ETHICS

Deals Can
Be Derailed
by Security

Concerns

Given the weak U.S. dollar and his-

torically low valuations of defense
contractors, commentators expect even
greater mergers-and-acquisitions activity
from foreign buyers in the U.S. defense
industry. Defense companies considering
a transaction that could result in a for-
eign person acquiring control of the busi-
ness should prepare for close regulatory
scrutiny.

The U.S. president has authority to
review and ultimately prevent any trans-
action that could result in control of a
U.S. business by a foreign person if it
threatens national security under the so-
called Exon-Florio Amendment. The
Committee on Foreign Investment in the
United States (CFIUS), an inter-agency
committee chaired by the secretary of
Treasury, is charged with administering
Exon-Florio.

As enticing as an acquisition proposal
with a lofty valuation may be, CFIUS
implications mandate that U.S. defense
contractors thoroughly analyze the struc-
ture, source, motives of foreign invest-
ment and nature of the business to
determine whether CFIUS review is
needed. The analysis will turn on three
key questions: Will the transaction trans-
fer control of a U.S. business to a foreign
person? Does the transaction involve a
foreign national or any entity controlled
by a foreign national, foreign government
or foreign entity? Does the transaction
raise national security concerns?

On the question of control, the seller
should conduct due diligence on the
buyer early, including evaluating the
structure and ownership of the buyer
and the extent of all foreign government
interests in the buyer. The regulatory def-
inition of a “foreign person” turns not on
where the company does business but on
whether it is controlled by a foreign
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interest. CFIUS review may apply to the
acquisition of a U.S. company by the U.S.
subsidiary of a foreign company. Thus,
determining that a potential purchaser is
domiciled in the U.S. does not complete
the CFIUS analysis. The seller must
investigate the buyer and its affiliates.

As for transactions, those that impli-
cate CFIUS scrutiny include ones that
result, or could result, in foreign control
of a U.S. business. Transactions less obvi-
ous than mergers and acquisitions, such
as joint ventures with a foreign-con-
trolled entity and minority equity invest-
ments by foreign entities, potentially
implicate CFIUS as well. Transactions
resulting in the conversion of non-voting
securities into voting securities, or the
acquisition of voting proxies, may also be
ripe for CFIUS review. Given the broad
forms of transactions that may implicate
CFIUS review, sellers should carefully
consider whether the transaction, as
structured, transfers or could transfer
control to a foreign investor.

“Control” is defined functionally as the
power, direct or indirect, to make deci-
sions in such areas such as the sale of
principal assets; dissolution; the closing
or relocation of facilities; the termination
of contracts; or the amendment of arti-
cles of incorporation or bylaws. Control
may even be exercised through owner-
ship of a dominant minority of the
shares, through contractual arrangements,
and by virtue of board seats and veto
rights.

The determination of control turns on
the allocation of decision-making power,

not simply the percentage of equity own-
ership. There are no strict quantitative
guidelines for determining whether a for-
eign interest exercises control. But an
acquisition of 10 percent or less of the
voting securities of a U.S. company is
exempt if the securities are held solely
for the purpose of passive investment.

The term “national security” is left
undefined for CFIUS. Whether national
security concerns are implicated is deter-
mined on a case-by-case basis. Since
Sept. 11, 2001, national security has
been interpreted broadly to include busi-
nesses involved not only in defense, secu-
rity and law enforcement, but also those
that involve critical infrastructure such as
energy, transportation, telecommunica-
tions, information technology and a range
of goods and services that create vulnera-
bility to sabotage or espionage. CFIUS
scrutiny may also apply to businesses
that directly affect the U.S. financial sys-
tem, that involve advanced technologies
with potential military applications and
that involve products subject to U.S.
export controls.

CFIUS notification is not required in
advance of a proposed transaction. How-
ever, a voluntary filing should be consid-
ered in transactions that may be subject
to CFIUS review to obtain the benefits of
safe-harbor from ex-post review; framing
dialogue with CFIUS, rather than being
on the defensive; and holding pre-filing
discussions and consultations with CFIUS.
The president may unwind a completed
transaction, but once cleared by CFIUS or
the president, it will not be subject to
reinvestigation, giving the parties and oth-
er stakeholders comfort that the transac-
tion is not vulnerable to challenge.
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