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The Exon-Florio Process

I. Background

Section 721 of the Defense Production Act' gives the President broad authori- —
ty to review all “mergers, acquisitions, and takeovers [that]| could result in for-
eign control of persons engaged in interstate commerce in the United States.”
Following review, the President may block a transaction that the President
deems a threat to national security that cannot otherwise be addressed. First
enacted in 1988, the provision is more commonly known as the “Exon-Florio”
Amendment after its authors, Senator Exon of Nebraska and Congressman
Florio of New Jersey. -

With the nation now engaged in an international war against terrorism, it is —_—
likely that the White House will make vigorous use of the Exon-Florio process
to scrutinize acquisitions that implicate the national security interests of the
United States. Accordingly, companies and their financial advisors should study
the Exon-Florio process closely in connection with any transaction that could
give a foreign interest control of a U.S. business — especially when the business
being acquired is in the defense, technology, or other national security sectors
of the economy. -

The statute is administered by the Committee on Foreign Investment in the —_—
United States (“CFIUS”), which includes representatives of the Treasury, State,
Defense, Commerce, and Justice Departments, as well as representatives of the
following government offices: the United States Trade Representative, the
Council of Economic Advisors, the Office of Management and Budget, the
Office of Science and Technology Policy, the Assistant to the President for
National Security Affairs, and the Assistant to the President for Economic
Chicago Policy. Other agencies (e.g., Energy, CIA) may be consulted from time to time. -
The Department of the Treasury chairs CFIUS.
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1. “Voluntary” Notice
Exon-Florio notice is voluntary, but avoiding CFIUS review can carry significant risk.
Acquisitions for which CFIUS does not receive notice remain forever open to executive branch
S scrutiny and potential divestment. By contrast, once a transaction clears CFIUS review, it may
not be reinvestigated unless the initial review was based on materially incorrect or incomplete
— information. Moreover, any member agency of CFIUS can submit notice of a proposed or com-
pleted acquisition to CFIUS if the agency believes that the acquisition is subject to Exon-Florio
and may have adverse impacts on the national security. Accordingly, even when a transaction is
arguably exempt, it is prudent to notify CFIUS in order to vet the transaction.

Discussing the transaction with U.S. government customers is also important, particularly if the
case involves facility security clearances or sensitive technologies. Early and full disclosure can
S help avoid objections and allow time to address export control regulations and regulations gov-
erning “foreign ownership, control or influence” of classified government contractors.

Ill. The Broad Scope of Exon-Florio

A. Who Is a “U.S. Person” and Who Is a “Foreign Person”?
The Exon-Florio regulations define the terms "U.S. person" and "foreign person" to include
foreign-foreign and U.S.-U.S. transactions. For example, a U.S. subsidiary of a foreign com-
pany can be both a U.S. person and a foreign person. This is because the regulatory defini-
R tion of a "U.S. person" turns on whether the entity is "engaged in commerce in the U.S.," not
on the ownership or place of incorporation of the entity. The regulatory definition of a "for-
—_— eign person,” on the other hand, turns not on where it does business but on whether it is
controlled by a foreign interest. The result is that Exon-Florio may apply to the acquisition
of a foreign company's U.S. subsidiary by another foreign company and the acquisition of a
U.S. company by the U.S. subsidiary of a foreign company.

B. What Constitutes “Control”?

The concept of “control” is broadly defined, and determines both whether an entity is a “for-
- eign” person for the purpose of the statute as well as whether a proposed investment by a for-

eign person would be subject to the statute. “Control” is defined in functional terms as:

“the power, direct or indirect, whether or not exercised, and whether or not
exercised or exercisable through the ownership of a majority or a dominant
minority of the total outstanding voting securities of an issuer, or by proxy vot-
ing, contractual arrangements or other means, to determine, direct or decide
matters affecting an entity. . .””

R Applying this very broad standard, the determination of who has “control” of an entity turns
not merely on the percentage of ownership, but also on who has potential decision-making

— power. Thus, a minority shareholder with veto power over certain key issues has been con-
sidered to “control” an entity for the purpose of Exon-Florio.

C. What Is “National Security”?

Neither the statute nor the regulations define the term “national security,” allowing for case-

by-case determinations. CFIUS notes that “transactions that involve products, services, and

technologies that are important to U.S. national defense requirements will usually be deemed

R significant with respect to the national security.” Notice is therefore appropriate when the
target company “provides products or key technologies essential to U.S. defense require-

—_— ments.” CFIUS does not identify essential technologies, products, or services, but some guid-
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ance can be gleaned from government lists of essential technologies established for other pur-
poses (for example, the Department of Defense’s list of “Militarily Critical Technologies”).

The factors enumerated by the statute for consideration by the President in deciding -
whether to block a transaction are also useful indicators of the issues considered relevant to
national security:

e domestic production needed for projected national defense requirements;

* the capability and capacity of domestic industries to meet national defense require-
ments, including the availability of human resources, products, technology, materials,
and other supplies and services;

* the control of domestic industries and commercial activity by foreign citizens as it affects the
capability and capacity of the United States to meet the requirements of national security; —_

e the potential effects of the proposed or pending transaction on sales of military goods,
equipment, or technology to any country (1) identified as a country that supports ter-
rorism or as a country of concern regarding missile proliferation or chemical and biolog-
ical weapons proliferation; or (2) listed under section 309(c) of the Nuclear Non-
Proliferation Act of 1978 on the “Nuclear Non-Proliferation-Special Country List” or
any successor list; and

* the potential effects of the proposed or pending transaction on U.S. international tech-
nological leadership in areas affecting U.S. national security.

If asked, CFIUS staff will provide informal guidance on the Exon-Florio process, including

whether a given transaction would be deemed to implicate “national security.” The CFIUS —
process itself, however, is confidential, and CFIUS does not publish its decisions. Moreover,
prior decisions have no precedential effect. Nevertheless, based on publicly available infor-
mation, it is fair to say that past CFIUS investigations have been concerned with industrial-
base preservation, the protection of classified information, significant reductions in compe-
tition for critical defense contracts, and potential technology transfers to foreign parents,
partners, or customers. If a proposed foreign investment implicates any of these factors, an
Exon-Florio notice is advisable. -

IV. Special Considerations for Entities Controlled by Foreign Governments —
In October 1992, the Exon-Florio provision was amended to require a full 45-day investigation
of any case in which an entity “controlled by or acting on behalf of a foreign government” is
engaged in an acquisition that could affect national security.’ Nevertheless, CFIUS retains con-
siderable discretion to determine when a transaction “could affect national security,” and the
regulations indicate that acquisitions by foreign government-owned entities need not result in
formal investigation. The 1992 amendment also flatly prohibits entities controlled by foreign
governments from purchasing U.S. companies performing highly classified work for the N
Department of Defense or the Department of Energy. It also bars foreign government-controlled

entities from merging with or purchasing contractors that hold more than $500 million dollars in —
prime contracts under defense or national security programs. These prohibitions do not apply,
however, if the acquisition is not suspended or prohibited after Exon-Florio review.® In such cases,
Exon-Florio review is essential, and hardly “voluntary.”

V. Applicability of Exon-Florio to Joint Ventures

Under the regulations,’” joint ventures fall within the scope of Exon-Florio if (a) a U.S. person (as
defined in the regulations) contributes an existing identifiable U.S. business concern to the joint ven- N
ture, and (b) a foreign interest would gain control over the business by means of the joint venture.
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VI. Implementation of Exon-Florio

Several hundred transactions have been submitted to CFIUS for review. Most are cleared with-

out a formal investigation. Some have been subjected to a 45-day investigation, and in one case
S the President compelled divestment. That case involved the purchase of MAMCO

Manufacturing Inc., a Seattle-based aircraft parts manufacturer, by the China National Aero-
— Technology Import and Export Corporation, a Chinese government-owned company.

Because so few cases have sparked investigation, let alone divestiture, some argue that Exon-
Florio is a "paper tiger." The reality is quite different. The Exon-Florio process ensures close
scrutiny of foreign acquisitions. Investigations are only avoided through careful planning, includ-
ing structuring the transactions to address national security concerns. In some cases, significant
constraints may be required on the foreign owner’s oversight and control of the U.S. business.
S Many deals are therefore quietly withdrawn or renegotiated in the face of government objection,

often at substantial cost. For all of these reasons, taken together with heightened concern over
— U.S. defense at home and abroad, the Exon-Florio process must be considered in connection
with any merger, acquisition or joint venture that could affect national security.

Endnotes
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For more information, please contact

e G. Christopher Griner
202-682-3619 (phone)

- 202-682-3580 (fax)
cgriner@kayescholer.com

- Farhad Jalinous
202-682-3581 (phone)
— 202-682-3580 (fax)
fjalinous@kayescholer.com

Christopher R. Brewster
202-682-3535 (phone)
- 202-682-3580 (fax)
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