environment where
the inter-state use of force is less acceptable. It also helps to explain
why allies might engage in such a form of balancing against one another,
i.e., this strategy allows states to jostle for position within an alliance,
as well as to provide for their long-term security should the strength of
the alliance eventually deteriorate.?® This is because there is a prevailing
perception that, while states intervene in foreign takeovers for the “high
politics” reason of national security, the act and its effects occur in the
“low politics” realm of bureaucrats and businessmen.?° This perception
can, in many cases, actually help the state to maintain valuable relations
with the other country involved in the transaction. For, even when heads
of state do become involved in a foreign takeover process, the professed
desire to protect companies, resources, and technology deemed vital to
national security is so old and inherent that it is rarely taken “personally”
by other states. On the rare occasion that the acquiring company’s host
state is offended, its government may find it difficult to express such
offense at the official level without risking constraining its own future
breadth of action.?’

Government intervention into foreign takeovers also serves as a highly
flexible tool for non-military balancing, because of the numerous forms
it can take. For, though formal government vetoes of foreign takeovers
are the most well-known form of intervention, they are also the rarest.
Instead, interventions usually tend to range from alterations to the deal
(mitigation measures) that allow the host state of the target company to
retain control over its domestic security, to informal government inter-
vention that causes the acquiring company to withdraw voluntarily from
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the process in order to save “face” or money. Thus, many forms of inter-
vention do not, on the surface, appear to “block” a deal, nor do they
make it look as if a government has taken negative action against another
state. Instead, its action is cloaked within the deal process. This assuages
negative feelings between both countries and helps preserve the relation-
ship between them, while still allowing one state to pursue a gain in
relative economic power. It also permits governments to preserve their
relative economic and military power vis-a-vis another state by helping
them maintain domestic control over those industries, resources, and
companies that they consider vital to national security.

While these arguments explain why states balance economic power
through a strategy of non-military internal balancing, they do not nec-
essarily answer the puzzle of why governments would treat members of
their own security community in the same way as those outside of that
community. For, though it may be obvious to a realist why America
would choose to balance a rise in Chinese economic power, the moti-
vations behind a European state’s desire to balance the rise in economic
power of another European state (within the context of both an eco-
nomic and a security community) are not as obvious. As mentioned ear-
lier, structural realism does not account for why a state would engage
in such behavior against its military allies, or how that balancing of eco-
nomic power might vary according to motivation and context.

The rest of the theory presented here attempts to resolve these issues
by arguing that the answer lies in the form of government intervention
that non-military internal balancing takes, which will vary in accordance
with its primary motivations. A probabilistic theory of intervention (laid
out in the next section) is followed by an examination of the possible
solution to the puzzle, and later by the hypotheses that will be examined
in this study to verify the soundness of that argument.

A Probabilistic Theory of Intervention

Before moving to the solution of the puzzle, it is necessary to first pro-
vide a general and probabilistic theory of when and why governments
are likely to intervene in foreign takeovers on national security grounds.
As mentioned already, non-military internal balancing is primarily moti-
vated by either geopolitical concerns or economic nationalism. However,
alternative explanations must be controlled for, including economic and
interest group arguments. Thus, the principal hypothesis examined in
this book is that an individual government’s use of domestic barriers to
foreign takeovers of companies on national security grounds depends
on (1) the geostrategic implications/concerns raised by the potential
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takeover and (2) the level of economic nationalism in the target com-
pany’s home state, controlling for (3) the economic competition con-
cerns raised by the potential takeover and (4) the presence of interest
groups that oppose the acquisition of the target company and have access
to power in the home state of that company.

The use of case studies allows for a detailed exploration of the various
nuances and different dimensions of these variables. Toward this end, the
following definitions were used in the investigation of the case studies,
though narrower ones were necessary for the purposes of the statistical
investigation of this hypothesis, as discussed in Chapter 2.

The presence of geopolitical competition between states will be deter-
mined qualitatively on the basis of three factors. The first will be the
degree to which the character of the political relationship between the coun-
tries involved in the transaction is positive or negative. In other words,
are the two countries formal military allies? If so, are they members of the
same security community? Does the potential for strategic competition
exist between those countries? Even if states 4 and B>! are allies, is there
a prevailing perception within state A that state B is a threat? The sec-
ond factor is the degree of resource dependency between states A and B. In
other words, what is the general level of state A’s dependence on trade to
obtain basic resources such as oil, natural gas, and water? Furthermore
(to the extent that information is available), what is the specific level of
state A’s dependence on state B for these resources? The third factor is
the differential in relative power between the two states involved in the
transaction. Is the host state of the acquiring company a major power? Is
the host state of the target company a major power? Is state B rising in
relative economic power to state A? Is it increasing in military power?

The presence of economic nationalism in state 4 will be determined
on the basis of three factors. The first will be the level of national pride
that the populace of state A professes to have. The second will be the
level of anti-globalization sentiment within the populace of state A. The
third will be the level of domestic support for companies that are consid-
ered “national champions.” In other words, is the target company often
referred to in public parlance as a “national champion”? Does state A
demonstrate support for national champions in other cases?

The remaining variables represent two possible alternative explana-
tions of government intervention for which this study will need to con-
trol. The first is that the specific form of economic protectionism being
examined here may be explained by the presence of interest groups press-
ing for governmental intervention. The case studies will, therefore, seek
to identify the presence of individual pressure groups that were involved
in the process, and determine their effectiveness in changing the policy
of the government in question vis-a-vis the potential takeover.
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I expect to find, however, that while interest groups may raise the
awareness of state A regarding national security issues raised by state
B’s involvement, or company Z’s behavior, this is unlikely to be the cause
of intervention. In other words, states will tend to formally intervene (either
to block or alter a deal) only when national security issues are actually present,
because of the reputational concerns involved. If we look to the US, for
example, it seems that while there is occasionally evidence of a pressure
group raising the government’s awareness of a deal, once that awareness
is raised, pressure groups are largely kept out of the process.>> As gov-
ernmental decisions in this area seem to fly in the face of interest group
pressure as often as they agree, the results of the hypothesis testing are
expected to show little or no correlation to this variable.

The second alternative explanation for government intervention is that
the merger or acquisition was blocked on the basis of competition con-
cerns raised by either the host state of the target company, the host state
of the acquiring company, or a relevant regional economic authority,
such as the EU Commission. Each case will be examined to see if the
relevant state (or regional) authority raised competition concerns. This
variable is included in the case studies as a control variable, because
of the possibility that government review of a given deal might be pre-
cluded by a decision that the takeover should be blocked on competition
grounds.

It should be noted that other alternative independent variables were
considered during the formative stages of the theory presented here.
These ranged from additional domestic politics variables, such as the
role of electoral politics and racism in government interventions, to the
presence of competing bidders and some of the potential ownership struc-
tures of the acquirer involved in individual transactions. As my aim is to
create as parsimonious a theory as possible on a complex subject, I ulti-
mately decided not to include these variables, which in preliminary test-
ing and research proved insignificant across the body of cases and whose
inclusion, even as controls, did not appear to improve the explanatory
power of the case studies or the fit of the statistical model. (For further
discussion of these variables, and why they were not included in the final
hypotheses tested, see Appendix A.)

If the sole purpose of this inquiry were to predict the likelihood of
intervention in any one particular case, it would be necessary to formu-
late my argument differently. For instance, Grundman and Roncka have
created a comprehensive “risk assessment matrix” to help determine
the chances of a US government intervention into a given cross-border
merger and acquisition (Grundman & Roncka 2006, 8). They suggest
twenty possible variables that might affect a company’s chance for
survival of the government review process. To name but a few, these
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include general economic and political variables such as: whether or
not the deal is “beneficial to current US customers”; the “viability
of current US ownership”; the “amount of media coverage”; and the
“lobbying strength of competing bidders” (Grundman & Roncka 2006,
8). Others are focused on how the deal affects the health of the defense
industrial base, including: the benefit to the US in terms of the “net
technology transfer”; the “requirement for interoperability with the
US?”; whether or not the “target firm’s business” is “commercial” or
“defense” related; and whether the target’s “level of classification” is
“unclassified” or one of “special access” (Grundman & Roncka 2006,
8). Additional variables focus on the national security concerns germane
to this inquiry, namely: whether or not the “partner country is [a]
US ally”; the degree of “foreign ownership,” or “foreign government
ownership” or “influence”; whether or not the host state of the acquiring
company (or the company itself) has “ties to ‘unfriendly’ entities”; and
the degree to which the “political climate” is “hostile” to the deal
(Grundman & Roncka 2006, 8). Clearly, checking off every item on this
extensive list of factors is vital for companies engaging in the US review
process.

The goal of this book, however, is to offer a theory that is both parsi-
monious and generalizable, rather than one that is deeply US (or case)
specific. Thus, while it is necessary to draw on the work of analysts like
Grundman and Roncka, it is also important to ascertain whether or not
some of the specific variables they examine might fit into broader cate-
gories, or drop out all together. It must be stressed again that the purpose
here is to delineate probabilistic tendencies toward state intervention across
countries, cases, and time. 1 recognize that states, and the bureaucrats
within those states who deal with these issues on a daily basis, approach
each foreign takeover as an individual case, and may not even be cog-
nizant of the overarching tendencies in their behavior. I also recognize
that many different actors — from bureaucrats and parliamentarians to
heads of government — ultimately contribute to a state’s final position or
stance regarding intervention, and thus all relevant government actors
are examined in each case studied in this book.?>> Yet, what is ultimately
being investigated here is how the environment in which states must act,
on the whole, structures the action of those states in each case, given the
presence of the variables outlined in my hypothesis.

The Solution to the Puzzle

Such a probabilistic theory of intervention alone cannot explain the
puzzle of why states utilize domestic barriers to foreign takeovers of
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companies in national security industries, even within security commu-
nities founded on economic liberalism and integration.

One way to solve the puzzle is to argue that not all forms of non-
military internal balancing through government intervention into M&A
on national security grounds can be considered equal. Rather, as in all
forms of balancing and power competition, there are variations on the
theme that can achieve the same desired effect. State A may thus be
able to ensure the protection of its national security, and even preserve
its long-term power objectives relative to state B, by simply altering or
mitigating the effects of an M&A deal in some way. This is a more likely
option among close allies, especially where some degree of integration
of the defense industrial base is preferable, because it widens the scope
of competition and enhances opportunities for the development of new
technologies, while likely lowering prices. Thus, while governments wil/
intervene in cross-border takeovers by allies, that intervention may be
more likely to lead to a “changed” deal that protects national security,
rather than a “blocked” deal.

Most instances in which deals are blocked will result from geostrate-
gic concerns that arise between countries that are either not allied, or
between whom there have arisen issues of trust despite the existence of
an alliance relationship. It must be noted that there are examples of even
the closest of military allies finding that companies within their state
(which they may or may not be connected to) are having their proposed
takeovers “effectively” or formally blocked. I argue that this can occur
when the host state of the acquiring company, or the acquiring company
itself, is viewed as significantly threatening. Some flexibility is required
in determining what poses a significant enough threat to lead to a break-
down in trust between two countries; it could range from fears of espi-
onage to a negative perception of the other state arising from actions in
the realm of national security, despite the existence of a formal military
alliance between those states. As one source within the legal community
has pointed out: “there are allies, and there are allies” (Interview 2007).
Which “friends” are the most trusted, and in what areas they are trusted,
soon becomes quite clear to those looking at government intervention
into cross-border M&A.

Forms of M&A Intervention as Non-Military Internal Balancing

I argue that government intervention into cross-border M&A can be
considered to take three possible forms, which are classified here as
unbounded, bounded, and internal intervention (Figure 4). Each of these
forms is defined in this section, as are the conditions that may allow
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Figure 4 Types of M&A intervention as a tool of non-military internal
balancing

Non-Military Internal Balancing

M&A Intervention

I

Unbounded Intervention Bounded Intervention Internal Intervention
No Intervention

a deal to proceed with little or no intervention. However, in most of
the sectors considered by states to be integral to national security, it is
extremely rare for a deal not to face some level of mitigation or alteration
before it is allowed to go through.

Unbounded Interventions

Unbounded interventions are those in which the intended result of gov-
ernment intervention is the formal, or effective, block of a cross-border
merger or acquisition as a consequence of stated concerns regarding
national security. A “formal block” occurs when the government, or one
of its representative agencies, announces that a deal has been vetoed on
national security grounds. An “effective block” occurs when the acquir-
ing company withdraws or rescinds its proposed bid for the target com-
pany as a result of one or more of the following actions:

1. The government (and/or its agencies) voices such significant concerns
or reservations regarding the deal before the formal review process
begins that the acquiring company feels compelled to withdraw its
bid in the face of “overwhelming opposition” that would be costly to
overcome.

2. The part of the deal involving the target state or a third-party state
involved in the transaction has, for all intents and purposes, been
vetoed through either a forced divestiture of the facilities/subsidiaries
in its country or through some other similar means.

3. A lengthy review process is undertaken, from which the company
does not believe its bid will emerge successfully, either because
a. The review process has extended in time to a point where it is

proving too costly for the company to proceed,>* or because
b. The government has indicated to the company that it is unlikely
to emerge from the process successfully.
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Anonymous sources confirm that in the US, for example, CFIUS
and/or its member organizations will indicate to a company whether or
not it is likely to emerge successfully from a CFIUS review or investiga-
tion. This is one of the reasons why the number of withdrawals during
the review/investigation process is exponentially higher than the number
of vetoes.?® It is possible that an effective block might not initially suc-
ceed in stopping the parties involved in a transaction from trying to con-
clude a particular deal. However, a state can still formally veto a deal if an
effective block fails. If the companies involved fail to notify the relevant
national authorities before a transaction is completed, many countries
also maintain the right to review the takeover after completion, and to
unwind it (in whole or in part) if it is deemed to pose a threat to national
security.

“Unbounded” opposition is usually motivated by geopolitical con-
cerns, and involves companies that state A4 is concerned with protecting
on national security grounds. In the US, these will often be the most
highly politicized cases, as interest groups may be able to prey more
effectively on post-9/11 sensitivities to national security. It is impor-
tant to note again, however, that while interest groups might raise the
alarm about a deal, they will rarely affect its outcome. It is also possible
that some of these cases will simultaneously raise competition concerns
in other government agencies — agencies that might seek to veto the
deal on those grounds instead. It is therefore important to control for
such alternative explanations of intervention as the hypothesis is being
tested.

Bounded Interventions

Bounded interventions are considered to be those that result in deals that
the government has been able to alter in its favor through some means or
another. Though the effect of interest groups and competition concerns
will be controlled for, it is usually expected that “bounded” balancing
will most often be motivated either purely by the national security con-
cerns raised by the geopolitical competition context of the case and/or by
economic nationalism surrounding companies in the sectors associated
by the state with national security. It is also expected that in the lat-
ter case, states may closely identify “national security” with “economic
security.”

In the US, for instance, mitigation may take a couple of different
broad forms. Graham and Marchick, for example, note that “if the
DOD believes that the risks [to national security] it identifies can be
managed, it may also negotiate mitigation measures with the transac-
tion party,” which “generally fall into four categories (in ascending order
of restrictiveness)” (Graham & Marchick 2006, 71). These are “board



52 A Theory of Non-Military Internal Balancing

”»

resolution,” “limited facility clearance,” a “Special Security Agreement
(SSA)”3% or “Security Control Agreement (SCA),”>” and a “voting trust
agreement” or a “proxy trust agreement”>® (Graham & Marchick 2006,
71-2).

One recent CFIUS decision, concerning the Alcatel/LLucent deal
(examined in Chapter 5), also made it clear that new forms of mitiga-
tion may be emerging. In the review of that takeover, the US included
an “evergreen” clause as part of the security agreement between itself
and the companies involved, which basically means that the US govern-
ment retains the right to force a reversal of the deal at any point in the
future if it discovers that Alcatel has not lived up to its promises regard-
ing measures to safeguard US national security.’® Members of the legal
community have indicated their belief that such a clause has never been
used before in a US security agreement regarding a cross-border acqui-
sition (Interview 2007). It should also be noted that forced divestitures,
while not common in the US, do occur there and in other countries as
a form of mitigation. (For further discussion of the different types of
mitigation used in the US and abroad, see Chapter 5).

Though there are many different forms that mitigation may take, and
these forms vary by country, the US forms of mitigation will be used as
the standard, as they are the most highly institutionalized and the most
is known about them. Similar phenomena will be looked for in the other
countries in order to determine whether or not a deal has been altered.
That being said, the actual existence of most of these forms of mitigation
in an individual case is meant to be confidential, and their content is
usually classified. Thus, we will only know of the existence of these forms
of mitigation if they have been made public through a press release issued
by one of the companies in question, or if news of their existence has
been leaked to the press or other open-source intelligence outlets. This
will obviously skew any statistical results away from the correlation that
this study seeks to find between mitigation and the variables proposed
here. This is an acceptable reality, however, as it means that we can
largely assume that any correlation found is likely to be much stronger
than the statistical results indicate.

One of the reasons why we are more likely to see bounded inter-
vention among the allies of the Western security communities (mean-
ing the transatlantic partnership and the EU) is because the process for
the review of cross-border M&A is more highly institutionalized among
the Western advanced industrial states. Indeed, it is most highly insti-
tutionalized in the US, which is why the US is where we should expect
to see the lowest level of interest group influence on outcomes of the
review process. The process is less institutionalized within Europe, but
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Figure 5 Non-military internal balancing through M&A intervention
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Note: This diagram illustrates the intervention options a state might pursue when it
believes a specified cross-border M&A transaction could pose a risk to national security.

still much more advanced than it is in, say, Russia or China, where there
is very little transparency about the review process. Higher levels of insti-
tutionalization allow allies to find alternative solutions to national secu-
rity concerns, beyond simply prohibiting a deal or evidencing such over-
whelming opposition that the proposed acquirer voluntarily withdraws
from the process. Beyond the more closed natures of their markets and
the risks they pose for investors, such differences in institutionalization
may also contribute to the extremely low levels of cross-border deals in
Russia and China for the sectors discussed in this book.

Non-Intervention
The following circumstances allow a proposed deal, that would normally
be mitigated, to go through without any visible intervention (Figure 5).
(Again, it must be noted that some of those deals that seem to go through
without intervention may have actually been mitigated in some way by
the host state of the target company, but, due to the classified nature of
that mitigation, it may not be possible to tell.)
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First, if the bid for the target company comes from an institutional
investor’’ based in a foreign country, or a consortium of institutional
investors from multiple countries, intervention may be less likely. Here,
it is expected that the deal will be more likely to go through, because
institutional investors are generally viewed as more focused on profit
than politics, and are also viewed as being largely independent from
government control or influence. Exceptions may occur: for example,
when governments fear that an institutional investor will run the com-
pany into the ground, or sell the company in question to an unfriendly
country.

Second, there may be a reduced probability of intervention if the deal
in question involves a company that the government wishes to be sold,
i.e., the sale is a “desired exit,” and there is a realization that it cannot be
sold domestically. In this case, the cross-border deal is less likely to face
intervention if the sale can be made to a handpicked friendly country.

Third, a deal that may have initially faced strenuous opposition from
the government may suddenly be welcomed if another, less-desirable
company is rumored to be making, or actually announces, a bid for the
target company. In other words, imagine that state A initially opposes
a bid for company X by a company Z from state B (which is neither a
true ally, nor an enemy). Then, a company Y, influenced or controlled
directly by state C (with whom state A is on a less friendly footing), is
known to be contemplating a bid for X. The fear of the bidder from state
C may very well cause state 4 to withdraw its opposition to the initial bid
by state B (see, e.g., the Arcelor/Mittal deal in Chapter 6).

Fourth, a deal may face little or no opposition if the national security
concerns that would normally be raised have been previously addressed
in some way. An example of this in the US would be if the com-
pany in question had already negotiated a special security agreement
for the type of deal at hand, and the government did not feel that it
needed to negotiate a new one. (As discussed in Chapter 6, BAE Sys-
tems serves as an excellent example of a company that has benefited
from already having a comprehensive security agreement with the US
government.)

Fifth, a deal may face little or no intervention if it is considered to be
advantageous to the defense industrial base in some way, or is perceived
to be advantageous to national security.*! The deal might, for example,
increase the competition among companies in the production of a good
vital to national security (such as semiconductors), or provide the state
in question with access to a resource that it desperately needs.

Finally, (un)bounded intervention into a particular proposed foreign
takeover may prove unnecessary if the option of internal intervention is
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pursued, obviating the need for such direct intervention. This concept is
explained in the following section, and again more fully in Chapter 6.

Internal Intervention

Internal intervention is an alternative for governments seeking to pro-
tect a specific company from a foreign takeover. It usually occurs when
a company considered by the government to be vital to national security
(and possibly to be a national champion) is deemed to be a vulnerable
takeover target by the market. Rather than waiting for a bid that may
potentially come from an unfriendly source, the government in ques-
tion proactively seeks a domestic alternative. This may mean that the
government actively encourages another domestic company to take over
(or merge with) the vulnerable company, or that it encourages domes-
tic investors, companies, or government-backed entities to purchase a
large stake in the company in order to promote a high level of cross-
shareholding that makes a foreign takeover more difficult.

Methodology

Three hypotheses emerge from this theory. The primary hypothesis
tested here is that government use of domestic barriers to foreign
takeovers of companies on national security grounds depends on (1)
the geostrategic implications/concerns raised by the potential takeover
and (2) the level of economic nationalism in the target company’s home
state, controlling for (3) the economic competition concerns raised by
the potential takeover and (4) the presence of interest groups with access
to power in the home state of the target company that oppose the foreign
acquisition of that company (Figure 6).

The second hypothesis follows from this, namely: that the outcome of
a proposed cross-border merger or acquisition will be strongly affected
by the type of intervention employed by state A (Figure 7). In other
words, it is expected that unbounded interventions will typically lead to
a “no deal” outcome, i.e., where the proposed takeover is blocked or
thwarted. Bounded intervention will be expected to result in a deal that

Figure 6 Hypothesis #1

Dependent Variable Independent Variables Control Variables
Intervention | Geopolitical Economic Competition Interest Group
Type - Competition * | Nationalism + Concerns Pressure

Y, X, X, X5 X4
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Figure 7 Hypothesis #2
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is changed or altered to the target state’s advantage, and occasionally to
lead to a “no deal” outcome. No intervention on the part of the target
state’s government, on the other hand, will typically mean that a deal will
be more likely to go through unmitigated.

The third is a supporting hypothesis. Controlling for the presence of
economic nationalism, geopolitical competition between states A and B,
competition concerns, and interest group pressure, it is argued that a
foreign takeover will be least likely to face visible intervention by state 4
when any of the following conditions are met: the presence of an institu-
tional investor, the ability to achieve a desired exit, fear of a less-friendly
bidder, the national security concerns have been previously addressed,
the deal is advantageous for another reason, or internal intervention is
pursued (Figure 8). While resource and space constraints prevent a full
statistical testing of this hypothesis, it will be examined qualitatively in
Chapter 6 (which discusses those cases where governments do not inter-
vene in foreign takeovers), and may prove fertile ground as an avenue for
future research.

The first and second hypotheses will be rigorously tested, both quanti-
tatively and qualitatively. They will be looked at qualitatively through an
examination of ten critical cases and three illustrative supporting cases
across all four categories of: (1) umbounded intervention, (2) bounded

Figure 8 Hypothesis #3
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Figure 9 Critical cases

Critical Cases

Acquiror Country Target Country | Industry
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1 The company is listed in Hong Kong.
* Abbreviated case included for illustrative purposes.

intervention, (3) no intervention, and (4) internal intervention. These
cases are listed in Figure 9.

The data will also be examined quantitatively through the use of cat-
egorical data analysis (CDA). Toward this end, a database was created
of every cross-border M&A transaction in a set of sectors that states
commonly associate with national security (Figure 10), which occurred in
the six years following 9/11. There are a few reasons for adopting these
parameters. First, the start date of the database was chosen because
the security environment changed on September 11, 2001 in a manner
sufficient to cause some states to be concerned with sectors of the
economy that had previously not been identified with national security.
The US, for example, now includes the “critical infrastructure” of the
nation among such sectors. As the US is subject to the most foreign
takeovers of any one country on a yearly basis (UNCTAD 2016b), it
is important to limit the time frame in such a way that the cases can
be considered comparable. The database ends in 2007, just before the
beginning of the Great Recession, which had an immediate, negative,
and severe impact on cross-border mergers and acquisitions activity
globally.*?> The time period of the database thus offers a relatively stable
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Figure 10 Commonly identified national security sectors (listed by
ICB code)

Sector Benchmark Industries
Oil & Gas 0533, 0537 Qil & Gas Producers
0573, 0577 Oil Equipment, Services & Distribution
Basic Resources 1753 Aluminum
(Industrial Metals) 1757 Steel
Industrials 2713 Aerospace
2717 Defense
2773 Marine Transportation
Telecommunications 6535 Fixed Line Telecommunications
6537 Mobile Telecommunications
6575 Satellite Telecommunications
Utilities 7535 Electricity
7573 Gas Distribution
7575 Multi-utilities
7577 Water
Financials 8777 Investment Services (Stock Exchanges)
Technology 9537* Software
9572 Computer Hardware
9576 Semiconductors
9578 Telecommunications Equipment

* Included only when the target company is known to retain a defense-related contract
at the time of the transaction.
Note: Sector, benchmark, and industry titles sourced from www.icbenchmark.com.

economic and security environment in which to test our hypotheses,
though both of these environmental factors vary sufficiently during this
period for the purposes of quantitative analysis.

Second, it is maintained here that the sectors listed in Figure 10 are
those that are most often identified by nations with national security in
the post-9/11 environment. As most states prefer to maintain a flexi-
ble approach to the scope of security, few choose to actually define or
delineate those sectors they associate with national security, as already
discussed. The economic sectors identified with national security have
thus changed over time (Graham & Marchick 2006).%> This list, there-
fore, does not attempt to be exhaustive, but seeks to represent those
basic industries that both anonymous and written sources most com-
monly identify as posing security concerns vis-a-vis foreign takeovers
today (see e.g., Graham & Marchick 2006; UNCTAD 2016b; Wehrlé
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& Pohl 2016). Some sectors have been purposely left out because of the
lack of identifiable (versus actual) intervention activity in recent years,
making it difficult to accurately assess levels of government interference.
Figure 10 identifies each sector used in this study according to its
“Industry Classification Benchmark” (ICB; a coding system used to
track M&A transactions).** Given the thousands of cross-border M&A
transactions that took place globally during this time period, it was
important for practical reasons to narrow the statistical inquiry down
to those sectors where we are most likely to see intervention. The only
case that arose in the course of my research that falls outside of these
sectors for the time period of this database, the PepsiCo/Danone case,
has been included in the critical case studies. The dynamics and findings
should not change, however, if the hypotheses were to be tested against
all sectors of the economy.

The cases are limited in scope to mid- to large-cap deals where the
enterprise value of the target company is estimated to be over $500 mil-
lion. This is largely because small-cap deals often do not receive the
type of global press, analyst, sector, and database coverage necessary
to ensure accurate coding of all of the variables involved in the cre-
ation of the database. Coverage for mid- to large-cap deals, however, is
extremely good, allowing for comprehensive and accurate coding of these
transactions.

Cases are also limited to those in which companies in the US, China,
Russia, or one of the first fifteen members of the EU were the tar-
gets. This set of countries has been chosen for a number of reasons.
First, and most importantly, they offer a wide range of approaches to
government intervention in foreign takeovers. Second, they offer vari-
ance in that some of the first set are “advanced industrialized” societies,
while China and Russia may be considered to be advanced industrial-
1zing powers. The inclusion of the latter is important to demonstrate
that these hypotheses do not only hold for the most advanced Western
industrial nations. At the same time, it does not make sense to include
lesser developed nations among the cases examined here, because the
developing world is subject to a separate set of dynamics within the pro-
cess of globalization and interdependence that would make those cases
less comparable. The advanced Western industrial states of Australia
and Canada were not included in the dataset because their respective
“national interest” and “net benefit” tests for FDI can make it difficult
to disentangle when these states intervene on the grounds of national
security from when they do so for more traditional economic protection-
ist reasons (e.g., to save jobs), making cases involving these countries less
comparable.
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Third, both the US and the EU belong to strong security communi-
ties, from within which foreign takeover bids are likely to originate. Fur-
thermore, this activity flows in two directions within those security com-
munities. US companies will take over EU companies, and vice versa,
in the transatlantic security community. Within the community of the
EU itself, foreign takeovers also occur without unidirectional flow. Rus-
sia and China provide an excellent contrast to this. Even though Rus-
sia may arguably maintain a series of strong alliances that resembles a
security community, the nations within that community rarely engage
in takeovers of Russian companies, but Russian companies will often
seek acquisitions within its allied nations as well as without. The same is
largely true for China.

Finally, it is important to include non-US states in the database
because the theory of non-military internal balancing presented in this
work is neither US-centric nor necessarily dependent on a unipolar envi-
ronment. Cases involving the US do figure prominently in this study, as
the US remains a hegemonic power, is the recipient of more cross-border
M&A than any other country alone, accounts for roughly one-fifth of
the value of cross-border M&A globally as a recipient target country
(though this of course varies by year),*> and has a highly institutional-
ized and sophisticated approach to addressing national security risks in
the context of FDI. Yet, because the theory presented in this work is
not US-centric or dependent upon a specific power context (uni-, bi-,
or multipolar), it is also very important to examine not just those cases
in which the US is being balanced against, but also those where the US
might be balancing another state, or where balancing might be occur-
ring against other states entirely, such as China, Russia, or France. In
all, eighteen target countries are thus examined in the dataset, and five
are covered in the critical case studies. Again, it would be an excellent
area of further study to include a greater number of countries in the
dataset, but this would have exponentially increased the number of cases
studied beyond the point of feasibility for this work, without necessarily
improving the picture or understanding sought herein.

For the purposes of this investigation, the parameter of cases was also
narrowed to those examples of the purest form of cross-border M&A
in order to allow for the clearest possible investigation of the relation-
ship between the host state of the target company (state A) and the host
state of the acquiring company (state B). In other words, cross-border
cases were limited to those that took one of the forms represented in
Figure 11.%° In all, 209 cases were determined to fit these criteria, out of
the 1,238 M&As that fit the other parameters of the database outlined
earlier.
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Figure 11 Cross-border case types*’

State of Parent

Company of State of Acquiring State of Target State of Vendor
Acquirer Company Company Company
(State B) State B State 4 (State A)

State B State A State 4 (State A)

Note: Certain values of the vendor and parent companies have been placed in paren-
theses to signify the fact that they may or may not necessarily be present in a given
transaction.

Conclusion

The purpose of this book is to explain why states intervene in the for-
eign takeovers of companies on national security grounds, even within
security communities founded on economic liberalism and integration.
If the argument proposed in this chapter is accurate, the case studies and
statistical findings should support the hypotheses presented here. For
example, the cases are expected to support the conclusion that geostrate-
gic concerns and economic nationalism are the best explanation for the
use of such domestic barriers to foreign takeovers. I also expect to find
that where geostrategic issues are the most important factor in deter-
mining whether or not domestic barriers are used, these barriers equate
to a more intense form of non-military internal balancing of economic
power, and the proposed takeover in question will usually be blocked.
In this case, I expect to see that the home state of the target company
perceives a large potential loss of relative power to the home state of the
acquiring company should the bid go through, and that the relative cost
of non-military internal balancing in this form is not perceived to be
disruptive to the greater relationship between the two countries. I also
expect to find that most of the cases that occur within the security com-
munity context, where geostrategic concerns are low, can be explained by
the high presence of economic nationalism. Lastly, it is anticipated that
the variables controlling for the alternative explanations (namely for con-
cerns over competition and interest group presence) will be low in those
cases where such domestic barriers are used. For example, one would
anticipate a number of cases where those domestic interest groups that
should be the most influential — i.e., economists, the market, and share-
holders — are over-ruled or ignored by their own governments: govern-
ments who instead cast their actions in terms of national security. Such
findings would support the idea that the primary hypothesis stated here
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may provide a more satisfactory explanation of the puzzle than could an
interest group or other domestic politics explanation.

The phenomenon being studied here is of great significance, for a
number of reasons. As discussed in the Introduction, the theory of non-
military internal balancing presented in this book has implications for
international relations theory, policymakers, and business alike. First
and foremost, it provides an important addition to our understanding
of power and how it is balanced in the international system — espe-
cially within the context of increased inter-state competition within the
economic sphere. Second, explaining why states use intervention into
foreign takeovers as a means of non-military internal balancing in the
most unlikely of cases, i.e., within common security and liberal economic
communities, will help deepen our understanding of the theoretical rela-
tionship between economic interdependence and levels of conflict within
the international system. Third, if states repeatedly overbalance or mis-
calculate in their use of this particular tool of statecraft, there could be a
potential impact on globalization.

Fourth, there are implications for international law, as efforts to create
a multilateral treaty on foreign investment and foreign takeovers are con-
tinually thwarted by disagreement over how to handle sovereign inter-
vention in key national security industries. Understanding when and why
governments engage in such intervention would shed much light on this
international legal process. Fifth, it is vital to understand the relationship
between national security and the ownership of key industrial, technol-
ogy, and energy companies, given state concern over resource compe-
tition and dependence on foreign oil. Sixth, the creation of domestic
barriers by states to foreign takeovers is increasingly a matter of great
concern for traders, investors, and economists, as well as for those states
whose economies are affected by these actions. Lastly, in the process
of trying to solve a previously unexplained empirical puzzle, it is hoped
that this book will contribute to the literature on the political economy
of international security.

NOTES

1 For a further discussion of these approaches, and a breakdown of how some
states use multiple approaches, see Wehrlé & Pohl 2016, 10-16, and partic-
ularly Table 1 therein.

2 Like the second approach, states may use this type of review system to look
at cross-border M&A in either a specific set of sectors or across the whole
economy (Wehrlé & Pohl 2016, 11-16).

3 States do, however, agree that in relation to FDI, “essential security concerns
are self-judging” (OECD 2009, 3).
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For the full text, see the Defense Production Act of 1950, US Code 50, App.
2061 et seq.

These institutions include CFIUS, Section 721 of the 1950 DPA, and other
associated foreign merger, acquisition, and takeover review processes in the
US, as discussed in Chapter 3.

Graham and Marchick (2006) provide one of the most detailed investigations
into the dynamics between national security and FDI through M&A in the
US, and offer invaluable insights into this process.

Graham and Marchick note that concerns over espionage date back to the
US’ experience with Germany during World War I, when it was discov-
ered that the Germans sought to control US companies (particularly in the
vital chemicals sector) in order to gain technological, economic, and military
advantages over the US (Graham & Marchick 2006, 2-18). They explain
how “public and official attention to German investment intensified follow-
ing a 1915 incident in which a German diplomat accidentally left a briefcase
on New York’s elevated transit. Materials found in the briefcase indicated
that some German-controlled operations in the US were aimed at, or at least
useful for, enhancing German war capabilities, reducing Allied capabilities, or
spying on the United States” (Graham & Marchick 2006, 4, emphasis added).
Significantly, this brought it home to US legislators “that at least some Ger-
man investment in the US was meant to achieve sinister ends, even for cases
in which the apparent purpose of the investment was purely for commercial
gain” (Graham & Marchick 2006, 4).

Graham and Marchick claim that public concern over this issue, plus com-
prehensive confirmatory evidence provided to the government by the CIA
and FBI, has affected the way Chinese takeovers are handled by CFIUS
(Graham & Marchick 2006, 113).

As discussed in Chapter 3, formal vetoes are just one way in which a govern-
ment can block a foreign takeover. Thus, the rarity of formal vetoes should
not lull the reader into a belief that other forms of intervention taken to block
a takeover are not a more common and frequent occurrence across the globe
— for they are.

MAMUCO did not hold classified government contracts, but was a contrac-
tor to Boeing, and held “some” technology “subject to US export controls”
(Bush 1990). It was believed that the takeover was an effort by the Chinese
government to obviate these control requirements and gain entrance into
the industry in order to later pursue predatory practices (Interview 2006).
CFIUS thus found “credible evidence that...the foreign interest exercis-
ing control [China] might take action that threatens to impair the national
security” as a result of the deal, and President George H. W. Bush for-
mally announced that the deal was prohibited on February 2, 1990 (Bush
1990).

In January 2006, Russia suspended natural gas supplies to the Ukraine in
order to obtain that state’s acceptance of higher gas prices (Nichol et al.
2006). Russia threatened to do so again in 2007, and then cut off supplies
once more in January 2009 as the result of another price dispute. These
disputes with the Ukraine often affected European supply more generally,
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an issue the opening of the Nord Stream pipeline in 2011 (which bypasses
the Ukraine) was meant to alleviate (Buckley & Gorst 2011). Price disputes
continue, however, and during the cold snap of 2012, Gazprom diverted
supplies away from Europe and to domestic customers, arguing that it was
the EU’s ““politically motivated’ policies to liberalize gas markets [that] had
set the stage for the supply disruptions” (Gorst 2012). The Russian govern-
ment also played a large role in Gazprom’s takeover of its foreign partners’
(Royal Dutch Shell of Great Britain and Mitsui and Mitsubishi of Japan)
stake in the Sakhalin-2 gas project (Radio Free Europe 2006). In “an attempt
to improve Gazprom’s bargaining position,” Russia “threatened [the project
with] . .. administrative sanctions, withdrawal of key permits, and environ-
mental damages” (Radio Free Europe 2006), causing some to believe that
“a ‘soft nationalization’ is taking place in [such] sectors of Russia’s econ-
omy” (Gutierrez 2006). Rumors even surfaced in 2006 that a confidential
NATO report argued that Russia’s intent was to create an oligopoly in the
natural gas industry. It is not surprising, then, that governments are sensi-
tive to cross-border acquisitions that threaten to diminish their control over
important resources.

US openness in this regard is a factor not just of the volume of inward FDI
in that country, and of the desire to increase understanding of the CFIUS
process at home and abroad, but also of the level of global scrutiny the US
(and CFIUS) has faced in comparison to other countries, largely as a result
of its prominence in the FDI market and on the global stage.

Governments are not required to specify the national security concern or risk
they believe to be associated with a specified transaction, as to do so might
itself compromise national security.

Keohane and Nye define dependence as “a state of being determined or sig-
nificantly affected by external forces” and interdependence as “mutual depen-
dence,” meaning “situations characterized by reciprocal effects among coun-
tries” (Keohane & Nye 19809, 8).

Hirschman speaks of a somewhat similar phenomena, namely that there is
an “influence effect of foreign trade,” where he notes that “even if war could
be eliminated, foreign trade would lead to relationships of dependence and
influence between nations” (Hirschman 1945, 15). Waltz also discusses sen-
sitivity and vulnerability interdependence (Waltz 1979, 139-46).

In observing the nefarious and predatory behavior of the Nazi regime in
its trading relationship with Southeastern and Central Europe, Hirschman
illustrates that a state 4 might purposefully use an initial advantage in an
interdependent trading relationship to enhance its economic power position
relative to another state B. This might be done by following economic poli-
cies that (1) enhance the position of state A as a supplier to state B of critical
“goods needed for the war machine” and (2) make it harder for state B to try
to disengage from that relationship (Hirschman 1945, 34-5). This illustrates
the possibility that states (whether or not they are as yet engaged in military
conflict) might pursue policies of economic warfare by either “depriving the
enemy of [the] imports” on which they have become dependent, or placing
an “export embargo” on those resources (Ripsman 2005, 19-20).
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For example, Waltz argues that the possession of nuclear weapons by most
major economic players in the game of advanced economic interdependence
will reduce their focus on relative military power and increase their focus on
the relative “distribution of gains” from international trade (Waltz 1993, 74).
Similarly, Keohane and Nye point out the value of economic influence in an
environment where “in many contemporary situations, the use of force is so
costly, and its threat so difficult to make credible, that a military strategy is
an act of desperation” (Keohane & Nye 1989, 18).

Here, power is defined as both capabilities and the pozential of state A to have
influence over state B.

Shambaugh provides a detailed discussion of the role of dominance and
dependence in the power relations of states in interdependent relationships
(Shambaugh 1999, 10-18).

For a good discussion of Lakatos and progress in international relations the-
ory, see Elman & Elman (2003).

For parsimony, Waltz also assumes that states are “unitary” actors (Waltz
1979, 93-7).

Walt (1987) argues that states balance not just power, but also threat.

The acts usually associated with external and internal balancing (i.e.,
“alliance making and military buildups™) can only truly be considered to be
balancing when “taken for the purpose of checking and blocking ambitions
or [they] have that consequence” (Vasquez & Elman 2003, 91).

For such treatments of internal balancing, see e.g., Layne in Paul et al. 2004,
105; Mearsheimer 2001, 157; Vasquez in Vasquez & Elman 2003, 91.
Regarding internal balancing, Brawley believes that the military component
is an “arms race” and the economic component involves “strengthen[ing]
oneself through economic development” or engaging in investment strategies
focused on bolstering your economy (in Paul et al. 2004, 82, 85).

For good examples of the soft balancing literature, see e.g., Pape 2005; Paul
2005; Walt 2005.

As with certain conceptualizations of soft balancing, the nature of the non-
military internal balancing technique means that it is fairly “low cost” and
“not likely to invite intense retribution” (Paul in Paul et al. 2004, 4).

As with soft balancing, or Brawley’s understanding of economic internal bal-
ancing, the time frame may be longer and the urgency to balance through
military means lower or (at that moment) non-existent. In other words, it
may be that “at the moment, the rising state may not be a challenge” for
the intervening state, “but in the future, without counterbalancing, it may
emerge as a key source of insecurity for the states concerned” (Paul in Paul
et al. 2004, 14).

Whether or not the distinction between high and low politics is “misplaced”
(Waltz 1993, 63), such intervention is not usually considered by the general
populace to be a form of balancing. Even the most politicized of cases are
not seen as belonging to the realm of “high politics.”

If the state is not involved in the company, it is not a matter for state com-
ment. In order to show offense, it would have to deny the right of states
to veto foreign takeovers on national security grounds, and then forego that
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right itself. Alternatively, if state B s directly involved in the company pur-
suing the acquisition, then state A’s concerns will appear largely valid to the
international community (even if the states involved are on the friendliest of
terms). For, there would appear to have been some effort by state B to gain
backdoor access to technology or resources in state A, over which state 4 did
not desire to relinquish control.

For clarity, the host state of a target company is designated as “state 4,” the
host state of the acquiring company as “state B” (or the sending state), the
target company as “company X,” and the acquiring company as “company
z”

An anonymous source has pointed out that once the US government is
made aware of the security implications of a takeover it might have other-
wise overlooked, the government then makes it quite clear to the interest
groups involved that it will not be pressured into a decision in either direc-
tion. Interest groups are reminded of the institutionalized procedures for
takeover reviews under US law, and that this process remains above their
influence.

To reduce government action in any case to just the Head of State or Exec-
utive would be to ignore the complexity of the foreign policymaking process,
and (in the US especially) would ignore the checks-and-balances systems
that are part of this process for some governments. In each country, I exam-
ine the actions of the government as a whole, rather than just focusing on
the Executive. In France, for example, I look at the actions of the Prime
Minister, as well as the President, regulatory bodies, and parliament; for UK
transactions, I examine the regulatory bodies as well as the Prime Minister,
parliament, and royalty; and so forth. Though the Executive may take the
final decision in many review processes, and often retains the right to make
this decision regardless of the recommendations of the rest of its government,
it would be wrong to assume that the opinion of the rest of the government is
not, at times, taken into consideration. Moreover, in the US case, Congress
can pass laws to try to “effectively” veto a transaction by lengthening the
review process, or by denying funds for the review process, thereby partici-
pating in that process whether the Executive likes it or not (this may occur in
other democracies as well). This is a good example of why it is important to
study government response as a whole.

If the proposed bid were going to be financed through debt rather than (or
in addition to) cash or stock, then the debt that had already been raised
could be costly to maintain until the bidding process is over. There are also
audience and opportunity costs associated with a lengthy bidding process,
which the acquiring company may wish to avoid if they become too onerous.
There have only been four presidential vetoes of a transaction since 1988
(see Bush 1990; Obama 2012, 2016; US DOT 2008, 2009, 2013, 2017).
Yet, from the beginning of CY 1988 to the end of CY 2007, there were
1,841 notifications of transactions voluntarily made to CFIUS, of which
thirty-seven went to the “full investigation” stage and forty-seven were with-
drawn from the process by potential acquirers, either during the initial review
stage, before they could be taken to investigation, or during the investigation
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phase, before the findings of the Committee could be sent to the President.
After the passage of FINSA, the number and percentage of voluntary with-
drawals increased, so that out of 782 total notifications made to CFIUS from
2008 to 2014, thirty-eight bids were withdrawn during the pre-investigation
review, and a further forty-nine were withdrawn during the full investigation
phase (author’s calculations from US Department of Treasury data, com-
piled from: Graham & Marchick 2006, 57; US DOT 2008, 2013, 2016a).
Yet, as Wallace and Armon (2005) point out, such numbers still “fail to cap-
ture CFIUS’s real influence,” as the threat of review and rejection often pre-
vents companies from pursuing takeovers in the first place. This is important,
because every deal that is visibly rejected by a country on national security
grounds may indicate hundreds of others that were never even pursued due
to potential opposition.

A special security agreement is an agreement that may be made between the
US government and the foreign acquirer of a US company when that com-
pany has sensitive/classified facilities, programs, and/or contracts with the US
government. It obliges the foreign acquirer to adhere to “all the requirements
of any cleared firm in the NISP [National Industrial Security Program]” and
would mean, for example, that while the “prerogatives of ownership [would
be] retained by [the] foreign investor,” the company’s “decisions [would have
to be] monitored by US Outside Directors,” who would be required to have
a certain level of security clearance with the US government (DSS 2008).
For further information on special security agreements and the NISP, see
the Defense Security Service’s (DSS) website on industrial security: www
.dss.mil/isp/index.html.

According to the DSS, a security control agreement can be used in those
situations “when the cleared company is not effectively owned or controlled
by a foreign entity and the foreign interest is entitled to representation on the
company’s governing board” (DSS 2016a).

According to DSS, both proxy agreements (PAs) and voting trust agreements
(VTASs) can “be used when a cleared company is effectively owned or con-
trolled by a foreign entity” (DSS 2016a). Both PAs and VTAs “are substan-
tially identical arrangements whereby the voting rights of the foreign owned
stock are vested in cleared US citizens approved by the Federal Govern-
ment” (DSS 2016a). According to Reynolds (2004), a “foreign-influenced
parent company will have limited authority over the company subject to the
Proxy Agreement or Voting Trust and will be restricted even in its access to
business information about the company.” For further information on PAs,
VTAs, SSAs, SCAs, and Board Resolutions, see DSS 2016a.

For a good discussion of this issue, see Smith 2006.

This term can have multiple definitions; the one used here is discussed fur-
ther in Chapter 6.

For an excellent test of how this might be determined, see Moran 1993.
The database includes the population of deals (within the parameters
discussed here) that were concluded (positively or negatively) between
9/11/2001 and 5/15/2007 (when initial access to some of the data sources
ended, and coding began). More importantly, however, this time period was
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later retained because cross-border M&A activity slowed significantly and
steadily as a result of the onset of the financial crisis soon thereafter, and has
not yet shown significant recovery, providing an excellent period of relative
stability for comparison. In comparison to CY 2007, for example, the total
global value of cross-border M&A deals was down 40% in CY 2008, 72%
in CY 2009, and 75% in CY 2013, and remained down by 30% in 2015
(UNCTAD 2016b).

As Graham and Marchick (2006) point out, the chemical and telecommuni-
cations industries were originally deemed among the most important to pro-
tect; since then, additional industries have become of concern to many states,
including those related to “critical infrastructure.” Tyson (1992) pointed out
the importance of high-tech and electronics (especially the semiconductor)
industries in the 1990’s, and these remain vital to national security today
(Graham & Marchick 2006). Additionally, the aerospace and defense and the
oil and energy industries have been identified by the US as vital to national
security over several decades, and these sectors (and others) are identified
as vital to national security in Europe, too. Some states maintain classified
lists of strategic sectors barred from public ownership (see OECD 2006a).
This range of sectors varies across time and nations, making it important to
explain the choice behind the sectors of the economy identified with national
security in this study.

Sector, benchmark, and industry titles were sourced from www.icbenchmark
.com.

The US accounts for the following percentage values of cross-border M&A
(reported by CY for the economy of the seller/target): 31% in 2001, 22% in
2002 and 2003, 16% in 2004, 13% in 2005, 20% in 2006, 17% in 2007,
36% in 2008, 23% in 2009, 24% in 2010, 26% in 2011, 20% in 2012, 17%
in 2013, 4% in 2014, and 41% in 2015 (author’s calculations from data
provided in the Annex Tables of UNCTAD 2016b).

The Zephyr M&A database was used to help determine which cases fit most
of these parameters. Zephyr is an online database of global financial deals
that is used by both the academic and the private sectors for this type of
research. Zephyr’s definition of a “cross-border” takeover was not used here,
however, because it did not have the precision needed for this particular
investigation. For example, Zephyr denotes cases as “cross-border” when a
company headquartered in state C takes over the assets of a company in
state D that are physically located in state C, and which had been previously
owned by another company headquartered in state C. In such cases, it would
be difficult to fully test the dynamics of the relationship between the host
state of the target company and that of the acquiring company. Zephyr also
precludes cases from the cross-border classification in which a company from
state Z uses a newly created shell acquisition company registered in state X to
take over a company in state X — even though such an act is a clear example
of a foreign takeover for the purposes of this book. The author, therefore,
began with all 1,238 M&A transactions that fit the other parameters of the
database, and then narrowed them down to 209 cases of “simple,” or “pure,”
cross-border M&A cases as defined earlier. It should also be noted that the
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Zephyr database does not currently use the ICB system. However, one can
reach the same number of initial cases as the author (1,238) by starting a
search within Zephyr using similar sectors from any of the other classification
systems, and then paring down the number of cases by recoding the target
companies according to their ICB numbers.

47 A “vendor” refers to the entity selling the target, which is usually (but not
always) its parent company. A “parent” company is that which owns the
majority stake in a given company.



2 The Numbers

Assessing the Motivations Behind
State Intervention into Foreign Takeovers

Introduction

This chapter examines the theory of non-military internal balancing
through the use of categorical data analysis (CDA). The specific type
of CDA used here is the multinomial logit model (MNLM), which is
highly valuable because it determines the probable likelihood that an
individual outcome will occur (relative to a defined base outcome). Such
models also illustrate how the change in one unit of a given independent
variable x (such as economic nationalism) will result in an increased (or
decreased) probability of a given outcome y (such as bounded interven-
tion). This type of model is highly flexible and provides a comprehensive
picture of the relationship between the individual independent variables
and each of the considered outcomes.!

Toward this end, four MNLMs are used to evaluate the hypotheses on
which this theory rests. MNLM I tests the primary hypothesis that gov-
ernment intervention into foreign takeovers chiefly depends on geopoliti-
cal and economic nationalist concerns in the host state of the target com-
pany (state A), controlling for the alternative explanations of economic
competition concerns and interest group pressure. In order to explain
the puzzle of why such intervention still occurs within security commu-
nities, MNLM II restricts the analysis of the primary hypothesis to those
deals that take place within the security community context. MNLM III
then tests the hypothesis against those cases that have occurred outside
of such an environment. A comparison of all three models should thus
provide deeper insight into the explanation behind the puzzle. Finally,
MNLM 1V evaluates the secondary hypothesis that the outcome of
cross-border deals is clearly affected by government intervention on the
part of state A4.

The Variables

Each model uses the database of 209 cross-border M&A transactions
specified in the previous chapter. In order to understand the dynamics

70
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Figure 12 Variable sources

Conceptual
Variables Proxy Variables Type Source
Geopolitical Security Community Dummy CIA World Factbook
Competition 2001-07
Relative Military Scale SIPRI Military Expenditure
Power Database
] Resource Dependency  Scale International Energy Agency
i} (IEA): International
-g Energy Balances of
S OECD Countries 2006
o) and International Energy
g Balances of Non-OECD
g Countries 2006
é Inward FDI Scale IMD World
M Competitiveness Yearbook
(WCY) 2001-07
Economic Nationalism Scale World Values Survey (WVS)
Nationalism 2001-04
Pro-Globalization Scale IMD WCY 2001-07
Sentiment
Economic Economic Scale IMD WCY 2001-07
% Competition Competitiveness
*E Index
1)
© Interest Group Interest Group Scale IMD WCY 2001-07
Presence Position Index

behind these transactions and their outcomes, the database comprises
variables that seek to approximate the concepts put forward in the pri-
mary hypothesis as closely as possible. It is important to understand,
however, that cross-national and yearly data on these variables are not
always available or complete. In certain instances, therefore, it has been
necessary to use proxy variables to estimate the desired theoretical con-
cept as closely as possible. Figure 12 explains how this was achieved.

Independent Variables

Geopolitical Comperition

The concept of geostrategic concern was measured across four dimen-
sions.
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Security Communiry: A dummy variable was created to represent
whether state 4 and state B were part of the same security com-
munity at the time of the deal in question. A security community is
generally defined here in accordance with Adler and Barnett (1998),
who argue that the formation of a common identity between states
can eventually lead to the development of a norm of non-violence
among those states. The result is a community in which participat-
ing states resolve their disputes with one another solely through the
use of non-violent means, causing a sense of “we-ness” to develop
(Adler & Barnett 1998, 7).? For the purposes of coding the database,
security communities are more strictly defined as those in which
this norm of non-violence has been demonstrated to be historically
robust, whether through the existence of the highest level of mutual
security agreements, such as the North Atlantic Treaty Organization
(NATO), through the existence of treaties providing for the sharing of
the highest levels of intelligence, such as the American, British, Cana-
dian, Australian and New Zealand Multilateral Master Information
Exchange Treaty (ABCANZ), or through membership in a highly
integrated political and economic union, such as the EU. These com-
munities are uncommon, and may not always take exactly the same
form.

. Relative Military Power: This variable roughly approximates the rel-

ative military power differential between both states involved in the
transaction. Its purpose is to shed light on the extent to which state 4
might have felt threatened by state B, and to indicate when military
power differentials might have played a role in causing a given state
to seek alternative forms of balancing. It represents the ratio of the
military expenditure of state B to that of state A.

Resource Dependency: This variable measures the general resource
dependency of state A.> It was calculated in accordance with the
method used by the International Energy Agency (IEA),* utilizing
the yearly ratio of state A’s energy imports to its energy supply.

. Inward Foreign Direct Investments (IFDI): This variable is meant to

proxy the relative economic power position of state A by representing
its IFDI. This measure is used because many political economists
argue that it is the rapid or sudden increase in IFDI, rather than
changes its net FDI position, that causes a state to react negatively —
through protectionism or other means — to conspicuous foreign
investment in its country (see e.g., Tyson 1992).

Economic Nationalism

. Nationalism: A variable measuring the level of nationalism in state 4

has been included for two reasons. First, nationalism is often a strong
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component of economic nationalism. The author strongly agrees with
Helleiner and Pickel “that economic nationalism, like political or cul-
tural nationalism, can be understood only if it is analyzed in the con-
text of nation and nationalism in general, rather than as just another
economic doctrine or ideology (the conventional economistic view)”
(Helleiner & Pickel 2005, 12, emphasis in original). Second, compa-
rable cross-national data on economic nationalism per se do not yet
exist for many countries outside of the EU, and even within the EU,
data are neither yearly nor complete. This variable, therefore, helps to
round out an understanding of the theoretical concept of economic
nationalism, while providing truly comparable data. Specifically, it
represents the percentage of those survey respondents in a given state
who said that they were “very proud” of their nationality (see WVS
2001-04).

. Pro-Globalization Sentiment: This represents the level of pro-
globalization sentiment in state 4. As high levels of anti-globalization
feeling in a state are often associated with higher levels of economic
nationalism, this variable acts as an excellent proxy for the latter
concept. Furthermore, anti-globalization attitudes are often identi-
fied with the particular form of state action examined in this study,
as state intervention into foreign takeovers is often associated with a
desire to protect so-called “national champions.” This variable thus
represents the level to which respondents (business elites in state A)
believed that “attitudes towards globalization [were] generally posi-
tive in [their] economy” (IMD 2007a, 6).°

Economic Competition

. Economic Comperition I: In the primary hypothesis, this variable is
meant to control for the possibility that a foreign takeover may be
blocked on competition, rather than national security, grounds. Data
were not readily available for this variable on a case-by-case basis for
all countries and within the limits of the author’s resources. Moreover,
it is a concept for which the creation of a single dummy variable would
be inadequate to represent the complexities of the competition review
process. The author thus leaves the detailed examination of this con-
cept to the case study section, where it is more appropriately applied.
. Economic Competition II: This variable seeks to control for a differ-
ent theoretical concept, which also falls under the rubric of the word
“competition.” This is the extent to which state A is believed to be
“competitive” in the international market as a state open to liberal
economic business practices and foreign investment. Given the nature
of the hypothesis, this variable offers another important statistical
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Figure 13 Measures of economic competitiveness sourced from the

IMD database

IMD Measures of Economic Competitiveness

Relocation Threats of
Production

“Relocation of production is not a threat to the future of

your economy.”

Relocation Threats of R&D
Facilities

“Relocation of R&D facilities is not a threat to the future

of your economy.”

Policy Direction of the
Government

“Policy direction of the government is consistent.”

Legal and Regulatory
Framework

“The legal and regulatory framework encourages the
competitiveness of enterprises.”

Adaptability of Government
Policy

“Adaptability of government policy to changes in the
economy is high.”

Government Decisions

“Government decisions are effectively implemented.”

Political Parties

“Political parties do understand today’s economic
challenges.”

Transparency

“Transparency of government policy is satisfactory.”

Public Service

“The public service is independent from political
interference.”

Bureaucracy

“Bureaucracy does not hinder business activity.”

Bribing and Corruption “Bribing and corruption do not exist in your economy.”

Values of Society “Values of society support competitiveness.”

Note: Variable definitions sourced from IMD (2007a).

control to the data being examined here. Thus, an index of the per-
ceived economic competitiveness of state 4 was made in order to
create this variable. This index was formed by taking the average of
twelve different measures of economic competitiveness provided by
the IMD World Competitiveness Yearbook, which obtains these rank-
ings by conducting a large-n survey of business elites worldwide on a
yearly basis (see IMD 2007b, 2016). The IMD measures indexed for
the purposes of this dataset are presented in Figure 13.

Interest Group Presence

1. Interest Group Position Index: The case study method is used in the
following chapters to determine the presence of interest groups, as
well as their effectiveness in blocking foreign takeovers, in each of the
critical cases. Yet, such an investigation is not practical for the dataset,



Specification of the Models and Expected Results 75

Figure 14 Measures of interest group presence and position from the
IMD database

IMD Measures of Interest Group Presence/Position in Society
Labor Relations “Labor relations are generally productive”
Shareholder’s Rights “Shareholder’s Rights are sufficiently protected”

Interest Group Position Variable used in Dataset
Interest Group Position Index (Labor Relations + Shareholder’s Rights)/2

Note: Variable definitions for Labor Relations and Shareholder’s Rights sourced from
IMD (2007a).

due to the lack of readily available and comparable data. The index
variable used here, however, provides a useful approximation of the
concept of interest group presence by measuring the general influence
of relevant interest groups within state 4. This was achieved by taking
the average value of two separate measures of interest group position
within these societies, again from the IMD World Competitiveness
Yearbook (see IMD 2007b). These measures, outlined in Figure 14,
arguably address two of the most critical interest groups involved in
cross-border mergers and acquisitions. These are labor unions and
shareholders: labor unions because they tend to be one of the more
effective groups in voicing their opposition to takeovers and opposing
them in costly ways, i.e., through strikes or negotiations, and share-
holders for their ability to directly influence the outcome of public
takeovers.

Specification of the Models and Expected Results

MNLM I

The first MNLM tests the primary hypothesis that state A’s interven-
tion in the foreign takeovers of companies in its national security sectors
will depend primarily on geopolitical competition and economic nation-
alism, controlling for economic competition and interest group pres-
ence. As previously specified, the independent variables tested as part
of MNLM 1 are: security community, relative military power, resource
dependency, nationalism, pro-globalization sentiment, economic com-
petitiveness, inward FDI, and interest group position. The dependent
variable in MNLM I represents the type of intervention, i.e., the form of
non-military internal balancing, that state A chooses to utilize vis-a-vis
the foreign takeover in question. This dependent variable, labeled nzer-
vention type (Y1), has four value categories, as defined in Figure 15.
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Figure 15 Values of dependent variable Y,

Intervention Type (Y;)

Conceptual Value

Numerical
Value Definition

No Intervention

0 Those cases in which no apparent government
intervention into the foreign takeover in question
occurred.

Bounded Intervention
— Low

1 Those cases in which government intervention into
the foreign takeover takes the form of lower levels
of mitigation intended to result in changes to the
deal in question. Low levels of mitigation
include, but are not limited to, the creation of a
standard national security agreement between
the acquiring company and state 4, as well as
other forms of compliance agreements within the
existing national security laws of state 4, which
are viewed as everyday standard operating
procedures within the industry in question.

Bounded Intervention
— High

2 Those cases in which government intervention into
the foreign takeover takes the form of higher
levels of mitigation intended to result in changes
to the deal in question. High levels of mitigation
include, but are not limited to, the use of severe
national security agreements, the forced creation
of proxy boards,* the forced divestiture of
strategic assets, and/or the use of novel measures

2!

such as the “evergreen clause.

Unbounded
Intervention

3 Those cases in which state A (or, in rare cases, a
third-party state whose national security interests
are also threatened by the potential takeover)
either formally or effectively attempts to block a
foreign takeover. This may be done through the
use of multiple tools, ranging from formal vetoes
to high-level government statements or the
passage of new laws that prevent the deal from
occurring.

* A proxy board is set up by a proxy agreement (PA) before the takeover can be
finalized. See Chapter 1, note 38 for an explanation of PAs in this context.
t See Chapter 1, p. 52 for the definition of an “evergreen clause.”
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It should also be noted here that the category of bounded inter-
vention has been divided into two parts: Aigh-bounded and low-bounded
intervention (see Figure 15). Parsimony demands that the broader cat-
egory of bounded intervention is retained within the theory, because
governments use both these sub-categories to mutigate rather than
block foreign takeovers. However, these sub-categories of bounded
intervention utilize different methods, or in some cases the same method
to different degrees, to achieve the goal of bounded intervention and
modify a specified transaction in state A’s favor. Thus, while there are
conceptual benefits to maintaining the broader concept of bounded
intervention as a whole, these sub-categories are distinct enough to offer
valuable insights into the explanation of the puzzle when examined sta-
tistically. In addition, a Hausman Test of the independence of irrelevant
alternatives (ITA) confirms that all four categories of the dependent vari-
able are statistically distinct and useful.”

It should be the case that the variables representing economic nation-
alism and geopolitical competition concerns play a significantly larger
role than those controlling for interest group presence and economic
competition concerns in MNLM 1.

MNLM II and MNLM III

MNLM 1I restricts the cases analyzed to those in which the cross-
border M&A deal takes place within the context of a security community.
MNLM III restricts the number of cases tested to those that occur out-
side of that same context. It should be noted here that the independent
variable of “resource dependency” drops out of MNLM III for purely
statistical reasons: namely, there is insufficient variance on the variable
within the population of cases under consideration.®

The purpose behind these additional tests is to determine whether or
not the behavior of state A varied significantly under these diverse con-
ditions. If it did, then these models should indicate which independent
variables are associated with a higher probability that state A will pur-
sue these different types of intervention vis-a-vis their closest allies. Such
information would help explain the puzzle behind this work to a great
extent.

MNLM IV

The MNLM 1V tests the second hypothesis that the outcome of a for-
eign takeover is largely determined by the form that state A’s intervention
takes. The dependent variable of the first three models (inzervention type)
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Figure 16 Values of dependent variable Y,

Deal Outcome (Y2)

Conceptual Numerical

Value Value Definition

Deal 0 Those cases in which the foreign takeover in question
was allowed to occur apparently unaltered.

Changed 1 Those cases in which the foreign takeover in question

Deal was (or will be) allowed to go through, but with

alterations. This includes deals that were completed,
announced, or pending.

No Deal 2 Those cases in which the foreign takeover in question

was not allowed to take place. This category includes
both those deals that were withdrawn after a formal
announcement and those that were quashed at the
stage of a verified market rumor.’

thus becomes the independent variable in this model. The dependent
variable of MNLM 1V, labeled deal outcome (Y,), represents the actual
outcome of the deal in question, and takes on the values noted in Figure
16. The results of MNLM IV are expected strongly to support the sec-
ondary hypothesis.

Results

The dataset of 209 cases utilized in MNLMs I-IV represents the pop-
ulation of cases of the type of cross-border deal specified in Chapter 1,
rather than a random sample. It is interesting to note, therefore, that 158
of these cases (or 75.6%) occurred within the confines of a security com-
munity, and only 51 (or 24.4%) occurred outside of the bounds of such
a relationship (see Figure 17). Thus, while those deals that crossed the
borders of a security community are not rare, they do occur with a much
lower frequency. These numbers are extremely important, because they
illustrate the extent to which the globalization phenomenon is still largely
confined to those states with close military and cultural ties. The notion
of a truly globalized international economy, where global financiers can
act unimpeded by the borders of such communities, has clearly not yet
been realized.

This differential in “cross-border” deal type further evidences the
fear that states experience when confronted by a potential takeover in a
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Figure 17 Cross-border deal breakdown: the security community con-
text 2001-07

B Deals Outside of a Security
Community

@ Deals Within a Security
Community

sensitive industry from a company that does not reside in an allied coun-
try. For these numbers do not include the large number of deals never
even attempted by investment bankers, who shied away from econom-
ically viable acquisitions as a result of the domestic barriers created
by governments to discourage takeovers originating from undesirable
sources.

The fear of the acquisition of national champions or sensitive indus-
trials by companies residing in non-allied countries has been intensi-
fied by recent concern over the rise of sovereign wealth funds (SWFs)
and government investment corporations (GICs). Many political, eco-
nomic, and market analysts view these funds as not only increasingly
powerful within the world economy, but also as potential vehicles for
the political goals of the states that control them. The “debate [is]
grow[ing] among politicians and policymakers in the US and Europe
who are increasingly fearful that some of these investors, including pow-
erful [SWFs], are being driven by political motives, rather than purely
financial ones” (Chung 2007a). At the same time, a report by the McK-
insey Global Institute claims that these SWFs are among the “‘power
brokers’ that are having an increasing impact on the world’s capital mar-
kets,” along with “Asian central banks, hedge funds, and private equity”
(Chung 2007b).

Thus, it is not at all surprising that states may be more likely to
intervene in a given deal in order to protect their national security
interests when that deal does not take place within the environment
of a well-developed security community. States may also be more con-
cerned about those cases in which states A and B are engaged in intense
geopolitical competition with one another, whether that competition is
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Figure 18 Cross-border deal breakdown by intervention type 2001-07

8.1%

O'No Intervention
O Low-Bounded Intervention
B High-Bounded Intervention

H Unbounded Intervention

economic, political, or both. The statistical evidence, as demonstrated
later, clearly supports such a trend and shows that economic nation-
alism is of greater importance in determining intervention type among
allies.

As almost three-quarters of cross-border deals do take place within
the context of a security community, it is not surprising that many
deals (151, or 62.7%) have occurred without any apparent government
intervention at all since 9/11 (see Figure 18). The remaining 37.3% of
transactions, however, did face some form of government intervention,
including a number of deals that took place within security communi-
ties such as the EU or NATO. The explanation for this behavior may be
found in the results of the first three models, reported in Figure 19.

MNLM I

The results of the first MNLM show clear support for the argument
that economic nationalism and geopolitical competition are the primary
motivations behind non-military internal balancing of this type. The
impact of these variables on the probability of state A engaging in either
bounded or unbounded intervention — versus the base outcome of no
intervention at all — does vary, however.

For example, it can be said with 90% confidence that state A is signifi-
cantly more likely to use a higher or lower form of bounded intervention,
rather than no intervention, as the level of nationalism within state A4
increases. In general, this finding supports the idea that higher levels of
economic nationalism in state 4 will lead to that state’s desire to protect
its national interests through such measures. An increase of one standard
deviation in nationalism increases the probability that state A will engage
in low-bounded intervention by 11.6% and high-bounded intervention
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Figure 19 Multinomial logit model results: intervention 2001-07
Y1l: MNLM II Y1: MNLM III
Y1i: MNLM 1 (Deals Within Security (Deals Outside Security
(All Deals) Communities) Communities)
Variable Coefficient  (S.E.) Coefficient (S.E.) Coefficient (S.E.)
Bounded Intervention
Low/No Intervention
Security Community —0.632 (0.452)
Relative Military Power —0.000 (0.015) —0.003 (0.014) —0.313 (0.254)
Resource Dependency 0.866 (0.702) 0.411 (0.910)
Nationalism 2.374 (1.438)* 1.824 (1.916) 15.459 (8.623)*
Pro-Globalization Sentiment ~ 0.101 (0.374) —0.003 (0.504) 1.833 (1.336)
Economic Competitiveness  —0.062 (0.391) —0.247 (0.565) 0.076 (1.216)
Inward FDI 0.005 (0.005) —0.003 (0.006) 0.057 (0.030)*
Interest Group Position 0.212 (0.548) 0.870 (0.768) —5.244 (3.467)‘\
Constant —4.757 (1.811)*** —7.152 (2.710)*** 8.680 (7.589)
Bounded Intervention
High/No Intervention
Security Community —0.035 (0.690)
Relative Military Power —0.105 0.071)'  —0.154 (0.090)* —0.367 (0.155)**
Resource Dependency 1.632 (1.013)" 2.351 (1.337)*
Nationalism 3.280 (1.613)* 2.961 (1.718)* 7.552 (4.387)*
Pro-Globalization Sentiment —0.152 (0.410) —0.247 (0.470) 0.858 (1.227)
Economic Competitiveness 0.048 (0.469) —0.201 (0.518) —0.006 (1.119)
Inward FDI —0.010 0.007)'  —0.014 (0.010) —0.006 (0.008)
Interest Group Position —0.381 (0.466) —0.312 (0.604) —1.095 (0.885)
Constant —0.235 (2.064) 1.033 (2.898) —2.987 (3.427)
Unbounded Intervention/No
Intervention
Security Community —1.810 (0.700)**
Relative Military Power 0.021 (0.012)* —0.003 (0.010) 0.089 (0.036)**
Resource Dependency 0.849 (1.155) 2.678 (1 .828)T
Nationalism —2.488 (3.133) -2.609 (3.801) 1.637 (6.284)
Pro-Globalization Sentiment —1.006 (0.418)** —1.861 (0.688)*** 0.346 (0.799)
Economic Competitiveness 0.752 (0.731) 1.138 (0.902) 0.458 (0.990)
Inward FDI 0.013 (0.009) —0.024 (0.019) 0.037 (0.015)**
Interest Group Position —-0.122 (0.646) 0.135 (0.656) —1.353 (04843).t
Constant 1.311 (1.825) 0.956 (4.140) —1.668 (3.257)
No Intervention/Unbounded
Intervention
Security Community 1.810 (0.700)***
Relative Military Power —0.021 0.012)*  0.003 (0.010) —0.089 (0.036)**
Resource Dependency —0.849 (1.155) —2.678 a .828)T
Nationalism 2.488 (3.133) 2.609 (3.801) —1.637 (6.284)
Pro-Globalization Sentiment 1.006 (0.418)** 1.861 (0.688)*** —0.346 (0.799)
Economic Competitiveness  —0.752 (0.731) —1.138 (0.902) —0.458 (0.990)
Inward FDI —0.013 (0.009) 0.024 (0.019) —0.037 0.015)**
Interest Group Position 0.122 (0.646) —0.135 (0.656) 1.353 (0‘843)“
Constant —1.311 (1.825) —0.956 (4.140) 1.668 (3.257)

f p<0.15;*p < 0.1; ** p < 0.05; *** p < 0.01
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Figure 19 (cont.)

Y1l: MNLM II Y1: MNLM III
Y1: MNLM1 (Deals Within Security (Deals Outside Security

(All Deals) Communities) Communities)
Log pseudolikelihood = —186.937 —125.355 —41.517
Number of Observations = 203 152 51
Wald chi? = 61.75 50.67 65.36
Prob > chi? = 0.000 0.000 0.000
McFadden’s Pseudo R? = 0.107 0.157 0.292

by 7.9%. As nationalism increases from its minimum to maximum value,
the chance of being in these categories increases by 16.7% and 11.7%,
respectively. Figure 20 summarizes the effect of these variables on prob-
ability change in MNLM I (see Appendix B for the complete marginal
effect tables).

Three indicators of geopolitical competition between states A and B —
relative military power, resource dependency, and IFDI — approach sig-
nificance in heightening the probability that state A will engage in high-
bounded intervention. Increases in the IFDI and resource dependency
of state A may therefore play a role in determining state behavior. Inter-
estingly, so may a decrease in the relative power of state B. The results
of MNLMs II and III, discussed in the next two sections, indicate

Figure 20 Probability change in MNLM I

Independent Average
Variable Change 0 1 2 3
Security Communiry 0— 1 9.11% 16.67% —6.86% 1.55% —11.36%
Relative Military Min.—Max. 23.13% —26.75% —6.65% —12.86% 46.27%
Power +/— s.d. 13.99% 19.06% 4.39% —27.98% 4.54%
Resource Dependency Min.—Max. 21.42% —42.83% 13.47% 25.85% 25.85%
+/— s.d. 7.49% —14.98% 6.39% 6.90% 1.69%
Nationalism Min.—Max. 14.20% —19.70% 16.72% 11.67% —8.69%
+/— s.d. 9.71% —14.17% 11.57% 7.85% —5.24%
Pro-Globalization Min.—Max. 28.77% 41.45% 15.96% 0.14% —57.54%
Sentiment +/— s.d. 5.48% 6.09% 4.88% —1.67% —9.29%
Economic Min.—~Max. 9.05% —11.45% —6.64% 0.15% 17.95%
Competitiveness +/— s.d. 3.01% —3.44% —2.59% 0.25% 5.78%
Inward Foreign Min.—Max. 11.71% —5.47% 12.12% —17.96% 11.31%
Direct Investment  +/— s.d. 6.64% —4.51% 7.17% —8.77% 6.11%
Interest Group Min.—Max.  7.06% 1.50% 12.63% —12.14% —1.98%

Position +/— s.d. 3.12% —-0.13% 6.23% —5.11% —0.99%
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that, under certain conditions (namely within security communities),
state A may feel more comfortable imposing domestic barriers to for-
eign takeovers when it is in an advantaged power position versus state B.
Yet, it is also clear that when state A is in a position of weakness versus
state B, state A will be more likely to engage in unbounded intervention.

Thus, when trying to understand what factors generally motivate
states to engage in bounded forms of intervention, nationalism appears
to be the most important determining factor. Geopolitical factors may
also play a role, though their impact is less clearly defined.

In regard to unbounded intervention, MNLM I indicates that geopo-
litical competition and nationalism are the chief motivating factors in
determining the behavior of state A. In fact, it can be said with 95%
confidence that those deals occurring outside of the security commu-
nity context were significantly more likely to result in state A engaging
in unbounded intervention, rather than no intervention at all. For exam-
ple, when states A and B are members of the same security community,
the probability of state A engaging in unbounded intervention decreases
by 11.4%. Furthermore, it can be said with 90% confidence that as the
military power of state B increases relative to state A, state A is signifi-
cantly more likely to employ a tool of unbounded intervention to block
a foreign takeover. An increase of one standard deviation in the relative
military power of state B increases the probability of state A using this
category of intervention by 4.5%, but as relative military power moves
from its minimum to maximum value, the probability of 4 engaging in
unbounded intervention is raised to 46.3%. Together, these figures pro-
vide positive evidence that the motivations behind the behavior of state
A will vary in accordance with its alliance relationship to state B.

In terms of economic nationalism, MNLM I also illustrates that
a decrease in pro-globalization sentiment will significantly increase
the likelihood of state A4 engaging in unbounded intervention, rather
than no intervention at all. An increase of one standard deviation in
the value of pro-globalization sentiment decreases the probability of
unbounded intervention by 9.3%. In other words, as anti-globalization
sentiment increases, the probability of unbounded intervention into for-
eign takeovers rises by 57.5%.

On the whole, therefore, elements of geopolitical competition and eco-
nomic nationalism are found to play a clear role in motivating states to
engage in this type of non-military internal balancing. Notably, none
of the control variables registered as having a significant impact on any
level of intervention that state 4 was likely to choose, indicating that
the alternative explanations of interest groups and economic competi-
tion concerns cannot necessarily explain state behavior in this model.
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Figure 21 Probability change in MNLM II

Independent Average
Variable Change 0 1 2 3
Relative Military Min.—Max. 8.91% 17.82% —2.88% —14.80% —0.14%
Power +/— s.d. 19.69% 34.10% 5.09% —39.39% 0.20%
Resource Min.—Max. 25.55% —49.14% —1.95% 44.40% 6.70%
Dependency +/— s.d. 6.25% —12.51% 1.96% 9.45% 1.10%
Nationalism Min.—Max. 10.23% —19.20% 11.60% 8.86% —1.26%
+/— s.d. 7.00% —13.27% 8.04% 5.97% —0.73%
Pro-Globalization — Min.—Max. 36.01% 60.14% 11.74% 0.14% —72.02%
Sentiment +/—s.d. 2.77% 4.71% 0.83% —2.80% —2.74%
Economic Min.—Max. 8.38% 10.33% —12.76% —4.01% 6.44%
Competitiveness ~ +/— s.d. 3.51% 5.72% —5.35% —1.68% 0.66%
Inward Foreign Min.—Max. 10.05% 20.09% —4.17% —12.76% —3.16%
Direct Investment +/— s.d. 6.14% 12.28% —2.90% —-7.87% —-1.51%
Interest Group Min.—Max. 19.70% —29.10% 39.36% —10.30% 0.04%
Position +/— s.d. 9.94% —15.36% 19.86% —4.52% 0.02%
MNILM II

Interestingly, none of the variables explored in MNLM II provide insight
into why a state would be likely to pursue lower forms of bounded inter-
vention. This phenomenon is likely to be explained by two factors. First,
many cases of even low-bounded intervention are classified. Second,
low-bounded interventions that occur within the confines of a security
community are often not leaked to, or mentioned in, the press. This
is because M&A activity is so frequent and regularized between these
countries that the companies involved in these transactions see the gov-
ernment’s actions as standard operating procedures, and may not feel
the need to publicize them of their own accord.

It can be said at the 90% confidence level, however, that high-
bounded interventions are significantly more likely to occur when
the resource dependency of the target state is high and its levels of
nationalism are high. This outcome suggests that elements of eco-
nomic nationalism and geopolitical competition are again motivat-
ing factors for state behavior. The marginal effect of higher levels of
resource dependency in state A resulting in high-bounded interven-
tion is 13.2%, and a move from that variable’s minimum to maxi-
mum value leads to a 44.4% increase in the probability of this form
of non-military internal balancing. For nationalism, these numbers
are 15.6% and 8.9%, respectively (see Figure 21; for the complete
marginal effect tables, see Appendix B). Notably, as in MNLM I, relative
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military power is significant in the negative direction, indicating that
stronger target states are likely to feel they have sufficient power to
impose such mitigation measures on their allies.

Furthermore, it can be said with 99% confidence that unbounded
intervention into foreign takeovers within security communities is signif-
icantly more probable than no intervention when there are lower levels of
pro-globalization sentiment in the target state. (A one standard deviation
change in this variable decreases the probability of state A engaging in
this behavior by approximately 2.7%.) There is a great difference, how-
ever, in the value of this variable across countries.'? Thus, it is impor-
tant to note that as pro-globalization sentiment goes from its minimum
to maximum value, the probability of state A engaging in unbounded
intervention within a security community decreases by 72.0%. In other
words, as anti-globalization sentiment increases (or economic national-
ism rises) within state A, it is increasingly likely that state A will utilize a
tool of unbounded intervention vis-a-vis a takeover deal emanating from
within its own security community. This is in line with the expectation
that economic nationalism will play a larger role within security commu-
nities, where geopolitical competition is clearly lower.

MNLM III

For the non-security cases examined in MNLM III, nationalism again
proves to be a significant factor in increasing the likelihood that a state
will engage in either low- or high-bounded intervention. For example, a
one standard deviation increase in the value of this variable results in a
13.8% increase in the probability that state A will engage in low-bounded
intervention, and a 9.7% increased probability that it will pursue high-
bounded intervention (see Figure 22 and Appendix B). A change from
the minimum to maximum value of the nationalism variable increases
the chances of state A being in these categories by 33.6% and 10.9%,
respectively. It is not surprising that this variable, which may be consid-
ered a precursor of economic nationalism, plays a role in state behavior
here — especially when it is recalled that higher levels of nationalism in
state A were associated with a significantly increased likelihood of high-
bounded intervention in both MNLMs I and II, and of low-bounded
intervention in MNLM 1. Clearly, nationalism is associated with states
that seek to protect their economic and national security interests by
altering or mitigating cross-border deals in their favor.

Most significantly, however, MNLM III demonstrates the greater
importance placed on the geopolitical relationship of states A and B in
determining intervention type for non-security community cross-border
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Figure 22 Probability change in MNLM III

Independent Average
Variable Change 0 1 2 3
Relative Military Min.—Max. 47.13% —77.53% —5.14% —11.59% 94.25%
Power +/— s.d. 43.79% 62.44% —23.07% —64.52% 25.14%
Nationalism Min.—Max. 22.80% —45.59% 33.60% 10.90% 1.10%
+/— s.d. 12.88% —25.75% 13.80% 9.68% 2.27%
Pro-Globalization ~ Min.—Max. 18.70% —37.39% 22.09% 9.27% 6.03%
Sentiment +/— s.d. 8.18% —16.35% 7.20% 5.47% 3.68%
Economic Min.— Max. 6.81% —12.96% 0.24% —0.67% 13.39%
Competitiveness — +/— s.d. 3.03% —5.76% 0.13% —0.30% 5.93%
Inward Foreign Min.—Max. 40.97% —74.52% 45.62% —7.41% 36.32%
Direct Investment +/— s.d. 25.11% —45.55% 16.58% —4.67% 33.63%
Interest Group Min.—Max. 49.82% 96.87% —99.65% 1.12% 1.66%
Position +/— s.d. 28.45% 56.89% —37.68% —4.87% —14.34%

deals. To begin with, it can be said with 90% confidence that higher lev-
els of IFDI in state A4 significantly increase the likelihood that state A
will utilize low-bounded intervention in non-security community deals,
rather than no intervention at all. Indeed, a one standard deviation
increase in the level of IFDI in state A increases the probability that state
A will use this tool of intervention by 16.6%. This, of course, illustrates
the heightened importance that the relative economic power positions of
states A and B play in determining even the lesser forms of intervention
that occur outside of the security community context.

As with MNLM II, state A is significantly more likely to engage
in high-bounded intervention as its military power relative to state B
increases. Initially, this seems contradictory. As mentioned already, how-
ever, the likely explanation is that as state A’s power increases relative to
state B, it may feel more comfortable engaging in a form of intervention
that simply seeks to impose changes to a deal, rather than blocking it.
In such a situation, state A may feel both that it is easier to impose con-
ditions on a transaction that involves a weaker non-allied state and that
more severe measures are unnecessary because of the less threatening
nature of such a state.

In the category of unbounded intervention, we see that the theory
is again borne out. If the acquirer’s state (state B) has a higher level
of military power relative to the target company’s state (state A), then
it can be said with 95% confidence that the target state’s government
is significantly more likely to intervene in this most strenuous of ways,
rather than not at all. In fact, a one standard deviation increase in the
military power of state B relative to state A increases the probability of
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Figure 23 Cross-border deal breakdown by deal outcome 2001-07

U Deal
B Changed Deal
® No Deal

unbounded intervention on the part of state A by 25.1%. An increase
from the minimum to the maximum value of the military power of state
B relative to state A raises the probability of unbounded intervention on
the part of state A by an astounding 94.3%.

Relative economic power proves to be an important element of geopo-
litical competition here as well, as higher levels of IFDI are shown to be
significant in determining the probability of this course of action on the
part of state A. A one standard deviation increase in the IFDI of state
A raises the probability of unbounded intervention by 33.6%. On the
whole, therefore, it does seem clear that outside of the security commu-
nity context, foreign takeovers are more likely to be barred on the basis
of geopolitical concerns.

MNLM IV

MNLM 1V tests the effect of government intervention on the outcome of
cross-border deals. Here, intervention type now acts as the independent
variable, and the dependent variable is deal outcome, i.e., deal, changed
deal, or no deal. Out of the 209 cases in the database, 104 deals went
through with no apparent changes imposed by governments, 48 were
mitigated in some way by the state in question, and 57 resulted in “no
deal” (see Figure 23).

Significantly, the results of MNLM IV show clear evidence that the
type of government intervention employed by state A will affect the out-
come of the foreign takeover in question (see Figure 24). It may be said
with 99.9% confidence that intervention type significantly affects the
likely outcome of the dependent variable across each of its categories.
Furthermore, as the level of government intervention increases, so do
the chances that the deal will be barred or mitigated. For example, a
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Figure 24 Multinomial logit model results: deal outcome 2001-07

Y;: MNLM IV (All Deals)

Variable Coefficient (S.E.)
No Deal/Deal
Intervention Type 2.736 (0.864)***
Constant —1.600 (0.286)***
Changed Deal/Deal
Intervention Type 2.945 (0.860)***
Constant —2.033 (0.191)***
Deal/No Deal
Intervention Type —2.736 (0.864)***
Constant 1.600 (0.286)***
Log pseudolikelihood = —162.227
Number of Observations = 209
Wald chi? = 12.660
Prob > chi® = 0.009
McFadden’s Pseudo R? = 0.253

' p<0.15;*p < 0.1; ** p < 0.05; *** p < 0.

01

one-unit increase in intervention type — i.e., an increase from no inter-
vention to low-bounded intervention, or from high-bounded interven-
tion to unbounded intervention — decreases the probability of an unal-
tered deal outcome by 111.3% (see Figure 25). Such a one-unit increase
in the level of intervention, then, concurrently increases the probability of
a “changed deal” outcome by 53.8% and raises the probability of a “no

deal” outcome by 57.5%.

Figure 25 Probability change in MNLM IV

Average
Independent Variable Change 0 1 2
Intervention Type Min.— Max. 49.97% —74.96% 44.90% 30.06%
+/—1 74.20% —111.31% 53.76% 57.54%
+/— s.d. 72.92% —109.38% 52.83% 56.55%

Conclusion

MNLMs I-III bear out the argument that intervention type is pri-
marily motivated by geopolitical competition concerns and economic
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nationalism. Increased levels of nationalism (which can serve as a prelim-
inary indicator of economic nationalism) in state A were associated with
a significantly higher likelihood of low-bounded intervention in MNLMs
I and IIT and of high-bounded intervention in all three models. This sug-
gests that nationalism may motivate states to protect their interests by
seeking to mitigate cross-border deals in their favor. Anti-globalization
sentiment, which can be most clearly linked with economic nationalism
per se, proved to be highly significant in increasing the probability of
unbounded intervention generally, as seen in MNLM I, and even more
significant within security communities, as shown in MNLM II. This
finding indicates that economic nationalism may be a greater motivating
factor for intervention than geopolitical concerns within security com-
munities, where such strategic competition is by definition lower and
occurs on a much longer time scale, and, consequently, where elements
of economic power may be viewed as more important.

This idea is corroborated by the role played by geopolitical competi-
tion (approximated by relative military power) in MNLMs I-III. When
state A’s military power was greater than that of state B, it was sig-
nificantly more likely to engage in high-bounded intervention for deals
both inside and outside of a security community, most likely because it
felt more comfortable mitigating transactions in an advantageous power
position. Yet, when the military power of state A was lower than that of
state B, it was generally more likely to engage in unbounded interven-
tion, as illustrated in MNLM I, and even more likely to do so outside of
the security community context, as seen in MNLM III.

Other elements of geopolitical concern also play a vital role in deter-
mining intervention type. Higher levels of resource dependency in state
A significantly increased the likelihood of high-bounded intervention
within security communities. Furthermore, outside of security commu-
nities, inward FDI levels in state A played an important part in deter-
mining intervention type. For instance, when states A4 and B were not
part of the same security community, IFDI was a highly significant fac-
tor in enhancing the probability that state 4 would engage in unbounded
intervention to internally balance the relative economic power of
state B.

It is also important to note that the models do not support the alter-
native explanations explored in the previous chapter, and controlled for
in the primary hypothesis. The only instance in which a control variable
neared statistical significance was in MNLM III, where interest group
position was shown to approach significance in increasing the likelihood
of low-bounded and unbounded interventions. As will become clear in
the next chapter, however, interest groups are rarely able to affect a
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government’s decision to intervene in a foreign takeover, even when they
actively attempt to do so.

Finally, MNLM 1V strongly supports the secondary hypothesis that
intervention type significantly affects deal outcomes. As the level of gov-
ernment intervention increased, so did the chances that a deal would
be mitigated or blocked. This is vital to the theory presented in this
book, and is a result that could not have been as comprehensively tested
through the case study method.

The numbers, therefore, clearly support the theory of non-military
internal balancing. Moreover, the information provided in these models
may offer a preliminary answer to the puzzle of why interventions occur
within security communities. Geopolitical competition and nationalism seem
to motivate bounded forms of intervention, whatever the security community
context. It is now clear, however, that in cases of unbounded intervention,
economic nationalism may be a larger motivating factor within security com-
munities, and geopolitical competition a larger motivating factor outside of that
context. The case studies that follow should provide additional evidence
in support of the theory, and add further detail to these initial insights.

NOTES

1 The MNLM is also the most appropriate form of CDA for this investigation
because the dependent variables of both the first and the second hypotheses
are nominal. In other words, an ordered logit model would not be appro-
priate because neither of the dependent variables has an ordered set of out-
comes, i.e., their outcome categories are not associated with a natural value
hierarchy. This is because one cannot claim to know which type of govern-
ment intervention or deal outcome is universally preferred. While the author
recognizes the dangers of repeated intervention to the forward progress of
globalization, not all cases of state intervention are necessarily or inherently
bad, even if the general trend may be undesirable in the view of some ana-
lysts. For example, one might assume that “no intervention” is the “best”
option within a liberal economic regime, but this may not necessarily be true
given certain extreme geopolitical constraints and national security concerns.
Furthermore, the cases being examined in this study go beyond the most
entrenched areas of this regime. “Deal outcome” is also difficult to rank uni-
versally, for the preferred deal outcome of states and interest groups, and the
best interests of the economy at large, may vary greatly from case to case. To
truly understand the dynamics behind the puzzle and its hypothesized expla-
nations, it is necessary to avoid placing value constraints on the categories
of either dependent variable. The results of the tests can then be considered
valid across more than one set of value systems, allowing for the creation of
a more generalizable theory.

2 Adler and Barnett argue, after Deutsch, that there are two types of secu-
rity communities: “amalgamated and pluralistic” (Adler & Barnett 1998, 5).
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Amalgamated security communities are those in which states have become
formally integrated or unionized under a “common government” rendering
war between its previously autonomous parts unthinkable (Adler & Barnett
1998, 6). Pluralistic security communities, however, are not as formal, and
rely more strongly on normative integration and common identity than on
a formally structured relationship. According to Adler and Barnett, “states
within a pluralistic security community possess a compatibility of core values
derived from common institutions, and mutual responsiveness — a matter
of mutual identity and loyalty, a sense of ‘we-ness,” and are integrated to
the point that they entertain ‘dependable expectations of peaceful change’”
(Adler & Barnett 1998, 7).

I would have preferred to analyze the resource dependency of state A on state
B in each case. However, these data are not publicly available for all of the
states examined in this database.

The resource dependency ratio calculation was provided courtesy of Ric-
cardo Quercioli, Head, Non-OECD Countries Section, Energy Statistics
Division of the IEA, on June 7, 2007.

These data were sourced from the 2001-04 World Values Survey. Question
GO0O06 in the survey asked respondents, “How proud are you of your nation-
ality?” (WVS 2001-04). The value coded in the dataset represents the per-
centage of respondents who said they were “very proud” (WVS 2001-04).
In the IMD World Competitiveness Yearbook, this is variable 3.5.01: “Atti-
tudes toward globalization,” for which business elites in the sixty-one coun-
tries surveyed are asked whether “Attitudes toward globalization are gener-
ally positive in your society” (IMD 2007a). Scores are reported on a scale of
1 to 6 (with 1 being the least positive), which the IMD then recalibrates to a
scale of 1 to 10 IMD 2016).

For example, the following table provides the output of the Hausman ITA
test for model 1.

Hausman tests of IIA assumption (N=203)

Ho: Odds (Outcome-]J vs. Outcome-K) are independent of other alternatives.

Omitted Chi2 Df P > chi2 Evidence
1 2.143 18 1.000 For Ho

0.313 18 1.000 For Ho
3 0.041 18 1.000 For Ho

There are only six cases in the database in which security community = 0
and the dependent variable = 3. In other words, there are only six cases
of unbounded intervention outside of the security community context. It
should be remembered that this is the population of such cases. However,
the resource dependency of the states involved in each of these cases is
quite close. Though resource dependency is a scale variable that ranges in
value from 0.14 to 1.82, in four out of the six cases state A4 has a resource
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dependency between 0.5 and 0.6. For detailed descriptive statistics of each
of these different scenarios, see Appendix C.

9 Itis extremely important to include those cases of market rumor that can be
verified by both the Zephyr database and market intelligence. This is because
they usually indicate instances in which companies or banks (whether pur-
posefully or not) indicated interest in a merger or acquisition, only to find
that there were difficulties facing its execution. It would be sheer folly not to
include the most credible of these “rumors,” because they are almost always
true, and because governments and states do react to them. As will be seen,
the PepsiCo/Danone case was technically a rumor, but the French govern-
ment reacted to it vehemently, and with formal legislation.

10 See Appendix D for descriptive statistics of the variables used in the dataset.



3 Unbounded Intervention
The State and the Blocked Deal

Introduction

States may employ a variety of balancing strategies in response to a
perceived threat to their relative position of power within the inter-
national system. This book argues that when the perceived threat
to power is caused by the potential foreign takeover of a company
in one of its national security industries, a state is likely to react
using one of three non-military internal balancing strategies: unbounded,
bounded, or internal intervention. The next four chapters provide a
deeper explanation and examination of each of these forms of bal-
ancing, and qualitatively assess the theory through a series of cases
studies.

The purpose of this chapter is to further specify the conditions
under which a state might choose to engage in unbounded inter-
vention. Toward this end, four critical cases are examined: (1) the
rumored attempt of the US company PepsiCo to acquire the French
food company Danone, (2) the attempted takeover of the US oil com-
pany Unocal by the Chinese company CNOOC, (3) the attempted
takeover of the US software company Sourcefire by the Israeli com-
pany Check Point, and (4) the attempted takeover of the Chinese
telecommunications company PCCW by Australia’s Macquarie Group
(Figure 26).

As with other forms of balancing, states face costs for both over- and
underreactions to these potential changes in relative power,' even though
they may not be fully cognizant that their proactive use of these tools
could be categorized as “balancing.” The next chapter will therefore
focus on an instance of unbounded balancing by the US, which could
also be considered an instance of “overbalancing,” and thus an “outlier”
case: namely, the US intervention into the takeover of P&O in Britain by
DPW of the UAE (Figure 26).

93
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Figure 26 Unbounded intervention: critical cases examined in Chapters 3
and 4

Case 1 Case 2 Case 3 Case 4 Case 5

Acquirer PepsiCo CNOOC Check Point Macquarie Dubai Ports World*

Name Software
Acquirer USA China™* Israel Australia UAE
Country
Target Name Groupe Unocal Cor- Sourcefire PCCW P&O
Danone poration Inc.
Target France USA USA China™* UK
Country
Target Food & Oil & Gas  Software Fixed Line Marine
Industry Beverage Producers Telecom Infrastructure
Deal Type Acquisition Acquisition Acquisition Acquisition  Acquisition
Deal Value N/A 18,209,400 225,000 7,300,000 5,701,062 (Bid 1)
(in $US 6,780,131 (Bid 2)
thousands)
Deal Status Rumor/ Withdrawn Withdrawn Rumor/ Bid 1 — Withdrawn
Informally Informally Bid 2 — Completed
Withdrawn Withdrawn
First Deal February 12, March 3, October 7,  June 20, October 31, 2005
Date 2004 2005 2005 2006

* The acquisition vehicle used for this deal was named Thunder FZE.
** The company is headquartered in Hong Kong.

Defining Unbounded Intervention

Definition

The term “unbounded intervention” is used here to represent the most
aggressive form of government interference into a cross-border merger
or acquisition. Such intervention is defined by the intention of govern-
ment actors who, on the whole, seek to prevent a potential foreign takeover bid
from reaching a successful conclusion. Yet, government actors do not always
act coherently, and on rare occasions the government itself may even be
divided as to the best course of action. When trying to identify cases of
unbounded intervention, therefore, it will be necessary to demonstrate
that either a critical mass of government actors” seek to block the bid, or
that crucial government players — i.e., those with veto power, or partic-
ular sway in the decision making process — wish to do so. In such cases,
the opposition is often unable to prevent the unbounded intervention
strategy from being carried out. In fact, the results from the secondary
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hypothesis indicate that intervention type and deal outcome are closely
linked, and unbounded intervention strategies will usually result in the
successful prevention of a foreign takeover.

Purpose and Motivation

The stated purpose of unbounded intervention will almost always be the
protection of national security. Indeed, the right of states to intervene
is based on the protection of companies whose loss or foreign control
would pose an immediate threat to national security. It is important to
note, though, that actors involved in this type of intervention may stretch
the notion of “national security” beyond its traditionally defined bounds
(see Introduction and Chapter 1). This is because government actors
concerned with the relative power position of their state may have longer
time horizons with respect to what they consider to be a “threat.” They
may also have more elastic definitions as to which companies should be
placed under the rubric of the national security umbrella, especially if
those companies are national champions considered vital to the state’s
economic power.

The first hypothesis tested here claims that government intervention
into foreign takeovers is primarily motivated by either geopolitical con-
cerns or economic nationalism. As the findings in Chapter 2 indicate, it
should be expected that the respective prominence of each of these fac-
tors will vary in accordance with the systemic relationship between states
A and B. In other words, the case studies should support the general
idea that when states 4 and B are members of the same security com-
munity, economic nationalism will usually be the primary motivation
behind unbounded intervention. Similarly, when states 4 and B are not
members of the same security community, the case studies should show
that geopolitical concerns play a greater role in unbounded intervention.
In either situation, however, it is expected that state A is concerned with
its power position relative to state B, and thus seeks to balance the poten-
tial increase in state B’s relative power that could result from a particular
foreign takeover by preventing that transaction from occurring in the first
place.

It is also important to recognize two other possible reasons that state
A might employ a strategy of unbounded intervention, reasons that
will be controlled for in the case studies. These are: the presence of
interest groups who desire a negative deal outcome, and the presence
of competition concerns on the part of a relevant economic authority.
It is necessary to note, however, that while interest groups may raise
alarms about a deal that could affect national security, it is expected
that they will rarely affect the outcome of that deal, or the strategy with
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which state A chooses to handle it. It is also important to realize that in
some cases a state may raise economic competition concerns at the same
time that it flags national security issues, or that a relevant government
agency may seek to veto a deal solely on competition grounds.

Means and Manner

Unbounded intervention involves the efforts of government actors to
block a foreign takeover through formal, or “effective,” means. A “formal
block” is when a government, or a representative government agency,
officially vetoes the deal on national security grounds. An “effective
block” is when the acquiring company is convinced or pressured to with-
draw/rescind its proposed bid for the target company through one of the
following means:

1. The government and/or its agencies voice such significant concerns
or reservations regarding the deal before the formal review process
begins in the relevant regulatory agencies of state 4 that the acquir-
ing company feels compelled to withdraw the bid in the face of over-
whelming opposition, which it deems too costly to overcome.

2. The government forces the divestiture of facilities or subsidiaries
involved in the transaction that reside in its country. This particu-
lar strategy may also be used by a third-party state involved in the
transaction to block the sale of assets within its territory.

3. The government of state A institutes a lengthy review process in a
relevant regulatory body from which the acquiring company does not
believe its bid will successfully emerge. The company’s cause for con-
cern will likely be either that the review process has extended in time
to a point where it is proving too costly for the company to proceed’
or that the government of state A has indicated to the company that
it is unlikely to emerge from the review process without triggering a
formal veto.*

While it is possible that efforts to “effectively” block a specified trans-

action may not initially succeed, this is rare (for reasons outlined earlier

and later), and a state can still decide to formally veto the deal in order to
prevent it from being completed. In cases where the companies involved
fail to notify the relevant national authorities before a transaction is com-
pleted, many countries also maintain the right to review a takeover after
completion and to unwind it, in whole or in part, if it is deemed to pose
a threat to national security.

Outcomes and Results

Unbounded intervention will usually lead the acquiring company to
withdraw its bid, whether or not it has been formally announced. There
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are a couple of reasons behind this. First, even if there is a chance
that state A’s position on the bid might be reversed, a company facing
extreme government opposition will usually not have the time, money,
or patience to surmount it. Second, a company is unlikely to desire any
further negative publicity of the type that can result from such govern-
ment opposition. Third, a company whose bid has been formally vetoed
on national security grounds is often then branded as a “security risk”
in future deals. Companies faced with severe government opposition will
thus often withdraw from the bidding process before a formal veto can
occur. Finally, if state A’s unbounded intervention strategy does result
in a formal veto, it may not be possible for the company to reverse that
decision through any means.’

Of even greater interest than the immediate deal outcome, how-
ever, is the impact that unbounded intervention is likely to have on
the relationship between states 4 and B. At best, such intervention is
viewed as a legitimate action by a state to protect a company from
foreign control because of an immediate national security concern: an
action considered a right of states, and which many states view as
“fair play” even in the context of a free-market environment. Indeed,
the relationship between the states involved usually remains largely
unchanged, because such intervention is usually soon forgotten by states
for the simple reason that M&A is associated with the private, rather
than the public, realm. At worst, intervention may irritate another
state into tit-for-tat behavior, causing it to respond similarly in the
future.

State intervention into foreign takeovers may thus be considered a
form of non-military internal balancing because, in addition to using non-
military means, it rarely causes a complete disruption in the relationship
between states A and B. Of all the forms of intervention discussed here,
however, unbounded intervention is undoubtedly the most complete.
Thus, if it is used improperly, i.e., if it becomes an instance of unneces-
sary balancing or overbalancing, it is the type of intervention most likely
to produce a temporary antagonism between states 4 and B. Yet, even
in such a case, as the DPW study in Chapter 4 shows, the internal and
non-military nature of this strategy makes it unlikely to lead to a perma-
nent disruption in the relationship between the states involved, such as
the cutting of military or diplomatic ties.

Case Selection

The ten cases examined in this and the next three chapters are critical to
understanding government intervention into cross-border M&A, as they
have informed the way market analysts understand domestic barriers
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to foreign takeovers. These cases also represent a diverse population of
states associated with both the target and the acquiring companies,® and
each had a significant impact on the international merger market. A brief
overview of why each of the cases included in this chapter is considered
critical to our understanding of unbounded intervention as a form of
non-military internal balancing is provided below.

The PepsiCo/Danone case is key to our knowledge of unbounded
intervention, for two reasons. First, it is one of the rare instances in
which unbounded intervention has occurred within the security com-
munity context, and can thus help us to understand how and why this
might occur. As discussed in Chapter 5, bounded intervention tends to
be viewed as a more satisfactory and useful tool of non-military inter-
nal balancing between closely allied states. It should be remembered
that the database exhibited only eleven cases of unbounded interven-
tion out of 158 cases of intervention within security communities as
a whole. In almost every case, economic nationalism was the primary,
and geopolitical competition the secondary, motivation for unbounded
intervention.”

Second, though PepsiCo/Danone is clearly a case of unbounded inter-
vention in terms of motivation and form, it has one unique feature that
prevented its inclusion in the statistical database, and which makes it
critical to examine qualitatively if we are to further our understand-
ing of such balancing. For, though it is one of the more often cited
examples of government intervention into foreign takeovers, the target
company (Danone) hails from an industry that many states would not
normally associate with “national security:” the yogurt industry. Food
and agriculture were not included in the sectors covered in the statistical
database, because there is little consensus over whether or not it should
be considered a national security sector. Some countries do consider
the agriculture and food sector to be critical infrastructure, and since
the Danone case there have been several reviews of foreign investments
into the takeovers of large agribusinesses for possible national security
risks, though thus far no notable vetoes have been recorded in this sec-
tor on such grounds.® It was important to examine this case, however,
because the French government adamantly argued that Danone’s safety
from foreign acquisition was a matter of national security, and promptly
changed French FDI law to reflect its concerns. This case thus provides
an excellent opportunity to examine the dynamics that result when such
an unusual categorization is made.

Conversely, CNOOC/Unocal is a critically important instance of
unbounded intervention outside of the security community context.
This case provides a detailed example of a company, owned by the
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government of a rising power that has a stated policy of using M&A to
gain control of vital resources, finding its attempted acquisition blocked
primarily because the target company’s state feared the geopolitical and
national security implications of such a deal. It is also of interest because
of its historical context, as unbounded intervention occurred with rela-
tive infrequency in the US before this case. The US had not previously
sought to block British Petroleum’s (BP’s) purchase of Amoco in 1988 or
Petroéleos de Venezuela’s (PDVSA’s) purchase of CITGO in 1990, both
of which were arguably of much greater economic importance. Thus, it
is vital to understand why unbounded intervention was considered war-
ranted in this particular instance.

The Check Point/Sourcefire case was included because it is a rare
example of unbounded intervention within a security community that
was primarily motivated by national security and geopolitical concerns,
rather than by economic nationalism. Despite the extremely close rela-
tionship of the US and Israel (the countries involved), tensions existed
over Israel’s ability and willingness to adhere to US export control laws
for technology in the sector in question.’

Finally, the Macquarie/PCCW case has been included as an exam-
ple of unbounded intervention outside of the security community con-
text, and is considered critical because it widens the geographical test
of the hypotheses. In this case, the target company is Chinese, and
the acquirer Australian. Certainly, it is the only example within the
database of unbounded intervention being undertaken by either Rus-
sia or China within the time frame examined. This is primarily because
these are what might be termed “capitalist autocracies,” where the for-
eign acquisition of 100% of a company within the industries exam-
ined here is highly regulated and, if it is allowed at all, must often be
undertaken with the cooperation of the government. Such strict regu-
lations regarding this type of foreign investment mean that unbounded
interventions are rarely necessary in these countries, because if the gov-
ernment doesn’t indicate in advance that it wants a deal to happen in
some form, companies are usually unwilling to risk the capital to pur-
sue it. Indeed, the high degree of regulation within many industries in
China and Russia already indicates a tendency toward internal balanc-
ing used to strengthen their strategic sectors relative to those of other
states. The number of foreign acquisitions in these countries is also gen-
erally lower than in the EU or US, due to the uncertainties of their
investment climate. It is still possible, however, for a foreign company
to attempt a takeover in these “strategic industries,” and it is important
to understand how these governments will react, and what will motivate
them.
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Case 1: PepsiCo/Danone

The Story

On July 6, 2005, a rumor surfaced in the international equities market
that the US beverage company PepsiCo was in the process of formulating
a bid to acquire 100% of the French yogurt and water company Groupe
Danone.!? Talk of the rumor persisted throughout the summer despite
Danone’s insistence that they had not been approached regarding a pos-
sible takeover (Perri & Deen 2005), largely because of Pepsi’s refusal to
comment on the rumor either positively or negatively (Matthews 2005;
Mercer 2005). International newspapers and wires kept the story going,
naming inside sources who believed that the bid was real, or who claimed
to know which banks were helping Pepsi to prepare its offer (see e.g.,
Brothers & Robbins 2005; Gay 2005; Schuman 2005). Meanwhile, “the
French media reported rumors that [the takeover] was imminent — and
even, wrongly, that the American group had already bought a 3% stake”
(Gow 2005).

What followed was an almost immediate reaction on the part of the
French government, which sought (with gusto) to prevent the takeover
entirely. By July 19, a lower-level government official made the “con-
cern” of the French government over such a “culturally awkward” deal
known to the press (Zephyr 2005a). In the next two days, the French
Prime Minister Dominique de Villepin publicly proclaimed Danone’s
status as a national champion, naming it one of the “jewels of [French]
industry” (de Beaupuy & Vandore 2005) and claiming that the French
government would protect its independent French status in order to
“defend France’s interests” (Vandore 2005a). At the same time, French
President Jacques Chirac announced his concern over the possible deal,
stating that the French government was “particularly vigilant and mobi-
lized” to intervene if necessary, and stressing the role of the govern-
ment in maintaining “the industrial competitiveness and. .. strength of
its companies” (de Beaupuy & Vandore 2005).

It was not until July 25 that PepsiCo reported to the French market
regulatory body (the Autorité des Marchés Financiers, or AMF) that it
was not preparing a takeover bid for Danone “right now” (Perri & Deen
2005). This “denial” of the rumor, however, still clearly left open the
possibility that Pepsi might make such a bid in the future. The result was
that less than twenty days after the initial rumor surfaced, and without
any formal bid having been announced by Pepsi, the French govern-
ment signaled its intent to prevent a hostile foreign takeover of Danone
through a series of actions that formed a coherent strategy of unbounded
intervention.
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First, the AMF became involved toward the end of the month by
announcing that it would begin an investigation into the trading of
Groupe Danone’s shares (Vandore 2005b). This was because Danone’s
share prices had been fluctuating greatly, rising on reports of a takeover,
and then falling sharply on July 25, when Pepsi denied an imminent
bid (Gow 2005). The investigation was made at the behest of “the
minority shareholders’ defense group, ADAM,” which “demanded a
full-scale investigation to determine whether the rumors about Danone
were the result of market manipulation and insider trading” (Gow 2005).
The AMF echoed the widespread frustration that Pepsi’s failure to
clearly refute the rumor had a great effect on share price (AMF 2005).
This investigation eventually had a great impact on FDI in France,
as it prompted the so-called “Danone Amendment” to be passed into
law in March 2006 (see Merger Market 2006). The new law “ulti-
mately . ..aims to deter takeover bids that are either hostile or motivated
by speculation, by [allowing the target company to] increase[e it]s capital
through the issuing of stock purchase warrants” (EIRO 2006). Ironically,
this amendment was attached to a law meant to provide for the domestic
implementation of the European Takeover Directive, one of the goals of
which was to reduce barriers to cross-border M&A within the EU (see
European Parliament 2004).

Second, and more importantly, Chirac and Villepin announced in a
government meeting on July 27, 2005 that France “must strengthen the
measures to protect [its] key companies,” and suggested that French
law would need to be changed in order to protect its companies from
such “hostile”!! foreign takeovers (Vandore 2005b). Less than a year ear-
lier, on December 9, 2004, the French National Assembly had already
passed a “Reform Law” intended “to ensure that all foreign investments
involving public order, public security, or interests of national defense
were subject to official review” by the French government (Cafritz 2014,
1).!? By August 31, 2005, amidst the PepsiCo/Danone rumors, French
Finance Minister Thierry Breton announced that eleven “sensitive” sec-
tors would be considered strategic and, therefore, that the government
would be changing the law to protect companies in these industries
from unwanted foreign takeovers in the future (de Beaupuy 2005). On
December 31, 2005, the French government put this plan into action,
passing an anti-takeover decree that gives it “the right to veto or impose
conditions on foreign takeovers of domestic companies operating in as
many as 11 sensitive industries” (Buck et al. 2006b). These include the
industries dealing with:

private security, if used, for example in nuclear or other secure installations;
research or production of products that can be used in terrorist or chemical
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attacks; bugging equipment; information security; companies providing infor-
mation technology security to government; dual-use technology for civilian or
military applications; cryptology; companies entrusted with defense secrets;
arms; certain sub-contractors to the defense ministry; and casinos, where the
government is concerned about money laundering. (Buck et al. 2006b)

The French government notably broadened the scope of its strategic
sectors list again in 2014, to help ensure government approval would
be needed before the US company General Electric could acquire the
French conglomerate Alstom,!® adding industries related to the “secu-
rity and continuity of supplies that are essential to public order or safety
and national defence,” such as water, energy, transport, and health
(Hepher 2014).!*

Both the French President and Prime Minister were strongly in favor
of the 2005 anti-takeover decree as a result of their opposition to a possi-
ble bid for Danone by Pepsi, and, consequently, they used every oppor-
tunity to show their support for it during the furor caused by the rumor.
They went out of their way to publicize their intent to “defend French
interests” in a potential bid for Danone, and Villepin openly contended
that France “must ensure that [its] companies have the same means
to act and defend themselves as their foreign counterparts” (Vandore
2005b).

Thus, it is clear that even though the acquisition of Danone by Pepsi
had not yet passed the rumor stage, the French government reacted to
the potential bid with a virulent campaign to prevent its success. Fur-
thermore, the French government sought, successfully, to carry out a
strategy of unbounded intervention to block this potential cross-border
takeover bid on the basis that it threatened the national interest and secu-
rity. The question, therefore, is not only why did the French pursue this
type of intervention, but also why did they pursue it in the context of
the yogurt industry, which is not one that would normally be associated
with “national security” in the traditional sense. The variables proposed
in the primary hypothesis are explored in relation to the PepsiCo/Danone
case in the sections that follow, together with an analysis of which vari-
ables provided the primary motivation behind the French government’s
actions.

Geopolitical Competition

Resource Dependency
While France is a resource-dependent nation, the US is not one of its
primary sources of energy (see Encyclopedia of Earth 2007). France’s
resource dependency ratio, or the ratio of all its imported energy sources
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to its total energy supply, was 63% in 2005.'°> This is very close to the
mean resource dependency ratio for the 209 cases in the dataset, which
was 62%.

Relative Power Differential

Despite the fact that both the US and France are major powers, the rel-
ative power differential between them is vast. The US completely over-
shadows France in terms of relative military power. In 2005, US military
expenditure was $504,638 million, which was over nine and a half times
France’s expenditure of $52,917 million.'® Furthermore, this differen-
tial was increasing because the average growth rate of the US’ military
expenditure between 2001 and 2005 was 8%, while that of France was
only 1%.!7 The differences are also stark in terms of relative economic
power. US GDP in 2005 (at price purchasing parity, or PPP) was almost
seven times that of France.'® The relative economic power of the US
was also increasing slightly vis-a-vis France at this time, with the aver-
age economic growth rate for the years 2001-05 being 5% for the US
and 4% for France.'® It is clear, however, that France was closer to the
US in terms of relative economic power than it was in terms of rela-
tive military power. It would thus make sense at the time for the French
government to seek to balance the US through means that would help
enhance France’s relative economic power position.

Overall Character of the Geopolitical Relationship

The US and France are formal military allies and members of a deeply
integrated security community, a relationship formalized through their
membership in NATO. At the heart of this alliance is Article 5 of the
Treaty, which provides for the mutual self-defense of its members, who
commit to treat “an armed attack against one or more of them” as “an
attack against them all” (NATO 1949). Despite the end of the Cold
War that originally gave it purpose, NATO’s members have maintained
the alliance and committed to strengthen it, and to redefine its mission.
NATO remains the “essential alliance” for the US (Burns 2004), and
France recognizes it as “a priceless asset that must be maintained in
order to cope with current and future challenges and threats” (French
Ministry 2008).

This being said, the relationship between the US and France within
NATO is far from uncomplicated. France left the military arm of NATO
in 1966 in order to pursue its own independent nuclear and military
defense plans, largely because of disagreements with US policy and con-
cerns that the US would not provide fully for the defense of France in
case of a nuclear war (LLa Fondation Charles de Gaulle 2008). Since
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that time, France has contributed troops to Alliance operations such
as Kosovo and Afghanistan, even when it was not officially part of
NATO’s military command. Chirac initiated a discussion to rejoin the
NATO command early in his presidency, but his demands for rejoin-
ing were not met, and the discussion was dropped almost ten years
before the 2005 PepsiCo/Danone case. In 2007, French President Nico-
las Sarkozy made overtures to rejoin the military command of NATO,
but France did not officially do so until April 2009, well after this case
concluded.?’

Strain within the US—French alliance arguably reached a height, how-
ever, following the invasion of Iraq in 2003. French opposition to the
Iraq war was vociferous and unflagging, with threats of a French veto in
the UN preventing the US from gaining full Security Council authoriza-
tion for the invasion, and the acrimony of the discussion causing many
to question the future of the alliance. This strain had not faded by the
time of the PepsiCo/Danone case, and it was only with the later election
of President Sarkozy that tensions began to ease.

As a result, there was a prevailing perception within France at the time
that the US was a threat to international stability, not only because of its
unilateral foreign policies, but, more fundamentally, because of its posi-
tion as the world’s only superpower. Though French public opinion of
the US has been relatively low for some time, the Pew Global Attitudes
Project (PGAP) found that it lowered dramatically after the Iraq War,
falling from 63% in the summer of 2002 to 43% in June 2003 (Pew
Global Attitudes Project 2003). Moreover, the French government has
not been shy over its concerns with US hyperpuissance, a concept first
put forward by then French Foreign Minister Hubert Vedrine in 1999
(Lieber 2005). The French strongly believe in “the need to counterbal-
ance [US] power,” and have “expressed under Chirac’s presidency” the
belief that “multipolarism is a better way to guarantee world security
than unipolarism” (Tardy 2003). They feel that unipolar power is dan-
gerous because of its ability to act beyond the constraint of international
norms and agreements. The French have thus tried to establish them-
selves as the leaders of a self-styled effort to balance US hyperpuissance
and return the world to multipolarity.

Within the confines of the NATO relationship, then, the potential
exists for a certain level of strategic competition between the US and
France. This competition largely focuses on the use of diplomatic and
economic tools to balance US power. Within this context, it is not sur-
prising that the French government might use a tool of unbounded inter-
vention to prevent the takeover of one of its national champions by a
US company. The use of such a non-military internal balancing strategy
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makes perfect sense within the context of France’s desire to enhance
its own power vis-a-vis the US, while at the same time maintaining an
alliance with the US, which it believes provides more strategic benefits
than costs.

Thus, while French and American security are formally intertwined,
their relationship remains antagonistic because of the vast power differ-
entials and historical differences between the two countries, which are
resented by the French, and which were exacerbated by the US’ unilater-
alist approach to Iraq. The French have a stated policy of seeking to bal-
ance US power, and, not surprisingly, chose to do so through unbounded
intervention in the PepsiCo/Danone case. This can be interpreted as the
French government protecting its relative economic power position vis-
a-vis the US by defending one of its national champions (Danone) from
a US “predator” (Pepsi).

The timing of the anti-takeover decree, and the acknowledgment that
this case was the impetus behind the law, helped frame the protection of
Danone as a matter of French national security. Chirac and other mem-
bers of the French government painted Danone as a “key” company,
“national treasure,” and “jewel” of French industry, whose protection
was of paramount importance not only to French “industrial competi-
tiveness,” but also to its “interests” (see Brothers & Robbins 2005; Cor-
coran 2005; de Beaupuy & Vandore 2005; Vandore 2005b). While the
food industry was not protected in the final version of the law, there
was speculation that it would be included as one of the eleven strategic
sectors made “off limits” to foreign takeovers. The government also did
nothing to dispel the belief that Danone would be protected until after
the takeover rumors died down, when a French Finance Ministry offi-
cial would only say that “Yogurt does not feature on our list” (Bennhold
2006a). However, under the provisions of the law, Danone itself was
protected from a foreign takeover, because it also owned a casino — an
industry that was protected at the time of this case, on the grounds that
the government needed to monitor casinos and gambling to protect the
country from money-laundering used for organized crime and terrorism
(see PINR 2005). Casinos were later removed from the list of strategic
sectors in a 2012 update of the 2005 Decree, reportedly under pressure
from the EU Commission, though the wider gambling sector (excluding
casinos) was retained on the list of strategic sectors for which the invest-
ments of non-EU foreign investors would be subject to review (Cafritz
2014, 3, 9).?! France’s government thus went to extraordinary lengths
to ensure that a food and drinks company was associated with national
security in order to effectively veto the potential transaction at the time,
and to reinforce its “right” to veto such a deal in the future.?? With all
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of this in mind, it remains true that the US and France are closer allies
than many states in the world, and the underlying elements of geopoliti-
cal competition between them could not have been enough to cause this
kind of virulent reaction on its own.

Economic Nationalism

As the birthplace of nationalism, and as one of the few true “nation-
states,” France retains high levels of national pride. In the last wave of
the World Values Survey before this case, 37% of respondents in France
claimed to be “very proud” of their nationality, and another 47% were
“Quite proud,” making 84% proud of their national identity to at least
some degree (WVS 2001-04).

Not surprisingly, the French are also well known for their economic
nationalism. This is partially rooted in pride — 32% of French citizens
claim to be proud of their nation’s economic achievements (ISSP 2003).
The virulence of their economic nationalism, however, is also rooted
in a strong belief that globalization threatens not only French “culture
and...identity,” but also the health and vitality of the French economy
(Gordon 2005). This belief is strengthened by the fact “that globaliza-
tion directly challenges the statist economic and political traditions of
the country” (Gordon 2005). For example, a 2005 World Public Opin-
ion (WPO) survey of every G8 country but Japan asked respondents
whether “the free enterprise system and free market economy [was] the
best system on which to base the future of the world” (WPO 2006).
France was the only country where more respondents disagreed with that
statement (50%) than agreed that the free-market economy was a pos-
itive influence (36%) (WPO 2006). In a survey of fifty-four countries,
French businessmen ranked second to last among those who believed
that “attitudes toward globalization are generally positive in [their] econ-
omy,” followed only by Venezuela IMD 2007a, 2007b).?> Such intense
anti-globalization sentiment infuses every aspect of business in France,
and was one of the primary reasons behind the French rejection of the
EU constitution in 2005. Furthermore, the French associate the evils
of globalization with “Americanization” (Gordon 2005; WPO 2006),
explaining in part their virulent reaction to a perceived national cham-
pion being taken over by a US company.

The French government thus blatantly refused to allow one of its
recognized national champions to become a victim of globalization in the
form of a takeover by an American company. One observer even went so
far as to proclaim “I’état, c’est Danone” (Corcoran 2005). France has
had a history of subsidizing and protecting its companies from foreign
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control since the Cold War, but this case sent the government “into
protectionist overdrive” (WS]J 2005a).

Villepin’s stated policy of “economic patriotism throws the role
that economic nationalism played in French opposition to the poten-
tial Danone takeover into stark relief. Simply put, this doctrine is an
“industrial Maginot line” — a policy “designed to defend ‘France and
that which is French’...by declaring entire sectors of French industry
off-limits to [foreign takeovers]” (Theil 2005; Economist 2006b). The
French government even argued that this was not “protectionism,” but
a policy designed to counter similar policies “in the US and elsewhere”
(Thornhill & Jones 2005). Most importantly, however, this policy of eco-
nomic patriotism is considered by many to be a reaction to the rumors
surrounding the possible takeover of Danone by Pepsi (see e.g., Franks
2006). Its formulation clearly demonstrates France’s desire to balance
the relative economic position of the US through unbounded interven-
tion in this case, and to balance that of other countries in future like
cases.

All of these facts combine to show that economic nationalism was
indeed one of the primary motivations behind France’s strategy of
unbounded intervention in this case, and that this was exacerbated by
tensions in the geopolitical relationship between the US and France. It
is in the context of such virulent economic nationalism that the Pepsi
rumor was able to trigger both legislation and the formalization of a
new economic policy designed specifically to block a foreign takeover of
Danone. Furthermore, these policies enjoy such strong support across
government and public lines that it is unlikely they will change in the
future.

924

Presence of Interest Groups

There were interest groups present in France that either opposed the
PepsiCo/Danone deal or were likely to oppose it if given the opportunity
to do so. Danone itself preferred “to remain independent,” but was also
reportedly looking for a domestic white knight to provide an alternative if
Pepsi did make a formal offer for its company (Perri & Deen 2005; Schu-
man 2005). Danone Chairmen Franck Ribaud later suggested, however,
that he did not actually want to see the government “sanctuarise” his
company, because “sanctuaries are for relics, whereas Danone thrives
on the competition it faces in all its markets” (Dairy Reporter 2006).
Thus, the actual role played by Danone in the government’s actions is
somewhat opaque. Furthermore, the fact that the government reacted to
the rumor almost immediately meant that shareholders (who would be
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the main stakeholders in such a transaction) didn’t really have time to
respond either positively or negatively to the deal.

It was also fairly clear that the interest groups normally associated
with anti-globalization movements would protest against the deal due to
fears that it would lead to job losses for French workers, and because
of the company’s iconic role in French economic identity. It was, for
example, claimed that “France’s Unions would...strongly oppose a
PepsiCo deal,” as would French farmers (Brothers & Robbins 2005;
Corcoran 2005). This did, of course, play a role in the government’s
attitude toward the deal, and contributed to the unlikelihood that it
would become more than a rumor. These interest groups, however,
were largely motivated by economic nationalism themselves, and it seems
clear that it was the general economic nationalist mood of the nation at
that time, rather than the persuasive powers of any one interest group,
that contributed to the rapidity of the French government’s interven-
tion. In the end, it was not the opposition of a particular interest group,
but the staunch opposition of the French leadership combined with
widespread opposition that prevented the rumor from ever becoming a
reality.?

More importantly, the immediate groundswell of opposition to the
deal did not come from the market, but from French government offi-
cials appalled at the notion that such a French icon would be bought by
a foreign — and, equally important, an American — firm. As the preceding
discussion of the general French tendency toward economic nationalism
and the specific French policy of economic patriotism demonstrates, it is
not surprising that the government in this case did not need the lobbying
of a specific irate interest group or stakeholder to bring its attention to,
or convince it of, the dangers of such a deal.

Competition Concerns

The issue of whether or not such a combination of companies would be
monopolistic, or whether competition within the food industry would be
affected negatively by such a takeover, was not a concern that was flagged
by the government or the market in this case. This was largely because
government efforts to block the deal on other grounds were so quick that
the deal was scuttled long before it could move beyond the rumor stage.

Conclusions on PepsiCo/Danone

There is a distinct pattern of French government-led efforts to balance
the relative economic power position of the US through a strategy of



Case 2: CNOOC/Unocal 109

unbounded intervention in this case. This makes sense in the context
of French efforts to balance American Ayperpuissance as a whole. This
strategy seems to be both purposefully and consciously implemented.
Not surprisingly, the stock of French FDI abroad far exceeded that of
FDI into France, in terms of both book and market value, in 2005 and
2006 (US DOS 2009). For, at the same time that the French have sought
to protect their national champions from foreign takeovers, they have
supported their “own companies [who] are active acquisitors” abroad
(Parker & Thornhill 2005).

Case 2: CNOOC/Unocal

The Story

In 2005, the potential acquisition of the American Unocal Corpora-
tion by the Chinese government-owned CNOOC Ltd. caused an almost
unprecedented reaction in Washington, where a widespread movement
among members of the US government sought to block the foreign
takeover through a strategy of unbounded intervention, allowing the
American company Chevron to win the “war” for Unocal. All three
companies involved were in the oil and gas industry, and Unocal was
a recognized takeover target that, though relatively small as “the 9th
largest oil company in the world” (Powell 2005), provided others with
a unique opportunity to buy an independent company with wholly
owned assets in Asia. Indeed, Unocal had relatively few assets in North
America (mainly in the Gulf of Mexico) and Europe, but a number of
prime assets in Asia (in Azerbaijan, Bangladesh, Indonesia, Myanmar,
the Philippines, and Thailand), in addition to a number of joint ven-
ture (JV) projects in Asia (Unocal 2005; Greenwire 2005¢). Meanwhile,
CNOOC Ltd., an American listed company based in Hong Kong, was
seeking to expand its asset base in Asia. The fit initially seemed obvi-
ous to the market,?® though there were questions over whether CNOOC
could afford Unocal. Yet, controversy ensued when it was realized by
public policymakers that CNOOC Ltd. was 71% owned by the Chi-
nese government-owned and controlled China National Offshore Oil
Corporation.

The race for Unocal began early in 2005. CNOOC announced it
was considering a bid for the company on January 7, and by March
3, Chevron had stated it too was contemplating mounting a takeover
attempt. In early April, CNOOC withdrew itself from the bidding pro-
cess amid the concerns of its non-executive board members, who were
“troubled by the amount of debt” CNOOC would have to take on
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in order to complete such a deal (Timmons 2005). With the path
seemingly clear, Chevron announced on April 4 its intention to buy
Unocal for $18 billion in a debt/cash deal worth “an overall value of US
$62.00 per share” (Zephyr 2005b, 2005¢), for which it received approval
from the Federal Trade Commission (FTC) of the US by June 10, and
from the US Securities and Exchange Commission (SEC) by July 29.
The race, however, was far from over, and on June 7, CNOOC once
again “confirmed?” its intention to make an offer for Unocal in the near
future (AFP 2005a), a promise that it fulfilled on June 22 when it topped
Chevron’s bid with a cash offer of $67 per share of Unocal stock (Zephyr
2005b, 2005¢).

Before continuing with this story, it is necessary to remember that in
the US there are three major hurdles any foreign takeover must clear
in order to be successful (Grundman & Roncka 2006). The first is
a Foreign Ownership, Control or Influence (FOCI) review, in which
the DOD Defense Security Service (DSS) investigates a transaction
to ensure that it will not “result in unauthorized access to classified
information or...adversely affect the performance of classified con-
tracts” (DSS 2016b). This process was established in 1993 as part of
the National Industrial Security Program (NISP) created by Executive
Order 12829.%" Like the CFIUS process, the FOCI review is classified,
and it is unclear whether Unocal had classified contracts that would have
triggered a FOCI review if it had accepted CNOOC’s bid.

The second hurdle is a competition review provided for under the
1976 Hart—Scott—Rodino Antitrust Improvements Act, which occurs
before a transaction is concluded. This review process, carried out by
the FTC and Department of Justice (DQO]J), with support from the DOD
as needed, is “intended to protect competition and prevent transaction-
specific adverse impacts on prices and innovation” (Grundman & Ron-
cka 2006, 2).28 As discussed later, the US government did not really
display concern over a proposed CNOOC/Unocal deal on such compe-
tition grounds.

The third hurdle for foreign investors is the CFIUS process. As dis-
cussed in the Introduction, this national security review process for for-
eign takeovers was initially established by the Exon—Florio Provision of
the 1988 Omnibus Trade and Competitiveness Act, which:

amended Section 721 of the Defense Production Act of 1950 to provide
authority to the President to suspend or prohibit any foreign acquisition,
merger or takeover of a US corporation that is determined to threaten the
national security of the United States. The President can exercise this author-
ity under section 721...to block a foreign acquisition of a US corpora-
tion only if he finds: (1) there is credible evidence that the foreign entity



Case 2: CNOOC/Unocal 111

exercising control might take action that threatens national security, and (2)
the provisions of law, other than the International Emergency Economic Pow-
ers Act do not provide adequate and appropriate authority to protect the
national security. (US DOT 2007)

President Reagan also signed Executive Order 12661 in 1988, amend-
ing the Executive Order that originally established CFIUS (11858), and
thus delegating his new presidential authority to investigate and review
foreign takeovers to CFIUS. The Committee is headed by the Secretary
of the Treasury, who at the time of this case was John Snow. In 1992, the
“Byrd Amendment” to the 1950 DPA further stipulated that CFIUS
be mandated to investigate proposed takeovers in which the acquirer
was “controlled by or acting on behalf of a foreign government.”? The
national security review for foreign takeovers was thus referred to for a
long time as the “Exon—Florio Process,” and these provisions served as
the backbone of foreign takeover law in the US until being updated by
the Foreign Investment and National Security Act of 2007 (FINSA).*°

FINSA was passed in response to Congressional concerns over the
strength, transparency, and oversight of the CFIUS process following the
CNOOC/Unocal and DPW/P&O cases examined in this book. FINSA
and Executive Order 13456, respectively, once again amend section
721 of the DPA and Executive Order 11858. FINSA primarily clarifies
the Exon—Florio process and makes it more transparent.’! FINSA also
notably increases the membership of CFIUS from the twelve report-
ing agencies it had reached by the time of the CNOOC/Unocal case®?
(adding the Secretary of Energy), and formally recognizes critical infras-
tructure as a national security concern in transactions covered by the
review process. For the most part, however, FINSA simply provides for
a “codification of [the] many existing informal practices” (Plotkin et al.
2009) already in play during this case and the DPW/P&O deal. Concern
over critical infrastructure, for example, was already informally recog-
nized in the DPW transaction, and the inclusion of the Energy Secretary
was presaged by the CNOOC case. Thus, though FINSA came after many
of the cases examined here, it does not affect the theory, or the conclusions
drawn from these case studies.

Crucial to understanding the CNOOC/Unocal case is the CFIUS fil-
ing procedure and timeline for reviews, which has not changed since
1988. Filings with CFIUS are usually voluntary, with companies notify-
ing the Committee once a preliminary or formal agreement has been
reached for the transaction in question (US DOT 2007). When this
notification is received, the review process begins; for most companies,
this involves a simple thirty-day review of the transaction, but in cases
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where a national security issue is flagged, the Committee can conduct
an “extended 45-day review,” which must be followed by “a report...to
the President, who must [then] announce the final decision [on the deal]
within 15 days” (US DOT 2007). This means that ninety days is the
maximum time allowed for a review (US DOT 2007). This time limita-
tion is important because it gives foreign investors a time frame within
which they can plan to have contingent funding and resources available
for their transaction. One industry source has also pointed out that unex-
pected delays in the review process, especially those that might unoffi-
cially extend the ninety-day limit, can cause some foreign companies
to lose short-term financing opportunities or force them to pay higher
prices because of interest accrued on loans that may have already been in
place for a deal. More importantly, however, and as the CNOOC/Unocal
case will demonstrate, attempts to cause a delay in a foreign takeover
transaction beyond the ninety-day process cause uncertainty and, there-
fore, a degree of risk that investors, shareholders, and board members of
the companies involved are usually unwilling to accept. Understanding
the details of this review process is thus integral to understanding what
happened in the CNOOC/Unocal case.

The possibility of a Chinese government-owned company taking over
a US oil company during a period of tense Sino-American relations
and rising energy prices began to worry members of the US govern-
ment, who quickly sought to deal with the issue both inside and out-
side the context of this highly institutionalized process for reviewing for-
eign takeovers under US law. By June 17, US Congressmen Duncan
Hunter (R-CA) and Richard Pombo (R-CA) sent a letter to President
Bush requesting that CFIUS investigate the potential ramifications of
a CNOOC/Unocal deal because they were concerned that such a deal
would threaten “US jobs, energy production, and energy security” (Tim-
mons 2005). The latter issue was of significant concern to the congress-
men, who “encourag[ed] Bush to consider the national security impli-
cations regarding the transfer of technology to China in the event of
Unocal’s acceptance of CNOOC’s offer” (Bullock & Xiao 2005b). On
June 22, only five days after the Hunter/Pombo letter, “Energy Secretary
Samuel Bodman [confirmed] that a bid would be reviewed by [CFIUS]”
(Gold et al. 2005). On June 23 — the same day that there was a hearing
in “the Senate Finance Committee. .. on the evolving US—Chinese eco-
nomic relationship”>> — Senator Chuck Grassley (R-IA) announced that
US “legislators [would] watch [the] CNOOC-Unocal” deal (Gold et al.
2005; Dow Jones 2005b). By the end of June, “41 members of Congress
sent a letter to Treasury Secretary John Snow ... asking that the poten-
tial transaction ‘be reviewed immediately to investigate the implications
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of the acquisition’” (Graham & Marchick 2006, 131). On June 27, Con-
gressmen Joe Barton (R-TX) and Ralph Hall (R-TX) wrote a letter
to President Bush urging him to block a CNOOC takeover of Unocal
because it “poses a clear threat to the energy and national security of the
United States” (Orol 2005d; Barton & Hall 2005). Congress was thus
beginning to lean toward a clear strategy of unbounded intervention, with
the intent to block the deal one way or another.

This strategy was solidified on June 30 in two separate formal actions
taken by the US House of Representatives. The first was the passage
of House Resolution 344, sponsored by Congressman Pombo, which
formally recognized congressional concern that a CNOOC/Unocal deal
“threatens to impair the national security” (US House 2005c). This con-
cern mostly emanated from a belief that, in an environment where the
US and China were competing for energy resources and Sino-American
relations were strained, the Chinese government might through its
ownership of CNOOC use a Unocal purchase to gain control over
much-needed energy assets, as well as over dual-use technologies that
could have military applications. H. Res. 344, therefore, demanded
that if Unocal and CNOOC did agree to a transaction, “the Presi-
dent. .. [would] initiate immediately a thorough review of the proposed
acquisition, merger, or takeover” (US House 2005c). This resolution
passed by a vote of 398-15.

The second action taken by the US Congress was the addition of
Amendment 431 to H.R. 3058.>* The purpose of this amendment,
sponsored by Congresswoman Carolyn Kilpatrick (D-MI) and passed
by a vote of 333-92, was to “prohibit the use of [Treasury] funds from
being made available to recommend approval of the sale of Unocal Cor-
poration to CNOOC Ltd. of China” (H. Amdt. 431 to H.R. 3058).
This amendment was clearly a tactic to block a CNOOC/Unocal deal,
because, had CNOOC and Unocal reached an acquisition agreement,
a CFIUS review would have been triggered, and those funds required.
H. Res. 344 mandated that such a review be “thorough,” which would
indicate a full forty-five-day CFIUS investigation, resulting in a report
to the President, who would then have to give his approval or disap-
proval regarding the transaction (see H. Res. 344). This amendment,
therefore, would have made it impossible for the President to give his
approval under such a scenario, because the report would be delivered
through the Chair of CFIUS, who is the Secretary of the Treasury, and
who by definition would be using funds from the Treasury.

The high-profile concern generated by the deal caused the CEO of
CNOOGC, Fu Chengyu, to take the highly unusual step in late June of
“writing to members of Congress expressing his company’s willingness to
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participate in a [CFIUS] review” (International Oil Daily 2005¢) and on
July 1 of requesting that CFIUS review the transaction before an acqui-
sition agreement had actually been reached with Unocal (Amaewhule
2005).%> On June 30, Liu Jianchao, the spokesman for the Chinese For-
eign Ministry, announced that “China wants to find a ‘win-win’ result,”
because “this issue is a commercial transaction between two companies,
and a normal exchange between China and the US. It should stay free of
political interference” (Dow Jones 2005a). In the beginning, CNOOC
really believed that the US would not block the transaction as long as it
marketed the deal, and its intentions, correctly. Chengyu, for example,
was truly “confident [the] deal [was] politically viable” (AFX 2005a),
once he made it clear that CNOOC’s “all-cash offer [was] clearly supe-
rior for Unocal shareholders” and was “good for America,” and that
CNOOC would “protect Unocal’s US jobs” (Gold et al. 2005).

Frustration on the part of the Chinese government at what it viewed
as US “protectionism” soon began to show, however. In what is widely
viewed as a critical slip in the campaign to win the race for Unocal, the
Chinese Foreign Ministry made another statement on July 5, declaring:
“We demand that the US Congress correct its mistaken ways of politiciz-
ing economic and trade issues and stop interfering in the normal com-
mercial exchanges between enterprises of . .. [China and the US]” (Dow
Jones 2005d). This statement only served to increase the fears of cer-
tain members of the US government that the Chinese government was
guiding the CNOOC bid, and that such an offer did not necessarily have
friendly motivations (Dow Jones 2005d).3°

On July 13, the same day that it was reported CNOOC was contem-
plating making a higher offer in order to win over Unocal sharehold-
ers (Canadian Press 2005), the difficulties for CNOOC’s bid intensi-
fied. First, CFIUS 