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AMERICAN BAR ASSOCIATION

ADOPTED BY THE HOUSE OF DELEGATES

February 12, 2007
RECOMMENDATION
RESOLVED, That the ABA urges that any legislative or executive branch actions addressed to federal review of foreign investments in the U.S. to protect legitimate national security concerns should:

1. Seek to enact new legislation only where existing statutory authority does not adequately allow for the protection of a legitimate national security concern.

2. Respect the discretionary authority of the Committee on Foreign Investment in the United States (“CFIUS”) and avoid rigid definitions that cannot be adjusted to meet changing circumstances.
3. Ensure that the CFIUS process for determining whether a proposed acquisition poses a threat to the security of the United States is expeditious, confidential, and final.
4. Ensure that the CFIUS process focuses on assessments of potential threats to national security and does not become a vehicle for economic protectionism.
5. Respect settled constitutional principles on the separation of powers doctrine and avoid direct Congressional involvement in deciding individual cases.
REPORT


This is part of a Report with Recommendations prepared by the Section of International Law and the Section of Business Law of the American Bar Association to address recent legislation intended to improve the foreign investment review process commonly known as “Exon-Florio.”  The Recommendations put the ABA on record in support of several principles that should guide the existing process as well as any new legislation in this area.   The authors are concerned that some of these principles appear to be at risk in the current legislative debate, while others thought to be secure may be threatened in the future.   Neither the Recommendations nor this Report responds in detail to specific provisions in recent legislation, but they do establish a basis for ABA advocacy on some of those provisions.  The Recommendations flow from the premise that the current review system has worked and is working well overall.  The principles espoused are:

· Limited purpose.  Foreign investment review should remain carefully limited to legitimate national security concerns and, within that area, to situations where legal authority to address a national security risk is not otherwise available.

· Flexibility.  The Committee on Foreign Investment in the United States (“CFIUS”) should continue to have discretion to carry out its national security mandate in a way that is sensitive to changing technological, economic, and political circumstances. 

· Legal certainty.  CFIUS determinations should be expeditious, confidential, and final; the review process should not be or appear hostile to incoming foreign direct investment. 

· Focus.  The Exon-Florio process should focus exclusively on guarding against potential threats to national security, and should not be expanded or diverted to broader economic concerns. 

· Separation of powers.  The Congressional role should be a limited one and should not include deciding whether individual proposed investments pose a national security risk.

II.
History of Investment Review on National Security Grounds
A. Purpose and Role of the Exon-Florio Amendment

1. 
Introduction


The Congress enacted the Exon-Florio Amendment, Section 721 of the Defense Production Act of 1950, as part of the Omnibus Trade and Competitiveness Act of 1988.
  The statute grants the President authority to block or suspend a merger, acquisition or takeover by a foreign entity if there is “credible evidence” that a “foreign interest exercising control might take action that threatens to impair the national security” and existing provisions of law do not provide “adequate and appropriate authority for the President to protect the national security in the matter before the President.

2. 
Development of the Exon-Florio Amendment


In the 1980s, increased foreign direct investment heightened public concerns that some foreign firms’ acquisitions of and mergers with U.S. businesses might be undermining the national security.  Complaints escalated in 1987 when Fujitsu, a Japanese electronics company, proposed to acquire Fairchild Semiconductor Corporation.
  Fairchild was widely seen as the “mother company” of Silicon Valley, and many viewed the semiconductor industry as being critical to the development of high-technology weaponry.
  In addition, some observers argued that permitting Fujitsu to acquire Fairchild would further encourage anticompetitive practices by Japanese businesses and foster U.S. dependence on Japanese suppliers in the dual-use technology market.

The debate over the proposed Fujitsu/Fairchild transaction divided the Reagan Administration and led to the conclusion in the Congress that no legal authority existed for preventing the transaction.  Although the President was thought to have the authority to investigate, regulate and prevent foreign acquisitions of U.S. companies under the International Emergency Economic Powers Act
, the Administration was apprehensive about exercising this authority.
  


Congressional committees held hearings on whether and how the U.S. government should block the Fujitsu/Fairchild transaction.
  Some Members of Congress concluded that new statutory authority was needed to authorize the blocking of foreign direct investment transactions; Senator Exon (D-NE) proposed the National Security and Essential Commerce Amendment to the Technology Competitiveness Act.
  The bill would have authorized the President to disrupt any foreign takeover, merger, acquisition, joint venture or licensing agreement that threatened either the U.S. national security or “essential commerce.”
  


This proposal encountered strong opposition among many Members of Congress who were concerned that the bill would chill foreign investment to the detriment of the U.S. economy and invite retaliation against U.S. investors abroad.
  After much debate, the Congress settled on a much more limited proposal that would authorize presidential action when the President makes a finding that there is “credible evidence that…the foreign interest exercising control might take action that threatens to impair the national security.”
  The Congress eliminated the threat-to-“essential commerce” standard as a basis to block a transaction.
  The revised provision, commonly referred to as Exon-Florio, was adopted with the rest of the 1988 Trade Act on August 23, 1988 and was enacted as an amendment to the Defense Production Act.
  

3. 
Purpose and Role of the Exon-Florio Amendment


Three points emerge from congressional and executive branch discussion and commentary:  1) the Exon-Florio Amendment was designed to provide residual authority to limit foreign direct investment if no other authority (apart from the IEEPA) is available to protect the national security; 2) action taken under the Exon-Florio Amendment must be grounded in facts developed through thorough, credible evaluation of a transaction; and 3) the statute is to be construed and applied consistently with the United States’ long tradition of open international investment.


(a)
Exon-Florio as Residual Authority


Although this aspect of the statute is seldom noted today, the Exon-Florio Amendment specifies that its authority to block transactions is available only when

provisions of law, other than this section and the International Emergency Economic Powers Act, do not in the President’s judgment provide adequate and appropriate authority for the President to protect the national security in the matter before the President.
 

Even strong supporters like Senator Exon indicated that the statute would not establish a general-purpose program to screen and restrict foreign direct investment.  Rather, it was intended to be a fallback mechanism for extraordinary action when there is no other means to protect the national security.

The original proposal by Senator Exon did not make the residual character of the legislation explicit.  The absence of this express limitation was the basis for much criticism.  Members of Congress and the Reagan Administration complained that there was already broad authority to act under statutes like the Arms Export Control Act, and that duplicative statutory authority would create “a public climate or bureaucratic predisposition to look for reasons to hinder foreign investors.”
  Consequently, the bill was amended to add the language quoted above.
  

(b).
Importance of Thorough, Credible Examination


The Exon-Florio Amendment also specifies that the President may exercise authority under the statute only after finding that “there is credible evidence that leads the President to believe that the foreign interest exercising control might take action that threatens to impair national security.”


The Congress emphasized the importance of a thorough and credible review as a prerequisite to action under Exon-Florio because there were many doubts concerning the statute’s purpose and implications.  For example, many Members of Congress feared that the legislation  might be invoked to hinder foreign investment for illegitimate reasons.
  They also criticized the original proposal for being too broad and argued that it unnecessarily extended to friendly mergers, “synergistic” joint ventures, and other types of foreign investments that contribute to U.S. competitiveness.
  Furthermore, there was a concern that lack of a credible examination of a proposed transaction would increase investor uncertainty, which would further discourage foreign investment.
 

The Congress’ intent that a searching, objective inquiry be a precondition to action under Exon-Florio can also be inferred from the Congress’ reluctance to establish “bright-line” standards in the legislation.  For example, the Congress intentionally left the term “national security” undefined.
  This indicates that the legislators did not want to make over or under-inclusive, categorical advance judgments about the types of transactions that would give rise to the need for action.  Rather, they wished the President to exercise discretion based on an accurate understanding of the relevant facts.

(c).
Implementation in Accordance with Policy of Free and Open Investment Market

Recognizing the importance of maintaining an open-door policy toward foreign investors, Senator Exon stated in his initial proposal that he “in no way intended to ‘chill’ foreign investment.”
  Thus from its very inception, Exon-Florio was characterized not as legislation to block foreign investment but rather to provide authority needed in extraordinary circumstances to protect the national security.  

The ensuing debates over the original proposal’s “essential commerce” provision and its inclusion of economic factors in the statutory criteria to determine whether to prohibit a transaction further illustrate the strong sentiment against impeding foreign investment on economic grounds.  On behalf of the Reagan Administration, Secretary of Commerce Malcolm Baldrige opposed consideration of any factors not directly related to national security and reaffirmed President Reagan’s commitment not to “discourage foreign investment or trade unless it poses a risk to national security.”
  Other opponents of the original proposal echoed these views.

The Senate Commerce Committee proposed to limit the “essential commerce” criterion to essential commerce that “affects national security.”
  This improvement was deemed inadequate.  After much debate, the legislation was adopted without any reference to “essential commerce.”  Furthermore, the 1988 Trade Act Conference Report specified that the Congress expected Exon-Florio to be implemented in a manner that is consistent with U.S. international obligations, which include many open-investment commitments.
  The Congress believed that it had ensured that Exon-Florio would not be used as a protectionist tool to block international competition.  

The Congress’ commitment to maintaining an open investment policy has been repeatedly confirmed over the life of Exon-Florio.  In 1991, for example, members of a Senate oversight committee sought to ensure that the executive branch used Exon-Florio to protect the national security while generally preserving open access to foreign investment.
  As recently as this year, Senator Richard Shelby (R-AL) continued this tradition when he began a hearing on Exon-Florio by reaffirming his strong support for an open investment policy.
  The clear and consistent theme throughout the years of discussion about Exon-Florio is that the United States will be open to foreign investment except to the extent that it threatens the national security.

4.
Other Laws That Can Play a Role in Protecting the National Security in the Context of Corporate Transactions 


As noted above, an important factor in determining whether resort to Exon-Florio is necessary is the availability of other statutory protections.  Any analysis addressed to whether and to what extent Exon-Florio  or its implementing Treasury Department regulations
 (“Exon-Florio Regulations”) require amendment must therefore evaluate other laws that create a relatively sturdy web of legal protection around sensitive U.S. technology and industries.  Set forth below is a list and brief description of statutory protections which would typically be considered before determining that resort to Exon-Florio is necessary.


(a)
U.S. Export Control Laws


Congress has created a substantial network of export control laws, each of which targets a different national security or foreign policy objective but which together constitute an important source of protection against loss or abuse of sensitive U.S.-origin technology.  Some of these laws and regulations focus on protecting certain types of technology deemed to have significant national security implications; others focus on identifying certain governments, entities, and individuals deemed to present national security issues.

· The U.S. Treasury Department’s Office of Foreign Assets Control (OFAC) administers a series of embargoes against specified nations, individuals and organizations (the latter being called, collectively, “Specially Designated Nationals” or simply SDNs).  These embargoes are codified in the Foreign Assets Control Regulations (FACR), 31 C.F.R. § 500 et seq. 

· The U.S. Commerce Department’s Bureau of Industry & Security (BIS) administers the Export Administration Regulations (EAR), which are codified at 15 C.F.R. § 730 et seq.  The EAR are the so-called “dual use” export controls that focus on goods, services or technology originally created or developed for civilian applications but with potential for use or misuse in military or strategic applications.  

· The U.S. State Department’s Directorate of Defense Trade Controls (DDTC) administers the International Traffic in Arms Regulations (ITAR), which are codified at 22 C.F.R. § 120 et seq.  The ITAR are the export controls imposed on “defense articles” and “defense services,” that is, military end-use items or “technical data.”  Those controlled things are enumerated in the U.S. Munitions List (USML), in § 121.1 of the ITAR.  


The EAR and the ITAR have internally prescribed procedures that deal with a merger or acquisition proposal contemplating a change of control of any company holding BIS export licenses or (in the case of the ITAR) a registration with the DDTC as manufacturer or exporter of “defense articles” or “defense services” and the associated DDTC export licenses.  In the case of the EAR, a U.S. exporter undergoing such a transfer to a new owner must comply with the specific transfer of license procedures outlined in 15 C.F.R. § 750.10.  The transfer of such BIS legal authorization to the new party is not automatic and, instead, requires that the transferee be both “subject to the jurisdiction of the United States” and willing to certify its responsibility for on-going compliance with applicable requirements of the EAR.  


Similarly, under the ITAR, there is a detailed prior notification procedure under 22 C.F.R. § 122.4(b).  A registrant must notify the Office of Defense Trade Controls at least 60 days in advance of any intended sale or transfer to a foreign person and furnish information to determine whether the authority of section 38(g)(6) of the Arms Export Control Act regarding licenses or other approvals for certain sales or transfers of articles or data should be invoked.  Upon completion of such a notified transaction (assuming that DDTC has not objected to the transaction), there is a parallel second notification by the parties to the transaction to provide DDTC with additional prescribed information.  See 22 C.F.R. § 122.4(c).


Closing the loop, there is an explicit requirement within the Exon-Florio Regulations that the party or parties filing a voluntary notice must specify in detail whether any of the “target” company’s technology or products are subject to export controls under either the EAR or the ITAR (see 31 C.F.R. § 800.402(c)(4)(i) and (4)(ii), respectively), so that the Committee on Foreign Investment in the United States (CFIUS) can examine the records and views of these two agencies and make a specific determination concerning the export control implications of a proposed transaction.


Both the EAR and ITAR also contain well-established “deemed export” provisions that cover the disclosure of controlled U.S.-origin technology to any foreign person, whether in the context of a merger, acquisition, investment or otherwise.  See 15 C.F.R. § 734.2(b)(2)(ii) and 22 C.F.R. § 125.2 (unclassified technical data) and 22 C.F.R. § 125.3 (classified technical data).  Violation of these regulations subjects the violator to severe penalties, including both fines and imprisonment.


Thus, these regulations already furnish significant protection against national security threats falling within their purview.  A prospective or actual transfer of ownership to a foreign buyer does not, ipso facto, in any way lessen the legal duties imposed by the EAR and the ITAR, as applicable, upon the U.S. target company and the foreign buyer.  To the contrary, both the EAR and the ITAR contain specific provisions that are triggered only in such “change of control” circumstances and that make additional filings and governmental reviews mandatory, backed up by the stiff civil and criminal penalty provisions of those laws.  These measures have been in effect for many years and constitute part of the broader compliance efforts that are embedded into modern cross-border transactions.


(b)
The Anti-Assignment Act, 41 U.S.C. § 15.  


This venerable law dates back to the Civil War period, in which government contractors bid to supply war material to the Union forces and then unexpectedly transferred their contracts to third parties who ultimately furnished poor or sub-standard goods.  In Section 15(a), the Anti-Assignment Act provides as to contracts with the United States:

No contract or order, or any interest therein, shall be transferred by the party to whom such contract or order is given to any other party, and any such transfer shall cause the annulment of the contract or order transferred, so far as the United States is concerned.

Even if the assignment is “by operation of law” (i.e., in a statutory merger), affirmative government consent will be required unless it can be shown that the transaction will have little or no impact on any of the people, equipment, facilities or other resources originally engaged by the government at the time of the contract award.
  


Among the many possible changed circumstances that a federal contract officer will examine in applying the Anti-Assignment Act in the context of a foreign merger or acquisition of a defense contractor is whether the transaction will materially alter the national security interests of the United States in such a contract.  If so, the government has the power to withhold its consent to the transfer of the federal contract to the foreign buyer, thereby triggering the Act and thus voiding both the attempted assignment as well as the underlying federal contract.  41 U.S.C. § 15(a).  The government may further bar this door by requiring a formal novation of the federal contract by the successor entity.
  


(c)
The National Industrial Security Program

Executive Order 12829 (January 6, 1993) created a National Industrial Security Program
 to “safeguard Federal Government classified information that is released to contractors, licensees, and grantees of the United States Government”.  To implement Executive Order 12829, the Department of Defense (DoD) prepared and issued the “National Industrial Security Program Operating Manual” (“NISPOM”)
.  Among other things, the NISPOM employs the concept of “foreign ownership, control or influence” (“FOCI”) and specifies that a contractor who is under FOCI may not hold a security clearance or deal with classified government information.  See NISPOM §2-102(d).


Under NISPOM the Defense Security Service (DSS), a key agency within the DoD, conducts investigations whenever an issue of FOCI may arise with a contractor that holds or wishes to hold a security clearance.  The NISPOM also prescribes very precise information that must be supplied to the DSS whenever an issue of FOCI arises and, if necessary, “mitigation” measures that must be adopted by a contractor with FOCI if it wishes to continue to hold a security clearance and to have access to classified information.  Among the tools available to the DSS in such FOCI cases are such screening mechanisms as independent outside directors who are trusted U.S. nationals or, in cases of greater concern about the degree of FOCI present and the risks to U.S. national security, imposition of either a formal voting trust or proxy agreement in which the U.S. contractor is fully insulated from its foreign owner in the conduct and operation of the contractor’s business.  See NISPOM § 2-306.


(d)
Other U.S. Industry-Specific Safeguards


Other legislation has focused on protecting national security by imposing industry-specific safeguards in industries deemed to have a significant national security component.
  The following are representative examples of such federal protection:

Aviation and Maritime:   The Federal Aviation Act of 1958, 49 U.S.C. §§ 40101-49101, requires that the Department of Transportation monitor and control foreign investment in the airline and maritime industries.  Operation and ownership of domestic air transport is strictly limited in regard to U.S. national control.  U.S. airlines are only allowed a maximum of 25% voting interest being owned or controlled by foreign investors.  See 49 U.S.C. §44102(a)(1)(a) and 49 U.S.C. §40102(a)(15)(c).  Although ownership requirements in the maritime industry are not as closely regulated, the Secretary of Transportation must also approve the transfer of any U.S. vessel involved in international transport.  46 U.S.C. app. §808(c). 

Mineral Land Leases:  The Mineral Lands Leasing Act of 1920, 30 U.S.C. §§ 181-287, restricts foreign investment in mineral land leases.  Only persons from countries that grant reciprocal mining privileges may invest in any form of ownership of these leases.  43 C.F.R. § 3102.2.  

Nuclear Energy:   The Atomic Energy Act of 1954, 68 Stat. 921 (codified as amended in various sections of 42 U.S.C.) limits foreign investment in nuclear energy production within the United States and bars issuance of licenses for production facilities to corporations that the Nuclear Regulatory Commission believes to be “owned, controlled, or dominated by an alien, a foreign corporation, or a foreign government.”  42 U.S.C. §2133.

Telecommunications:  The Communications Act of 1934, 47 U.S.C. §§ 151-615, imposes a number of restrictions on foreign ownership and investment in the wireless and radio communication field.  Any corporation with more than 20% foreign ownership or 25% foreign control, indirect or direct, is specifically prohibited from being granted broadcast or common carrier licenses.  47 U.S.C. § 310(b).  Furthermore, the Communication Act gives substantial discretion to the Federal Communications Commission in limiting assignment and transfer of FCC licenses if it will serve the public interest.  47 U.S.C. § 310(d).  


As these other laws suggest, if Congress believes there are specific infrastructure or other industrial assets in the United States that require protection for reasons of national security, there is ample precedent for industry-by-industry protections.  In appropriate circumstances, Congress can place caps on the degree of foreign participation or even bar foreign ownership or control entirely on an industry-specific basis.  

B.
Recent problems with Exon Florio and the national security review process

1.
Recent Controversial Transactions


In the last few years, there have been a number of controversial acquisitions that have raised concerns about the Exon-Florio process.  Congress has become increasingly frustrated at the lack of transparency in the process and private sector stakeholders have expressed growing concerns that the Committee on Foreign Investment in the United States is subject to political pressures that have little to do with actual threats to national security.  Set forth below are just two recent examples:


Unocal – CNOOC (2005).  In 2005, the China National Offshore Oil Company (CNOOC), which is 71% government-owned
, commenced negotiations to buy Unocal, the US’s eighth-biggest oil company, for $18.5 billion -- surpassing an earlier $16.4 billion bid by Chevron.  A number of congressmen pressed the Bush administration to block the deal citing threats to U.S. energy security and concerns over lack of reciprocity by the Chinese government should a U.S. company try to buy a Chinese oil company.  Opponents also claimed unfairness in the bidding process because CNOOC would have access to cheap capital guaranteed by the Chinese government not available to other bidders.
  The Unocal debate culminated with the House of Representatives approving a non-binding resolution (H.Res. 344) by a margin of 398-15 declaring that the purchase would “threaten to impair the national security of the United States” and urging President Bush to block the deal.


P&O – Dubai Ports World (2006).  Most recently, in early 2006, Dubai Ports World (DPW), a ports operator owned by the government of Dubai, proposed to pay $6.8 billion to acquire P&O, a British firm which operates a global network of maritime terminals, including six major U.S. ports.  This transaction apparently did not come to the attention of Congress until after it had been approved by CFIUS, prompting a wave of protests by U.S. politicians including Robert Ehrlich, the Republican governor of Maryland and Jon Corzine, his Democratic peer in New Jersey; Charles Schumer and Hillary Clinton, democratic senators of New York; Pete King, the Republican chairman of the House Homeland Security Committee; and Bill Frist, the Senate majority leader.  Politicians who opposed the deal expressed concern about the purchase of key U.S. assets by firms that are effectively arms of foreign governments.  Many of the critics complained about the CFIUS review process, which in this case was completed and approved within the 30-day review period without triggering more detailed scrutiny and without notifying Congress despite the fact that U.S. ports are considered one of the weakest points of border security.  Other homeland security experts pointed out that security of the ports would continue to be managed by U.S. entities, including U.S. Customs, and noted that DPW already managed operations involving Navy vessels overseas.  Despite the CFIUS approval and backing by the Bush administration, DPW agreed to divest its American port operations in response to the hostile reaction of members of Congress and the general public.


These  and other controversies have taken a significant toll on the credibility of the Exon-Florio review process.  This was most evident in the DPW controversy, where it was clear that many in Congress, and the American public, did not believe that CFIUS had adequately addressed the national security concerns inherent in the transaction.  This perception has subsequently been reinforced by the State Department’s recent decision not to use 16,000 Lenovo computers it had purchased for classified work, despite CFIUS’ earlier conclusion that Lenovo’s acquisition of the computer business did not raise national security concerns.  At the same time, many observers are concerned that the controversies have both reflected and exacerbated a trend toward politicization of the Exon-Florio process in a way that threatens to shift the focus from threats to national security toward economic protectionism.  Moreover, it creates uncertainty that can inhibit foreign investment.

2.
Restoring the Credibility of Exon-Florio and CFIUS 


The recent disputes have shown a lack of consensus on four key issues in the Exon-Florio analysis: (1) the definition of national security, (2) the proper role (if any) for energy and economic security as evaluation criteria, (3) the appropriate timeline, and (4) the proper roles for Congress and the Department of Homeland Security (“DHS”).  Much of the thrust of recent Congressional initiatives has been directed toward correcting perceived problems in these areas.


(a)
Defining National Security

According to a comprehensive analysis prepared in mid-2005 by the Government Accountability Office (the “GAO Report”), the Treasury Department, in its role as the chair of CFIUS, defines potential threats to national security as acquisitions that involve export-controlled technologies/items and classified contracts, or  where there is specific derogatory intelligence on the foreign company, particularly related to proliferation concerns.   Critics have charged that this focus is too narrow.


The statute itself does not define national security but implies a broader concept by providing factors to be considered in determining a threat to national security.  These include:

· Domestic production needed for projected national defense requirements.
· The capability and capacity of domestic industries to meet national defense requirements, 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.

· The potential effects of the proposed or pending transaction on sales of military goods, equipment, or technology to any country identified under applicable law as (a) supporting terrorism or (b) a country of concern for missile proliferation or the proliferation of chemical and biological weapons.

· The potential effects of the proposed or pending transaction on U.S. international technological leadership in areas affecting national security.


After the attacks on September 11, 2001, the goal of protecting the United States from attack has taken on much larger importance.  To some extent, this has been addressed by including the Department of Homeland Security in CFIUS.  Some critics suggest, however, that homeland security issues should be addressed by proscribing foreign ownership of certain identified critical infrastructure assets, or by proscribing ownership by certain types of purchasers (as, for example, purchasers identified with a foreign government).

(b)
Energy and Economic Security as Subsets of National Security


The debate surrounding the CNOOC/Unocal acquisition led Congress to respond by adopting measures asking the President to initiate a thorough review of the transaction from the perspective of energy and/or economic security
.  Representative Pombo (R-CA) introduced H.Res. 344, providing that access to Unocal’s energy resources is critical in order to protect the economy and the national security (e.g., statement by Rep. Ney (R-OH)
.)  Similarly, in a statement in support of an amendment to Section 721 of the Defense Production Act of 1950, Sen. Inhofe (R-OK) suggested that inserting “economic and energy” security is a “critical step towards fixing the problems, enabling the foreign review to carry out its function and truly protect our national security.”  Mr. Inhofe suggested that energy security should be viewed as a fundamental aspect of national security.
  More recently, separate bills amending Exon-Florio passed in 2006 by the Senate and the House of Representatives seek to construe (or appear to construe) “national economic security” as being part of "national security.”

With rising barriers to economic integration on “strategic” grounds in some of the U.S.’ important trading partners
, it may be tempting to cite national security concerns in blocking proposed foreign acquisitions of US companies.  In adopting the Exon-Florio amendment, and in subsequent proposals, Congress has debated mandating the President to consider a number of economic factors in determining whether a transaction threatened national security.  On each occasion, proposals focused on economic security have been rejected as inconsistent with a policy of open investment and maintaining US’s position as a free trade leader
.  The dangers inherent in allowing “economic” security to be considered in evaluating threats to national security are evidenced by the examples of investment review in other jurisdictions set forth in Appendix B.  Exon-Florio was designed to take this issue into consideration and consider economic impact only when it is so significant as to truly threaten the country’s national security interests.


(c)
Timeline


In addition to these substantive concerns, complaints have been expressed with regard to the statutory time periods contemplated in Exon-Florio and the practice of some applicants of withdrawing and refiling an application, sometimes much later.  


The statutory time periods.  Under Exon-Florio, after CFIUS receives notification of a proposed or completed acquisition, it begins a 30-day review of the transaction to determine whether to undertake a full investigation.   CFIUS member agencies are asked to inform CFIUS of concerns by the 23rd day of this initial period.  In most instances, CFIUS completes its review within the 30 days. However, if CFIUS is unable to complete its review within 30 days, CFIUS may either allow the companies to withdraw the notification or initiate a 45-day investigation.  If CFIUS concludes a 45-day investigation, it is required to submit a report to the President.  The President has 15 days to decide whether to approve the transaction and is then required by Exon-Florio to submit a report to Congress if any decision is made.  Critics have asserted that these timelines are too short and that allowing withdrawal of a notification frustrates the review process.  For example, the GAO Report noted that Defense Department analysts typically have only 3-10 days to analyze a foreign acquisition and report back to CFIUS.


Some of the pressure that agencies feel with regard to the initial 30 day review period may stem from the extreme reluctance to move to the full 45-day investigation--which may mean that the agencies are actually being pressed to make a final decision within that first 30-day (or, for the individual agencies, 23-day) period, rather than a preliminary decision.  According to the GAO Report, Treasury is reluctant to go to a full 45-day investigation, in part, because it happens so rarely that it has been interpreted to signal serious problems with the transaction and negatively impact financial aspects of the deal.  If this is correct, then subjecting more transactions to a full investigation might ease the stigma while affording the opportunity for careful review.


Withdrawing and Refiling.  The GAO Report also identified numerous instances of companies withdrawing and refiling their CFIUS notification at a later date if the initial review and report by member agencies to CFIUS could not be completed in the statutory 30-day period.  Companies withdrawing their notification usually refile within a short period of time after resolving any outstanding issues.  However, in some cases the acquisition has already been completed and the companies are generally slower to refile.  The GAO Report identified two cases where the companies had already concluded the acquisition but refiled after 9 months and 1 year respectively.  In both cases DoD or the Department of Commerce had raised serious concerns about potential export control issues.


The GAO Report also identified instances in which companies that had concluded an acquisition before filing with CFIUS withdrew and never refiled.  According to the GAO Report, in six of the eight investigations that have been undertaken since 1997, withdrawal was allowed after the investigation had begun.  Although withdrawal and refiling to restart the statutory timeframe limits the potential negative connotation of an investigation, this practice in effect limits the number of cases that require a Presidential decision which, in turn, limits the number of times a report is submitted to Congress.  The GAO Report blamed this practice for the opaque nature of the Exon-Florio process and suggested modifications, including revisiting the circumstances under which cases are reported to Congress, establishing interim protections in cases where specific concerns have been raised, setting specific time frames for refiling, and establishing a process for tracking actions being taken during the withdrawal period.


In fact, Exon-Florio already provides adequate statutory authority to address the concerns associated with withdrawals.  If there are potential national security concerns with a transaction, any agency that sits on CFIUS can initiate a review.  According to the GAO Report, no agency has ever exercised this authority.  Nevertheless, exercising this authority may be preferable to creating rigid timelines for refiling whenever companies decide to withdraw their notification, since there may be many reasons for withdrawing--including delays in the transaction that are unrelated to CFIUS.  Moreover, exercising this authority on occasion would give CFIUS leverage in future transactions to negotiate with companies on a mechanism for tracking actions taken during the withdrawal period.

(d)
Clarifying the appropriate role of Congress and DHS.  


As a result of hostile reaction by a large number of members of Congress in early 2006, DPW agreed to divest its US port operations.  This hostile reaction was assertedly triggered in part by the failure to inform Congress of the pending transaction while it was being reviewed and subsequently approved by CFIUS.  (Exon-Florio provides for Congressional notification only when the 30-day review warrants additional 45-day investigation and when the President makes a decision based on CFIUS’ recommendation.  By approving the DPW transaction within the initial 30-day review period, CFIUS did not trigger that notification requirement.)  DPW and other recent cases demonstrate the potential for the Exon-Florio process to become increasingly politicized as elected officials respond to the special interests of their constituents and attempt to delay or thwart a proposed acquisition.


Congress’ role in the review process should be clarified.  Exon-Florio already provides appropriate mechanisms which respect Congress’ oversight authority without compromising proprietary information, risking politicization, or establishing extensive reporting obligations to the Congress.  In addition to requiring reports on Presidential decisions, Exon-Florio requires a quadrennial report to Congress on the implementation of the law, although the latter reporting requirement has largely been ignored.  Regular reports should be provided to Congress that include aggregate data about numbers of filings, withdrawals, investigations, and other relevant information.  In addition, it has been suggested that appropriate committees of Congress receive closed-door briefings on the types of national security issues that CFIUS has considered during the reporting period.  Whatever the solution, details of CFIUS reviews should be kept confidential to allow protection of business secrets and encourage disclosure by acquirers during the review process.


The importance of clarifying Congress’ role is further underscored by recent suggestions that CFIUS may be using the investment review process to achieve national security goals in a manner which might arguably require a more direct Congressional authorization.  Practitioners have indicated that in recent applications CFIUS has demanded that some non-U.S. telecommunications firms accept certain restrictions on their operating flexibility in order to permit U.S. security agencies to conduct electronic surveillance and access data for counterterrorism and law enforcement purposes.  In return for these concessions, CFIUS has reportedly foregone a full investigation of the proposed transaction.  


Finally, many have also called for an increased role for some of the other agencies represented on CFIUS, particularly the Department of Homeland Security.  During the introduction of The Foreign Investment Security Improvements Act of 2006, Rep. King (R-NY) suggested that long-term reforms of Exon-Florio should include elevating the Secretary of Homeland Security to serve as a co-chair of CFIUS along with Secretary of Treasury in order to increase emphasis on security issues
.  While having DHS serve a prominent role in CFIUS review is important to national security, when a proposed transaction does not relate to critical national infrastructure, the DHS role may be less central.  On the other hand, major transactions which may affect critical US infrastructure in a way that threatens national security should be reviewed extensively by DHS before being cleared by CFIUS.  Under bills passed in 2006 by the Senate and the House of Representatives, the Secretary of Homeland Security would be a member of CFIUS and (in the case of the House bill) a vice-chairperson of that committee.
III.
Conclusions


As the foregoing report makes clear, national security review of proposed foreign investment contains significant opportunity for abuse.  This potential was identified when Exon-Florio was first enacted, and it has been recognized on numerous occasions since then.  If Congress wishes to amend Exon-Florio, it should avoid the temptation to enact provisions which could be abused.  Congress should instead continue to support the credibility and respect the discretionary authority of CFIUS, avoiding rigid statutory or regulatory definitions which might restrict that authority.  Any amendment should focus on potential threats to national security, and avoid becoming a vehicle for economic protectionism.  Finally, any legislation expanding existing Congressional oversight should avoid direct involvement of Congress in settling individual cases.

These principles are best served by legislation which: (1) Avoids Congressional review of each stage of the CFIUS review-investigation-decision process, while still providing the Congress with timely post-decision information on decided transactions sufficient to enable it to monitor the overall operation of the process; (2) Permits CFIUS to make determinations based on strategic and not economic considerations, as might otherwise result from mandatory inclusion of a rigid but undefined concept of “national economic security” as a component of “national security”; and (3) Continues to further foreign direct investment in the United States by providing for a review process which is expeditious and confidential. 

Respectfully Submitted,

Deborah Enix-Ross, Chair

February 2007

(For recent legislative activity to change/improve the CFIUS process and experience in other jurisdictions with investment review intended to protect “security” or “strategic” interests, visit the Section website at:  http://www.abanet.org/intlaw/leadership/policy.html)
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