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EUROCON Final Report

Abstract

This document representBe Final Report of the Study on State Control tht8gic
Defence Assets — EUROCON. In November 2009 the figao Commission, Directorate
General Enterprise and Industry, tasked a consortitiEuropean research institutes to
examine the current practice of State control oatsgic defence assets, to develop
Options for a European dimension of this control, évaluate the Options and to
recommend a course of action. The consortium wadiethe Manchester Institute of
Innovation ResearcifMIOIR) at the University of Manchester (UK) andnoprised
Kemmler Rapp Bohlk& Crosby (KRB&C, Brussels, Belgium)institut de Relations
Internationales et StratégiquétRIS, Paris, Francdstituto Affari Internazionali(lAl,

Rome, Italy); andNatolin European CentréCEN, Warsaw, Poland).

Our analysis shows that currently Governments mairde a combination of three
different means of control: State ownership, spedghts and investment control
legislation. We identify obstacles for the furtleemsolidation of the European defence
industry such as the fragmentation of the market dorporate control, a lack of
transparency regarding national investment contu@sy limited consultation among EU

Governments and the continued use of State owpershi

We develop six Options introducing a European dsrman in the review of foreign

investments in strategic defence assets. Our ev@uahows that any EU action on
investment control is likely to be politically aneichnically challenging. One of the main
reasons is disagreement amongst stakeholders egtdrd to the exact character of the
current problem, as well as the appropriate palesponse. While most of them see the
benefits that some sort of EU level action mighwehaespecially for information

exchange and consultation, they do not agree dats tpotential character or modus

operandi.

We recommended that the Commission adopt a stegtepy-approach for the
harmonisation of investment controls, which maylleathe publication of a Directive on

information exchange and consultation on invests&nin third countries.
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Preface

This document representhe Final Report (Deliverable D5) for the Study State
Control of Strategic Defence Assets — EUROCON —Hgdhe Manchester Institute of
Innovation Researc{MIOIR) at the University of Manchester (UK) witpartners
Kemmler Rapp Bohlk& Crosby (KRB&C, Brussels, Belgium)institut de Relations
Internationales et StratégiquétRIS, Paris, Francdstituto Affari Internazionali(lAl,
Rome, Italy); andNatolin European CentréCEN, Warsaw, Poland). Prof. Martin Trybus

of the University of Birmingham (UK) acted as sd¢i&a advisor to the consortium.

This document responds to the original technic&cHjations for the study and the
methodology and scope as set out in the InitialdRefD1) submitted to the Commission
on 2 December 2009. We delivered a Mid-Term InteReport (D3) on 7 June 2010, in
which we outlined the first results of our analyasigl presented draft Options. Following
the discussion with the Commission and the acceptaf that report we deepened our
analysis, revised the Options and, after an extensonsultation with stakeholders at

national and EU levels, formulated our recommeiodati

This Final Report consists of four parts:

« An analysis of the current situation regarding &taintrol of strategic assets;
* A presentation and evaluation of Options for Eleleaction;

* Our evaluation of the different Options and

¢ Our conclusion and recommendation.

These four parts are contained in Volume 1 of thepd®. Volume 2 consists of
supporting Appendices. It contains Country Repabisut the situation of State control of
defence assets in eight EU countries and the Udtates, information about additional
EU countries, case studies illustrating the praabicthe State control of strategic defence
assets and a list of the experts interviewed figrgtudy.

The information and analysis presented in the tejgdpased on a combination of desk
research, expert interviews at national and EU llevel consultations with relevant
stakeholders. We would like to express our gragittadall persons and organisations that
provided valuable insights and feedback to theystud
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EXECUTIVE SUMMARY

The Executive Summary recalls the objectives ofstinely, outlines the problem and its
political and legal context, presents the mainifigd of the cross-country analysis, gives

an overview of the Options we identified for an Bithension and our recommendation.

Objective of the study

Starting from an initial analysis that the presgmatchwork of national legislation on
control of strategic defence assets prevents colad@n” and the development of a more
efficient defence industry in the EU, the Europ&ummission set out three main goals

in the original Call for Tenders, to:

* Provide a “detailed overview of the main policieslaneasures on foreign investment
in place in EU Member States with regard to treatinué foreign investment in the

defence sector”;

* Identify “potential measures which introduce a E@an dimension in the review of
foreign investment in EU countries” and to asséssadvantages and disadvantages

of each Option and, finally,

* Formulate recommendations for a “European approaatontrol of strategic defence

assets in the EU".

The scope of the study: The problem and its political and legal context

The particular character of the defence industramsethat cross-border consolidation in
Europe has taken place with the close involvemdnEwopean Governments. The
consolidation that has already been reached inadtespace and defence electronics
sectors, for example, has been the result of clusgotiations of companieand
Governments on the terms of the transaction. Gihenspecific characteristics of the
defence industry, Governments will always occugsition in which they have an array
of tools to control the defence industry and shdyee expectations of investors using
different means of State control.
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Governments mainly use three types of instrumemteviersee their strategic defence
assets: Government ownership, special rights arestment control legislation. We have
analyzed the current practice with regard to akehinstruments, focusing in particular
on legislation for the control of investments inagtgic defence assets for three reasons.
First, the last five years have seen a number obfgan Union Member States review
and tighten their legislation on the control ofefign acquisitions of what are perceived as
strategic assets and to increase scrutiny in s@uoirs perceived as being of strategic
interest. In other Member States there have besouskions about doing likewise.
Member States have cited concerns about natiomalrise and other essential public
interests. Moreover, while in the Treaties thergesy little room, if any, for legislative
EU measures on the issue of State ownership ankk wie Commission has already
taken action on special rights, the applicationTofaty rules to national investment
control legislation would represent a rather new additional step. Finally, an emphasis
on investment controls is reflected in the ini@dll. Consequently, we give relatively
greater weight to investment control legislatiorhilgt also addressing State ownership
and special rights in our analysis, Options devalept and recommendations.

The starting point for this study is the assumptiuat this patchwork of different control
instruments, in particular of national investmewntrol legislation has hindered the
consolidation of the European defence industry aaitl be an obstacle to effective
control of a more European supply chain in the reitdt examines in particular the
situation of State control of strategic defenceetsss nine countries — henceforth called
“case study countries”. the signatories of the dretf Intent and the Framework
Agreement (Lol countries or Lol Six) i.e. Francesrfdany, Italy, Spain, Sweden, United
Kingdom (UK); and in addition, the Netherlands, &l and the United States (U.S.). In
addition we have conducted a survey in the remgifibl countries (“non-case study
countries”). We obtained an answer from a thircalbfexperts contacted in the survey,

which has been included in our analysis.

! Consequently, the analysis in this Report is tBohito those countries from which we obtained

information: the nine case-study countries, Aust@gprus, Estonia, Finland, Greece, Hungary, Latvia
Romania and the Slovak Republic. In the cases tdaBia, the Czech Republic and Slovenia we were
able to draw on publicly available information, particular ISDEFE and ISI. (200Btudy “Level
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All experts agreed on the fact that to this daydhs by no means a common European
approach, neither among the Lol/FA countries ndhiwithe EU, as for the appropriate
way to handle State controls of strategic defersseta. In fact for many interviewees the
topic of defence-related foreign direct investm@DI) controls is not high on the

agenda and only became an issue in the procele obhversation.

Key concepts used in the study

Before we present our findings we will briefly an# some key concepts that are used
throughout the study.

« We will below consider astrategic defence assetfiose included in the 1958 list of
the arms, munitions and war materiel referred tariicle 346 (2)?

« In addition there are defence-related assets, wareleither specifically mentioned in
national laws such as cryptology, IT security oeeBiée controland holding secret
information. Strategic defence assets and defeslated assets will be referred to as

“defence assets

* Finally, there are other sensitive assets, usedtHer production or delivery of
potentially any activity, which might either toucipon “public order and security”.
Strategic defence assets, defence-related assktensitive assets form the category
of strategic assets

* By Government, public o6tate ownershipwe mean that a national or regional
Government or public body such as a holding or bawks directly or indirectly a

part of the equity of a company.

Playing Field for European Defence Industries: fele of Ownership and Public Aid Practices” EDA
contract reference: 08-1&M-0Q1Brussels: European Defence Agency.

2 Council of the EU. (2001) Answer to written questE-1334/01 by Bart Staes regarding the List®f 1
April 1958 to which Article 296(1)(b) refers of 4ay 2001.0J C 364 E:85-86.
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Special rights are rights attached to one or more shares, osedasf shares, and
confer rights upon the owner of the share — in @age the Government — that are

disproportionate in relation to the equity theyresent.

Principally we can distinguish three broad categgof regulation that can affect the
decisions of investors in defence assets: finarmri@conomic regulation, legislation
that indirectly or directly influences investmerngctsions and specific investment
control legislation. Asnational investment control legislation we will consider

legislation that has specifically been adoptediardirectly applied for the purpose of
controlling investments in strategic defence asdetsas to be distinguished from
indirect investment control legislation such asdawn the protection of classified
information and on security clearance proceduresul@s that require investors to

register or obtain a permit if they want to develo@nufacture or sell arms.

Defining “non-EU investor’ is legally challenging given the controversy whet the
country of establishment of a company should bedigsive criterion, or whether
also the “ultimate control” theory could be applidd a starting point and based on
Article 54 Treaty on the Functioning of the Europddnion (TFEU) we define as
non-EU investors those business entities havingheeia registered seat nor their

central administration nor their principal placebofiness in the EU.

Cross-country examination of national control regimes for strategic defence assets

Our analysis confirms that a patchwork of differemtans of State control of strategic

defence assets exists across the European UnibnGeivernments mainly using State

ownership, special rights and investment contrgislation.

An overview of the application of different contrivistruments by EU Governments is

presented in Figure 1.
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Figure 1: Use of different means of control acrigésscountries

At least 13 EU countries
use State ownership

4 EU countries use
special rights

6 EU countries use
FDI control legislation

Four case study countries

use State ownership
France, Italy, Spain, and
Poland.

The French Government
uses contractual
arrangements with key
shareholders.

In non-case study countries
State ownership is likewise
used (Belgium, Bulgaria,
Czech Republic, Estonia,
Finland, Greece, Hungary,
Portugal, Slovakia, Slovenia
and Romania)

5 Special rights are still used
in four EU countries:
Finland, France, Italy and
the UK.

Governments of some EU
case study countries
(France, Germany, Spain,
Sweden and the UK) have
entered into special
arrangements with
shareholders, which are
subject to private law but
the possibility should not be
ruled out that they might
represent State measures.

Six out of 27 EU countries
have dedicated investmen
control legislation: Finland,
France, Germany, Spain
Sweden, and the UK.

The Netherlands has not
State control of strategic
defence assets at all.

Most EU case study Governments use a combinatiaifigrent means to control the
strategic defence assets in their country. Fivaiggoof countries can be distinguished
according to the extent to which they make use tateScontrol of strategic defence
assets.

% Greece has legislation for FDI control, coveriigitegic defence assets. Since the Greek audwodiiil

not provide us with publicly available informatioBreece is not considered in the analysis.
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Figure 2: Combination of different means for thatcol of strategic defence assets

Use of state ownership, special rights
and investment controls legislation

Use of a combination of two different
means of control

Use of investment control legislation only

Use of state ownership only

No State control or no
information available

UNEE B

AL

* The first group consists of France and Finland wbe all three mechanisms of State
control of strategic defence assets. The Frenchefowent employs the most
sophisticated range of instruments for the Statdrobof defence assets comprising
State ownership, contractual arrangements with $legreholders, special rights,
undertakings and dedicated investment control lips. The Finnish Government

uses State ownership, special rights and legislatio

e ltaly and Spain make use of State ownership andiapgghts; the UK uses special
rights, undertakings and investment control legjisha

* Germany and Sweden both use only investment cdetydlation.

* A number of other countries for the most part irstEBen and South Eastern Europe
use mainly State ownership as a means of contiolexample Poland or Romania.
Once their companies have been privatised thererdyeindirect investment control
regulations for the oversight of strategic defeassets available. While this does not
mean that the private defence companies of thasatroes are entirely unprotected —
after all Governments have other regulatory mearikear hand to shape investors’

expectations — it does imply that investments atesystematically monitored.
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« The Netherlands are an exception in that the Goven does not employ any means

of State control of strategic defence assets at all

It should be noted, however, that the number oftrobninstruments used by a
Government does not say anything as to the pemepgld by experts with regard to the

relative openness of a Government towards defenasiments.

Examining the national investment control legislatiwe found significant difference
across EU case study countries. We have also slioatnnational legislation on the
control of FDI varies considerably as to the typésassets that are to be scrutinised,
which implies that to the extent that Member Sta&bg on Article 346 they are likely

to do so in aheterogeneousnanner. The study team did not find any particeases
where Member States made excessive use of Artitie Bowever, the wide difference
in the number of reviewed cases points to largétrans in the practice of investment
control of strategic defence assets across EU dean®his number varies from country
to country, ranging from 2-3 cases in Germany dred WK, even less in Sweden and
Finland, to 15 to 40 cases per year in France. iesipese differences, it is extremely

rare that reviewed transactions are rejected irc&¢ study countries.

Moreover, none of the EU case study countries bat WK do publicise neither the
opening of a case nor the final decision, means tthey do not (need to) explicitly
invoke Article 346 for the control of an intende@rtsaction. Consequently, it mot

entirelytransparentwhen and how Member States decide to apply theitrol.

Finally, the systematic controls of intra-EU invasnts in certain Member States on the
basis of criteria which are in essence the santhase applied to non-EU investments
can be disproportionate. Pursuant to the Commisggiantice in this field the Member
States should grant better conditions to intra-BWestments than to non-EU

investments.

4 Article 346, complemented by Articles 347 and 3g@®vides for the possibility for Member States to

derogate from the Treaty on a case-by-case badisiatler certain conditions for reasons of national
security. For details see the discussion beloveatien 1.3.
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Assessment of the current situation

We can identify major issues concerned with théhimr consolidation of the European
defence industry: a continued use of State owngrdlagmentation of the market for
corporate control, a lack of transparency regardivgstment policy, review procedures
and mitigation requirement, as well, as very limiteonsultation among EU

Governments. Among stakeholders, however, themuigently no agreement on these
issues. While they acknowledge that there is sammeo$ problem, they do not agree on
its exact character and while they accept hat skim& of EU level action might be

required, they do not share an idea about the foroould take. Consequently, the

enthusiasm for EU level action is still rather ntlte

In particular we have identified the following foissues arising in the current situation

for the further consolidation of the European de&imdustry:

» First, State ownership can be said to present atadle to consolidation, as it creates
a conflict of interest and puts publicly owned fgnm a position in which they are
able to accept more business risk in comparisotheég private competitors. This
issue was raised by stakeholders of some courftiiés Germany, Sweden) but not

of other countries (France, Italy, Spain).

» Second, the market for corporate control of defdimoes is fragmented and therefore
the consolidation of the defence market is madeenddfficult. For the majority of
stakeholders, however, fragmentation is not aneisaod not considered as an

obstacle to consolidation.

* In addition, a lack of transparency regarding tloéicees and practice of national
investment controls increases the business riskhdhvestment, a concern that was

raised by almost industry stakeholders.

* These three problems impede on the consolidatidcheoEuropean defence industry

as they impair predictability for investors andrese their business risk.

* Fourth, a lack of information exchange and consoltlaamong Governments implies
a potential neglect of the security interests beotEU Governments. Given that most
EU countries do not have national investment contgislation but might still
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harbour companies producing strategically importantnponents, risks to the
security of supply might arise. While all expertge®e that ensuring security of supply
is key to making Governments and companies fullgept inter-dependence and
thereby to bringing a broadening of the supply chtiey differ on how such security
can be brought about. Some Member States (Frandetaly) prefer regulation;

others (UK and Sweden and, to a lesser extent, @ghconsider undertakings with
companies as a sufficiently reliable means to ensecurity of supply. In addition,

some Governments (Italy and France) are concerinedt @ahe risk that in the current
situation where most EU countries do not have natioontrol legislation an investor
from a third country could buy a company in an Etumtry without investment

control legislation with the intent to circumvemtvestment controls by other EU

Government (“Trojan horse”-investment).

This set of problems impedes on the consolidatiche European defence industry in an
indirect way, as they represent reasons for Govemtsnto maintain strong means of
control over strategic defence assets, thereby mg#mgethe existing fragmentation of the

market for corporate control.

Despite the drawbacks of the current situation ¢h& no agreement amongst

stakeholders as to right way forward. While mosth&im see the benefits that some sort
of EU level action might have, especially for infation exchange and consultation, they
do not agree at all with regard to its potentiahrelster or modus operandi. Hence, the

enthusiasm for any EU action on this matter isenaimall.

Six Options for EU level action

We have identified six Options introducing a Eurmpedimension in the review of

foreign investments in strategic defence assdiJiicountries:

* Option 1: A Directive on notification & consultation aboabn-EU investments;

* Option 2: A Directive harmonising the review of non-EU invesits combined with

an Interpretative Communication and possibly irfement procedures;

e Option 3: A Regulation on the common review of non-EU inuwestits combined

with an Interpretative Communication and possiblyingement procedures;

e Option 4: Enhanced cooperation enacting Optionl, 2 or 3;
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« Option 5: A CFSP Council Decision regarding national revie&# non-EU
investments combined with an Interpretative Commaton and possibly

infringement procedures;

e Option 6: An EDA Code of Conduct on notification, informati exchange and

consultation or on review procedures of non-EU Bbdinvestments.

All these Options concern in the first place thdeaxal dimension; they are legal
instruments designed to address investments inpgaro strategic defence assets from
third countries. The Treaty prohibits in Article 88EU restrictions on investments from
third countries as well as other Member Statese@mijustified e.g. by public security
considerations in accordance with the criteriardfiin CJEU case law). However, in
Articles 64(2) and (3) TFEU, it empowers the legfist to regulate the external but not
the internal dimension. However, in order to présemplete Options we have added to
each external measure the appropriate complememteagure dealing with the internal

dimension.
As for State ownership we argue that the Treatydséittle room for action by the EU.

For special rights there already exists case-lawwhef Court and we suggest that an
Interpretative Communication discussed in our Opiavould provide guidance for

governance as to the appropriate use of spectakrig the future.

Evaluation of Options

For the evaluation of the Options we developed &rm#d Scorecard outlining four
criteria along which we have judged each of theidhgt the legal feasibility; its
effectiveness in addressing the problems of theentisituation; its political feasibility

and the technical challenges that implementatich@fOption is likely to face.

The appraisal based on our extensive consultatitnstakeholders and our own analysis
finds that any EU action on investment controlikelly to be politically and technically
challenging. It reflects the facts that the issfi€sState control is not seen as being of
utmost importance for the consolidation of the deéindustry and that there is little
eagerness to embrace an EU level approach beyomdightest form of mutual
information sharing among Governments. An overvadwhe evaluation of the Options
can be found at the end of the Executive Summary.
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Conclusion and recommendation

After summarizing our analysis and evaluation ofe t©ptions we formulate
recommendations for EU level action. We recommdrad the Commission continue to

scrutinise the use of special right and their esolent.

As for a European dimension in the treatment o€ifpr investment in the European
defence sector we suggest that the Commissiorwislkp step-by-step approach. At this

point we suggest that it should consist of theofeihg four stages:

Directive on
Official Communication notification, Review
Consultation information & of results
consultation

We think that such a phased approach rather trmtioduction of a particular Option
IS more appropriate to the problem at hand for &pecific reasons.

» First, a clear majority of stakeholders have intidathat they are in the process of
transposing the Procurement and Transfer Directares working out the details of
the implementation. Hence it might be advisablawait the first results of the full
implementation of the two Directives and only thentake action on the issue of

defence investment control.

* As pointed out above, a gradual approach, whiabwallstakeholders to first apply
EU legislation and gain practical experience anl¢f tren to complement it in a step-
by-step manner, has also been successful in terlibation of other sectors such as
energy, gas or telecommunications. Equally, the MBRd a former Commissioner
we consulted for this study advised such an appré@aensure the largest possible

support for the measure.

e In addition, our main conclusion is somewhat paxs&d: on the one hand, our
analysis shows that there are a number of issugagfrom the way the control of
strategic defence assets is handled at the morvuareover, stakeholders from
Government and industry concede that there arelgr@tic consequences of the

current practice. On the other hand, however, tier@mong stakeholders neither
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agreement as to the importance of these problemembaow to deal with them and
who should be involved in tackling them. In othesrds, although all the experts we
talked to are aware of the drawbacks of the cursgnation they have yet to reach a
common understanding of the problem, its signifeganand the remedies. This
challenge is further compounded by the fact thétody felt in the position to foresee

the effects of the Procurement and Transfer Dwvestbn the subject of the study.

* Finally, given the lack of a more clearly developetierstanding of the challenge
most stakeholders — except the MEPs and severartsxfrom industry — are
extremely cautious about an involvement of the Caseion. They hold that
Governments, who procure defence equipment frompamies in order to equip their
armed forces, are better placed to assess to wtaitean investment would pose a
threat to national security. However, such a reacts not limited to this particular
topic but can be observed in most subjects to whieh Commission turns its
attention. The initial reactions to the idea of@ctn the field of defence and security
procurement is a case in point, which also shovet tpinions can be altered,
attitudes softened and standpoints shifted, as e medined understanding of the
problem at hand evolves. Again, the ProcurementTaadsfer Directives might be
anticipated to show some effects on the subjectemat the mid-term, thereby

further “ripening” the idea for the need for EU &action.

Therefore we recommend that in a first step aret atakeholders had the chance to gain
experience with the Procurement and Transfer Duest the Commission should focus
on building an understanding of the issues at stakkmobilise the necessary political
support for action. In reaction to the feedbaclenesd in a public consultation it could
then adopt a Communication summarizing the debdddineating the problem and

outlining possible ways forward regarding the insdrand external dimensions.

In principle an EDA Code of Conduct (Option 6) wadbyresent an alternative to the
aforementioned Directive (Option 1). While suchoarse of action might under certain
conditions be the only feasible way forward, welwibint below to a number of
advantages that Option 1 offers over Option 6. &heuch first steps of harmonisation
either by the Commission or/and the EDA be adopteduggest that it is followed up by

a critical appraisal after a period of three teefixears in order to assess its success and

identify the possibilities for further action.
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Executive Summary of the evaluation of Options (here Options 1-3) - RECOMMENDED Option in GREY

Option 1: Directive on Notification/Consultation] Option 2: Directive on Not./Cons. & Review Option 3Regulation on Not./Cons. & Review

« Notification: Ex ante notification to national + Mandatory ex ante notification of non-EUes Mandatory ex ante notification to EU body

authorities mandatory investments to national authorities . - . .
+ Consultation and limited information
e Consultation and (limited) exchange ofe Consultation and (limited) exchange of exchange within EU Network or Committee
Main information between MS concerned by |a information within the Network of MS inal f rules f iow b bod
eat proposed acquisition chaired by Commission * Single set of rules for review by EU body
ealres * Review according to national rules + Harmonised set of rules for review of non-EJU’ EU body decides with input and eventually

- . . . investments by national authorities veto right from MS concerned
« Decision-making by national authorities
« Decision by national authorities after

consultation of Committee or Network
|
* Art. 64(2) TFEU to adopt Directive for the « Art. 64(2) TFEU 3 possibilities for adoption of a Regulation:

free movement of capital between the Union . N :
and third countries . » The ordinary legislative procedure appligs Art. 64(2) TFEU (unless Art.64(3) would bg

Legal (unless “step backwards in liberalisation|; held to apply; in that case Art. 207(2) TFE
feasibility » Consultation and (limited) information  Art. 64(3) TFEU would then requirg could be used instead)

exchange could trigger invocation of Art. 346  unanimity in the Council and only

TFEU, which would be difficult to justify and consultation of the EP) Art.207(2) TFEU, a framework CCP Reg.
not undermine the Directive as a whole * Both these legal bases

_

« Interest in information and consultation ha® Government and industrial stakeholders show Majority of stakeholders from industry and
been shown by a majority of Government and a rather small inclination towards harmonisegd Government were opposed with only |a
industry stakeholders rules for the review of foreign investments minority being open to this Option

e Consulted MEPs considered such a Directive Stakeholders from Government and industry Some stakeholders question legitimacy of EU
as an appropriate first step object, due to concerns about the impact jon to regulate investments arguing that “E

transatlantic relations and the signal that|it does not invest in the defence industry”.

would send out of a “Fortress Europe”

C

Political
* While some stakeholders are hesitant to
involvement of the Commission, others ha
pointed out that unless the Commission tak

feasibilit . . .
y « Requires common view in EU on the

However, the Directive cannot be qualified as appropriate treatment of defence investments

g5

action, little is going to happen in any other politically unfeasible in the long run. It may from third countries (esp. U.S.), which as ypt
forum, i.e. EDA (Option 6) or the Counci present a way forward once experience wjth does not exist
(Option 5) harmonisation in this area (e.g. on the basis

of Option 1) has been made.
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Executive Summary of the evaluation of Options (here Options 1-3) - RECOMMENDED Option in GREY

Option 1: Directive on natification/Consultation

Option 2: Directive on Not./Cons. & Review

Option 3Regulation on Not./Cons. & Review

e Government

and industrial stakeholders
would have to be reassured that the
information and consultation obligation i

[

Decision-making at EU level is expected
be “even more political” and less transpare
than at national level

Political without prejudice to their rights under Art. _ . ) .
feasibility 346.1(a) under the condition that they take bR;:lI((sgsh Ii:r?gzrslfetfgﬁﬁier d-l?:?)ijcriﬂtelzn and
the security interests of the other MS and |of
(cont.) the Union into account However security of supply requires MS to
accept inter-dependence, integration and
broadening of the supply chain, and |a
properly functioning EDEM
e National authorities would have to bpe Need for legislation and review in all M$+ Decision on the EU body in charge of
designated to monitor the notification &  (incl. those without industry concerned) implementing the review (Commission or an
consultation obligation; considerable admin. . . . . Agency to be created)
burden for MS without existing legislation ° Mgltlple filing .OF"V m_|IdIy increases the pre, - . .
and even more for MS without defende ©Xisting administrative burden of non-E Decision-making process .wquld require MS
industry investors. concerned to s_h_a_re certain |nformat|_on on a
. . - proposed acquisition; reliance on Article 346
« Burden of multiple filing for third country| * Reduction of contradlctory deC|S|on_s by M TFEU in order to protect sensitive
investors is only mildly increased, as through _Commlttee/Network chaired b information risks undermining the Reg. (but
Technical obligation exists today under EMCR and Commission see efficiency)
echnica i ition/i " ;
:gg;glgzlon_ competition/investment  contrgl.  Need t(()j i agre:[_e (1)n a(rz_lld|t|otnaftl rt10t|obr Modalities of the “cooperation” between M$
challenges compared to ption 1 €.9. Now 1o treat pu and Commission/Agency are a legal
« Definition of several complex notions such as investors, define efficient assessment crite challenge; e.g. how to involve all relevant
“European enterprises”, “strategic defente etc. bodies, how to synchronise with EMCR &
assets”, “non-EU investor” required how to grant the MS most concerned a veto
right while ensuring the functioning of the
Reg. (suggestion: dialogue procedure Art.
348 TFEU)
Commission or Agency in charge would have
to acquire new know how in accordance with

Art. 21(2) (3) TEU
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Executive Summary of the evaluation of Options (here Options 1-3) - RECOMMENDED Option in GREY

Option 1: Directive on notification/Consultation

Option 2: Directive on Not./Cons. & Review

Option 3Regulation on Not./Cons. & Review

Efficiency

Increased transparency for investors ane

governments

Improvement of quality of review, e.g. mor
appropriate remedies, increased coherence
national decisions would reduce busine
risks

Investors and Governments would bene]
from more coherent decisions of the differe
national authorities

Possibility to collect information for 4
common legislative review system

Option 1 is preparatory and incomplete,
security deficit of the Union and interng
dimension are not addressed

Compared to EDA Code of Conduct Option
would be legally binding and subject t
supremacy, enforcement & legal review h
the CJEU

However, interest of MS in FDI implies risk
regarding uniform application of the commqg
rules, (as comp. to Opt. 3) & of conflict with
EMCR

Increase of security of supply of MS ande
Union as a whole
ee Improvement of transparency and
2 of predictability for investors and Governments
ss due to harmonised rules on national review
mechanism .
fit Recourse to Art. 346 TFEU might undermine
nt the Directive but this is not sure because the
Directive would also serve the interests pf
MS in greater security of supply ande
transparency
« Directive would contribute to the phasing out
S of the existing national controls of EU e
! defence investments
e It would indirectly contribute to consolidation
1 - .
of the European defence industry driven by
C; European firms
. 5

Reg. would contribute to EU wide protectio
from security risks linked to non-EU
investments; security of supply would b
ensured in an efficient, effective &
comprehensive manner

Reg. would ensure, together with the ECM
a coherent review of effects o
concentrations involving non-EU investor
on security and competition,

Reg. would prepare and allow the phasing ¢
of the existing national controls of ELU
defence investments

Recourse to Art. 346 TFEU possible b
Regulation would also serve interests of M
re security of supply, transparency
coherence; participation of MS in Committe
or Network and dialogue procedur
(Art.348TFEU) would mitigate the conflicts

Filing to the Commission only would reduc
burden on investors to minimum, increasir
predictability and transparency

>

[}

{
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Executive Summary of the evaluation of Options (here Options 4-6)

Option 4: Enhanced cooperation:; Opt. 1-3

Option 5: CSFP decision

Option 6: EDA Code of Conduct

Main

features

Specific features depend on which of th
Options 1 to 3 is pursued under enhang
cooperation

Art. 329 TFEU; Council authorisation after
has been established that the objective of
cooperation cannot be attained within
reasonable period on a uniform basis by t

May cause adoption of national legislation ¢
decentralised ex ante notification to nation
authorities

Consultation and information exchang
within Network of MS under auspices of th
Council (EDA?)

Sub-Option:  May
harmonised set of
national authorities

cause very loose
rules for review b

Decisions taken by national authorities

May be legally feasible, based on &
intergovernmental approach — Art. 23 et s¢
and Art. 25 (b) ii and/or 29 TEU

Art. 40 TEU would probably not stand in th

Might cause national rules on decentralis
ex ante notification to national authorities

Might cause consultation & limited
information exchange mechanism betwe
representatives of the MS

Sub-Option:  Might
harmonised set of
national authorities

cause very loosel
rules for review b

Decisions taken by national authorities

Feasible pursuant to Art. 40 TEU

Art. 45(1)(b) TEU: EDA may contribute tg
implementing useful measures to strength
EU defence industry

<<

fragmentation and opacity.

main problems; (c) a preparation of furthg
harmonisation in the future.

Legal Union as a whole;
feasibility e
easiol » This condition may be difficult to meet or g _ i
least it may be very time consuming { E::eggdent. C(t)mlmor; Posntlon f200}|¥94
provide evidence thereof re control- or exports of military
technology and equipment
» Cooperation must be open to other MS -
peratl ! P Need for unanimity see Art. 31 TEU
e Government stakeholders and MEPs did Government and industrial stakeholders ga « High acceptance among stakeholders from
express political interest in such a solution. preference to a mechanism involving th industry and Government
iti EDA over a CSFP decision. . .
Political v S| + Consulted MEPs were hesitant to endorse this
feasibility Consult_ed MEPs rggarded_ this Op_tion as Option given the Igck (@) of a _Iegal
clearly inferior solution, as it would increas enforcement mechanism; (b) a solution fo

er




EUROCON

Final Report

Option 4: Enhanced cooperation:; Opt. 1-3

Option 5: CSFP decision

Option 6: EDA Code of Conduct

Technical

challenges

In addition to the practical challenges specil
to the abovementioned three Optiof
enhanced cooperation would in practi
require the initiative of one or more MS (i
addition to that of the Commission)

Currently, there is a lack of experience
how to devise, implement and manag
enhanced cooperation

Council would need to designate a structy
to function as a forum for the informatio
exchange and consultation.

MS without legislation would have td
designate a responsible authority and to ad
legislation.

Delegation to EDA would be possible by
association of Denmark to the work of th
EDA would need to be addressed.

Code requires support of largest armame
producing countries.

pMS without legislation would need tc
designate a responsible authority and to ad
legislation obliging all non-EU investors t
notify their transactions.

Compared to Options 1 and 2 pMS wou
have more leeway as to whether or not
adopt legislation and its application.

nts

opt
D

Efficiency

The added value of the Option chosen f
enhanced cooperation among Options 1, 2
3 as to security of supply etc would b
limited to the cooperating MS but marke
fragmentation of the EU as a whole arn
nontransparency would persist.

Both these problems are the more pressing
one assumes that the number of ass
deemed to be of strategic importance for t
European defence industry will grow in th
future, due to the effects of the Procureme
and Transfer Directives.

Option would take the intergovernment
route towards national information exchang
and review systems for non-EU investmern
providing a solution to part of the issues
the current situation only, in particular to th
negative consequences of a lack
consultation among MS.

To the extent that similar rules are adopt
investors would benefit from an improve
quality of the review.

Governments could better assess the risks
their security of supply.

The Decision would be binding upon the M
but the adoption of national rules by the M
would not be subject to judicial control by th
CJEU. The normal enforcement mechanisi
for EU law and the EU principles o
supremacy and direct effect would thus n
apply to the national rules to be created.

A Code on info exchange & consultatio
would only solve part of the issues of th
current situation: negative consequences 0
lack of consultation among sMS.

To the extent that similar rules are adopt
investors would benefit from an improve
quality of the review.

Governments could better assess the risks
their security of supply.

Compared to Option 1 Code would not

extend to the entire Union, risk difference
among national legislation and, thoud
binding on sMS, would neither be subject

judicial review by the ECJ nor have dire¢

effect and supremacy over national law.

Compared to Option 1 Code would allo
addressing internal dimension of contrg
However, given market fragmentation ar
security of supply issues the willingness

ed

for

S
h
[0

—

9o —<

sMS to proceed has to be doubted.

Volume 1 of 2

24/287



EUROCON

Final Report

Option 4: Enhanced cooperation:; Opt. 1-3

Option 5: CSFP decision

Option 6: EDA Code of Conduct

Efficiency

(cont.)

In comparison to an EDA CoC Option
would extend to all 27 EU MS (incl
Denmark) and not only to the 26 participatir]
(and potentially even less subscribin
Member States of the EDA.

The Council structure might find it easie
than the EDA to bring together the concer
of the different Departments of Governme
involved in the information exchange an

consultation.

Possibility to collect information for 4
common legislative review system; but th
step might become more challenging, as
independent institution could control th
effectiveness of the Code; Governmen
could point to an existing solution
independent of effectiveness.
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A ANALYSIS OF THE CURRENT SITUATION

1 THE PROBLEM AND ITS POLITICAL AND LEGAL CONTEXT

1.1  Starting point: Current patchwork of controls might prevent defence

industrial consolidation
The starting point of our study is the observabgrihe European Commission that

“(Tthe current patchwork of national legislatiomaontrol of strategic
defence assets prevents consolidation, the remafvelplication and

the development of more efficient industries. laldoalso prove ill-

suited in the future in securing the control ofetssn a more European
supply chain. Clearly, it is necessary to strikebalance between
freedom of investment and protection of securitgrasts regarding
control of material and other assets that are cdasid essential®.

In the past, while cross-border transactions hageumed in Europe to establish
European transnational defence companies such & BAtems, EADS, Thales and
Finmeccanica, there are still sectors such as thmwed fighting vehicles or naval
shipbuilding that remain highly fragmented. Therelter of the defence industry means
that any cross-border consolidation of the Europaeience industry has taken place
through the close involvement of European Governmenhe consolidation that has
already been reached in the European defence mdhat been the result of close
negotiations of companiesd Governments on the terms of the transaction. Aime
Governments continue to represent the most sigmficustomer for European defence
companies and decide about the many regulatorycespé the companies’ operating
environment from export controls to R&D supporty aonsolidation has in the past

proceeded not only with their consent and theiivadhvolvement be it as negotiators or

> European Commission. (2007) A strategy for amgfes and more competitive European defence

industry. COM(2007)764.
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as procurers. Investors, on the other hand, wilvbk advised to make sure that the most

important stakeholder in their investment projests kept content.

The issue of State controls on strategic assetbéas identified as important by policy
makers for a number of reasons, which are in partptementary whilst others illustrate
the different interests taken by differing natignadlitical and industrial perspectives in
Europe. Thus, stakeholders raised amongst otherdolfowing issues regarding the

current situation of State control of strategicethele assets:

« State controls over strategic defence assets ptesamiers to the cross-border
merger and acquisition of defence assets by corapdrom other European Member
States.As mentioned above, cross-border transactions baearred in Europe in
some sectors, but not in others with the consequémat this fragmentation of the
European defence industry has been argued to intpaéiconomic competitiveness
and constrains its contribution to the developmehtthe capabilities needed to
support the Common Security and Defence Policy (ESDrmerly ESDP). This has
been well documented in European Commission Comeatians, the work of the

European Defence Agency (EDA) and studies undemtgéndustry analysts.

 Government ownership of defence companies has mprévebe a significant
impediment to intra-European M&A activityt is observable that, in the six Lol
nations, there has generally been much greatemegsrto inward acquisitions in the
UK, Germany and Sweden — countries which do notehpublic ownership of
defence industry. On the other hand, France, Haly Spain retain extensive public
ownership and have not generally embraced inwawéstment. Foreign private
capital has been largely excluded from making suliste acquisitions in these

. (1997) Implementing European Union strategydefence-related industries. (COM(97)583,
. (2003) European defence-industrial and marksties. Towards a EU Defence Equipment
Policy. COM(2003) 113. Brussels, EDA. (2004) A sy for the European Defence Technological
and Industrial Base, Brussels, 14 May 2007, Jaid3, (2005) European military capabilities, the
defence industry and the future shape of armanwgerationDefence & Security Analysisl:5-20.
The 2008 European Defence Agency study entitledvéLePlaying Field for European Defence
Industries: the Role of Ownership and Public Aiad®ices” (ISDEFE and ISI, 2009) has some limited
overlap with the current Study. However, there aomsiderable differences with regards to the
objectives, methodology, and substance of the tudiess. For a detailed comparison see Appendix 5.
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markets, except in the cases such as CASA (acqoy&ASA and later incorporated
into EADS) and Santa Barbara, acquired by Geneyabbnics from the U.S.

* The current patchwork of national legislation omtol of strategic defence assets
makes further consolidation difficullational legislation, policy and processes differ
considerably between Member States. These diffeseare argued to have the effect
of making cross-border acquisitions more difficilhese national regulations may
either relate specifically to the defence sectoberof general application, through
merger controls and other means. There are signifidifferences in national practice
and perspective and these represent a major btortae further restructuring of the
European defence industry. On industry’s side, caomgs may be deterred from
entering into transactions because of the perceidificulties of making an
acquisition in another country (even where therey oa few barriers in reality).
There is a lack of clarity and consensus on theniiehs used in these instruments
such that Member States have different interpatatiof what is meant by a
“strategic” industry, “public order” and “nationalkecurity”. At the same time, the
notion of national security is seeing a blurringleé boundaries between defence and
security and recent changes in legislation in MenSiates has seen new attention to

energy security; critical infrastructure; and, fical stability’

« The emergence of trans-European supply chains miang$sovernments recognise
that a merger or acquisition in another Member 8tatay have potential security of
supply implications for their own defence equipmprigrammes.The European
Letter of Intent/Framework Agreement process resmghin its work on security of
supply that this was a matter of concern to theMmber States. Unfortunately, the
security of supply initiative has failed to reachreement on its programme of

reforms. The French Presidency recognised the faredction in this regard and

" OECD. (2007) Freedom of investment, national sgcand “strategic” industries: An interim repoit.
International investment perspectives: Freedomnggstment in a changing woylédited by OECD,
pp. 53-63. Paris, GAO. (2008preign investment. Laws and Policies Regulatingelgm Investment in
10 Countries. Report to the Honorable Richard ShelRanking Member, Committee on Banking,
Housing, and Urban Affairs, U.S. Senate. GAO-08-3@fashington: United States Government
Accountability Office.

Volume 1 of 2 28/287



EUROCON Final Report

suggested a voluntary exchange of information on-Boropean investment in

strategic defence companies in 2608.

The existence of strong U.S. controls of stratetpfence assets means that the
transatlantic situation is unbalanced and raisesesfions about the need for
reciprocity. There is a feeling amongst some stakeholdersmedéuropean countries
that the national practices of the United Statexirte be taken into account. There is
a feeling that the existence of strong U.S. costudl strategic defence assets (not
least the CFIUS review process and the FG€Icontrol process) mean that the
transatlantic situation is unbalancédJ).S. companies, some critics argue, are free to
make acquisitions in Europe. However, those santiescicontend, U.S. processes
make it more difficult for the defence industry ftosome European countries to
make acquisitions in the United States. This hdgtdecalls for “reciprocity” and talk
about the introduction of a European equivalenth® CFIUS process. This matter
has been raised informally by individuals withiustry (particular amongst French
companies) but rarely has it been raised “on tlerdd. Academic analysts have
written on such matters. For instance, Roéller ardoxd have argued that Europe
should develop a policy framework that is at leastopen, comprehensive and
sustainable as CFIUS and that such a policy framevebould be based on a
common legislative framework but implemented atamat level. Such legislation

should, they argue, include a common objectiveedéding national and European

8

10

11

Council of the European Union. (2008) Declaration Strengthening Capabilities, Brussels 11
December.

CFIUS stands for Committee on Foreign Investnirettie United States.
FOCI stands for Foreign Control and Influence.

CFIUS is the Committee on Foreign Investmentha tnited States, a committee chaired by the
Secretary of the Treasury comprising representativem the U.S. Department of Defense, U.S.
Department of Homeland Security, U.S. Departmen€ofmmerce, the U.S. intelligence community
and others authorized to review transactions tbatdcresult in control of a U.S. business by aifpme
person, in order to determine the effect of suemdactions on the national security of the United
States. The FOCI review process refers to the wewenducted by the U.S. Department of Defense
when a company subject to a DOD Facility Securitgaance is deemed to come under foreign
ownership, control or influence (FOCI). A reviewdenducted to establish the means of negating or
mitigating the risk of foreign ownership or contrdhe FOCI is an on-going process for so long as th
establishment holds a Facility Security Clearanoe i@ under FOCI. We describe these instruments
and their application in detail in the Country Rem the United States in Volume 2 of this Report.
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security, as well as a harmonised process to gignily reduce the legal uncertainty
that may be associated with fragmented nationatogmbes? This view is highly
contested with others arguing that the U.S. maikehore open to acquisitions by
European companies than are some European defeshestries. Our United States
Country Report notes that European defence compdroen the United Kingdom,
Italy and France amongst other countries have alleracquisitions of U.S. defence

companies?

* U.S. acquisitions of European defence assets magsamvestments that undermine
European defence industrial capabilities and contipehess.U.S. companies have
made some acquisitions in Europe not least the @edgnamics which has made
major inroads into the European land systems imgulstough acquisition. Equally,
there are concerns that U.S. acquisitions of laweersuppliers to European prime
contractors may also have implications for Europeampetitiveness. There are
anxieties that U.S. acquirers could close down pemo capabilities making Europe
dependent on U.S. ITAR controlled technology trarsfEqually, there are concerns
that European technologies in U.S. acquired congganould become subject to

ITAR controls against European efforts to beconféAR-free”.

» Concerns about Sovereign Wealth Funds (SWFs) eavBiember States to pay new
attention to controls over foreign acquisitioBWFs are State-owned entities that
manage national savings for the purpose of investnmkhe growth of SWFs has
prompted a fear that some funds might be used Vertr tacit political purposes
and/or concerns that SWFs could be used to tak&otaf strategically important
industries, extract technology and other formsntdllectual property. Thus, in 2007,
a joint letter to the European Council from Prestd®arkozy and Chancellor Merkel
called for action on Sovereign Wealth Funds andaisgply Chancellor Merkel
expressed fear that Sovereign Wealth Funds wereerdrby “political and other

motivations” rather than economic returns. In 2G08,European Commission set out

12 Réller, L.-H. and N. Véron. (2008) A European feamork for foreign investment’,Vox, 6 December.

3 For details see the Country Reports on Franaly, land the UK in Volume 2 of this Report.
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principles for a common EU approach to the treatneénSWFs as investors and
proposed a Code of Conduct for SWFs to improve g@aree and transparency. The
emphasis of the Commission’s Communication was tokirsg the right balance
between addressing concerns about SWFs and mangtdive shared benefits of an
open investment environment. The Communication @gtgprinciples for a common

EU approach to the treatment of SWFs as invesasrigllows**

o “Commitment to an open investment environment in line with the Lisbon
Strategy for growth and jobs, the EU should reaifits commitment to open
markets for foreign capital and to an investorsfdly investment climate. Any
protectionist move or any move perceived as such imgpire third countries to

follow suit and trigger a negative spiral of prdtenism.

o Support of multilateral work: the EU should actively drive forward work
carried out by international organisations, in jgatar the IMF and the OECD.
The EU welcomes an open dialogue with SWFs ownerd r@cognises the

benefits of a global approach to a common framevar&SWF investment.

0 Use of existing instrumentsthe EU and the Member States already have specifi
instruments that enable them to formulate appropri@sponses to risks or
challenges raised by cross-border investmentsydimgd investments by SWFs,

for reasons of public policy and public security.

0 Respect of EC Treaty obligations and internationatommitments: the EU and
its Member States will continue to act in a waylyfutompatible with the
principles laid down in the Treaty establishing tB€ and with international

obligations of the EU.

o Proportionality and transparency: measures taken for public interest reasons on

investment should not go beyond what is necessaaghieve the justified goal,

4 European Commission. (2008) A Common European @t to Sovereign Wealth Funds,
Communication from the Commission to the Europeamlid@nent, the Council, the European
Economic and Social Committee and the Committeth@fRegions, Brussels, 27.2.2008 COM(2008)
115 final. Brussels: European Commission.
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in line with the principle of proportionality, artie legal framework should be

predictable and transparerit.”

These principles are in part also applicable todineelopment of a European approach to
the control of strategic defence assets and weretilirn to them in the evaluation of our

proposed Options for EU level action.

1.2  Politicians seek to reconcile national security and a liberal trade order

By way of introduction this section will provide rm@ background information on the
legal and political context of our study. We shobédin by noting that the last five years
have seen a number of European Union Member Stew#sving and tightening their
legislation on the control of foreign acquisitioofswhat are perceived as strategic assets
in an attempt to discourage foreign participatiod/ar increase scrutiny in some sectors
perceived as being of strategic interest. In otNEmber States there have been
discussions about doing likewiSeMember States have cited concerns about national
security and other essential public interests. &lmrave been similar developments in the

United States and in several other advanced ec@sdmi

1.1.1 Foreign Direct Investment is a key element of economic globalisation

The 1980s and 1990s saw moves towards a more dqleal qnvestment regime and free
flow of capital with financial liberalisation and decline in capital controls on foreign
direct investment. The international policy comnyriias seen foreign investment as
playing a key role — alongside domestic product eaypital markets — in strengthening
national economies by providing channels for enbdmmompetitive pressures, physical
and human capital accumulation and disseminatianrafvations. Globalisation saw the
growth of transnational companies through M&A adlas greenfield investments

15 bid.

1 OECD. (2006) OECD Roundtable Il on Freedom ofdstment, National Security and “Strategic”
Industries, 6 December 2006, Summary. Paris: OECD.

17 GAO. Foreign investment. Laws and Policies Regulatingefem Investment in 10 Countries. Report to

the Honorable Richard Shelby, Ranking Member, Cdreenon Banking, Housing, and Urban Affairs,
U.S. Senate. GAO-08-320
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1.1.2 FDI has been the subject of long standing national security concerns

The growth of foreign investment in the 1980s sagr@wth in concern in the United
States about Japanese & European acquisitionrattégiic sectors” of the U.S. economy.
Strategic trade theory argued that the charaatriet high technology industry violated
many of the assumptions of free trade theory aatldmation’s competitive position in
commercial aircraft; semiconductors and other tetye industries” was a function of
strategic interactions between an economy’s firmd #&s Government. This thinking
prompted calls for tighter controls in the Unite@t8s over foreign investment and led to
the 1988 Exon-Florio Amendment to the Defense Retidn Act which introduced new

U.S. controls on foreign acquisitions with a naséibsecurity dimension.

1.1.3 Several reasons have caused a renewed interest in FDI controls

The issue of controls on foreign acquisitions ohtstgic assets has come back onto the
international policy agenda in the United StategtoRe and elsewhere since 2001. A
number countries have ether introduced or considergoducing new legislation or

amendments to existing legislation in the fieldo3& countries include the United States,

Germany, France, Russia and Chiha.

A report from the Organisation of Economic Cooperatand Development (OECD)

identified some of the reasons for the re-emergehtis policy issue and noted tHat:
e Security priorities in many countries have beenigead since 11 September 2001

* An actual and potential scarcity of raw materias ked countries to reconsider their

perceptions of sectors of strategic importance

* Public concern over individual acquisitions on grds of concerns about the impact

on jobs

¥ Ibid.

19 OECD. (2006) Roundtable on freedom of investmeational security and "strategic" industries. Paris
France - 6 December 2006. Summary of discussiarss:ROECD.
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* The growing role of non-OECD countries as outwamdestors which may have
heightened concerns that not all countries and emmnep may necessarily play by

common rules or promote high standards of busio@sduct.

1.1.4 Governments across the world have tightened their FDI controls

A number of detailed reviews of national policiesvards foreign acquisition of strategic
assets (including defence companies) have beentakdep in recent years. Those studies
have looked at legislation and processes in theednbtates, Europe, Russia, China
amongst other countrié®.Looking across these countries, these reviewslipigha

number of key points:

* There is a lack of clarity and consensus with régarthe key terms by different
countries, including definitions of what constitsita “strategic industry”, what is

meant by “public order” and the meaning of “natiosecurity”.

« The notion of national security is adapting to tbeanges in the economic,
technological and international security environtseto include energy security;

critical infrastructure; and, financial stability.

e The process of review, appeals processes and totigarrangements are very

different between countries.

* The transparency of these processes and the extemhich they are subject to

political intervention varies considerably betwesnintries.

% |bid, GAO. Foreign investment. Laws and Policies Regulatingelgm Investment in 10 Countries.
Report to the Honorable Richard Shelby, Ranking beErnCommittee on Banking, Housing, and
Urban Affairs, U.S. Senate. GAO-08-3Bialos, Jeffrey P. and Christine Fischer. (20B8itresses &
icebergs: The evolution of the Transatlantic dedensarket and the implications for U.S. national
security policy Washington: Center for Transatlantic Relationise Tohns Hopkins University and the
U.S. Department of Defence, Hogan & Hartson MNBROE) Controle des investissements étrangers et
sécurité nationale, Tietje, Christian and Bernh#dttig. (2008) Beschrankungen auslandischer
Unternehmensbeteiligungen und -Ubernahmen. Zur tRlage in den USA, Grossbritannien,
Frankreich und Italien. IBeitrdge zum transnationalen WirtschaftsrecBerlin: Gesellschaft zur
Forderung von Auslandsinvestionen e.V.
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Most Governments have changed or considered chanbeir legislation. An OECD
study observes: “Citing legitimate concerns aboatiomal security and other essential
public interests, authorities have reviewed ansbime cases sought to discourage foreign
participation in sectors perceived as being oftsgia interest. A few countries have
tightened their legislation in this respect andgéveral others there are discussions about
doing likewise.?* Similarly, a study of ten countries by the U.S.v&mment
Accountability Office, noted that: “Each countryshehanged or considered changing its
foreign investment laws, policies, or processethalast 4 years; many of the changes
demonstrate an increased emphasis on nationalityeoomcerns. In some cases, specific
transactions were catalysts in the reconsideratigolicies and the development of new

ones.??

1.3 The EU legal context is favourable to European solutions

In this section we will review the EU legal contextich governs the present study, i.e.
the provisions and policies of the EU Treaties particular the Treaty on European
Union (TEU) and the Treaty on the functioning oé tBuropean Union (TFEU). To that

effect we have to distinguish

» the EU legal context which is relevant for the ssaquo, i.e. for the measures that are

now in place at the national level in order to cohstrategic defence assets

* and the legal context that is relevant for a pdesbBuropean dimension in this
control.
1.1.5 Extensive use of Treaty derogations explains the status quo

The present study concerns the legal treatmentwasiments in the defence industry.

Legally, such investments are subject to one offuhdamental freedoms guaranteed by

2L OECD. Roundtable on freedom of investment, natiseaurity and "strategic" industries. Paris, Feanc
- 6 December 2006. Summary of discussions.

2 GAO. Foreign investment. Laws and Policies Regulatingeigm Investment in 10 Countries. Report to
the Honorable Richard Shelby, Ranking Member, Cdreenon Banking, Housing, and Urban Affairs,
U.S. Senate. GAO-08-320
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the TFEU: the free movement of capital. Article(@3 TFEU prohibits all restrictions on
the movement of capital between Member States ahslden Member States and third
countries. It is specific to the rules on the fre@vement of capital to address restrictions
in relation to other Member States and to thirdntoes in the same manner.

In spite of the direct and full applicability ofdbe Treaty rules, the situation in Member
States with respect to the control of foreign deéemvestments is a patchwork where
some Member States apply national review legistatidhers special rights, again others
rely on State ownership and those remaining haveontrol measures.

Let us mention here that this patchwork situationtimues to exist even though neither
the TEU nor the TFEU provide for arpategorical derogation with regard to national
security or the defence indusfiyNeither the relevant legislation on internal marke
competition, public procurement, and State aidieatey specific or derogative rule for
defence companies. This means that as a rule, thentérnal market and competition

legislation as well as other rules on common pedico apply to the defence industry.

The TFEU provides only for the possibility to deatg from the general rules of the
Treaties under certain defined conditions. For gaepurposes, derogations for reasons
of public and national security are pertinent te #xtent that, rightly or wrongly, they
form part of the legal context of the present pammtk situation. In addition, the

possibility for derogation in the European mergantool regulation may be mentioned.

a) Treaty derogation for public security reasons: A5 TFEU

First, the TFEU provides for the possibility to dgate from its provisions on the free
movement of capital on grounds of public securiyticle 65 (1) (b) TFEU allows
Member States to derogate from the free movemerctpital and payments regime of

the Treatyinter alia for reasons of public security.

In line with the other public security exemptiomerh the free movement regimes (for
example Article 36 TFEU for the free movement 0bdg), the use of this exemption is

% See also Case 222/8dhnstorRec. 1986 p. 1651, C-273/Sfidar and C-285/9%reil, point 16.
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subject to a strict proportionality test. The lesgdjudgment on the public security part of
this provision in a defence context Agbore’* in which the Court of Justice of the
European Union (CJEU) pointed out that “a mereregfee to the requirement of defence
of the national territory, ... cannot suffice” to fifig a measure contrary to the Tredty.
“The position would be different only if it were m@nstrated”, said the Court, that to
refrain from that measure contrary to the Treatplld expose the military interest of the
Member State concernéd real, specific and serious riskhich would not be countered
by less restrictive procedure€ Thus a risk for the military interest (“specifictf the
Member State has to actually exist (“real”), the&krhas to be military-specific and the
risk has to reach a certain level (“serious”), pagsexcluding smaller risks. This
represents a detailed three-limb suitability test part of the proportionality test.
Moreover, the measure has to be adequate (“whichldvoot be countered by less

restrictive procedures”).

Hence the field of application of Article 65 TFEB marrow; it can only be used on a
case-by-case basis, applies only in relation tdréee movement of capital and is subject
to the intense judicial scrutiny of the Court o$tice.

b) Treaty derogation for national security reasons: tAB46 TFEU

Second, the TFEU allows for the possibility to dgte from its provisions and from

those of the TEU, in particular from the provisioms the free movement of capital,

freedom of establishment, State aids, and competitor reasons of national security.
The latter provisions are laid down in Articles 3887 and 348 TFEU. They need to be
read together to fully appreciate the letter aridtsyf the Treaty?’

» Atrticle 346 (1) (a) TFEU allows a derogation in easvhere Member States consider
this to be required for reasons of secrecy. Thereoai clarifying judgment on this

24 Case C-423/98\Ifredo Alborev. Italy [2000] ECR 1-5965).
% Case C-423/98bid., at paragraph 21.
Case C-423/9&upranote 21, at paragraph 22.

Further down, these provisions are jointly reddrto as “Article 346 TFEU".
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provision but as is the case with all derogatidrisas to be interpreted narrovify,
can only be used on a case-by-case basis, andubjectsto judicial review, see
Article 348 TFEU discussed below. This interpretatis also confirmed by the
interpretation of especially Article 346 (1) (b) EB discussed in the next paragraphs

below.

Article 346 (1) (b) TFEU allows any Member Statetloé EU “to take such measures
as it considers necessary for the protection ofebsential interests of its security
which are connected with the production or tradearms, munitions and war
material...”. Moreover, Article 346 (1) (b) TFEU prides that “... such measures
shall not adversely affect the conditions of contjpet in the (internal) market
regarding products which are not intended for Spmadiy military purposes.” In 1958
the Council drew a list of products to which ArécB46 (1) (b) TFEU appliés
(according to Article 346 (2) TFEU) which include®st types of modern weapons,

such as tanks, fighter aircraft, and missiles.

Article 346 (1) (b) TFEU enables the Member Statederogate from the application
of the Treaties if they can justify that measurescerning production or trade in
arms, munitions and war material are necessarydtional security reasons and if
the measure do not negatively affect the conditiehsompetition in the common
market for non-military items. This means that nueas otherwise prohibited and
therefore unlawful, e.g. under the fundamentaldoees or the competition regime of
the TFEU, can be justified with reference to Aei@46 (1) (b) TFEU.

However, as with all derogations from the TFEU tise of this provision is limited. In

the leading judgment of Commission v. Spain (“SpanArms Exports”) the Court of

Justice clarified that Article 346 (1) (b) TFEU do@ot represent an automatic or

28

29

This is a general rule based on consistent caseolf the Court of Justice which applies to all
exemptions from the TFEU: Case C-222/B¥rguerite Johnston v Chief Constable of the Rajlater
Constabulary[1986] ECR 1651, [1986] 3 CMLR 240, at paragrajih 3ee also Case C-13/&A
Salgoil v Italian Ministry of Foreign Trad§l968] ECR 453, at 463, [1969] CMLR 181, at 1921 an
Case C-7/6&€ommission v Italy1968] ECR 633 at 644.

Council of the EU. Answer to written question 83#/01 by Bart Staes regarding the List of 15 April
1958 to which Article 296(1)(b) refers of 4 May 200
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categorical exclusion of armaments from the appticaof the TFEU*® As a derogation

it needs to be narrowly defined, because: “(i)frgvyarovision of Community law were
held to be subject of a general proviso, regardiéske specific requirements laid down
by the provisions of the Treaty, this might impiie binding nature of (Union) law and
its uniform application® Member States need to specifically invoke and tultisite the
exemption and prove that a situation justifying ute actually exist& Therefore the
judgment in Commission v. Spain clarified the nerrnaterpretation of Article 346 (1)
(b) TFEU, an interpretation reiterated in an Intetgtive Communication of the
Commissior® and recent CJEU case |&ivDespite this narrow interpretation, Member
State practice before and after the judgment in @@sion v. Spain reveals that the
authorities of many Member States, in ignoranceleffance of the relevant case law,
treat Article 346 (1) (b) TFEU as an automatic ategorical exclusion of armaments
from the regime of the Treafy. However, as with all exceptions they have to be
interpreted narrowly, they can only be used on set®/-case basis and are subject to
judicial review. Article 346 (1) (b) TFEU is [a degation] accommodating exceptional
circumstances not a provision categorically exelgdirms from the Treaty.

e Article 347 TFEU allows derogation in a number artcularly serious national
security situations including war, obliging Memb®tates to consult each other in
such cases on how to prevent negative effectsemtarnal market. Again, while the
Member State margin of discretion is probably thelest in the context of this

derogation, it still has to be interpreted narrgvdgn only be used on a case-by-case

%0 Case C-414/97, [1999] ECR I-5585, [2000] 2 CMLR 4

31 Case C-222/84Johnstonsupranote 22, at paragraph 26.

%2 See on the interpretation of Article 346 (1) THEU (then 296 (1) (b) EC Treaty) in detail Trybus,
Martin. (2002 ) The EC Treaty as an instrument ofdpean defence integration: judicial scrutiny of
defence and security excepticddesmmon Market Law Revie®®:1347-72.

% European Commission. (2006) Interpretative Coniation on the application of Article 296 of the
Treaty in the field of defence procurement. COM@QU 9. Brussels.

3 See the recent not yet reported series of cas#sming C-414/97Commissiorv. Spain C-372/05, C-
490/05, +C-141/07Commission/. Germany C-294/05,Commissiorny. SwedenC-38/06,Commission
v. Portugal C-284/06, Commissionv. Finland;, C-294/05, Commissionv. Greece C-461/05,
Commissiorv. Denmark C-239/06 and 387/0%0mmissiorv. Italy.

% Ibid.
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basis in highly exceptional cas&sand is subject to judicial reviet{.There is no
clarifying case law on the provisidh. Article 347 TFEU is a derogation
accommodating highly exceptional circumstances aoprovision categorically
excluding defence from the Treaty.

* Finally, Article 348 TFEU foresees a role for thenmamission and the Court of
Justice. The provision calls for consultations lesw the Commission and the
Member State in order to adjust the measures afiaw for the functioning of the
internal market including the market for militariens® It also provides that the
Commission and any Member States can bring theemditiectly before the Court of
Justice if they deem that another Member State sndkgproper use” of the powers
provided under Articles 346 and 347. In additidre Articles 258 and 259 TFEU on
infringement proceedings apply.

The use of these derogations forms part of thel lbgakground to the continued
fragmentation of the European defence industry. 20@6 Interpretative Communication
on Article 346 and the defence package aim to addiieis situation in a Union (old

Community) context’

C) The derogation in the merger control regulation: Ar21

For completeness sake let us add that Article 2b{4)he European merger control
regulation also provides a limited opportunity dember States to justify interference in
a transaction that has been or will be subject eonpetition scrutiny by the

% See in detail Trybus, Martin. (2004) At the batike between Community and Member State

competence: the triple-exceptional character ofchat297 EC. InEuropean Union Law for the 21st
Century: Defining the New Legal Ordexdited by T. Tridimas and P. Nebbia. Oxford: Hart

See in detail Ibid.and Tridimas, T. and P. Neb2804)European Union Law for the 21st Century:
Defining the New Legal OrdeOxford: Hart.

37

% Only the Advisory Opinion of AG Jacobs in C-120/@ommissiorv. Greece (“FYROM”)[1996] ECR
1-1513.

% Indeed Article 348 (1) must refer to the marketrhilitary goods, because it refers to measuresrea

by Articles 346 and 347. Such measures by defmitibArticle 346 (1) (b) do not adversely affeceth
competition in civil markets.

40" European Commission. Interpretative Communicabiorthe application of Article 296 of the Treaty in

the field of defence procurement. COM(2006)779.
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Commissiort Article 21(4) states that Member States are eutitb “take appropriate
measures to protect legitimate interests other thase taken into consideration by (the
ECMR) and compatible with the general principled ather provisions of Community
law”. However, unless these “legitimate interesfall within the narrowly defined
categories of public security, plurality of the naedr prudential rules, authorisation must

be requested from the Commission before takingna@gsures.

In conclusion, at this stage, any Member State oreasvhether legislation or golden
share, monitoring, controlling or otherwise regulgtforeign investment in EU defence
assets must comply with the conditions of one efdarogations laid down in the TFEU.
Under the case-law of the CJEU, derogations froengémeral rules of the Treaty have to
be narrowly construed, can only be used on a cgsm$e basis, and are subject to
varying intensities of judicial review. The exteresiand sometimes misguided use of
these derogations forms the legal background tocthr@inued fragmentation of the

European defence industry.

1.1.6 EU law allows for several European solutions

Let us now consider some of provisions of the Eaavptreaties that are relevant here.
First of all it should be noted that under new [gmns in the Lisbon Treaty security-
related objectives can now legitimately be pursumed only by intergovernmental
measures under the CFSP but also by policies caingcethe external action of the Union
under the TFEU. For our purposes this means tpatiey concerning the free movement
of capital between the Union and third countriesEdr measures under the Common
Commercial Policy may now pursue the objective afeguarding the security,
independence and integrity of the Union - which wpdo now been the sole preserve of
the CFSP. In the alternative, the rules on CDSP htniglso allow for an

intergovernmental approach.

In more detail the present legal situation is dgVes:

41" Council of the European Union. (2004) Council Ragion (EC) No 139/2004 of 20 January 2004 on
the control of concentrations between undertaktigess EC Merger Regulation).
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a) Art. 21 TEU extends the areas in which the Unionrcgursue security

policy objectives

Article 21(2) TEU lays down that the UnionsHall define and pursue common
policies...in order to safeguard its values, fundataleimterests, security, independence

and integrity” This provision is similar to the former ArticlelITEU.

Article 21(3) TEU adds that the Union shall pursssd security objectives “in the
different areas of the Union’s external action gedeby this Title and by Part V of the
TFEU and of the external aspects of its other pedic This provision is new under the
Lisbon Treaty. It means that the Union shall heoxtbfpursue security objectives in its
own right not only, as already before, in the ClB&Palso

* |n the Union’s external action defined in Part Vtheé TFEU, for instance in the

common commercial policy

« And with respect to the external aspects of itseotpolicies, for instance in
connection with the free movement of capital, te &xtent that the relation between

the Union and third countries is concerned.
This enhances the possibilities for the EU to a¢he security field.

Let us add for completeness sake that the protecfioational security has always been
and will remain the sole responsibility of the Mesni$tates. This fact has not only been
recognised in connection with the derogation inicdet 346 TFEU, but is now also
expressly mentioned in Article 4(2) TEU. Alreadyaprto the Lisbon Treaty the fact that
national security was the sole responsibility of tember States did not prevent the
Union from harmonising subjects linked to the sigwf the Member States. Under the
Lisbon Treaty the Union may still harmonise nationales while at the same time

pursuing also the objective of safeguarding theisigcof the European Union.

b) Art. 63, 64, 65 TFEU on the free movement of capitallow for

harmonisation

As mentioned above, Article 63 (1) TFEU prohibitksrastrictions on the movement of
capital between Member States and between Memhtrssind third countries.
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The security derogations discussed under the pis\neading above create the potential
for barriers to trade as Member States may legalioduce restrictions on the free
movement of capital and payments. These barrieidehithe free flow of investments in
defence assets. The EU mechanism to bring down bachers is harmonisation:
Harmonisation ensures that the laws of the Membs#te$ created to address the relevant
security concerns are harmonised in order to reduagedistortive effects on the internal

market.

The legal basis for the purposes of this Study ddd provided by Article 64(2) which
entitles the European Parliament and the Counaildiapt “measures” on the movement
of capital to or from third countries — but not it the EU — involving direct
investment. As mentioned, the Union could also ypeithe objective of safeguarding the
security of the Union and its Member States.

Let us add that according to the case-law of thEWCharmonisation is not permitted

where directly applicable Treaty provisions apply.

Given the fact that Article 63 has direct effecdahat Article 64 grants the power to
regulate certain issues with regard to third coasjrin this case to address security
issues, the scope of a Directive would be limiteditect investments originating in third
countries (not portfolio investments). An interpitate measure clarifying the
interpretation of Articles 346 TFEU with regardtte control of investment in strategic
defence assets originating in other EU Member Stateuld suffice in such

circumstances.

c) Art. 207 TFEU allows for CCP framework regulations

Moreover, the rules of the TFEU on the common corcrakpolicy, Articles 206 and
207 (2) TFEU provide the basis for a framework tatjon. The CCP constitutes external
action of the Union. Accordingly such regulation vk be limited to the external

dimension.

d) The CFSP rules of the TEU might allow for alternate solutions

The rules of the TEU would allow for certain commaneasures under the

intergovernmental method.
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Article 40 TEU is the conflict norm which delineataction under the TFEU from action
under the TEU. The interpretation of this artidesubject to judicial control by the CJEU
(Article 24(1) 2 TEU). The choice of either the T&FBr the TEU is thus not a matter for
discretion but subject to strict legal interpregati Article 40 TEU is less straightforward
than its predecessor, the former Article 47 TEW ds interpretation has not yet been

subject to any case law of the CJEU.
The following rules of the TEU would be of importan

e Pursuant to Article 25 b) ii TEU the Union shallnduct the CFSRnter alia by
adopting a decision defining positions to be takgrthe Union or by strengthening

systematic cooperation between Member States inahéuct of policy.

* Moreover pursuant to Article 29 TEU the Council Isla@opt decisions, which shall
define the approach of the Union to a particulattenaf a geographical or thematic

nature.

* These two provisions can be the bases of Councisides defining the approach of

the Union to subjects such as the legal treatmfetiéfence investments.

Moreover, Article 45 TEU constitutes the legal sasf the European Defence Agency
EDA. A Code of Conduct managed by the EDA would\kse provide an alternative

approach.

e) The internal market and competition rules compldtee legal context

The wider EU legal context includes the TFEU ruaghe freedom of establishment and
of services, Articles 49 et seq. and 52 et seq.UHRB addition to the internal market
regimes the TFEU seeks to reduce distortions &f é@mpetition through competition
law and the regulation of State aids whilst the geercontrol regulation provides a
specific legal instrument to permit effective camtof certain concentrations in terms of

their effect on the competition in the Union.

Articles 101 to 106 TFEU deal with the rules on patition. First, Article 101 (1) TFEU
prohibits agreements between undertakings, deasignassociations of undertakings
and concerted practices which prevent, restrictlistort competition and which may

affect trade between Member States. Second, thgemepntrol regulation deals with
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mergers, acquisitions and certain joint ventureswéen companies of a certain
worldwide turnover, to control the potential distee impact of these transactions on the
competition in the EU. Third, State aids are defineArticles 107 to 109 TFEU. Public

support constituting State aid may be in breachArtitle 107 EC if the measure distorts

or threatens competition and is capable of affgdtiade between Member States.

14 A European solution would be compatible with international law and

agreements

The Commission requested the study team to congidether the adoption of a common
mechanism monitoring foreign direct investment (FOle. investments from third
countries, in EU defence assets would be compatiltteinternational law. The common
mechanism could be based on the provisions of #eUlon the internal market and on
the common commercial polié9.Given that the mechanism would concern investments
in defence assets, Articles 346 and 347 TFEU onptissibility of Member States to
derogate from the Treaty in cases involving natiseaurity would have to be duly taken

into account.

Any common rules so adopted would have to compt witernational law which binds
the EU and its Member States. The main questiavhither the common mechanism —
which may have restrictive effects on such investisie— would comply with

international agreements requiring liberalisatibmgestment.

The international law to be looked at compriseparticular multilateral and plurilateral
agreements which have an impact on FDI and to wthehEuropean Union and the
Member States are parties. Moreover, bilateraletragreements concluded between
Member States and third countries will have todkemh into consideration.

2 |n particular the rules on the free movementagitl, Articles 63, 64(2) TFEU and on the common
commercial policy, Articles 206, 207(1) and (2) TW-&re relevant for present purposes.
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1.1.7 Multilateral/Plurilateral agreements

The main international trade agreements to whiehBbropean Union and all Member
States are contracting parties are the Generalefiggat on Tariffs and Trade (GATT),
the Agreement on Government Procurement (GPA)Geeral Agreement on Trade in
Services (GATS) and the Agreement on Trade-Relhtedstment Measures (TRIMS).
All of these agreements contain derogations sintibarArticles 346 and 347 TFEU

discussed above.

The General Agreement on Tariffs and Trade (GATT) applies only with respect to
measures concerning trade in goods and is thuplinaple to the present context. The
“national security exception” laid down in ArtichkeXl GATT is nevertheless of interest.
It effectively provides a possibility to derogat®rh the obligations entered into under
the GATT®, possibly justifying action taken by a WTO memlState who considers
such action necessary to protect iessential security interests with relation to war

materials, fissionable materials or measures takea time of war or emergenty*

The Agreement on Government Procurement (GPA)is a plurilateral agreement
binding only between its signatories within the WTKhis has included all EU Member
States as of 1 January 2007. It provides a setamfupement principles, which apply to
goods and services. It is therefore, like the GA@iily of indirect interest in the context
of FDI, but is nonetheless illustrative of the @iwg international stance. Similar to the
TFEU discussed under 4.2.1.2 above, armamentsudjecs to a special exemption.
According to Article XXIII GPA ”(n)othing in this Areement shall be construed to
prevent any Party from taking any action ... whithconsiders necessarfor the
protection of itsessential security interests relating to the procurement aofns,
ammunition or war materials, or to procuremielispensabldor national security or for

national defence purposes.” This provision is comipl@ to similar armaments

43 See, for example, Schloemann, Hannes, L. anch&tePhlhoff(1999) Constitutionalization and dispute
settlement in the WTO: National security as anassiucompetencJIL 424-51.

4 GATT. (1947) General Agreement on Tariffs and Era€Consolidated text.
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exemptions in the other WTO agreeméfitsloreover, Article XXIIl (1) GPA is not
applicable to those member States, which have direxcluded armaments in their
Annexes'® While the exemption would probably have to be Hjwadly invoked by the
member State in question and its use be reviewa b panels or the Appellate body,
such a case has not occurred yet. Hence its ietatfpn is difficult. The wording
“considers necessary” rather than “necessary” suggests tlwmbpared to other
exemptions in the GPA a different and more flexibtandard of review is intended,
probably only ruling against acts of abuse (bathjd/ However, the wordingessential
security interests” and the express referenceanms, ammunitions, and war material”,
and “procuremenindispensabldor national security or for national defence psgs”
clearly set limits to its us®. Nevertheless the provision let tode factocategorical
exemption of armaments from the GPA, not too defiferfrom the situation under Article
346 (1) (b) TFEU.

The General Agreement on Trade in Services (GATS)s a multilateral agreement
which applies to trade in services including finahservices and investments. The
agreement applies to measures by Members affeittidg in services, the Union being a
Member since 1995.

Article X1V of GATS refers specifically to securigxceptions and lays down that

1. Nothing in this Agreement shall be construed:t@arequire any Member to
furnish any information, the disclosure of whichcibnsiders contrary to its

4 See Article 73 Agreement on Trade Related Aspefctstellectual Property Rights (TRIPS): “Nothing
in this Agreement shall be construed [...] (b) touieg any contracting from taking any action whith i
considers necessary for the protection of it's misle security interests [...]” in addition to the
provisions in the GATT and GATS mentioned above beldw.

46 Arrowsmith, Sue. (2003povernment Procurement in the WT®ndon: Kluwer Law International..

4" Ibid. and Schloemann, Hannes L. and Stephan @&hl(ib999) Constitutionalization and dispute

settlement in the WTO: National security as anassticompetencéAmerican Journal of International
Law 93:424-51.

8 US International Trade Commission. (1979) 6 MTiNdEes, Agreements being negotiated at the MTN
in Geneva, prepared for the US Senate Committdéirmance, International Trade Subcommittee, 96th
Congress, 1st Session (Comm. Print 96/27, 197%8d ddy Reich, A. (1999) International Public
Procurement Law: The Evolution of International Regs on Public Purchasing. London: Kluwer Law
International.
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essential security interests, (b) to prevent anymider from taking any action
which it considers necessary for the protectiont®essential security interests:
(i) relating to the supply of services as carrieat directly or indirectly for the

purpose of provisioning a military establishmefit...

We submit that direct investments in strategic dedeassets fall within the scope of this
exception. The Union (as well as its Member States) rely on this exception when
taking measures considered necessary for the pimteof its/their essential security
interests, such as the “Options” discussed beldve question remains whether direct
investments in strategic defence assets can bdiedals ‘services carried out directly
or indirectly for the purpose of provisioning maliy establishments The European
defence related industries which produce or devidtptegic defence assets” necessary
in the event of a crisis are not “military estabiieents”. However, the terms “directly
and indirectly” are important. Foreign investmemigay be said to be services carried out
indirectly for the purpose of provisioning militapstablishments. Therefore the GATS

does not prevent an EU instrument either.

The Agreement on Trade-Related Investment Measures (TIRIs). affects all
WTO/GATT contracting parties, which includes ther@&pean Union and its Member
States and applies “to investment measures retatgdde in goods” (Art. 1). However,
we consider direct investments in shareholdingsadie investment measures related to
trade in goods, and accordingly not covered by Algeeement. Moreover, Article 3
TRIMs incorporates by reference all exceptions tasvn in GATT 1994 and therefore

offers the same derogations as noted above.

The OECD’sCode of Liberalisation of Capital Movementsthough not binding on the
EU, contains legally binding rules for most EU MembStates. It stipulates in
combination with the Code of Liberalisation of QGant Invisible Operations a
progressive, non-discriminatory liberalisation oépital movements, the right of

establishment and current invisible transactiongsfiy services). It covers among others

49 WTO. (1995) General Agreement on Trade in Seryiaeticle XIV bis.

Volume 1 of 2 48/287



EUROCON Final Report

the freedom of direct investment and portfolio istveent. Article 3 of the Code on
public order and security states:

“The provisions of this code shall not prevent anvMer from taking

action which it considers necessary for:

i) the maintenance of public order or the protetiof public health,

morals and safety;

i) the protection of its essential security intstse

i) the fulfilment of its obligations relating tmternational peace and
security"”.

Given that the Article is quite broadly formulatedd that it is not binding on the EU we

do not see that the Code would prevent an EU imsni for investment control.

1.1.8 Bilateral agreements

As to the question whether agreements concludedeleet Member States and third
countries may prevent the EU from adopting a commmchanism on FDI in the

defence area, the following considerations apply.

The Lisbon Treaty has amended the provisions ordh@non commercial policy (CCP)
laid down in part V TFEU on the external actiontibé Union. Articles 206 and 2007
TFEU as amended lay down that the CCP now inclubdes‘commercial aspects of
foreign direct investmeht This amendment is all the more important as urisigicle
3(1)e TFEU, the CCP forms part of the Union’s “emive” powers.

Accordingly, it is for the Union — and no longer fihne Member States — to conclude
agreements on the commercial aspects of FDI angtadocommon framework
implementing the CCP in accordance with Article @)7FEU. In other words, it has
exclusive power to negotiate FDI agreements on ceraial aspects in all sectors and to

adopt the appropriate legislatith.

% See Balan, Georges-Dian. (2008) The Common CouiaigPolicy under the Lisbon Treaty. Paper
presented at the Jean Monnet seminar, AdvanceddssuEuropean Law, 6 th session, April 20-27,
2008, Dubrovnik, Re-thinking the European Consgtituin an Enlarged European Union.; Bungenberg,
Mark (Ludwig-Maximilians University Munich, Faculty of Law) and available at
<www.asil.org/files/ielconferencepapers/bungentmity. pp.13-15. (2008) Centralizing European
BIT Making under the Lisbon Treaty, Paper (draftsien) to be presented at the 2008 Biennial Interes
Group Conference in Washington, D.C., November 33-1
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Given this distribution of tasks, we conclude thia-existing bilateral investment treaties
(BITs) of Member States are still applicable und#ernational law and, under the
Vienna convention on the law of the treaties, wagpldvail until terminated. However,
BITs can be expected to have a limited impact ommon measures adopted in
accordance with the provisions on the CCP, sinay ttypically have fairly broad

national security carve-outs.

In sum, investments in strategic defence assetsaapi this stage not to be subject to
liberalisation under the relevant multilateral gwaagreements. Nor does it appear that
bilateral agreements at the level of the MembeteStaestrict the competence of the
European Union to install a common monitoring schdon EU and non-EU investments

in European defence assets.

Let us add for completeness sake that external unegswhich are part of the Options
discussed in chapter 5 would sometimes includexpress reservation, i.e. that they have
been adopted and will be appliedvithout prejudice to existing international
obligations” of the European Union. This proviso has for examipten used in the
Directives concerning common rules for the elettiyriand gas sectors in connection with
third country control of certain energy infrasturets. We mention this Option without

however seeing an imperative need to use it ippthsent case.

1.1.9 The OECD discussions on FDI controls provide valuable input

Initiatives have been undertaken by the membershefOrganisation for Economic
Cooperation and Development (OECD) in the fieldooéign direct investment.

The OECD has paid particular attention to the pa#y protectionist aspects of

Government controls over FDI and their potentiaiggative effects on free trade. In
2006, the OECD established a forum for discussiontghis matter among its members as
well as non-member countries like Brazil, Chinas8la and South Africa. The central

focus has been on how Governments can “reconcéde thuty to safeguard essential
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security and other interests of their people wiid heed to protect and expand an open

investment systent™

The OECD has agreed certain key principles fordstablishment of national control
mechanisms and participants have agreed on cegtadance for investment policy
measures designed to safeguard national secuatiicipants in the OECD forum have
agreed that measures designed to safeguard nasenafity should be based on the

following principles®

* Non-discrimination * Regulatory proportionality
* Transparency/predictability » Essential security concerns
self-judging

» Caodification and publication

. L * Narrow focus.
e Prior notification

« Consultation * Appropriate expertise

» Procedural fairness and * Tailored responses
predictability « Last resort

» Disclosure of investment policy * Accountability
actions as a first step in assuring
accountability

These criteria provide valuable input for a Eurapsalution for the control of foreign

defence investments.

1.1.10 Lol mechanisms are no obstacle to EU action

The six Letter of Intent/Framework Agreement (L&/Fshort Lol) countries (France,
Germany, Italy, Spain, Sweden and United Kingdomayeh agreed to set up an
information and consultation mechanism regardind iRDheir defence industry, which
has, however, not yet been implemented. The “FramewAgreement Concerning
Measures to Facilitate the Restructuring and Ojpmerabf the European Defence
Industry” was signed on 37of July 2000 by the six countries and entered fotoe in

*L OECD. (2008) Eighth roundtable on freedom of itiwest, national security and "strategic" industries
Paris, France - 8 October 2008. Summary of disocosgprepared by the Secretariat. Paris: OECD.

52

. (2008) Freedom of investment, national saguand 'strategic’ industries. Progress Report by
the OECD Investment Committee.
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September 2003. The issue of the control of foreiyrestments is addressed in the
“Security of Supply” area and was further specifiadan Implementing Arrangement

adopted in December 2003.

Article 7 paragraph 1 of the Framework Agreemenaiénthe basis for the information

and consultation mechanism:

“To ensure the security of supply and other legiieninterests of the Parties on
whose territory the companies involved in the ntagiring are located and those
of any other Party who relies on those companiesit supply of Defence
Articles and Defence Services, the Parties shaikati in an effective and timely
manner on industrial issues arising from the restwiing of the European

defence industry®?

This procedure should be based on a prior notgge by the concerned company if the
latter intends to form a transnational defence camgpor if “any significant change
which may affect its situation” such as the passimgler direct or indirect foreign
control, or the abandonment, transfer or relocatbrpart or whole of key strategic
activities. As soon as a Government becomes awasaah a situation it should inform
the other Lol countries, who may then raise “argsomable concerns”. These will then
be considered “on their merit during any natioreuatory investigation” in a review
process “by the Parties where the transaction figgfor consideration according to their
own national laws and regulatiom$”Only in exceptional cases may one of the parties
retain “certain defined key strategic activitiessets and installations on national territory

for reasons of national security.

The Implementing Arrangement specifies the inforaratthat the parties agree to
exchange. Since it requires the cooperation ofrefeompanies the Governments agree

to “endeavour to obtain this information either mandatory or voluntary means,

3 Lol Countries. (2000) Framework Agreement.
> Ibid.
> |bid.
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depending on the national laws and regulationsuifficient time to allow consultation
with other involved Participants® To this end, the Implementing Arrangement provides
for the subscription of the companies to a “Cod@@Hctice for Restructuring” aimed at
being a consistent basis for the six Lol Partidse Tode is voluntary and is especially
foreseen for those Parties “who cannot obtain piigiormation from national

regulations™’

While an analysis of the implementation and apgbeaof the Lol mechanism would be
beyond the purview of this study, three observatia@rise from our stakeholder

consultation:

« First, none of the experts has expressed any cortbat these agreements could
prevent the establishment of an EU control mechanig FDI in the defence

industry.

e Second, although the Implementing Arrangement heisty be implemented, all
stakeholders have pointed to practical problemsisThot all defence companies are
happy to provide the required information, as itildocompromise commercial and
defence secrecy. Moreover, while the formulatiomhef Arrangement implies thati
Parties are informed and may raise their concenngtactice, information exchange
and consultation have occurred generally dnlaeral basis, e.g. during Armament
Committee meetings. Formal consultations have oedumostly between EU
Governments if defence firms of “their” countrieave been involved in the
transaction but not for cases involving a non-E\estor. For example, when Abu
Dhabi Mare acquired shares of the German ThyssgnKiMarine Systems, the
German desk officer advised his Swedish counterptotmally rather than through

the Lol process.

% Lol Countries - Defence Ministers. (2003) Implerieg Arrangement on security of supply pursuant to
the Framweork Agreement "Measures to facilitateréstructuring of the European defence industry".

" |bid. The latter sentence refers specifically talyl, who has also overseen the negotiation of this
Implementing Arrangement. For details on the Italegislation please see Country Report Italy.
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* Finally, it is our impression that such practicablems also arise because the
sharing of information and consultation is volugtaas no legal obligation to do so
was agreed upon. The Arrangement also leaves rooufifferent interpretations, for
example as to the exact scope of the agreemenlygbeand size of target companies
involved, the time period for informing and congudt with the other Parties etc. As
no central authority exists to clarify such issulsgthy negotiations would be
required. We also got the impression that in soases a Government might not wish
to share the information that a particular companyo be sold, in others it might
prefer to find a national rather than an EU or Bdhinvestor for reasons it wishes

not to reveal.

We wish the Commission to acknowledge that thessemiations are based on our
engagement with stakeholders focusing on the topithis study rather than the Lol
Implementing Arrangement on Security of Supply.y&tematic analysis of the strengths
and weaknesses and the challenges of the Sectifypply Implementing Arrangement

might yield important lessons for any measuressaged at EU level.
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2 CROSS-COUNTRY EXAMINATION OF NATIONAL CONTROL REGIMES

The following section presents the results of awss-country examination of national
control mechanism for strategic defence assetsants one of the three major pillars of
this Report. In line with the Proposal and thei&hiReport we have focused our analysis
on State ownership, special rights and on legaifaftdbr investment controls. However, in
our examination we will point to two other forms obntrol especially arrangements
between Governments and other shareholders, whectliseuss under the topic of State
ownership; and undertakings between the Governnagt the defence company

presented under the heading of special rights.

We start by discussing Government ownership andialipeghts with regard to defence
assets, before pointing to the variety of regulatoreans that Governments have to
control “their” national defence industry, promgias to distinguish between “indirect”
and “direct” legislation on investment control. Tleter takes the form of legislation

explicitly or implicitly concerned with control aftrategic defence assets.

2.1 Government ownership is still a significant means of control

By Government or public ownership we mean thatteonal or regional Government or
public body such as a holding or bank directlyratiriectly owns a part of the equity of a
company. Our examination shows that there are fslilf case study countries with
significant Government ownership of strategic deéeassets: France, Italy, Poland and

Spain.

In all cases the Government has set up specifidifgd to manage their shares and
responsibilities in industrial enterprises such Aagence des participations de I'Etat
(APE) in France, SEPI in Spain, or Bumar Group olaRd. In the latter country the
Ministry of National Defence also operates sigmifit defence industrial production
activities. However, this arrangement is an exoeptas in all other cases of Government
ownership, defence industrial development and ptolu activities are usually
organised in the form of corporations i.e. joirdcst companies.
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Table 2.1 shows the pattern of Government ownershgirategic defence assets in the

nine case study countries.

Table 2.1: Government ownership of defence comgahie

Country Companies under totgl/partial Nature of State ownership
State ownership structures

France * Nexter  100%
* SNPE * 100%
« DCNS  75%
» Safran  30%
* Thales o 27%
+ EADS * 15%

Germany No State ownership

Italy * Finmeccanica * 30,18 %

* Fintecna, which control§ < justunder 100%
99,35% of Fincantieri

* Avio

» Elettronica SpA * Finmeccanica (15%)

« Thales Alenia Space Italia | * Finmeccanica (31,33%)
* Telespazio * Finmeccanica (33%)

e Finmeccanica (67%)

« Joint Venture IVECO-Oto
Melara » Oto Melara (controlled by

Finmeccanica) holds 50%
* Fincantieri  (51%) and

e Orizzonte Sistemi Navali AESSTIEE (120

The Netherlands No State ownership

%8 |n this table the shareholdings of EU case stuayntries in defence companies are presented. @nly i
the case of Italy the shareholdings also includkréat shareholdings. We have decided to do so in
order to illustrate how the Italian Government ffeetively controlling the most significant strateg
defence assets. Thereby and in combination withvemgety of regulatory control instruments the
Government also has the power to control investmgnthese assets, despite the fact that Italynbas
specific legislation for the control of investmeirtghe defence sector.
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Table 2.1: Government ownership of defence comgaeientinued)

Country Companies under total/partial Nature of State ownership
State ownership structures
Poland Majority of armaments compani¢ * State Treasury (100%)

State controlled e.qg.

* Aviation & Radio-Electronics| « State Treasury (100%)
Capital Group (holding)

« Munition-Rocket-Armour capital| * Ministry of  National

group (holding) Defence (100%)
« Several overhaul-and-productio| ®* Ministry of  National
enterprises and units Defence (100%)
Spain + Navantia * SEPI (100%)
« INDRA » Caja Madrid (20%)
e EADS e SEPI5.4%
Sweden No State ownership

United Kingdom No State ownership

United States No State ownership

State ownership is still a prevalent means of aditig defence assets in four EU case
study countries, notably France, Italy, Spain andla®d, whilst Germany, the

Governments of the Netherlands, Sweden, the UK thadUnited States do not own
defence companies. In some countries, the defemgstries have traditionally been
privately owned (German, the Netherlands, Sweden|LS.) with the State stepping in
as an owner only in exceptional situations (for regke in Sweden in case of the
insolvency of the Nobel Group in the late 1980%).the case of the UK, defence
companies that were nationalised in the 1970s Brigsh Aerospace, Rolls-Royce and
some shipbuilders) were privatised in the 1980% UK has also privatised the larger
part of its Government defence research establistanselling its remaining stake in

QinetiQ in 2008.

Among the non-case study countries State ownerghipven more prevalent. For
example, in Greece and Finland the Government rsapisficant shares in large defence

companies. In Romania the Government still ownsiiB@ant parts of the defence
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industry despite first privatisation effortSThe situation is similar in Bulgaria, Hungary,
the Czech and Slovak Republics and Slov&hiecent attempts to sell the remaining
share of the Romanian aviation company IAR Brasothé long-term industrial partner
Eurocopter failed, as the Government demanded leehigrice, more cash contributions

and more extensive environmental investméhts.

In the four case study countries where the Govemoentinues to play an ownership
role, it does so with two different functions inndi On the one hand, there are assets for
which Governments are in principle willing to rejuish ownership (but not necessarily
control). Public ownership has in these cases enanoather than (security) policy
motivations and the companies might be privatiséthe conditions are right®? This is
the case notably in Poland where part of the defdinms are still owned and managed
by the Ministry of National Defence and other pants owned by the State Treasury; but
also in Spain, ltaly and France, where the Goventsnare in principle willing to
privatise parts of the naval shipbuilders Navdiamcantieri and DCNS respectively (in
France also the land armaments manufacturer NEXBBR ammunition company
SNPE) if the right conditions are in plae.

What the “right conditions” are considered to béfeds from country to country. It

comprises a mix of economic and political aspedtsus, the Spanish and French
Governments might opt for privatisation if it waarpof a wider European consolidation
in the case of Navantia and NEXTER respectivelg ttalian Government puts the
emphasis on the right market conditions. The ctiremonomic climate and budgetary
situation are found by some experts to be not fealda for a privatisation. These

companies can not be expected to become compfaigbte in the short-term. However,

¥ Information provided by the Romanian MoD and Bsaland FischerFortresses & icebergs: The

evolution of the Transatlantic defense market dnradinplications for U.S. national security policy

% Kogan, Eugene. (2005) European Union (EU) Enlasgerand its Consequences for Europe's defence

industries and markets. BICC Paper 40Bonn: Bonn International Centre for Conversion.

®1 Bijalos and FischelFortresses & icebergs: The evolution of the Tralesdic defense market and the

implications for U.S. national security policy
62 Government officials from France and Spain.

For additional information see the Country Reportd-rance, Italy and Spain.
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in general Governments can in these cases be expicfinally give up their shares and

ensure control by means other than ownership.

On the other hand, Governments maintain ownershmipjore precisely a shareholding,
in some defence assets mainly or exclusively dstority considerations. Examples of
this category comprise State ownership of Franeetdear production facilities, its share
in Safran, the French and Spanish Government'sdodiand direct shareholdings in
EADS, or the Italian Government's ownership of rolyga third of the shares of
Finmeccanica. State ownership in these casesdstdi¢he ability to oversee strategic
management decisions and to represent politicatests at board level. Hence, it can be

expected that Governments will hold on to theirehan these companies.

In addition to State shareholding, Governments ahes countries have entered into
special arrangemeftswith shareholders, which are subject to private lut the
possibility should not be ruled out that they migkpresent State measures. It is often
difficult to get public access to these agreementnd public information about their
content. The arrangements occur at the beginninpeofprivatisation or the merger of
State controlled companies and determine who thgeay is sold to. In such cases the
controlling shareholders are trusted, often nati@oanpanies, and the agreements will
normally concern disposal of shareholdings. AltHoedallenging such measures could
be difficult because it would have to be provent ttheese are State measure, such a
possibility should not be excluded. Hence, we imilefly review them here as additional

means to control strategic defence assets.

® The remarks by President Sarkozy on occasion eflahnch of the first Franco-Italian frigate are
indicative of such an attitude: “he [Sarkozy] wolldd pleased if a major industrial take a part ef th
shareholding of DCNS”. He added “we believe in Eheopean arms industry but not at any price: we
believe in it if our German friends want to workthvius like our Italian friends”. Sarcozy, Nicolas.
(2010) Discours a I'occasion du lancement de lgdes"Aquitaine” a Lorient.

85 “Action spécifiquéin French. For examples and a more extensiveudison see the Country Report on

France.
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On arrangements between the Government and otharsholders of defence

companies

Arrangements between the Government and sharebadeused by the French, German
and Spanish Governments with regard to EADS andhkbyFrench Government and
Dassault Aviation regarding Thales. As for EADS tBegeade Agreement, the
Participation Agreement, the Contractual Partnershgreement and the Agreement
between the French State and Daimler concern v&gouernance issues such as voting

rights and procedures, as well as the rights oflifierent Governments in EADS.

In the case of Thales the French Government anddb#sconsented in a Participation
Agreement on such issues as stable shareholdingslifoited period of time and on the
right of the French Government to cancel the amarent, should the control of Dassault
change in the futur¥. The Specific Convention between the French Govemninand

Alcatel/Lucent from 2006 was transferred to Dagssawhen the latter acquired the
formers’ shares in Thales in 2009. It stipulatetesufor the handling of sensitive
information, for the citizenships of Thales’ Boavtembers and of Dassault personnel
responsible for Thales, as well as the locationhef head office of the company. This
convention was motivated by the fact that citizénasn the United States could have

become members of the board of Thales due to thhgembetween Alcatel and Lucent.

2.2  Special rights are used in four EU countries

Finland, France, Italy and the UK use special sgBpecial rights are attached to one or
more shares, or classes of shares, and confes nigiuin the owner of the share — in our
case the Government — that are disproportionatelation to the equity they represent.
In part this is due to the historical developmehspecial rights. The UK was the first
country to introduce a “golden share” with specights anchored in law when
privatizing parts of its defence companies in t880s; meanwhile other Governments

notably the French have followed. With the switcbrmi ownership to special rights

% For more details see the Country Report on France.

7 For more details see the Country Report on Frangerticular Annex 5.
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Governments change the nature of their control deéence assets by selling off shares
of the equity of the defence firm, allowing privateinership and management of the
organisation but reserving specific rights with aetyto issues they wish to control.
Examples of powers attached to golden shares iachetio powers, especially against
takeovers, the right to block any one shareholdamfacquiring more than a specific
proportion of the equity, or to nominate memberstitd Board of Directors of the

company.

Special rights can be laid down in the company’siches of Association and can
moreover be anchored in national law. Special siglaid down in the Articles of
Association have been qualified as State measutes alia where the State in its
capacity as the legislature authorised the creatiadhe golden share within the company
(e.g. in case C-171/08 Commission v. Portugal [Ryait Telecom], paras 52-54) or
where the State acting in its capacity as a pudlithority, approved the Articles of
Association and the share in accordance with nakitagislation (e.g. in Case C-98/01
Commission v UK [BAA], para 48). In both cases,ythe@ve been considered as State
measures, given that the special powers were writieo the Articles of Association
when the State owned and controlled the company,State measures they have to
comply inter alia with the rules on the free movement of capitaliiods 63 et seq.

TFEU and are subject to judicial review by the €1%

As Table 2.2 shows, the use of special rights tortolling strategic defence assets is
limited to three of the nine case study countrigsince, Italy and the UK. In all three
cases the content of the special rights concemsasiissues — comprising the right to
control the shareholding structure, to appoint a-woting director, and to oppose
specific decisions — but variations occur with relg@ the specific characteristics.

8 See as to the ECJ case law on “golden shares” ©@a88%01Commission v UKECR(2003) 1-4641; C-
463/00Commission v SpalBCR(2003) 1-4581; C-483/98ommission v FrancBECR(2002) 1-4781; C-
112/05Commission v GermangCR(2007) 1-8995; Opinion AG of 2 December 2009eC&s171/08
Commission v Portug& CR(2010) 0000.
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Table 2.2: Special rights

Final Report

Country

Companies subject to
special rights
provision

Nature of special right

France

Thales

Special rights anchored in Decree N° ¢
190 of 4 March 1997 adopted in applicati
of Article 10 of Law N° 86-912 of 6 Augus
1986, as amended

» to control any increase beyond 10%

any direct or indirect holding in the

company;

» to appoint a representative of the Sta
as a non-voting director of the board;

= to oppose decisions with regard
specific assets.

)7 -
on

D

—

Germany

No special rights

Italy

Finmeccanica

Special rights anchored in Article 4.327
Act No 350 of 24 December 2003

= to veto acquisitions of shareholding
exceeding 3% of the equity;

= to appoint a non-voting member of th
board;

= to oppose agreements
shareholders representing more than
of the equity;

» to oppose any decisions to dissoly

S

among

3%

o

merge or split the company, or to
transfer its legal seat abroad, or fo
change the scope of its activities.

The Netherlands | No special rights

Poland No special rights

Spain No special rights

Sweden No special rights

* BAE Systems + Special rights vary between companies

United Kingdom

* VSEL

* Rolls Royce

e QinetiQ

» Devonport Dockyards
* Others

and are contained in the Articles ¢
Association

f

United States

No special rights
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In France the Articles of Association of Thalespde in Article 6 that the French State
holds a special share in the comp&hyhis golden share confers upon the French State
the rightinter alia to control any increase beyond 10 percent of amgctior indirect
holding in the company; appoint a representativéhefState as a non-voting director of

the board; and the right to oppose decisions veitjfard to specific assets.

In case of the Italian firm Finmeccanica the spewigts of the Government are slightly
more extensive. They comprise of the right to vatmuisitions of shareholdings
exceeding 3% of the equity; to appoint a non-votingmber of the board; to oppose
agreements among shareholders representing more¢h@a8% of the equity; to oppose
any decisions to dissolve, merge or split the compar to transfer its legal seat abroad,

or to change the scope of its activiti8s.

The UK has made use of special right provisionpas of the privatisation of defence
companies. The special rights are contained i\thieles of Association of the company
concerned. The golden share is held by the Depattmie Business, Innovation and
Skills (BIS) in the case of BAE Systems and Rolts/& and by the Ministry of Defence
(MoD) in the case of the other companies such asefi@. It is important to emphasise
that the special share does not give the Governdisgit management control over the

company concerned. For example,

* Foreign shareholding limits — foreign shareholdingts were introduced as part of
the privatisation of British Aerospace (now BAE f&yss) and Rolls-Royce. These
have been relaxed over time but there is still & 1Bnit on individual foreign
shareholdings in BAE Systems and Rolls-Royce. Agapes foreign shareholding has
risen above 50% in both companies at certain pairtiseir recent history;

» Disposals — the special shareholder has certamsrigith regard to consultation and

veto powers over the sale of the company and speafi assets and in some cases

% For details regarding the Articles of Associationd legal texts see Country Report France.

0 For details regarding the Articles of Associatiomd legal texts see Country Report Italy.
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has the option to purchase certain Strategic Assetsertain circumstances (for

example, in the case of QinetiQ);

* Nationality of directors — in the case of BAE Systeand Rolls-Royce, a simple
majority of the Board, including the Chief Execatiand any Executive Chairman
must be British;

e Compliance system — in the case of QinetiQ and ussaf the sensitivity of the
intellectual property and capabilities held by twenmpany, and the importance of its
advice and consultancy services for MoD remainigective and impartial, the
special share confers certain rights with regartheéomonitoring of the compliance

system established as part of its privatisafion.

The Governments of the remaining case study camttio not hold golden shares
(Germany, the Netherlands, Poland, Spain, Swedentla U.S.) to control strategic

defence assets.

As for the non-case study countries who respondetid survey, we could identify use
of special rights by the Government of Finland dontrol in a maintenance and support
company’? As for Romania the situation is not conclusivecsi the publicly available
information disagrees with the information providedus by the MoD. A publication in
the Romanian Journal of Economic Forecasting fr@d@82stated that “Romania has
limited, but not fully eliminated, the use of goidshare to affect strategic decisions of
firms”, without specifying the sectors in which sles shares were heftiin 2009 it was

reported that the Government held special rightight defence companiés.

™ For details see the Country Report on the UK.

2 For details see Appendix 2 in Volume 2 of thip&e.

3 Fay, Marianne, Donato De Rosa and Pauna Cal&%608) Product regulation in Romania: A

comparison with OECD countries. PartRlomanian Journal of Economic ForecastiBig-29.

" Bialos, J.P. and Fischer, C. (200@®rtresses & icebergs: The evolution of the Tralesuic defense
market and the implications for U.S. national sétyupolicy. Washington: Center for Transatlantic
Relations, The Johns Hopkins University and the. D&partment of Defence.
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Some Governments have chosen to adopt other camthalncing mechanisms, which
are not anchored in any law but rather based oerntelkdngs between the Government

and the defence company.

On undertakings between the Government and the deecompany

The undertakings considered here, are not the taldegs that form part of the
mitigation process. They are rather agreed asqgbdhe privatisation process between a
Government and a defence company and concern igpebifgations of the company
most often with regard to issues of governanceurggcof supply and security of
information. The particular forms in which theseemmnents are concluded vary from

country to country.

The French Government, for example, signed a “8&aliMissiles Contract” with EADS
providing it with the right to oppose certain démns regarding the missile business of
the company. In the case of Safran, the French ®ment agreed with the company to
obtain consent from the French authorities foraalet disposals concerning any nuclear
deterrence activity. Similarly, with MBDA to Frendhovernment agreed on measures

safeguarding the activities related to the airbaramelear component.

In Poland such undertakings are part of the psa#ibn agreement between the
Government and the investor and cannot — unlikenapany’s Articles of Associations —

be altered by the company’s shareholders.

The Spanish Government uses another type of clamgbke privatisation process. In the
case ofSanta Barbara Sistemar example, it had decided with General Dynantineg
the MoD could for five years investigate the wayvatisation agreements were

implemented in terms of workload and the retainnoénéchnologies on the Spanish soil.

As mentioned above, though it might be difficultpve that these measures are State

measures, they are not in themselves immune t@ lobiallenged.
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2.3 National regulation of control varies significantly across EU countries

2.3.1 Governments have multiple regulatory means of control

Our examination of the nine case study countriesvshthat the Governments of these
countries have a variety of means for the contral @anfluence of “their” domestic
defence industry. These instruments are groundetie@rspecific characteristics of the

defence industry and market.

In our interviews we often found that the topic Sthte control of defence assets and
especially the issue of investment controls wascoosidered as a top-priority issue by
stakeholders from Government or industry. A magason was control by Governments
has to be considered as the result of the combmati all the regulatory instruments at
their disposal. It is, hence, not surprising thang experts feel that their Governments

have sufficient sway over strategic defence assets.

Principally we can distinguish three broad catezgpmf regulation that can affect the
decisions of investors in defence assets: finammcigconomic regulation, legislation that
indirectly or directly influences investment deorss and specific investment control

legislation.

1. As for the financial and economic regulation itfm#fs here to point out that the
monopsony position of the Government and the pdweshift considerable orders
away from one supplier to another, help to detessiie unfriendly acquisition of
domestic companies. Defence procurement policidsding R&T contracts for new

defence systems can be regarded as a similar roéaostrol.

2. In addition, national legislation shaping policiesth regard to secrecy, access to
production facilities and the provision of securifgarances for company personnel
represents another important means of controllnhost all countries companies need

to register or even obtain a permit if they wantlévelop, manufacture or sell arfiis.

> Similarly, some Governments restrict the boaranimership to individuals with certain characteristic
in Sweden only natural persons who are domiciletliarAustria those who are nationals can be elected
to the management board. The UK too, can includé provisions in mitigation requirements.
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Especially in case of exports, companies requilieesmse for every single business
transaction — until the full implementation of theansfer Directive also for intra-EU
transfers. The possibility to deny such permissiang licenses presents a powerful
tool in the hands of Governments to make an investranattractive and thereby to
control the domestic defence assets. Given thdethslation is not directly aiming at
investments but affect expectations of investokgertbeless, albeit indirectly we will

call them here “indirect” regulatory means of inwvesnt control.

3. Finally, there is legislation explicitly dedicatead the control of investments in
strategic defence assets. We will refer to thisslagon as “direct” means of

investment control.
Three countries have only indirect investment adnrgulations:

* The Netherlands is generally considered to be gpgn to foreign investors and this

openness also applies to their defence industry.

* In Poland the majority of defence firms are stitaté owned and thereby State
controlled. The Government is not so much eagecatrol but rather to attract
foreign investments to successfully privatise armai® companies. Hence, the

country has no direct national investment congldlation’®

» Italy requires armaments firms to register with kiaistry of Defence, albeit without
any powers of the latter to control or restrictnther their ownership structure.
Currently, no information as for the ownership staue is requested for the entry in
the Register. Should information on ownership $tmec be requested in the future

Government still would have a better monitoringtbé sector but still lack the

® The Act on Special Powers of the Treasury anit fheercise in Companies of Special Importance for
Public Order or Public Security from June 3, 20080l was subject to EC infringement procedure was
replaced on March 18, 2010 (in force from April 2010) by The Act on Special Powers of the
Treasury and their Exercise in Companies of Eleityri Oil and Gas sectors. The new bill has a
narrower scope of application, and covers the gnerfated sectors and those companies which own
the infrastructures considered as critical by thengetent national authorities. It explicitly exchat
defence companies to be covered by state’s spemvetrs. Any future steps aimed at expansion of the
act would therefore require the full parliamentargcedure for amending the bill.
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legislative power to amend or ban investméhtslowever, as mentioned above,
approximately 80% of the Italian defence industsy under the wing of State
controlled firms — Finmeccanica and Fincantierinde only the remaining 20% can

currently not be monitored.

Six out of the nine case study countries — Fra@amany, Spain, Sweden, the UK and
the U.S.), as well as Finland — have in additionnirect regulation also regulation

specifically directed at the control of investmeintstrategic defence assets.

Table 2.3: Case study countries and their natimvalstment control regulation

Countries with only indirect investment Countries with indirect and direct
control regulation investment control regulation

1. The Netherlands France
2. Poland

3. ltaly

Finland
Germany

Spain

Sweden

United Kingdom
United States

N o gk~ wDnN e

Two qualifications are in order: Among the 19 n@se study countries only Finland and
Greece have direct defence investment control llEga. While we received and could
find publicly available information about the Fihigegislation this was not the case for
Greece. Hence, only Finland will be considered appately in the analysis of countries

with national control legislatioff

" The only tool that is currently available to aggquthis kind of information is suggested in the Lol
Implementing Arrangement on Security of Supply.

8 The Greek authorities did not respond to our tiesaire requesting information about the exiséenc

and character of national investment control legish. The Greek defence industry association
reported that no such legislation exists specifictdr the defence sector. However, since 2008 the
Commission contests the Greek Law on investmerstriategic companies (Law 3631/2008) which
provides for an ex-ante authorisation system, aliogrto which the acquisition of voting rights by
shareholders other than the State is limited to,209tess prior approval has been granted by thez-Int
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In the following we will examine in more detail thegislation that has specifically been
adopted and is directly applied for the purposeaitrolling investments in strategic
defence assets. Hence, our analysis will in moséssaif not otherwise mentioned, be
restricted to the six case study countries witleaitnvestment control legislation and to

Finland.

2.3.2 Direct investment control legislation varies along several dimensions

The following discussion compares the legislativeeans of investment controls
according to twelve different dimensions: (a) nosicof “strategic defence asset”; (b)
purpose of legislation; (c) notion of “national saty interests”; (d) European dimension
in the definition of “national security interestgg) investors falling under the legislation;
(f) threshold triggering a review; (g) authoritysponsible for the review process; (h)
need for a notification; (i) review process and aliian; (j) assessment criteria; (k)
possible outcomes of the review; (j) obligatiorptdlish the decision and possibility for

an appeal against the decision.

a) Notions of “strategic defence asset” differ consrdbly

Our analysis of the case study and non-case stodgtiies shows that the notion of
which assets and investments should be scrutinviagds considerably from country to
country. It includes not only strategic defence aedence-related assets but — after
legislative changes in recent years — in some c@snalso other sensitive assets. The
differing legislation and practice imply that toetlextent that Member States rely on

Article 346, they do so in a heterogeneous andransparent manner.

In principle, national legislation deals with tiésue in two different ways:

ministerial Privatization Committee. Moreover, ifopides for an ex-post approval system, according t
which certain important corporate decisions as wadl certain decisions concerning specific
management matters need, for their validity, thereyal of the Minister of Economy and Finance. For
further details on Finland and Greece see AppeaidixVolume 2 of the Report.
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« Either the laws specify the activities related @stain products (France, Spain and
Sweden, as well as Finland and Germany in the odstheir defence-related

regimée®) or the sectors (France) that are subject to obatr

» the legislation stipulates general rules as to tmdetermine the investments that are
to be scrutinised. Thus the UK merger rules spebiy any investments falling under
the merger regulation affecting the “public intétex defence contractdi$holding
secret information might become subject of contregardless of the activities or

products that the target company produces.

The Finnish and German control legislation comhime complementary sets of control
rules: one addressing all non-national investord another applying to domestic
producers of strategic defence assets. The lattedefined in Germany by the German
War Weapons List and in Finland by reference tar thetivities and products. This is the

“defence-related” regime.

A second set of rules in Finland and Germany appbenon-European Economic Area
(EEA) investors and — in principle — to the enta@onomy for reasons of “important
national interests” (Finland) or “public order amseécurity” (Germany). In practice,
however, Government experts stated that this ksl is used only for “rare and
isolated cases” without further specifying how theases are selected. This set of rules
will be referred to as the “security-related” reginUnless expressly specified, we will

below discuss the defence-related regime.

Based on our analysis of the legislation we sugtestfollowing distinction of three
different types of strategic assets i.e. assets d@na subject to investment control
legislation: “strategic defence assets”, “deferslated assets” and “sensitive assets”.

" For a qualification in the case of Germany see paragraph.

8 Also the French legislation provides for the c#sa any company that is a contractor of the MoD
might become subject of investment controls.
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« We will below consider as strategic defence adbetse included in the 1958 list of
the arms, munitions and war materiel referred tariicle 346 (2)®* None of the case
study countries under investigation defines thaomobf “strategic defence assets”
with reference to this li$f All Governments explicitly refer in their legisian to
defence industrial activities or products (Swedgpain, France, Germany, U.S.) or
imply the defence sector by reference to “natisedurity interests” (UK). Hence,
the defence industry is at the core of those agbatsare potentially shielded from

foreign investments.

* In addition there are defence-related assets, wdreleither specifically mentioned in
national laws such as cryptography, IT securitgatellite control (Germany, France,
U.S.); or which are defence contractors (Frarnmel holding secret information
(UK). Strategic defence assets and defence-relasgseéts will be referred to as

“defence assets”.

* Finally, there are other sensitive assets, usedthHer production or delivery of
potentially any activity, which might either toualpon the “public order and
security” (Germany) or “important national intes€s{Finland). Similarly, in other
countries sectors that are not linked to the defeasrcpublic security of the country
can be subject to investment controls such as gagl France or certain means of
transportation in Polarid. In the case of the United States the 2007 Foreign
Investment & National Security Act (FINSA) addedantactors that CFIUS should
consider in its analysis of national security sashthe effect of the investment on
U.S. critical infrastructure and on U.S. criticathnologies or whether the transaction

is “a foreign Government-controlled transaction”

8. Council of the EU. Answer to written question &3#/01 by Bart Staes regarding the List of 15 April

1958 to which Article 296(1)(b) refers of 4 May 200

8 A recent attempt by the German aerospace indastspciation to determine the “strategic defence

industrial capabilities” led to a rather compreheadist of existing industrial assets.

8 It should be noted that to the extent that tisesors have not been excluded yet, it is likeit they

will be in the future by any settlement with ther@aission.
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Figure 2.1: Model of “strategic assets”

.~ DEFENCE- .
.~ RELATED assets
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DEFENCE assets & cryptology, IT security, listed “\ SENSITIVE ASSETS
Defence assets defined inlaws (G, F, U.S.)
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of assets . and security technology but’ gambling (F)

also “European strategi(;/
. defence assets” (F) -’

The national notion of “strategic assets” has b@dended in recent years in some case
study countries. The most obvious example is Geymath a change of the law in 2009
to include potentially any firm in the economy ahe United States. In France, on the
other hand, the sectors that fall under controlvigion had to be clarified more

specifically following a ruling by the CJEU in 2005 Eglise de scientology*

Figure 2.1 reflects the fact that Article 346 with reference to the “1958 list” would

allow Governments to control investments in stratedefence assets only and not
investments in the other kinds of assets and onfleu certain conditions and not as a
general rule. However, the figure also indicatedt for the Member States the types of
defence assets to be protected under national oulpsactices includes defence-related
and other sensitive assets and is incongruent thithlist and is moreover subject to

change over time.

8 Case C-54/9%glise de scientology
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As for defence-related assets — many of which ditlaxist back 1958 and were not
included in the aforementioned list — the EU legjist has accepted that the 1958 list has
to be interpreted in “a broad way in the lighttbe evolving character of technology,
procurement policies and military requirements \whiead to the development of new
types of [defence] equipmenf®.The EU legislator insists, however, that suchilliiy

is only appropriate “provided that the equipmenspegcificallydesigned or adapted for
military purposes” (our emphasi¥).Should Member States control FDI in defence-
related assets the legitimacy of the (implicit) laggtion of Article 346 cannot be

automatically be assumed.

Our analysis shows that national legislation ondbetrol of FDI varies considerably as
to the types of assets that are scrutinised and tkiealegislation of some countries
(France, Germany and the UK) includes in principle control of assets, which are not
products referred to in Article 346 (2) and accogtly not covered by this derogation.
Provided that the relevant conditions are fulfilléegislation of this kind may
nevertheless be justified on the basis of otheriputrder and security derogations
contained in the Treaties such as Article 65 TFEU.

The existence of substantial differences in paiicwith regard to the scope of national
control legislation and administrative practicegpiies that Member States relying on
Article 346 TFEU and other Treaty-based derogatiams likely to do so in a
heterogeneous manner. As a result of these digzatihe segment of the national
economies that national measures are designeddtety” varies considerably across the
EU¥

8 Council of the European Union and European Radiat. (2009) Directive 2009/81/EC of 13 July 2009
on the coordination of procedures for the awardesfain works contracts, supply contracts and servi
contracts by contracting authorities or entitiesthie fields of defence and security, and amending
Directives 2004/17/EC and 2004/18/BQJ L 216:76-136.

% Ibid.

8" For example, we found thae factothe French control legislation is applied alsowteat is called

“European strategic defence assets”, to dual-usbntdogy and to security technology. These
distinctions are not referred to in the legal tewt rather in practice. Interviews with official®om the
French MoD, Paris April 2010. The French White Radlects similar notions in the discussion of
“three circles of [defence] industrial policy”: matal, European and world-wide.
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Moreover, in face of the fact that all Governmebig the UK do publicise neither the
opening of a case nor the final decision, means tthey do not (need to) explicitly
invoke Article 346 for the control of an intendedrtsaction. Thus it remains unclear
under what exact conditions these Member Statesndéenecessary to control an
investment and when not. It has to be doubted shah a nontransparent practice is

compatible with a proper exercise of the retainghts under Article 346 TEU.

Such a heterogeneous and nontransparent practigavestment control is neither
conducive to forming a level playing field in theiBpean defence industry nor does it
contribute to establish a common investment regengituation that is likely to present

an impediment for third country investors.

b)  Purpose of legislation is to safeguard public angcsirity interests

The purpose of most direct investment control lagien is to safeguard public security
or other legitimate public interests. We say “mdsttause not all countries employ this
kind of language but refer to these purposes omlyintplication. The legal texts of
France, Finland, Germany, Spain, the UK and the t&htion the goal of “security” and
some sort of public security interest. The Swedksgjislation implies that its application
has to serve a public interest, namely to be ia inth Swedish defence and security

policy and not to contradict the foreign policytbé country.

Our analysis refers to the formulation of the l&gien only. The purpose of the direct
investment legislation has, however, to be seemwider context. For example, it has to
be viewed in relation to other stipulations of the such as the criteria that authorities
should use in order to assess the cases undemreNieaddition, the wider political

practice has to be taken into account. For exanmplBpain and France the legislation is
considered by some experts to provide the Goverharemadditional bargaining chip in

their negotiations with foreign investors and EUtpar Governments that might be used
to gain concessions. We will return to this aspecour assessment of the current

situation from a European perspective further baloger (c).
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c) Notion of “national security interests” is very bimly defined

The exact meaning of “public interest”, “nationacarity interests” remains in most
cases unspecified. The Swedish legislation singfigrs in the broadest possible sense to

“security policy and defence policy reasofi”.

The UK Enterprise Act (2002) provides for the Seamgof State for Business Innovation
and Skills to serve a “European intervention ndétioeprotect legitimate interests under
Article 21(3) of the ECMR. National security is sgeed as a legitimate interest under
the Enterprise Act. Chapter 2, 58 (2) of the EmisepAct defines “national security” to

include public security and “public security” hdmetsame meaning as in Article 21(3) of
the ECMR. The Act also provides for an exceptiaakgory of mergers which can be
referred on public interest consideration grounaly ¢‘special merger situation”). These
are mergers involving a Government contractor (pagiresent) who holds confidential
material related to defence — so triggering thesmeration of national security — but
who does not meet the normal qualifying threshoédating to turnover or the share of
supply®® The Enterprise Act 59(9) makes clear that “deferftas the same meaning as
in section 2 of the Official Secrets Act 1989 (@ind “Government contractor” includes
any sub-contractor of a Government contractor, sarbscontractor of that sub-contractor
and any other sub-contractor in a chain of subrectdrs which begins with the sub-

contractor of the Government contractor.

Spanish legislation includes next to “public ordarid “public security” also “public
health”®® German legislation refers to the goals of preventia disturbance of the

peaceful coexistence between nations”, or “a mdignuption of the foreign relations” as

8 Swedish Ministry of Foreign Affairs. (2000) The INary Equipment Act (1992:1300). With
amendments up to and including SFS 2000:1248 (SWetiode of Statues, unofficial translation from
the Ministry of Foreign Affairs).

8 The provisions of the Enterprise Act mean that,nbrmal circumstances, mergers can only be

considered by the UK competition authorities if taenover in the UK of the enterprise being taken
over exceeds £70m or the merger creates or in@@a6% share in a market for goods or services in
the UK or a substantial part of it.

% Spanish Government. (1999) Royal Decree 664/199%pril 23, on Foreign Investments (Real

Decreto 664/1999, de 23 de abiril, sobre inversienésriores).
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well as to “military security precautions” of theuntry’* but also specify that altogether

the restrictions are to guarantee Germany’s “eidesgcurity interests”.

The French notion of “national security” is refledtin the following statement: “The
national security strategy is aiming at identifyialy kinds of threats and risks likely to
impact the life of the Nation, especially regardprtection of population, integrity of
territory and sustainability of the institutions tbie Republic, and to find the appropriate
answers to be provided by the authorities. All plblic policies contribute to national
security. The defence policy is aiming at ensuthmgintegrity of territory and protection
of the population against armed aggressions. Itritartes to fight against other threats
likely to affect national security. It is the cudian of alliances, treaties and international

agreements®?

In Finland the notion of national security refeocs“{1) securing national defence; (2)
preventing such serious economic, social or enwi@mtal sectoral or geographic
troubles as are likely to be permanent, and (3¢gairding public order and the

population's safety and healt}{".

In the case of the United States, the definitionaifonal security used by the Committee
on Foreign Investment in the United States (CFI¥S)ery broad indeed and the U.S.
note that: “Ultimately, under section 721 (of theefénse Production Act) and the
Constitution the judgment as to whether a transacthreatens national security rests
within the President’s discretion”.

1 Bundesministerium der Justiz. (2009) AuBenwirtésigesetz in der Fassung der Bekanntmachung vom

27. Mai 2009 (BGBI. | S. 1150), das durch die Vdramg vom 17. Dezember 2009 (BAnz. 2009,
4573) geéndert worden ist.

%2 bid.

% Gouvernement de France. (2009) Code de la défamsele L1111-1, Modifié par LOI n°2009-928 du
29 juillet 2009 - art. 5.

% Ministry of Trade and Industry of the Republicifiland. (1992) Act on the monitoring of foreigriers

corporate acquisitions in Finland (1612/1992; anmescks up to 623/1999 included).
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d) “National security (interest)” is largely defined ithout an EU reference

Formally, the notions of ,national security intefesr ,public interests” are understood
in national terms without any reference to a Euappdimension but in two cas®s:
German legislation differentiates between investiém the defence industry and other
strategic sectors. Control of investments into ldtéer aims at protecting the “public
order and security of the Federal Republic of Gewynaithin the meaning of Articles 46
and 58(1) EC Treaty“ (now Articles 52 and 65(1) THEIn the UK, as mentioned
above, Chapter 2, 58 (2) of the Enterprise Actriefi“national security” to include
public security and “public security” has the sameaning as in Article 21(3) of the
ECMR.

While the formal reference to a European text beth legislation apart from that of all
other countries, this can hardly be regarded asngdd European dimension to the
national security interest because the conceptserorthe public order and security of
the Member State in question and not that of dthember States or of the Union.

e) Direct legislation of most countries applies to norational investors

This criterion of analysis compares which typesnokstors are subjected to control: all

investors, only non-national investors, only non-iBiestors.

* |n Sweden and UK no distinction is made betweeneaktit, EU and non-EU entities

i.e. any obligations equally apply to all investors

» Legislation specifically designed to control fomreignvestment in defence assets
usually distinguishes between national and nomnatiinvestors, i.e. investors that
are located outside the country, subjecting ordydactions intended by the latter

group to control (France, Germany, Spain, the U%.)

% While we focus here on the formal aspects, tlaetjmal side of this problem is discusses belo@.at

% The German wider security regime applies onlyrton-EU” investors. It moreover treats investors
from the EEA countries like EU investors. Giventte&A = EU + Liechtenstein, Iceland and Norway,
that regime applies only to non EEA investors. 8&eCountry Reports on France and Germany for
further details.
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f)  Threshold triggering a review varies regarding irwitor and size of

indicator

This criterion considers the minimal size of theastment, measured in terms of shares
of equity or the voting rights, that triggers a toh As for this dimension too, the

national legislations differ widely.

* In Spain, Sweden and the U.S. all changes in theeoship of equity and the voting
rights need to be notified.

* In Germany an investment has to be notified to @utibs in case the transaction
leads to an acquisition of 25% of the voting rigbtghe target company. In France
transactions of non-EEA investors are controlledase they acquire sufficient shares
that would allow them to block any decision (33,8%the voting rights in a French
“société anonynig of a French defence firm or of a French firmrfra “strategic
sector”. While investors do not have the controlkerothe company they can
effectively paralyze its business. By contrast,estments from EEA countries are
only reviewed if they would lead to the acquisitioh a controlling stake in the

French company.

* While in the UK such changes do not need to befiadti they can prompt an
examination if they fall under the merger regulatiMergers can only be considered
(a) if the turnover in the UK of the enterprisergetaken over exceeds £70m or the
merger creates or increases a 25% share in a nfarkgbods or services in the UK
or a substantial part of it; or (b) if the transactinvolves a Government contractor

(past or present) who holds confidential mateg#dted to defenc¥.

g) In most countries the Ministry of Economy is respsible for the review

The dimension of which department in the Governmentested with the authority to
oversee the control of FDI shows the highest conafiignacross countries: in all

countries it is the Ministry dealing with econonaad trade matters are in charge of

7 Office of Public Sector Information. (2002) Entése Act 2002.
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investigating the control of foreign investmentfieTMinistry will in any event consult
with the Ministry of Defence on investments in defe-related companies and with other

Ministries in case of investments in other sectlmsmed of strategic importance.

While the Ministry concerned with economic and &adatters (henceforth “Ministry of
Economy”) is in all EU case study countries resgliasto oversee or conduct the
review’®, the authority to adopt a binding decision liessome cases not with the
Ministry but with the entire Government (Francea®p Sweden, Finland for restrictive
decisions, Germany for restrictive decisions comicgy security-related investments) or

the President (in exceptional cases in the U.S.).

In the UK, it is the Secretary of State for Busgdanovation and Skills who has power
to intervene under the Enterprise Act (2002) by mseaf serving an intervention notice
on the Office of Fair Trading (OFT). The OFT contdudhe review seeking

representations from the Ministry of Defence arfteointerested parties.

In the United States, the Department of the Trgamuthe chair of the Committee on
Foreign Investment in the United States. Under20@7 FINSA, the Secretary of the
Treasury can (and in practice does) appoint adgaemcy to conduct the review. The lead
agency in the case of defence industry transactiolde the Department of Defense
and in the case of critical infrastructure may e tDepartment of Commerce
(telecommunications); the Department of Energy ep&tment of Homeland Security.
The Director of National Intelligence is also chedgwith undertaking a review of all
transactions that fall under CFIUS scrutiny. At H#ane time, other agencies who are part
of CFIUS may also undertake reviews if they so cleodAt the same time, under the
FOCI process, a review is undertaken by the Demartnof Defense and led by the

Department of Defense — Defense Security Service.

% In Finland the Ministry of Economy only oversessnflefence transactions, while the Ministry of
Defence oversees defence transactions.
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h)  Almost all countries require notification of the tended investment

I n all countries with legislative means for invesit control but the UK and (formally at
least if not in practice) the United States theester has to notify the transaction to the

authorities”®

In France, Spain and Sweden the investment ha® toobfied before the transaction
takes place, as investors have to seek approwaitam a permit from the authorities for
the transaction to go ahead. Consequently, theréatb notify a transaction can result in
a fine and may even be considered a criminal of¢Rsance, Sweden). Practice in Spain
suggests that the authorities deal with such issatéer pragmatically, as the investment
of the 3i Venture Capital fund in Tecnobit in 1988ows'® In Germany, notification is
obligatory under the defence-related system anddhbas made within three months from

the conclusion of the contrat

In the United States, formally the CFIUS processvaduntary but in practice it is
effectively mandatory for foreign acquisitions imwiag companies that hold security

clearances or are engaged in critical infrastrectur

In the UK no notification is required and the autties have three and six months
respectively from the conclusion of the contracpoblic offer to initiate proceeding$?

However, as mentioned, upon receipt of a voluntang complete application, the
authority has only two months to open proceedingsthe absence of which the

transaction is deemed to be cleared.

% In the case of Germany only defence-related imvests have to be notified. In the case of security-
related investments the authorities have three Imsofrom the contract or the public offer to open
proceedings. See the Country Report on Germany.

19 For details see the Country Report on Spain.

191 No notification is required under the German siguelated regime. For details see the Country
Report on Germany.

192 The OFT usually issues a decision within one mo&te GAOForeign investment. Laws and Policies
Regulating Foreign Investment in 10 Countries. Repm the Honorable Richard Shelby, Ranking
Member, Committee on Banking, Housing, and Urbdaisf U.S. Senate. GAO-08-320
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While all countries but the UK require the investor notify the transaction to the
authorities, there are some differences as to taeteobligations of the investd® In

France, Spain and Sweden the investment has totiied beforethe transaction takes
place, as investors have to seek approval or oltgarmit from the authorities for the
transaction to go ahead. In Finland and Germanlyoaities have to be informed about

the investment within one and three months respalyti

) Review process: similar phases with different duost

The review process and duration differs from coumdr country, though the essential
steps are similar. Once a review has been annoutfeeadnvestor is required to submit
specific documents to the Government. When all dwus have been completely
submitted to the authorities, the latter have halise the review and respond within a
period of several months (within one month in Gemwnhainder the defence related
regime; two months in France; six months in the UlK)all countries but Sweden the
transaction will be considered automatically asraped if the authorities have not

responded within the prescribed period of time.

j)  Assessment criteria focus on legislative purposesd aat times at

additional aspects

(Intended) transactions are assessed in all cesnés to whether they jeopardise the
purpose for which the legislation was put in place,whether they affect the security or
public interests or the public order. In Franceltve specifies as criteria the preservation
of sustainability of activities, of industrial capies, of capacities for research and
development or associated know-how, security opgugnd the execution of contractual

obligations of the enterprise.

In practice Governments emphasise additional aspespecially the security of supply

(France, UK and Germany). In Spain authorities sss$ke effects on public order and

193 1n the case of Germany only defence-related imvests have to be notified. In the case of security-
related investments the authorities have three Imsofrom the contract or the public offer to open
proceedings. See the Country Report on Germany.
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health but aim at responding to national industpalicy need (e.g. to maximise the
offsets in case of foreign takeover). In Swedeis reviewed whether the transaction is
in line with Swedish security and defence poliay.practice this formulation includes
defence industrial collaboration in support of Sex®d military cooperation.

The United States uses a broad definition of gratsector that covers “national
security” and the 2007 FINSA expanded factors tocbmesidered to formally include
critical infrastructure for the first time. FINSAak expanded the list of factors to be
considered by CFIUS in determining whether a predosansaction threatens U.S.

national security. The new factors include:
« The effect on U.S. critical infrastructure , indiogl major energy assets;
« The effect on U.S. critical technologies;
e Whether the transaction is “a foreign Governmemttadled transaction”;

* Adherence of the country in which the foreign pargolocated to non-proliferation
control regimes, its cooperation in counter-teswriefforts and the adequacy of its

national export control laws and regulations;
* Long-term U.S. requirements for energy and othitical resources and material;
* Any other factors the President or CFIUS determtndse appropriate.

In Finland the authorities have to establish whethe acquisition jeopardises “important
national interests” specified as (1) securing matialefence; (2) preventing such serious
economic, social or environmental sectoral or gaplgic troubles as are likely to be

permanent, (3) safeguarding public order safetyreaadth.

k)  Practically similar possible outcomes of the reviawall countries

While in principle there are four possible outcomefs a review procedure — a

Government can not oppose a transaction, give foclearance, impose amendments to
it and agree on mitigations or ban it. All these possible outcomes in all countries but
in Finland where mitigation is not possible and th€ where a case can formally not be

banned.
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However, the possible outcome in the UK, to refease to the Competition Commission
for an assessment of its effects on the conditmhsompetition, presents a practical
equivalent to a ban of the transaction. Companiévefer to conclude undertakings in
lieu of a reference to the Competition Commissgnen the complexity and length such

a review could imply.

It cannot be stressed enough that the entire psaoeall countries is designed to avoid
the maximal confrontation reflected in a ban. Inges are advised to consult with the
Ministry of Defence or the Ministry of Economics advance. These informal contacts
are used to “prepare” the transactions and to athes if necessary. In some countries,
notably the UK but also Sweden, these informal @ctistcan be an important part of the
process. In Sweden, investors have in the pastdmstacted the authorities through the
Swedish defence industry in order to sort out aogsyble objections. In the UK,

“(a)ccording to a lawyer familiar with the UK reweprocess, the formal process
primarily serves to provide a public comment periodthe decisions that have already

been made as part of the informal proce8s”.

)] Decisions are mostly not published but can be agpda

In none of the countries except the UK do the aitiee publish the decisions following
a review. It is only made accessible to the inwvestibose transaction was reviewed. In
other words, competitors, other Governments onilter public have no access to this
information (or need to rely on leaked informationd look after their interests.

Publication would improve the transparency of theére process.

Finally, all EU countries grant the investor a tigto appeal a decision to an
administrative court. In some cases the poss#slifor a review are limited to minor

administrative matters only (Sweden); in othershsas France the judge is allowed a

194 GAO. (2008) Foreign investment. Laws and Polidkegjulating Foreign Investment in 10 Countries.
Report to the Honorable Richard Shelby, Ranking Kem Committee on Banking, Housing, and
Urban Affairs, U.S. Senate. GAO-08-320. Washingtbmited States Government Accountability
Office.
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“deep” examination of the case in order to deteamwhether the Government has

applied the law correctly. There is no possibiliyappeal a decision of U.S. authorities.

In sum, the national legislation for the control sfrategic defence assets differ
considerably in terms of general approach, desagd, procedure. The following table

summarises our findings.
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Table 2.4: National legislation for investment gohtn strateqic defence assets

Final Report

France “German){, “Germgny,{ Italy NL | Poland Spain Sweden UK uU.S. Finland
Defence Security
Section 721 of the
Defense Production
Erench Royal Decree Act (1950) as
Financial and Foreign Trade | Foreign Trade 664/1999, of amended by the
Monetar and Payment | and Payment April 23, on The Foreign Investment | Act on the
What is the Code iny (FTP) Act (FTP) Act Foreign Military Enterprise and National Security Monitoring of
name of the particljlar Articles 7(1)1-3 | Articles 7(1)4 Investments Equipmen Act Act of 2.007 (FINSA) | Foreigners'
laws & Decree n° and (2)5, read | and (2)6 read (Real Decreto t Act (2002) and as implemented | Corporate
regulations? 2005-1739 of together with together with 664/1999, de 23| (1992:130 by Executive Order | Acquisitions in
30th Decemberl Article 52 FTP | Article 53 FTP de abril, sobre | 0) 11858, as amended,| Finland
2005 Regulation Regulation inversiones and regulations at 31
exteriore$ C.F.R. Part 800.
To
To guarantee safeguard
To guarantee ublic order and To ensure | public
thegessential Eecurity of Tgbslgigggrrd alignment iF|)'1terest Igt%l:grlasnggﬁritp ?
What is the To safeguard | security Germany within public secur’it with including “interoreted bro);dl To safeguard
purpose of public order interests of the | the meaning of b curty security “national P y “important national
P : i i and public health : ., | and without . "
the review? and security FRG; Articles 46 and (Articles 8 and policy and | security”, limitation to interests
58(1) EC (now defence which . : _
\ 10). . . particular industries
Articles 52 and policy includes
56(1) TFEU) public
security
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France G erman){’ “Germgny,{ Italy NL | Poland Spain Sweden UK u.S.
Defence Security .
Finland
Are EU
. . . No; not No; not
interests . No; not No; not . . . .
X No; not . . No; not systematic| systematic| No; not . :
taken into . systematicall| systematically . . . . No; not systematically
) systematically . . ) . systematically ally either | ally either | systematically : C
account in ) L y either in either in " L . ; ) L either in informal
. either in informal | : . either in informal| in in either in informal
the notion of informal informal . . contacts
o contacts contacts informal informal contacts
national contacts contacts
o contacts | contacts
security”?
Activities which Goods
can disrupt public | specified in )
order, public the German Al Defence rt_elat(_ed regime:
security or “War companies Any organisation or
unty Mp business undertaking
national de-fence | Weapons with :
) o o I producing defence
interests specified| List”, . activities ; ;
All companies material or provide for
as 11 sectors such . o related to "
: with activities the purposes of military
as defence, dual- | specially the Any : :
: related to the . national defence vital
. use technology, | designed Any company . marketing | company : :
What is the ; marketing or Any company ancillary services or
gambling motors from any sector ) or from any
scope of the . production of . from any sector | goods
4 incl. defence productio | sector .
(EUSTe Research cryptographi | sector weapons, n of incl incl. defence
S yptograp ammunitions, ) Wider security regimes:
activities, c systems ) weapons, | defence ;
roduction or explosives or ammuniti Any company with
P ; . war materials either Sales > € 170
marketing of companies ons, - i
weapons which explosives million/year; Employees
pons, . >1,000; or Balance sheg
ammunitions, manage high or war o
: total> € 170 million
gunpowder, value materials .
. . (Section 3)
explosive satellite data
substances. systems
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France “German){, “Germgny,{ Italy NL | Poland Spain Sweden UK u.S. Finland
Defence Security
Applies to non-
All non-French Applies to all | EEA residents - Any non-Finnish
investors with . All non-Spanish .
a minor non-German and companies investors (domiciled)

o investors acc. tg including . organisation or persor
distinction he | . f according to the d Finnish
between EEA the location o _German location of the and any Finnis

Which and non-EEA residence or HQ investors or HO of the organisation controlled
) . ] including investors from . All . All non-U.S. | by a foreign owner
investors are | investors; acc. ; investor but : All investors .
. German EEA States in : investors investors
concerned? | to the location | . . . excluding
: investors in which persons . In case of non-defence
of the HQ, incl. . : Spanish
which a non- or companies S assets
French . subsidiaries of
investors resident has at | from a non- foreian
least 25% EEA country an Any non-EEA
cont_rolled l_)y voting rights hold at least 25 companies investors (Section 12)
foreign entity
percent.
ngiﬁglrgniﬁ; Acquisition of a Acquisition of 33% of
. y : firm with a UK the voting rights
Acquisition of defence firm £70
a controlling De facto turnover >£70m . .
What is the share of the For traded the | ormerger Orif the investor
S I i ) . ... | creating Acquisition becomes the owner of
threshold voting rights Acquisition of | Acquisition of companies the | acquisitio —/>25% market | of anv share | the compan
triggering a (for EEA at least 25% of | at least 25% of threshold is 5% | n of any share: or if aov. | in a dyefence pany
review investors); of | the voting rights| the voting rights of the equity or | sharein a contra;ctor gov. company For defence-related
process? 33% of voting any guota defence holding confide companies also in case
rights for non- necessary for company ’

EEA investors

accessing the
administration of
the company

ma-terial related
to defence is
involved

if the investor obtains
dominant control
(Section 5)
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France ‘%eezzr?cnex’ gg;ﬁﬁ;y Italy NL | Poland Spain Sweden UK U.S. Finland
Ministry of Trade
ISP- and Industry for
Federal Insp__ekt|0n security-related
Ministry of en for . cases
Economics and strategisk
Federal Technology Junta de a dukt In defence-related
Ministry of taking into Inversiones g;o ukter cases the Ministry
. Economics and | account other exteriors an . ) of Defence
\(;\r/g;:r?isation Ministry of the Technology ministries interdepartmenta i\éveer?(lzilh ,C:);filrce of
. taking into concerned | committee of . CFIUS Both can only
responsible Economy . - for Non- | Trading ' o
for review? account input the Minister of Proliferati | (OFT) confirm acquisition
from MoD and Industry, on and
Foreign Tourism and Export
Ministry Decision to be Trade Controls
taken by the Council of State to
under the o
Federal Ministry decide in case of
Government of the jeopardy of
important national
Economy interest (Section 8)
Yes, within 3 Yes, prior i
. a Yes, prior to months from Yes, prior to the | to Legally no butin ves, W'th'n. 1 .month
notification : . No, voluntary : . | No . of an acquisition
required? transaction the conclusion transaction transactio practice yes (Section 7)
of the contract n
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France “German){’ “Germgny,{ Italy NL | Poland Spain Sweden UK uU.S. Finland
Defence Security
(1) The effect on U.S
Preservation of critical infrastructure,
S incl. major energy
sustainability of Whether assets; (2) The effect Whether the
activities, of the - ) o
industrial transactio on critical technol.; acqwsn_lon
capacities, of nis in line (3) Whether the jeopardises
capacities’for with transaction is “a “important national
Rg?D or associated Swedish foreign Government-| interests” (Section
know-how Whe‘?h.el.ﬂ the securit Whether controlled” one; (4) | 8.9), specified as
securit of’su I Whether ?Cqumlt}on and y the Adherence of the
y oI SUpply | the jeopardises _ | country in which the | (1) securing nationa
or the execution of s defence transactio : : )
acquisition | the German Whether the . foreign person is defence;
contractual ) . . . policy. n
o jeopardises | public order transaction . . . located to non-
obligations of the . . X (This jeopardise . ; .
What are the . the and security. jeopardises ; proliferation control | (2) preventing such
enterpriseas . . . includes | s UK . . . X
assessment i b German The latter is Spanish public llaborati bli regimes, its serious economic,
criteria? Icensee or sub- essential defined with order, public cofiaboratl| pubfic cooperation in social or
. contractor in the i ici secur’it and onin Interests, counter-terrorism environmental
framework of 'Securlty explicit ublic Iylealth support of | in efforts and the sectoral or
public contracts or| interests | reference to P military | particular | - o "= coaraphic troubles
of contracts TFEU. cooperatio| security natignal Zx ort gs a%e IFi)keI 0 be
concerning public n). interests P y
security, of control_laws & permanent,
. ' regulations; (5)
interests of No Lona-term U.S 3) saf di
national defence conflict 9 . 3) safeguarding
: require-ments for public order safety
or of research, with energy & other d health (Secti
production or Foreign 1ergy and health (Section
. critical resources & | 2)
trade of war Policy

material

material; (6) Any
factor acc. to
President or CFIUS
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France “German){, “Germgn),{ Italy NL | Poland Spain Sweden UK U.S. Finland
Defence Security
Possibility
to appeal
Ins Lhtec::‘a : Possibility to fdﬁwrilnistra
ag eal appeal to an Possibility to Possibility to Possibility to tive Court Possibility to appeal
apginst the administrative | appeal to the appeal to the appeal to an with Yes No to the Supreme
dgcision Court Administrative | Administrative administrative reqard to Administrative
) Court in Berlin | Court in Berlin Court 9 Court
following the the
review? cancellati
onofa
permit
Are the
decision and | No, only to the | No, only to the | No, only to the No, only to the Yes No, only to the No, only to the
the appeal applicant applicant applicant applicant applicant applicant
made public?
Is there an
Oppon_for Yes Yes Yes Yes Yes Yes Yes No
mitigation
agreements?
Law for . .
Foreign acquirers of
defence ;
Comment compani defence companies
are also subject to
esto :
X FOCI review
register
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2.4 Most EU case study countries combine several means of State control

Our analysis confirms that currently there existpasichwork of different means of State

control of strategic defence assets across thepearoUnion. An overview of the application

of different control instruments is presented igufe 2.2.

Figure 2.2: Use of different means of control asrB8l countries

At least 13 EU countries
use state ownership

4 EU countries
use special rights

6 EU countries use
FDI control legislation

Four case study countries u
State ownership:

France;

Italy;

Spain;

Poland.

The French Government use
contractual arrangements wit
key shareholders

State ownership is likewise
used (Belgium, Bulgaria,
Czech Republic, Estonia,
Finland, Greece, Hungary,
Portugal, Slovakia, Slovenia
and Romania)

s8pecial rights are still used in
four EU countries:

Finland;
France;
Italy;

the UK.

5 Governments of France,

nGermany, Spain, Sweden an
the UK have entered into
special arrangements with
shareholders, which are
subject to private law but the
possibility should not be
ruled out that they might
represent State measures.

N

D

Six out of 27 EU countrieg
have dedicated investme
control legislation®

Finland;
France;
Germany;
Spain;
Sweden;
the UK.
The Netherlands has not State

control of strategic defence
assets at all.

j.

195 Greece has legislation for FDI control, coveritigitegic defence assets. Since the Greek audodiiil not
provide us with publicly available information, @ is not considered in the analysis.
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Our analysis has also shown that most EU case shaWernments use a combination of
different means to control the strategic defenceetgsin their country. Five groups of
countries can be distinguished according to thergxto which they make use of State

control of strategic defence assets.

Figure 2.3: Combination of different means for tdomtrol of strateqic defence assets

Use of state ownership, special
rights and investment controls
legislation

Use of a combination of two
different means of control

Use of investment control
legislation only

¥
+*
i

Use of state ownership only

No State control or no
information available

LD

» The first group consists of France and Finland. French Government employs the
most sophisticated range of instruments for théeStantrol of defence assets comprising
State ownership, contractual arrangements with kegreholders, special rights,
undertakings and dedicated investment control letys; followed by the Finnish

Government using State ownership, special rightislegislation.

* The Italian and Spanish Governments make use td Stenership and special rights; the

UK Government uses special rights, undertakingsimvestment control legislation.
* Germany and Sweden both use only investment cdetylation.

* A number of other countries mainly in Eastern amaditB Eastern Europe use mainly

State ownership as a means of control, for exarRgknd or Romania. Once their
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companies have been privatised there are onlydadinvestment control regulations for

the oversight of strategic defence assets availablgle this does not mean that the

private defence companies of these countries atgelgnunprotected — after all

Governments have an array of regulatory means @t thand to shape investors’

expectations — it does imply that investments atesystematically monitored.

* The Netherlands are an exception in that the Govent does not have any of means for

establishing State control of strategic defencetass all.

As for the application of national investment cohtegislation we can say that in Germany,

Sweden and the UK the number of reviewed casebdws all in all rather small, compared

to France and the U.S. where considerably moredieig transactions have been reviewed.

Despite these differences the number of rejectsgscas compared to the cases that have

been accepted has been rather small in most cesntlihis is a familiar effect of

authorisation procedures — only those who mighteekpo have a good chance of passing

will actually apply and attempt a take over.

Taking into account what has been said above, nathat applications for transactions are

rarely “rejected” but more often withdrawn we prasieoth results in the same column.

Table 2.5 Number of reviewed and “rejected” tratisas in selected countries

Country Number of reviewed transactions Number of fejected”
transactions
Germany Defence: 2-3 cases per year (total of 14 | O
cases since 2004)
Security 2 since 2009
France 15 in 2007 “extremely rare”
40 in 2009
Sweden 5 (major cases) 0
UK 7 cases (2004-2009) 0
U.S.A 7 in 2006 5 withdrawals & 2
Presidential decisions
8in 2007 5 withdrawals
23in 2008 5 withdrawals
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The study team did not find any particular casesr@tMember States made excessive use of
Article 346. However, the wide difference in thenther of reviewed cases points to large
variations in the practice of investment control sifategic defence assets across EU

countriest®®

* We have already pointed to the fact that (withekeeption of the UK) Governments do
not publicise the opening of a case nor the firaiglon and that this means that they do
not (need to) explicitly invoke Article 346 for thmontrol of an intended transaction.
Consequently, it imot entirelytransparentwhen and how Member States decide to apply

their control.

* We have also shown that national legislation oncthr@rol of FDI varies considerably as
to the types of assets that are to be scrutinigéigh implies that to the extent that

Member States rely on Article 346, they are likielydo so in dneterogeneousanner.

* Moreover, the systematic controls of intra-EU irtwesnts in certain Member States on
the basis of criteria which are in essence the sasehose applied to non-EU
investments can be disproportionate. Finally, weshwihe Commission to note two

gualifications:

» First, while the study team has attempted to syatieadly collect also quantitative
information on the application of FDI control lelgison, most Governments have been
neither very forthcoming nor precise with regard imbormation on the number of

notified, reviewed, accepted and rejected cases.

e Second, the number of control instruments used ®gxzernment doesn’t say anything as
to the openness that investors ascribe to the defgrvestment regime of a particular
country. For example, while the Governments ofyltahd the UK both employ two
different means of control, both countries are eeed in a very different manner as to
their openness for defence investments by the &xpes interviewed. An analogous

observation can be made with regard to GermanySavetlen. We will present indicative

19 For details of the following see the discussibowe under 2.3.2 ().
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results regarding the perceived openness of casnto defence investments as part of
the next chapter, in which we will assess this Ipatok of control mechanisms across
Europe with regard for its implications for the sohdation of the European defence

industry.
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3 ASSESSMENT OF THE CURRENT SITUATION

In the previous Chapter, our cross-country analgsiswed how national practices with
respect to the control of strategic defence asdifisr considerably in terms of general
approach, design and procedure. The purpose oCthapter is to critically assess the current

situation regarding the national control of defeassets from a European perspective.

We can identify major issues for the further corailon of the European defence industry:
a continued use of State ownership, fragmentatidheomarket for corporate control, a lack
of transparency regarding investment policy, revmacedures and mitigation requirement,

as well as very limited formal consultation among Governments.

It ought to be noted that an assessment of thaesstato is particularly challenging since it
has to take into account thpossibleeffects of the Directives on Defence and Security
Procurement and intra-Community transféfsMember States are still in the process of
transposing both Directives and neither their mednmplementation nor its effects on the
European defence industry nor on the European DefEquipment Market (EDEM), can be

assessed with any certainty at this stage.

3.1 Political will remains single most important driver for consolidation

Politically, it has to be acknowledged that croesder consolidation of the European
defence industry has been and can be anticipateghtain a function of the political will of

Governments. The experience of European defenagstnal consolidation has been that
political will of Governments has been crucial famy cross-border transaction of major
European defence companies. This was the caseufoc@pter, Agusta Westland, EADS,

Thales (in the case of the merger with the Dutahmany Signaal) and MBDA. Political will

97 Council of the European Union and European Padi#m(2009) Directive 2009/43/EC of 6 May 2009
simplifying terms and conditions of transfers ofaedee-related products within the CommuniBfficial
JournaltL146/1-L46/36., . (2009) Directive 2009/81/EG B3 July 2009 on the coordination of
procedures for the award of certain works contrasipply contracts and service contracts by cotitrgic
authorities or entities in the fields of defenced asecurity, and amending Directives 2004/17/EC and
2004/18/ECOfficial Journal of the European Unidr216/76-1.16/136.

Volume 1 of 2 96/287



EUROCON Final Report

alongside industrial and economic logic have drigensolidation of the large defence firms

in the past and can be expected to do so in tleefut

In all cases cross-border transaction have takanepthrough the close involvement of
European Governments, be it as initiator, facoitair regulator of the transaction. This fact
is not surprising given that EU Governments are rtigest important customers for these
defence firms; that Governments make the procuregherisions; determine the regulatory
framework in which the companies operate; supgwtrharketing and sales activities and
finance significant parts of the research and teldgy efforts of the defence industry. Due
to the large number of mostly highly skilled empmeyg in the defence industry any
restructuring is likely to have significant sociahd economic effects, which most

Governments are unlikely to ignore. Hence, Govemimevill continue to claim to have a

say in the consolidation process. Potential actpiirecognise these as important factors in
their operating environment and act accordinglyv&oments will always occupy a position

in which they have an array of tools to control ttiefence industry and shape the

expectations of investors.

Ultimately, therefore, there is a recognition oe fyart of all stakeholders consulted and all
experts interviewed that the political will of Gawenents will determine the pace and
character of any change to the State control afeggic defence assets. This should, however,
not be read as saying that strictly national apgrea will be followed with regard to this
issue. We will identify a number of issues arisfrgm the fact that State controls lack any

meaningful European dimension at the moment.

Hence, it should be recognised that there is palefiotr some sort of a European dimension
in the State control of strategic defence assets.reflected in the Commission’s initiatives
towards a European Defence Equipment Market, masbly in the Procurement and

Transfer Directives. The Council has recognised tpotential in the Declaration on

Strengthening Capabilities of the European Counwih December 2008®

19 See Conclusions of the Council of the EuropearolinDeclaration on Strengthening Capabilities, Bels
11 December, in the following also referred to asnEh Presidency Conclusions of 2008fine “Non-
European investments in strategic defence ent@prisan in certain cases have an impact on defence
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so have the Governments of the largest armamerdaduging countries. The Lol
Implementing Arrangement on Security of Supply added the issue of consultations in the

case of cross-border investments.

3.2 Governments invoke Art. 346 to avoid application of EMCR, albeit in a

varying manner

In principle the EMCR also applies to businesseslired in the production of or trade in
arms, munitions and war material. This means tlmicentrations with a Community
dimension have to be notified to the Commissiorth®ydefence firms concerned, that they
have to be assessed according to the EMCR rulkghihof competition criteria and that a
decision by the Commission has to be implemented.

It should be recalled that

* while there is no general exclusion of the defandestry from the rules of the TEU and
TFEU on the free movement of capital, State aidd, @mpetition regimes, it provides
for a number of national security exemptions frdrase rules or the Treaty as a whole:
Articles 346 and 347 provide for a derogation frim Treaty for reasons of national
security; Article 348 provides for a special pos#ibfor the Commission (or any other
Member State) to challenge the inappropriate uséhefaforementioned two Articles
before the CJEU,;

» Atrticle 65 (1) (b) TFEU allows Member States to agate from the free movement of
capital and payments regime of the Traatgr alia for reasons of public security, albeit

the use of this exemption is subject to a striopprtionality test and

* Atrticle 21(4) of the European Community Merger Ragjon also provides a limited
opportunity for Member States to justify interfecerin a transaction that has been or will
be subject to competition scrutiny by the Commissio

security or supply security. In this regard, Memi&tates will exchange information when they deem it
appropriate to do s6
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Under the case-law of the CJEU, these derogatians the general rules of the Treaty have

to be narrowly construed.

However, with respect to the EMCR the practice tied evolved seems to suggest that at
least some Member States (and defence companies)otioegard the EMCR as the
appropriate tool to assess mergers of strategiendef assets that have a European
dimension. It has to be stressed though that tiser® consistent practice among Member
States in this respect. While some Member States heged their companies to notify a
transaction including the military aspects otheraveh urged their firms to avoid
notification% The latter Governments have invoked Article 346pbjnting to the military

character of goods claiming that non-notificatisrtovered by the derogation.

In exceptional cases such as the creation of MBDARA01, the Member States concerned
relying on Article 346 did not notify the intendederger to the Commission at all. Due to
the increasing role of dual-use technology mangmieg firms produce items for military as

well as civil markets and the Commission insistdhanprinciple that any defence investment
be notified. So far there have not been case®it tf the CJEU challenging Member States'
invocation of Article 346 to cover the non-notifia of the military aspects of a transaction

under certain conditions?®

The Commission then proceeds to assess the comseguef an intended transaction for the
conditions of competition for the civil or dual-upart of the business. For this purpose the
Commission has in some cases successfully requiestethation concerning military items

even after Article 346 had initially been invokEd.After its assessment of the civil and

199 Interview with an official of the European Comsiin, Brussels September 2010.

19 The Commission seems not to formally oppose thenmification of the military aspects on the cdiufi

that (1) “the part of the concentration which has lmeen notified only relates to the productioroofrade”

in the items of the 1958 list; (2) the measureeitalty the [Member State] are necessary for theeption
of the essential interests of its security”; ()€te are no spill-over effects from military adiies on non-
military activities” of the acquiring company and) (“the merger will have no significant impact on
suppliers and sub-contractors of the undertakingeerned and on Ministries of Defence of other Memb
States”. Case No 1V/M.528British Aerospace/VSEL1994: 2. The similar conditions are listed in €&
IV/M.529 —GEC/VSEL.1994: 2-3.

11| evy, Nicholas, Mark Nelson and Derek Rydyard)(%) European Merger Control Law: A Guide to the
Merger RegulationLexis Nexis.
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dual-use parts of the business the Commission adtipt a decision, which is negative,

positive, or positive with certain remedies.

Member States can then implement the decisionefatmmission or, in case they wish to
implement another solution, go ahead with the @atgn as they see fit. In the latter case,
however, the Member States have to invoke Articlé.3The Commission (or any other
Member State) can again challenge this invocatiosricle 346 should they deem that the

Member States concerned have made improper ubeiopowers.

In sum, it appears that so far Member States hat&utly accepted that defence investments
with a European dimension have to be assessedditngdo the EMCR. There seems to be a
varying practice among Member States as to thecaiian of Article 346 when it comes to
the notification of the military aspects of deferdd&A. It remains opaque when and under
what conditions recourse to the derogation is mage when it is legitimate. Hence, a
heterogeneous and non-transparent pattern has ednengthe practice regarding the
application of the ECMR for defence investments.this respect there is no difference

between defence investments from non-EU and front@&luhtries.

3.3  Perceptions about openness of EU countries towards defence FDI vary

We asked our interviewees about their perceptionshe openness of the case study
countries to foreign investments into the defemmustry™*? It has to be noted that experts
based their assessment not so much on a detaitedddage of the legislative situation but
grounded on their own experience. The “broad p&tiuhat emerged from this practical
experience is also shaped by the knowledge of Istd#ters about successful mergers and
acquisitions in the defence sector, about Stateeostaip and, finally about public statements

about policy goals.

112 Not all interlocutors were prepared to expres# therceptions in a way that would allow for conipan
and consolidation of the information. For details perceptions of relative openness see the Country
Reports in Volume 2 of this Report.
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3.3.1 Experts see large differences among EU countries regarding openness to FDI

The perceived openness of the case study countdges significantly. Based on the
rankings we received and on our interviews we aaielthat Sweden, the UK and the
Netherlands are considered to be the three coantiiere the Government is most open to
FDI in defence assets. Germany occupies a middledi@lowed by Poland, Spain and the
United States. Italy and France are consideredetthé least open countries to FDI in the
defence industry, albeit for different reasonshbuld be noted that there was considerable

variance in perception of the openness of the drifates amongst European respondents.

An overview of our findings can be found in Tabld.3We should note that these findings
are broadly in line with the findings of other seslon a similar sample of countrigs We
wish to stress, however, that these rankings anedbsneans a representative picture of the

opinion neither of the Government nor the defemclistry of each individual country.

113 See for example Bialos and FischEartresses & icebergs: The evolution of the Tralssaic defense
market and the implications for U.S. national sétyurpolicy, Tietjie and Kluttig. Beschréankungen
auslandischer Unternehmensbeteiligungen und -Ubeyea. Zur Rechtslage in den USA, Grossbritannien,
Frankreich und Italien.
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Table 3.1: Perceptions of the relative opennessoiftries to foreign acquisitions of defence conmmn

Ranking by interviewees from

th

pld

ely

Country Comment
1=most open — 9=most closed
G I NL | sw [ UK | U.S.
“Clearly, French policy seems to favour French ogntOn the other hand, France is realistic, see
realities of EADS and Thales, both of them withn#figant control from outside France.”
“France strives ultimately for control of security supply, very much like Sweden during the ¢
France 5 9 6 9 9 9 | war.”
“[France has] a very nationalistic defence indaekpolicy and defence acquisition strategy; cams
national ownership of parts of its defence indastbase.” “France has historically been extrem
protective.”
“A little bit like France, be it that the officiglolicy is much more open. A complicating factothe
influence of the States inside the Federal Repuldiading to a practice that is not as far remo
from the French position as Berlin likes to present
Germany 1 55 5 5 5 6.5 Germany is open to investment but they have alnigview process.

“Arguably recent legislation and decisions to blsckne deals suggest that Germany is less oper
it was.”

ved

than

“The German Government is willing but their labaund tax (laws are) difficult.”
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Table 3.1: Perceptions of the relative opennegswotries to foreign acquisitions of defence congfcontinued)

Ranking by interviewees from

Country Comment
1=most open — 9=most closed
G I NL | sw [ UK | U.S.

“The Italian position is always a compromise betwaarious policies. A U.S. investment was
originally at the basis of Selenia, othe compatiage long-time lItalian roots. In practice, one can
always find a way out, with patience and flexilyifit
“Their companies are very closely linked with theM”

Italy 4 4 4 8 8 4 o _ . o
“Foreign investment is very difficult but not impsikle.” “The rules are very unclear.”
“They seem to be implementing a more open defengeisition strategy but still give preferential
treatment to quite a few of the big domestic playefThey are willing but labour issues remain
difficult.”
“There is no legislation requiring Dutch controhére is still no restricting policy in this respéct
“The Netherlands do not have that much of a deféndestry but are generally very open towards

The Netherlands| 2 25 2 3 3.5 FDL”
“The Dutch Government is focusing on niche captddiand willing to procure these from foreign
suppliers.”
“The situation in Poland is unknown to me.*”
“Poland seeks an alternative to the big Europeampemies and to remain in control.”

Poland 9 4 - 7 6 3

“There is a high “engagement” of the U.S. in Polamdich affects its openness (negatively).”

“They are pretty open and use M&A as a tool totgehnology.”
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Table 3.1: Perceptions of the relative opennegswotries to foreign acquisitions of defence congfcontinued)

Country  (Sum
total of rankings)

Ranking by interviewees from

1=most open — 9=most closed

Comment

G |1 NL | Ssw | UK |US.

“In practice Spanish companies are to some ex{ggn ¢o joint ventures (see Spanish participation in
EADS). The Spanish naval sector on the other haahs particularly closed.”
“Spain doesn't interact with the EU very much.”

Spain 4 5 4 7 7 4.5
“France, Italy and Spain retain extensive publimerghip and have not generally embraced inward
investment.”
“They are open but have tough labour and Governissnes.”
“Even if Sweden has legislation in this respectytlre realistic enough to seek co-operation. Also,
the growing influence of companies like BAE Systeamsl of U.S. companies gives a pretty open
picture.”

Sweden 3 55 3 1 1 35 We are leading the liberal creed in the Nordic rtoigs and are very open now; whether that i$s so

sensible for defence remains to be seen.”

“Sweden has shown itself to be open and welconarfgreign acquisition.”

“They have shown the willingness to sell almostitsire defence industrial base to foreign owners.
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Table 3.1: Perceptions of the relative opennegswoitries to foreign acquisitions of defence congfcontinued)

Country

Ranking by interviewees from

1=most open — 9=most closed

Comment

G

NL

Sw

UK

U.S.

United Kingdom

“Even if the UK claims an open policy and an opdandin these matters, practice looks more like
French approach than say the Dutch approach. Qularation is the UK history plus the fact that
UK considers its Defence industry as a Strategeta$ike France) and unlike the Netherlands. “

“Have been very open but have become more cadutious.

“Our policy is clear and open to foreign investmboat the process is less transparent than it ¢
be.”

“There are several signs for openness: the defenluestrial strategy officially favours “best valu
irrespective of country of origin; acquisition dgioins taken based on this strategy; privatisatio
Government defence organisations; accepting of igoreownership of defence companie
“Historically the UK has been most open.”

the
he

ould

N’

no

United States

3.9

“Clearly, although foreign ownership of Defence g@amies is not forbidden (once Magnafox wa
Philips subsidiary, today BEA-S is large and activéhe U.S., the management in those cases ha
be largely American, with little control from thEropean) owner.”

“The U.S. is generally open; but they control thldgfence assets tightly against foreign companies

“Clarity of policy is important — the U.S. has laifregulations but they are clear and transpaaedt
you know what the rules are when you invest”; “THeS. is rather closed in relation to oth
countries, except for the UK.”

“The U.S. are open to acquisition (by) foreign eesi, and has put in place entities and processe
doing so rapidly to support ongoing operations.h&TU.S. is very open to most nations.”

S a
ve to

er

s f
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While France, Italy and Spain are considered bytnmberviewed experts to be the least
open countries to FDI in the defence industry, eh@ssessments are made for different
reasons. A majority of the experts we interviewedthe purpose of this study hold that
in ltaly, the entire foreign investment processcmnsidered to be relatively non-
transparent. The defence industry is centralisedrat very few State controlled firms

and hence there have been few successful mergdecguisitions in Italy.

France by comparison represents a larger markateBolders were aware of the French
legislation on investment controls but less cleataathe policy and long-term goals of
the Government. Many interlocutors agreed thaffemch Government ultimately seeks

to ensure control over defence assets even ibiivall an investment to proceed.

Spain is perceived as closed too, especially byd&leand British experts. The
country’s involvement in EADS cannot outshine itgher tied control mechanisms.
Moreover, some experts were aware of the fact $ipatin is seeking transatlantic links
rather than relations with European partners thatoften perceived as too strong and

dominating.

The openness of the U.S. towards foreign investsnientheir defence industry has been
judged in a manner that seems to be rather contnaslion first sight. However, taking

into account that the only major European defengestments in the United States have
been made by British defence firms and recentlg &l Finmeccanica it comes as no
surprise that Swedish experts were more sceptimaltahe country’s attitude to defence
FDI. Moreover, they have expressed a nuanced \@sgessing the market as open but

the control as rather tight.

3.3.2 Countries with State ownership are perceived as relatively more closed to

defence FDI

State ownership was a relevant element shapingpéheeptions of experts about the
relative openness of countries to FDI in defencgetss In this context it should be
noticed that stakeholders in countries with no &tawnership (Germany, Sweden, the
UK) clearly expressed a concern about the contimsigdificant public ownership of

defence assets in some EU countries, particuladpde and Italy. These countries were

conceived of as specifically closed to foreign siveents. The fact that the Government
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holds part of the equity contributes to a more gananpression of low degree of

transparency in terms of investment policy and slenimaking.

3.4 State ownership is seen by some stakeholders as impeding consolidation

Since 2003 the European Commission has set outn#beruof policy measures to
promote the consolidation of the European defendestry*** In May 2007 the EDA
Steering Board adopted a Strategy for the Europbafence Technological and
Industrial Base, which is seen as a “fundamentaletpinning” for CSDP. Defence
Ministers declared that “such an EDTIB will alsoedeto be more integrated, less
duplicative, and more interdependent” with incredegrees of specialisation (“centres
of excellence”) at all levels of the supply ch&in.

The European Commission and European Defence Misishave stressed the
importance of increased competition in a “levelypig field” and the establishment of
“equity amongst competitors*® The EDA’s Code of Conduct on Defence Procurement
and the related regime, as well as the Defence Sewlrity Procurement Directive
represent first measures to this end. They forrauytebcurement rules for defence and
security products that are adapted to the spendmds of these markets. Both sets of
rules seek to make it easier for companies, inay@EMES to compete EU wide for
certain defence contracts.

Stakeholders in some countries regard State owipeasha direct and major obstacle to

further consolidation of the defence industry.dtseen as impeding the creation of a

14 European Commission. European defence-industrial market issues. Towards a EU Defence
Equipment Policy. COM(2003) 113, . (2007) A stgy for a stronger and more competitive
european defence industry COM/2007/0764, . (20D8fence Package - Towards an EU
Defence Equipment Policy.

15 EDA. (2007) A strategy for a European Defence Technological andustrial Base Brussels:
European Defence Agency.

18 |bid.

17 Europe Economics. (2009%tudy on the competitiveness of European small medium sized
enterprises (SMEs) in the defence sedBrussels: European Commission.
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“level playing field” and the establishment of efjapportunities amongst competitdré.
However, this view was not shared by all stakehsld&/e hold that Government
ownership can be seen as a continued impedimduttter consolidation of the defence
industry and the creation of an EDEM for two reasdfrst, publicly owned firms are
viewed by their industrial competitors as being limg to take on more risk in
comparison to their private competitors, which tloey translate into an advantage in

terms of price or conditions?

Second, it creates a conflict of interest, as tbegghment has an incentive to favour the
defence contractor in which it holds an equity sti&t The latter problem is compounded
in case of a country with control legislatiand State ownership of a target company. In
this case public ownership increases the bargaipavger of the company in which the
State holds an equity share and voting rights amates a conflict of interest. The
investor faces the Government in two roles, asvaneo who sells and a regulator who
controls the intended transaction. Not only isitheestor in a disadvantaged bargaining
position but the Government can be assumed to lzedonflict of interest between its
two roles. More generally, the Government has tlarlze between the goals of the
defence company and the wider economic, industtet¢hnology policies that a

Government might want to pursue, using the defeoogpany as a means to these ends.

This argument is supported by the perception ofesstakeholders from industry and
Government who fear undue influence by the Goveninrethe affairs of the company
in which it holds shares (Germany, Sweden, andJiKg This perception is not shared
by stakeholders in the other EU case study cowtwéio also more generally hold that

Government ownership does not impede on the catadmin of the European defence

118 This view is generally held in Germany, the Neldmeds, Sweden, and the UK but is not shared by
stakeholders in France, Italy, Poland and Spafaraas EU case study countries are concerned.

119 |SDEFE and ISI. (2009%tudy “Level Playing Field for European Defence ustties: the Role of
Ownership and Public Aid Practices” EDA contractfeeence: 08-1&M-001 Brussels: European
Defence Agency.

120 Gijven that in the case study countries the Gavenis decisions regarding shareholding and
procurement are taken by different departments, tilsk is lowered. However, such a separation of
responsibility seems not to be the case in all E€hider States, e.g. not in Portugal and might not be
followed in the future in Eastern European coustrie
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industry. While we do not wish to take issue henghwihis general argument, we
maintain that in a situation where State ownersdmp investment control legislation
exists, a private investor who intends to acquishare in a State owned company is put
at a disadvantage and a conflict of interests lier Government owning a share in the

target company is created.

As we will outline in greater detail in Chapter fetpossibilities to act with regard to

State ownership are very limited, if any, for then@nission.

3.5 Fragmented market for corporate control does not worry most

stakeholders

The fact that only six out of 27 EU countries hawestment control legislation and that
their national approaches differ contributes togfnenting the market for corporate
control. There is a patchwork of rules for thosen\ber States where the bulk of the
European defence industry is located. Moreover, analysis has shown that
considerable differences exist among EU countriedhe “modalities” of the national

legislation on investment controls, in particulagarding the type of activities and the
characteristics of investors concerned, the thidstoo a review, the assessment criteria

and the publication requirements.

The fact that investment controls can extend Wwellond the boundaries of the defence
and even defence-related industry is further coraphg the situation for investors.
While France explicitly lists specific sectors beteconomy, making this part of the law
very transparent, other countries, notably Finla@krmany or the UK stipulate
provisions that allow for the review of potentiayy investment. While in the case of
the UK this general clause is balanced by a cleathted defence industrial (and
investment) policy, as well as a relatively lontrack record of “light” application of the
law, Germany is not perceived by most experts weered for this study as open

towards defence investments.

121 For details see Table 7.1 in this chapter.
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Governments effectively control investors’ accesddfence investments, which does not
allow capital to be channelled into its most e#idi use. Any investor from inside or
outside the EU is required to approach differemtrie points” if their investment
concerns facilities in different EU countries, asaaiety of national rules, practices and

arrangements governs investments in the defencestiryd

A fragmented market for corporate control also éases inefficiency and hampers the
possibility to use the threat of takeover as aiplis® on management. Furthermore, in
the current situation there exists an incentive Gmvernments who have no control
legislation, to implement such legislation. In ytaflor example, such a step is currently
contemplated, which would further fragment the paan market for corporate control.
Finally, legislation improves a Government’'s bangag position in negotiations with
investors for extracting better conditions, fortare for offsets.

However, most Government stakeholders do not seectinrent fragmentation as an
important issue. First, they argue that defencepaomies are satisfied with the existing
regime. Industrial stakeholders in all countries lbaly confirmed their satisfaction with
the current control regime. Only stakeholders ire@&n and the Netherlands pointed to
the fact that opportunities for consolidation oé teRuropean defence industry and the
creation of centres of excellence were too restti@nd that large third country investors
might not find such a fragmented market an attvactnvestment environment. The
investor seeks an investment environment where @owent policy towards foreign
acquisition is transparent, the regulatory procestear and the outcomes of that process
are perceived to be predictable. Perceived busingsss an important consideration in

foreign investors’ willingness to make investmeantthe defence industry of a country.

3.6 Current situation lacks transparency and increases uncertainty for

investors

The current situation is not favourable for theefflow of capital into the EU and across
EU countries, since the investment regime of theopean defence industry lacks
transparency. This conclusion was voiced by mosnimewees in different countries
from Government, as well as industry. This lackrahsparency increases business risks

for investors interested in investing in the EUeatefe sector and thereby hampers the
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strengthening of a competitive European Defencénii@ogical and Industrial Base that

could possibly be achieved through increased doosger consolidation.

About a quarter of the companies surveyed in antestudy has gone through
rationalisations?? They yielded synergies through the creation otresnof excellence,
the combination of supply chains but also the mldtiuse of R&D results and the
increase of manufacturing volumes. The aforemeatobirectives on Procurement and
Transfers can be expected to further increase disilflities for defence companies to
consolidate operations across the EU.

In the current situation, however, a lack of traarspcy can be identified with regard to

the policy, the legislation and its applicati.

3.6.1 Policy behind investment controls is often not clearly declared

A lack of transparency in terms of policy meand iha not clear what policy goals a
Government pursues with its investment control diegion. On the one end of the
spectrum stands the Netherlands, which are petesehaving declared to be entirely
open to any investment into its defence industny maot possessing any legal means to
control transactions. Next to the Netherlands ceesitike Sweden and the UK are seen
as publicly announcing that their defence indukto@se is open to foreign investors
regardless of the origin of the latter as long egain conditions are met. While for
Sweden the condition is to foster defence industo#iaboration with allies and thereby
military and security policy ties; the UK wishes tetain certain industrial and
technological capabilities on shoré.

Poland and Spain are seen to followpractice a similar policy of being open to any
investment into its defence industry. In this cdeecondition to be met by the investor is

to offer the largest possible direct offset to supghe growth of a domestic defence

122 |ISDEFE and ISIStudy “Level Playing Field for European Defence ustties: the Role of Ownership

and Public Aid Practices” EDA contract reference3-0&M-001.

123 The following refers, if not mentioned otherwise those case study countries with a legislativerod
mechanism in place i.e. not to the Netherlandl; #ad Poland.

124 For further details see the Country Report onlike
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industry. However, this policy is implicitly folloed rather than stated in official
documents. Moreover, it is important to recognisat this policy is partly deliberately
directed to shield the own industry from too mucfiuence of other EU countries. Non-
EU investors, particularly from the U.S. providesaitable means to “balance” such

unwelcome pressuré>

While the policy goals of Germany are perceivedb® rather vague and thereby
protective, France and ltaly are perceived by nmistlocutors to be openly protective of
their defence industries and, hence, closed tagornavestments. The two latter are said
to ultimately strive for national control of theitefence assets, even at the prices of
dissuasion of foreign investors. The United Stédeseen as “generally open” to foreign
investment in declarations but with a clear cutigyoko control their defence assets
tightly against foreign companié® The latter fact has contributed to the perceptibn
some stakeholders of the U.S. as being relativielged towards FDI in their defence

industry*?’

While the formal purpose of legislation for the toh of foreign defence-related
investments can be found in the text of the legmlathe practical concerns were partly
revealed in interviews or are based on an anabfsibe national control practice. As
mentioned above, most of the existing legislatitates as a purpose for investment
controls the guarantee of public or national ségunterests. However, in two countries,
notably Finland and France these notions are eghecified in a rather broad manner or

encompass additional sectors beyond defence.

125 For further details see the Country Report on fibknd Spain.
126 For further details see the Country Report on €eattaly and the U.S.

27 Our analysis has shown that the U.S. legislaisoimdeed more complex and less transparent as the
perceptions of some stakeholders would imply: tlaeeetwo different processes; they are overseen by
different departments of Government; ultimately tleeision on a transaction is at the discretiothef
President; the President’s decision is not suligeetjuridical review; finally the mitigation agneents
are not published. For further detail see the G@&untry Report.
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In the Finnish case, for example, legislation reter “preventing such serious economic,
social or environmental sectoral or geographichtfesi as are likely to be permanetft;
and in the French case industrial policy considenat seem to be included in the
assessment criteria, which mention the goal to uf@sshe durability of activities,
industrial capacities, capacities of research awkldpment and associated statecraft”, as
well as ,the needs of target enterprises (publickets or contracts which deal with
public order)“*?° The rather inclusive formulations wording creaedoubt as to whether

the French regulation could be interpreted as atag@yotect French national industry.

In these cases a clarification of the legitimateppaes of the application of national
legislation for the control of investment in stgitedefence assets would delineate the

appropriate boundaries for Government action.

However, it should be borne in mind that beyondtéxt of the legislation the purpose of
investment control in some case study countrieslaarly directed at protecting the
domestic defence industry from pressure and inflaenom other EU countries. This is
notably the case in Spain and I4fThe legislation is but a means to change the
“balance of power” of these Governments vis-a-vigeptial investors and other EU
Governments in their own favour, be it for purposeésconomic or security policy. Such
practice presents a stark contrast to the aforaomad public declarations of

Governments on their commitment to a European Reféguipment Market.

3.6.2 Variety of legislative duties across countries obstructs transparency

Our analysis has shown that considerable diffeieaogong EU countries exist as for the

legislation of investment controls, in particulaggarding the purpose of investment

128 5ee Appendix “Overview of non-case study coungriéational regulation of investment control” in
Volume 2 of this Report.

129 French Government. (2005) Code monetaire et fieanditre V: Les relations financieres avec
I'etranger.

130 See the Country Reports for further evidence nigisue. Moreover, in Poland and many other Easter
European countries the defence industry is stildiprocess of transition and the issue of legisati
means of investment control might only arise inftiteare.
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controls, their scope i.e. what are “strategic @8sand the conditions for falling under

the control legislation.

The fact that investment controls can extend welldmd the boundaries of the defence
and even defence-related industry is further coraphg the situation for investors.
While France explicitly lists specific sectors beteconomy, making this part of the law
very transparent, other countries, notably Germamthe UK stipulate provisions that
allow for the review of potentially any investmeft/hile in the case of the UK this
general clause is balanced by a clearly statechdefmdustrial (and investment) policy,
as well as a relatively longer track record of Higapplication of the law, Germany is
considered as a rather nontransparent case dupdraived political application of the

law.

Any investor from inside or outside the EU is regdito approach national Governments
for each individual investment separately, as ne set of rules governs investments in

the defence industry.

3.6.3 The assessment criteria of EU countries remain underspecified

One reason for the perception that the U.S. hagwgy ‘transparent” system is the fact that
the CFIUS criteria according to which intended stmeents are reviewed, as well as
information about the review process are exactbfleg out and actively publicised in a
comprehensible manner. Compared to the U.S. thesss®ent criteria of EU countries
remain underspecified. While information about tbgislation is publicly available for
all countries there is little overview and awarenesbout the national control

mechanisms®?

Moreover, we found that national experts were, widine exceptions, often not aware of

the situation in other European countries. Whilpegis from one country often agreed

31 |n one case even experts working on issues clasdied to investment controls were not awarédef t
fact that their own country actually had legislatmombined with practices in place that allowedédor
effective investment control. It also has to beestahat the legislation in some countries combiwéb
the publication practice of amended laws makesithar challenging to comprehend and follow the
legal stipulations.
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with regard to the perceived openness of othereStédwards FDI in the defence
industry, few of them had any specific and oftecoimect ideas about the legislation and
control mechanisms in other countries. Such a latknformation can present an
impediment to decision making as well as coopematin defence industry and market

issues on the side of Governments as well as iorsest

3.6.4 Informal practice and lack of publicised results hamper competition

As we have mentioned above, all countries encouragestors to “test the waters of an
investment” through informal contacts with the autties prior to an announcement of
the intended acquisition. On the one hand, the$ernmal contacts allow potential
investors to sort out issues with the Governmentuestion and to speed up the
investment process without any public scrutiny aedvous reactions from (financial)
markets. On the other hand, the informal negotatioften lead directly to an agreement
about the deal in principle and about the undemtgkinecessary to accommodate the
concerns of national security and/or public inter@&e investment is thereby shielded

from outside scrutiny and intervention from potahtiompetitors for the target company.

As for the publication of the review results, nov@mment, except for that of the UK
publishes the results of a review and of an appgainst a review decision. In the UK,
the Office of Fair Trading makes public the revidecision public and the mitigation

agreement.

In this context it has been a challenge for thedytteam to obtain accurate and
comprehensive information about the applicatiorntha legislation i.e. the number of
cases, their nature or the decision-making critéfidecisions are not published then the
Governments is not forced to justify them and tckena case in light of former and
potential future decisions. Countries like FranEmland or Germany refer to defence
secrets, as the agreement given to foreign invedtneders to key defence components
and technology, or to the protection of commersetirets in order to systematically not
to publish the decisions. Moreover, a comparisomossc EU countries is more
challenging. Last but by no means least, potectahpetitors do not have a chance to
challenge the decision, a possibility that wouldd afdirther dynamic to open up

investment opportunities.
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3.7 Lack of consultation implies risks for Governments, particularly for

security of supply

3.7.1 Security interests of other MS and the EU as a whole are currently not

considered

Our interviews and consultation with stakeholdexsd that there is a lack of formal and
systematic information exchange and consultatiororgmGovernments, implying a

potential neglect of the security interests of otk#J Governments that might be
concerned by a transaction. There is a lack ofesyatic and continued mutual

information and consultation, no matter whethemaestment is reviewed under existing
national investment legislation or a State ownefgrtse company is privatised, i.e. sold
to a third country investor in an EU country with@uch regulation. Hence, other EU
Governments cannot assess the consequences ofactian for their security interests,
in particular for their security of supply, a contegaised by some Government and
industry stakeholders but not by others.

The latter point out that while none of the cowedrtakes the security interests of other
Member States systematically into account or adeseshose of the EU as a whole,
Government stakeholders state that in one way athan they already request
information about the main customers of the tacgetpany in the control process, which
they mightuse to consider the security interests of otherG@yernments. However, the
information is not collected for theurposeof assessing the security interests of other
Member States or the EU as a whole, hence it naght be suitable for a first step but
not for an adequate assessment. Moreover, thevfalfpon the information seems not to
be systematic. Also, different practices would geohcross Europe of how to take the
security interests of other Member States into aotolhe security interests of the EU as

a whole would not be addressed at all.

Furthermore, these stakeholders point to the tsat the number of reviewed cases is

very small and the number of cases with an EU-dgsizeneven smaller? Hence, the

132 For the number of intended transactions thateriewed see section 2.4, in particular Table 2.5.
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need for a consideration of other EU Governmenigrests or a consultation rarely
arises. When asked whether they expect the nunfb&mah transactions to rise in the
future due to the transposition of the Procurenagrat Transfer Directives, stakeholders
said that they cannot yet assess, to what extenDitectives will change this situation.

In general they do not expect any major shifts.

As we have already notedome Member States have themselves recognised that
information exchange and consultation could beeased by some kind of an EU level
mechanism, in particular with regard to investméram third countries. This is reflected
by the fact that information exchange provisionatneg to M&A were included in the
Letter of Intent Security of Supply Implementingré&ngements in 2003 and also in the
aforementioned Declaration on Strengthening Cappaisil In other words, the lack of
systematic and continued mutual information andsatiation among Member States —
according to some stakeholders — bears particblair fot exclusively) risks for the

security of supply®

3.7.2 Risks for security of supply might hamper the drive to broaden the supply

chain

Security of supply in defence can be understoothamtion's ability to guarantee and to
be guaranteed a supply of defence articles andhdefeervices sufficient to discharge its
commitments in accordance with its foreign and Egcwolicy requirements3*

Security of Supply has several dimensions. For gtarthe industrial dimension — i.e.
the capacity of a supplier to deliver defence eanipt over a long period of time and to

meet increased demand in times of crisis — can ifferehtiated from the political

133 Based on our interviews we got the impression tiwtissue of security of supply was included ia th
Lol negotiations at the insistence of some cousitria particular France. The Italian Government
subsequently led the Lol working group on secusitgupply, which might also be read as reflecting a
certain interest in the subject matter. Finallye tfact that the aforementioned Declaration on
Capabilities referring to a consultation mechan@mthird country investments in the defence industr
was adopted under the French Presidency in 2008trbig a further indication for the importance
attributed to the subject by the French Governm€ouncil of the European Union. Declaration on
Strengthening Capabilities, Brussels 11 December.

134 Lol Countries - Defence Ministers. (1998) Lettéirtent between 6 Defence Ministers on measures to
facilitate restructuring of European defence indust
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dimension. The latter usually means political wijhess of the country where the
supplier is operating to grant an export licendseictv has also been the case for transfers
within the EU. Experts interviewed for this studgne almost exclusively concerned with
the political dimension of security of supply, wihiexplains our focus on this aspect.

In order to ensure security of supply in a broadesgoply chain all the participants of
the chain have to be reliable suppliers. Whileealerts agree that ensuring security of
supply is key to making Governments and companitg &ccept inter-dependence and
thereby to bringing a broadening of the supply chthiey differ as to how such security
can be achieved and, consequently, about the signdfe of the issue for broadening the

supply chain and for a properly functioning EDEMheFe appear to be two approaches.

a) Regulation in combination with information exchangand consultation

Some Governments, notably France and ltaly, pnefgulation of review mechanisms
and consultation among Governments as a strateggdeess security of supply issues
arising from foreign (non-EU) investments in thefeshee industry. They argue that
unless third country investors have to notify thaitended transactionsarfd EU
Governments inform and consult each other abothéty will consider themselves in the
current situation as either vulnerable (ltaly) odyosufficiently protected through their
national investment control legislation (Francedn€equently, proponents of such a view
are therefore likely to be hesitant to further lolea the defence industry supply chain

across Europe and to support additional consotidaif the defence industry.

It should be stressed that it does not matter venetine third country investment is
carried out in an EU Member State with or withoovastment control legislation;
equally, it is not important that most defence tssaee in fact controlled by Governments
through the use of one of the three means of codiszussed abovE® As long as

Member States do not inform and consult with edatierp security of supply cannot be

135 At present the majority of defence industrialeassare located in the six Lol countries. All oé thol
Six but Italy have national investment control &agiion. Other significant defence industrial assat
located in Bulgaria, Finland, the Czech Republicegge, Hungary, Poland, the Slovak Republic and
Romania. They control their defence assets maimtyugh State ownership except for those companies
that have recently been privatized, for examplR@mania.
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adequately addressed even if all EU Member Statgeduced investment control

legislation.

In other words, using the “regulation strategy”cle@y of supply issues among EU
countries that arise from third country investmersda only be addressed in one of two
ways: either a combination of national investmenitrol legislation in all EU countries
and information exchange and consultation among alld®untries; or by installing an

EU level control mechanism for defence-related f#Bin non-EU investors.

Some Government and industry stakeholders go aasféan say that such a mechanism
has to be in place for the emergence of a Eurogeeience Equipment Market,
representing a level playing field in which centogsexcellence emerge. Otherwise, so
the argument, the EU would be much more vulnertitala before, as the combination of
different national mechanisms of control is conedeto be ineffective to defend
competitiveness of the industry and ensure sowergigvith regard to foreign and

security policy**®

b) Contracts

Other Governments, such as the UK and Sweden aral|esser extent, Germany point
to an alternative strategy to ensure security gdpsu They consider contractual
agreements with investors and suppliers as a mriflg reliable means. As the analysis
has shown some Governments such as the UK and 8Swadg to a lesser extent,
Germany, have several and highly effective waygrtsure the security of supply, for
example, through contracts with the investor andcyrement contracts with prime
contractors. The defence firms are contractualipired to provide information about the
changes in their ownership structure to Governméhime contractors in turn bind their
partners further down the supply chain through @mt$. Assuming that an investment is
driven by the interest to conduct business a seppliould have every incentive to
honour such commitments, assuming that the companyd want to and be able to

continue supplying the foreign Governments.

136 See for example the Country Report on Sweden.|&ithioughts were expressed by experts in France.
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One reason why there seems to be less of a comtdhese countries might be the
different structure of procurement contracts. While UK has ample experience with
through-life cycle procurement contracts, this e the case, for example in Italy. Here
procurement contracts are structured in a way teerconly the delivery of military
equipment but not the support and maintenance giwaut the life-cycle. An EU wide
investment control regime regarding EU-inward ingeants that would ensure the

information and consultation of all Governments ldaemedy these concerns.

However, there are two issues with the secondegjyafirst, the new owner of a defence
supplier might need to act even against his owmeaeic interest, if for example an
investment by a SWF. EU policy has reflected that that among the public investors
from third countries, Sovereign wealth funds reguapecial attentiof’ Thus, the
Communication on a common approach to SWF drawsntaan to the fact that
investment decisions of SWF can be influenced leygblitical interest of the SWF's
owners and might reflect a desire to obtain teabgyland expertise to benefit national

strategic interests’®

An investor might also be required to act agairtgtnemic interests, if it starts using
products that fall under the ITAR rul&S.In such a case, the transfer of the products
from one Member State to another requires apprérosth U.S. authorities. Such a
situation would make the security of supply amond) &untries directly dependent on
the support of the U.S. Government, which would ooy hamper the creation of an
EDEM but could also undermine solidarity and thgreihe political project of
establishing the EU as an international actor. @hilch an issue might also arise, if an

EU wide investment controls regime covering infotioa and consultation were in

137 See, for example, European Commission. (2009)d%al for a Directive of the European Parliament
and of the Council on Alternative Investment Fundridgers and amending Directives 2004/39/EC and
European Commission (2008) A Common European Ambroto Sovereign Wealth Funds.
COM(2008)115 final.

138 See European Commission (2008) A Common Europimproach to Sovereign Wealth Funds.
COM(2008)115 final.

139 European Commission. (2009) Annex to the Propiasa Directive on the coordination of procedures
for the award of certain public works contractsbimusupply contracts and public service contracts
the fields of defence and security - Impact Assesgm
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place, such a regime would at least ensure thaeasidn would be made in full

knowledge of the consequences for all Governmearisarned.

Second, in the future the transaction cost assmtiaith establishing and maintaining a
rising number of individual contracts might risespibly to a prohibitive extent. The
Defence and Security Procurement Directive is ebgueto open up a significant part of
the defence market to EU wide competition for puilefence and security contracts, a
development which is further facilitated by the daitive on Intra-EU Transfers of
Defence Products. Similarly, the aforementioned ERfategy for the European Defence
Technological and Industrial Base makes the braadenf the supply chain an explicit
policy goal, encouraging Western European defenoganies to invest more in the new
Member State&® It is anticipated that both acts will have a pesiteffect on the
involvement of SMEs in defence procurement and dheergence of trans-European

supply chaind®!

With the likely broadening of the supply chain retfuture, it can be expected that also
defence firms of non-case study countries will Imeanore involved in the development
and production of arms and the provision of sewvidee to an economic and a political
reason: on the one hand, the cost of productidhese countries is lower; on the other,
extending the supply chain is seen by MS with gdardefence industry as a way to
interest non-case study countries in the Commownfaan Security and Defence Policy.
Especially SMEs in the non-case study countrieshinigpresent attractive targets for
third country investments, which raises the questmwhat extent the current situation
regarding the control of strategic defence assetédréady and will increasingly so in the

future undermine the security of supply of the atrfeces with military equipmerit?

190 EDA. (2007) Strategy for the European Defencehfietogical Base.

1“1 Europe EconomicsStudy on the competitiveness of European small raadium sized enterprises
(SMEs) in the defence sector

%2 The Lol countries define security of supply in elefe as “a nation's ability to guarantee and to be
guaranteed a supply of defence articles and defegséces sufficient to discharge its commitments i
accordance with its foreign and security policyuiegments” Lol Countries - Defence Ministers. Lette
of Intent between 6 Defence Ministers on measupefatilitate restructuring of European defence
industry.
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The argument is not to be easily discarded by pwrib the fact that the Lol countries,
most of them equipped with specific investment cantegislation harbour 87% of the
EU’s production of defence equipment. Further ddha supply chain, the production
capabilities are wider spread across the EU and.theSix are host to only 52% of
defence-related SMES® SMEs typically operated as Tier 2 and Tier 3 sigpgland,

hence, it is reasonable to assume that a risk msg fom the fact that many suppliers

are located in countries without a dedicated irmesit control regime.

If the implementation of the Transfer and Procunenizirectives will reduce barriers for
cross-border exchange of defence goods and proomoss-border procurement, then
procuring Governments will have a strong interesbé informed about the ownership
structure of their major suppliers in order to assthe industrial capacity and reliability
of the supplier. The Directives already address igsue and a regulative measure on the
control of FDI in strategic defence assets at Bk¢llevould complement them. Such a
solution might be less costly and less of an adstrimiive burden than an increasing
number of contractual agreements on informatiomireqents in the case of a change of
ownership structure between Governments and thepl®rs from other EU countries.
As argued below the least administrative burden ldvolbe achieved through a
comprehensive investment control mechanism at EWelle(Option 3), the

implementation of which presents, however, a foahld political challenge.

Increased transparency and consultations abouhckefmvestments involving non-EU
investors seems to be a step that might calm coscamong stakeholders and
Governments with regard to security of supply. Heere two things should be born in
mind for the following discussion of Options for Hevel action. On the one hand,
investment control is but one aspect of the widsd fof security of supply, all of which
are difficult to tackle. On the other, given thentioued disagreement about the relevance
of this issue and the best remedy among intervisw¢as no wonder that the efforts
among the largest European armaments producingirgesinthe Lol countries have, as
mentioned above, not led to any substantial reShk. Ministries of Defence have agreed

143 For more information on defence-related SMEs se®(ie EconomicsStudy on the competitiveness of
European small and medium sized enterprises (SMEBRE defence sector
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on a mechanism for the exchange of informationnmestments in the defence industry
and a Code of Conduct on the Supply Chain refertmgobligations of defence
companies in this regard. As mentioned earlier Ltbkagreements have not yet been
implemented. In as much as Member States feeltkigat security of supply interests
cannot be adequately addressed they are likelyetddsitant to accept a broadened

supply chain and thereby increased inter-dependertbe European defence industry.

3.7.3 “Trojan horse”-investments might endanger countries with investment

controls

In addition, the stakeholders of some countriedy(ltNetherlands but also France) point
to a risk that is concerned with investments confimogn EU companies, which are
subsidiaries of non-EU companies. In the curretuiaion where most EU countries do
not have national control legislation an investasni a third country could buy a
company in an EU country without investment contiedislation with the intent to
circumvent investment controls by other EU GovemimgTrojan horse”-investment).
The main risks associated with “Trojan horse”-inments are that foreign controlled EU
subsidiaries invest in defence assets in other Buhtcies (with control legislation),
thereby getting access to sensitive technologypatentially undermining the security of
supply, as the investor might for political reasoasd against economic interest

(continued supply of existing customers), close nldle operation.

The issue concerns the question of what representn-EU investot?* Defining this

term correctly is legally challenging. The questianises whether the country of
establishment of a company should be the decisiterion, or whether in cases such as
the present one exceptionally also the “ultimatetiad’ theory could be applied. Under
the latter, a company located within the EU mayentheless be viewed as a non-EU

company if it is indirectly (ultimately) controlletdy a company located in a third

144 We discuss the notion of what represents a nonriekstor in greater detail below. See Option inpo
5.1.2 (e).
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country. Whether or not the ultimate control theorgty apply is a point of controversy

between lawyers and has been the subject of pretbdgbate'*

Based on Article 54 TFEU, which sets out the coodg under which foreign companies
have to be granted national (and therefore also Et#tment, non-EU investors are
business entities having neither a registeredrsmatheir central administration nor their
principal place of business in the EU. Article Sehpiies that mere “letterbox

establishments” would not count as EU investors.

The potential investment activities of fictitiousmpanies would specifically concern
those case study countries without investment obiggislation, in particular Italy and
the Netherlands, where stakeholders showed indaead soncern about this problem. In
the other EU case study countries the existingstment control legislation would allow
Governments to review transactions by investorsnfrather EU countries: Finland,
France and Germany can review all defence invegsmigom non-national investors,
including those coming from other EU Member Stagseden and the UK can control
all investments irrespective of the nationalitytloé investor. In Spain, the Government
can only review investments by non-Spanish resgleat an entity controlled by a non-
EU national but resident in Spain would not be ecesl. Consequently, the risk of

“Trojan horse”-investments is here particularlytigo.

The consulted stakeholders of most countries ditl express a concern with this
particular issue. French stakeholders from Goventraed industry, however, pointed
out that they are concerned about potential “Trdjarse”-investments down the supply

chain.

However, the “Trojan horse’-investment scenariovmtes an argument for the existence
and application of national investment control $égfion, thereby cementing the existing

fragmentation of the market for corporate control.

15 In fact, this is a particularly uncertain areal dras been since 1968 when a case was taken by the
Commission to the CJEU on "control theory". Subsedly in the early 1990s there were infringement
procedures against several Member States who raliedcontrol theory rather than place of
establishment. The Member States in question neatltfieir legislation and cases never went to Court.
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An EU level control mechanism would in this casmedy the problems that countries
without investment contrdegislationface, lower the incentives for those Governments
to adopt specific legislation in the future and o one argument supporting the
continued existence and use of national contrakl@gons. Thus an EU level control
mechanism could review a transaction by an EU campgantrolled by a third country
investor targeting a defence company in anotherckuhtry if a justified belief existed
about the malicious intend of the investor, as icurrently the case in the German and
French legislation.

Finally, regarding the possibility that a maliciomsestor might undermine security of
supply by deliberately closing down operations pofitical reasons and against better
economic judgement. Currently, this possibilityexy unlikely, as there is only a small
part of all European defence assets that are deégied by some kind of State control.
As mentioned above most strategic defence asdsts,ira countries without national

investment control legislation, are still State trolled due to the fact that most strategic
defence assets in the non-case study EU countaestih State owned. The only parts of
the European defence industry that seem to operathe moment without being

protected by any means of State control, are miydield defence companies in those
countries without investment control legislationdamspecial rights such as the
Netherlands, Greece, Hungary or Romania. Howevein the future more strategic

defence assets can be expected to be privatisdtk ifatter three countries and if the
supply base of European defence contractors isdbrmal, then the share of strategic

defence assets that is not controlled by Governsrisnitkkely to increase.

3.7.4 Lack of EU level action might risk proliferation of sensitive technology

Related to the issue of security of supply is tlhesgon of proliferation of sensitive
technology. An investment into strategic assets, &dual-use company, in country with
no investment control could unintentionally favotle proliferation of sensitive

technology, especially if the investment was madé e intention of appropriating a

key technology in order to close down a compettaio circumvent export controls.

This issue has occasionally been raised by stalef®hs being linked to questions of
investment control. They pointed to the practidaltenges of controlling proliferation of

intangibles. By controlling who can buy into stgitedefence assets some Government
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stakeholders hope also to reduce the risk of théfgmation of such intangibles such as
blueprints or software applications. Stakeholdemnf the governments of Germany,
Finland, France, UK, as well as from industry ia tetherlands and Sweden pointed out
that proliferation of sensitive technology is a @ex issue that has to be addressed by a
variety of means, including the possibilities paed by export control legislation.
Without specifying details, these stakeholders satggl that export and FDI control
legislation should complement each other.

Nevertheless, it should be noted that a commonegisiation for the control of defence-
related investments from non-EU countries wouldnse® be a complementary

instrument in support of export controls.

3.8 Impact of Transfer & Procurement Directives on M&A is for experts too

early to judge

The Directive on Defence Procurement establishes n@les that recognise the
specificities of the defence market and therebyitlim the field of Government

procurement the use of Article 346 TFEU to excemlocases, as stipulated by the
CJEU. It lays down that by 21 August 2011 Membeaaté&d shall have adopted and
published the laws, regulations and administratm®visions necessary for the
transposition into the national legal systems.

The Transfer Directive focuses on simplifying theehsing process for defence transfers
within the EU and establishes new rules to enab& dpening up of supply chain
opportunities to competitive SME tenders, helpiagriake the European market more
dynamic.It lays down that Member States shall adopt and puhtis later than 30 June
2011, the laws, regulations and administrative igioas necessary to comply with this
Directive. They shall apply those measures frondafe 2012.

Several questions arise, for example: How will tbeectives affect mergers and
acquisitions in the European defence industry; e will that impinge on the practices
of Government control of strategic defence assetsat are the implications for a

European dimension of investment control?

We begin by assuming that all Member States willyftranspose the Directives into

national law. We assume that the opening of naktidegence markets implies in the first
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place that the — then easier — exchange of defefated goods and services between the
Member States is likely to increa¥8 More important, however, experience shows, that
the opening up of the national borders for prodacid services results in an increase of
cross border mergers, in other words the numbdraofkactions such as joint ventures

and concentrations tends to increase noticeakdyrasult of liberalisation.
The electricity and telecommunication sectors n&yesas an example:

* During the 1990s, when most of the national enengykets were still monopolised
the European Union and the Member States decidegradually open up these
markets to competition. The first liberalisationr&itive concerning electricity was
adopted in 1996 and was transposed into MembeesStagal systems by 1998. This
Directive took a gradual approach towards markenop and for that reason further
Directives were adopted in 2003 and 2009 respdygtivieEhe same approach was
chosen for the gas sector. In spite of the limiegiket opening of the electricity
sector achieved by 1998 the effect of the firstteigity Directive upon energy cross
border transactions and indirectly upon market obdation was considerable:
between 1990 and 1997 only 7 concentrations coimmgethe electricity sector were
subject to the Merger Control Regulatidhi.e. on average one per year. In 1998 and
1999 there were 7 cases per year, in 2000 15 das2601 and 2002 the number of

concentrations rose to 26 cases per y&ar.

« A comparable development characterises the teleconwations sector where the

number of concentrations (often in the form of jokentures) rose considerably in

1481t should be noted that many stakeholders dosdessarily share this assumption. They point att th
some of the major EU countries see a risk of prrdifion due to the fact that some of their EU pagn
have less stringent national regulations. Consetyehese stakeholders expect that there willdie,
least at the beginning, a rather hesitant use okrgé licences and only for items without key
technology.

147 Then Regulation 4064/89 of the Council, now Retiah 139/04 of the EP and the Council. The EU
Merger Control Regulation apprehends only very dapncentrations, i.e. having “Community
dimension”, whereas the national competition alitlesr examine concentrations without this
dimension.

148 European Commission. (2010) Search competiti@@sa using the simple search function, selecting
“all”-box for “Policy areas” and D for the NACE sec code.
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1998 and 1999 following Community legislation liaksing 1998 voice telephony

and provision of infrastructure effective Janua®9a:*°

Let us add that the increase in transactions ihteems exceeds by far the figures just
indicated. In fact, the concentrations having a @mmity dimension are only a small
part out of the total number of transactions andceatrations taking place within the

Union as a whole.

Reasoning in analogy to these two mark&tsye would expect that the effects of the
liberalising measures of the Procurement and Tear3irectives will not be limited to

furthering interstate commerce in defence goodssamdces but are likely to lead to an
increase in the number of cross border concentratmd joint ventures in the European

defence sector as well.

Can the analogy between the defence and the utiaykets be justified? We would
answer in the affirmative, though one might ardueg the boost is probably going to be
smaller than in the utility markets, given the diféfince of the structure of the defence
market, where there is a single buyer as opposenhilioons of electricity, gas, or
telecommunications customers. Consequently, ortkeofnain incentives for companies
to pursue cross border M&A instead of cross borilade — gaining access to an
additional large customer base — will be less gentan the defence market. However, a
cross-border transaction in the defence sector duwgsonly allow a company to
strengthen its position as a supplier to a padic@overnment but often also opens up
support for exports to further destinations. Moem\wa defence investment is likely to
pave the way for an investor to gain contractshm gupport and maintenance business,
which is often allocated to national firms, eventlife goods are supplied by an
international contractor. Hence, the experienceotimer markets can be used as an

%9 The number of cases jumped from 17 in 1996 anih 1897 to 21 in 1998, 33 in 1999 and 56 in 2000,
54 in 2001. Ibid., using the simple search functeelecting “all”-box for “Policy areas” and J ftre
NACE sector code.

130 We wish the Commission to note that these dedifimns on the likely effects of the two Directivae
not the result of a comprehensive and systematdysis, which is not the topic of the EUROCON
study, but are only presented here as a side aspéioe central questions of the project. As sueh w
have addressed them with stakeholders and moshesh tdid not express an opinion about the
anticipated effects of the Directives.
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orientation. It suggests that the number of defeneestments along the supply chain is
likely to increase a short period of time after trensposition of the aforementioned two

Directives.

It is in this perspective of a European defenceketawhere defence products and
services circulate (more) freely and where accagiglithe number of cross border
defence investments increases that the review ofirfisgstments for security reasons
based on purely national regimes becomes an evea pressing issue than today. As
long as defence investments remain subject to medtidiscretion, or in other words as
long as national security interests continue toded as a reason, and sometimes an alibi,
for restricting the market access of foreign inwestt the consolidation of the defence
sector is impeded. As we will show below, Europeseasures addressing the external
and internal dimensions can help liberalise defengestment activities, reduce to a
minimum the use by Member States of Article 346 URkhile at the same time properly

address potential security risks.

However, as already mentioned above, most stakef®oftbm Government and industry
state that it is impossible for them to anticiptite consequences of the transposition of
both Directives for investment markets and theintod at this stage. They stress the
need to see first results of the application of Eheectives before their effects can be
judged. Industrial stakeholders stress that thecefbf both Directives on industrial
consolidation is likely to be limited if it is nogjoing to be accompanied by a
consolidation of the demand side. Some GovernntakeBolders stress that much will
depend on how the Directives are applied in practi¢hile some experts expect that the
Directives will have an impact on industrial condation but caution that it might not
always strengthen the defence industry; others atoanticipate much of a change in
defence industrial mergers and acquisition actiitgnce, the latter group of experts sees

little need to adapt their investment control piced.

3.9 Stakeholders are uncertain as to the most appropriate way forward

3.9.1 Most experts show little enthusiasm for European level action

We found a paradox in the response of stakeholdsspite a shared feeling that the

current situation is not optimal, most industriaidaGovernment stakeholders we
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consulted show little enthusiasm for EU level attitet alone as to the form of a
“European dimension” in the control of investmenisstrategic defence assets. The
response of some Member States with large defentesiries is even more paradoxical
since the Letter of Intent Security of Supply Impknting Arrangements include — as we
have noted — provisions for information exchange noergers and acquisitions and
Governments see a continued need to find a worksdillgion to address the problem.
Equally, the French Presidency Conclusions inclugdéerence to voluntary notification

of third country acquisitions of European defenompanies=!

All experts agree on the fact that to this day¢hierby no means a common European
approach, neither among the Lol/FA countries ndhiwithe EU, as to the appropriate
way to handle foreign investments in the defenciistry. There is also agreement that
the current situation is far from optimal, howevthrere is no shared notion of what

exactly the problem is, let alone of what shouldlbee about it.

Generally, stakeholders do not see the fact trated States with the main European
defence industrial assets use different means aik Sontrols and different investment
control regimes as a considerable issue. While #wit that the current situation
presents to a certain degree an obstacle to theolkdation of the European defence
industry (and the formation of a European Defengeifiment Market), they do not hold
it to be the key problem. While Government and sidal stakeholders in Germany,
Sweden and the UK stress that State ownershipfehde assets is the main obstacle to
consolidation and that any change in the investroentrol regime requires adjustments
in these areas too, French stakeholders from indaetl Government point to the lack of
common military doctrine, of a common procuremeoiiqy and of the coordination of
defence R&T. They, therefore, call for a consoimatof the demand side at the
European level. For Spain the consolidation of Hueopean defence industry and the
creation of a defence equipment market is far flmimg a political priority. Conscious
of the weaknesses of the national DTIB, Spain rafirefers to protect its national

market, and to pick up on a case by case basigyforavestors when necessary (the

131 see Conclusions of the Council of the EuropeanohinDeclaration on Strengthening Capabilities,
Brussels 11 December.
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investment decision for Santa Barbara Sistemagyleeitase in point) with prior political
negotiations on the quantity and quality of offsefered by the investor. The Polish

Government follows a similar approach.

Most experts agree that the current situation @ERJ is not transparent as to the rules
and the practice of defence-related FDI and theitrols. They hold that it would be
good to have some sort of information exchangelhteel. There are different views as
to how such an information exchange should be nedhagy the EDA or another EU
structure; with or without the involvement of ther@mission:>* At the same time most
experts point to the fact that so far the informatexchange even among the six Lol
countries has been very limited and the agreed ypocedures have been hardly
followed. An EU level mechanism for an informatierchange and consultation might
face similar challenges. However, we wish to ndtat tegally binding rules with the
Commission to monitor their actual implementatidified from looser politically binding
rules, accordingly there is a considerable chahae the former will be more effective

than the envisioned Lol solution.

3.9.2 Some experts consider EU control of non-EU investments as a precondition

for EDEM

Beyond information exchange, only a few expertsdhtitat an EU level control
mechanism for defence-related investments fromEldreountries is required in order to

create a truly European defence industry.

Some experts — notably in Sweden and France — painthat such a mechanism would
be a prerequisite for the EU “to take a strongandt in the world. In this context it
should be noted that several interviewees regardeizél investment control legislation
as a kind of bargaining chip that buttresses thés position, for example in negotiations
about market access, in particular vis-a-vis thetddnStates but also towards other

emerging powers such as China and India. In thigeso it was recommended that for

152 See for example the Country Report on Italy.
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the development and design of a common EU levelogah the control mechanisms and

practices of those countries should be examtried.

These experts also argue that unless, some sé&tt afontrol mechanism was in place,
the fragmentation of the European Defence Equiprviarket could not be overcome,
since issues of security of supply and the praiien of sensitive technologies would

remain unresolvetP?

However, other experts stress that security of lsupp not an issue to be solved
necessarily by an EU level mechanism. Contractsdest Governments and suppliers, as
well as between suppliers and subcontractors @erded as being sufficiently effective

to ensure the security of suppRy.Even those experts who agree that an EU mechanism
for the control of third country investments midle desirable warn that it would add
“red tape” and that it would be extremely challerggio implement.

One important reason for the diverging view on ttieed for EU level action consists in
fact that EU Governments also use the investmeanmtadegislation to conduct industrial
policy and strengthen their industry (and bargajnposition) vis-a-vis their partners in
the EU. As shown in the Spanish, Italian and Freretes, an investment in a defence
company will always be a highly political and pmied decision, to be taken at the
highest level of Governmeht® If the investment review was to be carried ouEkk
level, or if the Member States would have to applhparmonised EU framework, the
Member States would find it more difficult to proteheir national DITB; and already an
information exchange and consultation would inceett®e transparency and therefore

improve the present situation.

133 For details see the Country Report on Sweden.
1% See for example the argumentation in the CounéydR on France and Sweden.
135 For details see the Country Report on the UK.

156 While the entire Government can be concerned aitlinvestment decision also in Germany, Sweden
and the UK it is so in practise only in very raeses.
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By way of conclusion we can say that the currentasion of State control of strategic
defence assets has a number of negative implisation the consolidation of the

European defence industry.

» First, State ownership can be said to present atadle to consolidation, as it creates
a conflict of interest and puts publicly owned fgnm a position in which they are
able to accept more business risk in comparisaido private competitors, which
can translate into price advantages. This issueraiged by stakeholders of some

countries (UK, Germany, Sweden) but not of othemtoes (France, Italy, Spain).

» Second, the market for corporate control of defdiroes is fragmented and hinders
the free movement of capital, not allowing capiialbe channelled into its most
efficient use, increasing inefficiency and hampegritmne possibility to discipline
management. Moreover, a fragmented market repsesem incentive for

Governments who have no control legislation yetntplement such legislation.

* In addition, the current situation is characteribgda lack of transparency regarding
the policies, review processes, and mitigation ireguents of national investment
controls, which increases the risk of an investmant might prevent certain

transactions.

« These three problems impede the consolidation efEbropean defence industry
because they represent impair predictability fmestors and increase their business
risk. While industrial stakeholders acknowledged ttansparency issues, they were
not particularly concerned about the fragmentatiérthe market, stating that the
fragmentation would not represent much of an olestac their consolidation
attempts. They acknowledge the fact that the attoguns in each country require the
consent of the Government and they would seek taimht prior to any deal.
Government stakeholders were similarly concernedremabout the lack of

transparency than the fragmentation of the market.

e Fourth, in the current situation there is a lack ioformation exchange and
consultation among Governments, implying a poténtieglect of the security
interests of other EU Governments that might beceored by a transaction. While

Governments maintain that the number of revieweskgas overall very small and
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the number of cases with an EU dimension even smadhis might change in the
future after the transposition of the Procurememnt @ransfer Directives. Moreover,
given that most EU countries do not have natiomaéstment control legislation but
might still harbour companies producing stratedycamportant components, a
minority of Government and industrial stakeholdexise concerns over the security
of supply. Finally, some Governments (ltaly andn€ey are concerned about the risk
of “Trojan horse” investments in EU countries witthanvestment control legislation,
which can then be used for defence investmentshierd&=U countries. This concern
might prompt other EU countries without investmecdntrol legislation to
contemplate the adoption of such laws in the futifiest countries with existing

control legislation do not see an issue here,eathtbment.

The latter three problems impede on the consobdatif the European defence industry
in an indirect way, as they represent reasons tmre@ments to maintain strong means
of control over strategic defence assets, in pddicto keep national investment control
legislation, thereby cementing the existing fragtagan of the market for corporate

control.

We have further argued that judging by the effeétéberalisation of other sectors such
as energy, gas or telecommunications the transposf the Procurement and Transfer
Directives is likely to lead to an increase of istreents. Such a rise of the number of
cross border mergers, acquisitions or joint verstwan be expected to add further stress
to the current situations. However, most expersséil very cautious to voice an opinion
as to the consequences of the Directives and veaatvait first practical results of its

application.

Despite the drawbacks of the current situation ¢h& no agreement amongst
stakeholders regarding the appropriate way forwdfdile most of them see the benefits
that some sort of EU level action might have, tdeynot agree at all with regard to its
potential character or modus operandi. Hence, fpetde for any EU action on this

matter is rather small and this point must infolra tharacter of any policy initiative in

this field at the EU level.
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B OPTIONS FOR EU LEVEL ACTION

The purpose of the following chapters is to discausd evaluate some potential Options
that would give a European dimension to the cordfdtrategic defence assets and help
to remedy the problems we have identified abover @nalysis has shown that the
fragmentation and the nontransparency iater alia the result of ongoing national
review instruments and measures of similar effegliad to foreign investments. These
national measures are designed to ensure the tyeotithe Member States and apply

without significant distinction to EU and non-EU/astments alike.

4 PRELIMINARY CONSIDERATIONS

The Commission has asked us to identify potentigasares (“Options”), which
introduce a European dimension in the review oeifgr investment in EU countries
distinguishing between an internal and an extedimaénsion of control. The internal and
external dimensions of control concern transactiong&U investors and by third, non-
EU country, investors respectively. Measures wéilpard to both categories are linked: as
long as no effective control mechanism for non-BMestments exists, Member States
can insist on being allowed to apply their nationahtrol legislation with regard to
investments from non-EU countries, as well as EUWntges. The latter type of
investments may for example entail risks associai#id“Trojan horse™-investments and
for security of supply. Hence, action addressingestment control legislation with
regard to EU investments needs to be preceded;conganied by, measures providing

an effective control for third country investments.

Any potential In view of the assessment of theustafuo we see our task in a discussion
of EU instruments, which give a European dimensmthe control of strategic defence
assets and help to remedy the problems we havéfiddrabove. Our analysis has shown
that the fragmentation and the nontransparencyirdes alia the result of ongoing
national review instruments and measures of sim#éffiect applied to foreign
investments. These national measures are desigratstre the security of the Member
States and apply in most EU case study countrifsout significant distinction to EU

and non-EU investments alike.
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The EU instrument must have as its objective taicedor end the market fragmentation
and its consequences while at the same time addygyabtecting the Member States and
the Union from the security risks that may be lishke foreign investments. Only such
EU instruments can legitimately reduce the scopadtional measures in this field.

4.1 The Options address main security risks linked to non-EU investments

The security risks linked to foreign investments tirerefore of central importance. They

can be summarised as follows:

« The risk of a dependence of the EU or of one oremMdember States upon a foreign-
controlled supplier of strategic defence assets wiight delay, deny or place
conditions upon the provision of defence produatsessary to a functioning EU
defence industrial base; this risk relates to thalability or reliability of defence
equipment supplies in times of crisis; below thesreferred to as a risk for the

“security of supply”;

* The risk of a transfer of defence-related technplogother expertise to a foreign-
controlled entity that might be deployed by theitgrdr its Government in a manner
harmful to European or national security interdsg risk is here the dependency on
foreign technology; this risk is below referreda®“proliferation of technology”;

* And eventually the potential capability for infdiion, surveillance or sabotage into
the provision of those defence products, which @xeial to a functioning EU

defence industrial basé’

As to the appropriate legal treatment of thesesrisk are guided by the consideration
that serious security risks may well be linked ¢ot@in investments from third countries,
whereas this is less likely to be the case witlpeesto investments from other Member
States. Therefore we are of the opinion that théotrnas to cope with these risks

through legislative measures addressintgr alia, security concerns. The risks are of

157 See Réller and Véron. A European framework foeifgn investment’,Vox, 6 December.
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particular relevance in those cases where foreigte$ or entities controlled by them are

the investors in European defence assets.

Investments from other Member States will normalby threaten the essential security
interests of the recipient Member States. Theretoeelreaty normally prohibits controls
of investments from other Member States. An Intigdive Communication on the
application of Article 346 in the area of investrheantrol would clarify the prohibition

and could facilitate infringement proceedings.

4.2 Most Options combine measures regarding the external and the internal

dimensions

In order to address the risks that may be linkedthiod country investments EU
instruments have to be identified which deal wita telationship between the Union and
third countries and apply to third country residefithese instruments can be found in the

rules of the Treaties concerning the Union’s exdkaction.

* EU instruments concerning the external action nepdsed on the rules of the TFEU
on the free movement of capital between the Unioth third countries and on the

common commercial policy conducted by the Unioreiation to third countries.

* The rules of the TEU, which cover the externalacwf the Union, are those on the
CFSP and on the CDSP.

As to the internal dimension, i.e. the legal treatitnof investments crossing the internal
borders of the Union, we could either identify legastruments which concern the

Union’s internal action or refer to the correct lgation of the applicable Treaty rules.

4.3 Despite Article 346: possibilities for harmonisation exist but are limited

Article 346 TFEU is a Treaty derogation that canrmwked, on a case-by-case basis, by
Member States in clearly defined and exceptionaksaand that has to be interpreted
strictly. It is a provision of primary law and MembStates can invoke it within the limits
identified by the Court. No piece of secondary d&gion can change this legal

possibility.

The defence procurement Directive recognises #gallsituation in the following terms:
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“Articles 30, 45, 46, 55 and 296 of the Treaty [ndsticles 34, 52, 62, 65, 346
TFEU] make provision for specific exceptions to #ipplication of the principles
set out in the Treaty and, consequently, to thelieggmn of law derived
therefrom. It therefore follows that none of thesions of this Directive should
prevent the imposition or application of any measuconsidered necessary to
safeguard interests recognised as legitimate bgahmovisions of the Treaty.”
(recital 16).

Similar statements can be found in the ICT Dirextiv?

In view of this legal situation, all that EU legitibn can do is to try to create the
conditions to avoid extensive use by Member Stadigstaking the specificities of the

defence sector into account.

Four of the Options to be further discussed belawuld aim at “harmonisation”. Given
that harmonisation cannot exclude recourse by MerShses to Article 346 TFEU and
to other Treaty derogations, EU legislation whigiplees to situations where Member
States could legitimately invoke Article 346 TFEks being undermined by recourse to
this provision.

Harmonisation measures would therefore best bedediin such a way as to avoid any
potential overlap with Article 346 TFEU. Howeven, view of their subject matter, i.e.

harmonising the conditions of free movement oftegge non-EU defence assets, while
at the same time addressing also related secuottgecns, one cannot totally avoid but
only try to minimise the overlap between legislatend derogation compatible with the

Treaty.

As to this risk of overlap a distinction may bewlnabetween cases where Member States
rely on a Treaty derogation in a manner which @mpatible with the Treaties and those

other cases where the Member States invoke thgal#wa in a Treaty compatible way.

138 See for instance recitals 2 to 9, 10, 13 "subijedrticles 30 and 296", 14, and Article 1(2) ar(@) of
the ICT Directive. See also recitals 1 and 16 effflefence Procurement Directive.
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In this regard it should first be noted that anyscdminatory, disproportionate,
heterogeneous, nontransparent or otherwise ind¢anser of Article 346 TFEU — which
definitely transgresses the limits of the derogatio may not only be addressed by
corrective measures on a case by case basis suahfriagement proceedings in
accordance with Articles 258 et seq. TFEU. Ano#fécient “remedy” for infringements
of this kind can be found in EU legislation providifor common binding rules defining
the Treaty compatible approach of the subject mattessue. As the EU practice shows,
harmonisation often puts Treaty infringements toead. On the other hand, it should
also be recalled that in cases where EU legisldims been adopted, national measures
based on derogations such as Article 346 TFEU nelilwe capable of undermining the
efficiency of common rules which inter alia addre&so security concerns. For precisely
this reason we have stressed that EU legislatioicaroing defence FDI must aim at

minimising such risk.

Having looked at the factual and legal situatioevpiling in the case study countries
with regard to Article 346 TFEU we have not beerdemaware of specific cases where
the limits of the derogation have not been respkcte

In more general terms however we can make thewollp observations with respect to
the national use of Article 346 TFEU:

* First of all, Member States are not always awarethef fact that their various

measures or practices regarding FDI fall withingbepe of Article 346 TFEU.

e Second, as we have mentioned under 3.3.2 abovensobf “strategic defence
assets” differ substantially across the countidseady for this reason the Member
States can be said to invoke Article 346 in a loggeneous and inconsistent manner.
The variety of the national measures and practiesgyned to control foreign defence

investments provides further evidence thereof.

e Third, the actual practice on recourse to the daiog is rather opaque and lacks
predictability; therefore it is not up to the stardbs of legal certainty that businesses

would require and that should apply in the aredefénce and security.

* Fourth, in most of the Member States having a vevieechanism neither the opening

of a case nor the final decision are normally sttbje any publication, this implies
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that it is not transparent when and under what itiomd these MS invoke Article

346. Such a situation makes a proper analysisegal teview more difficult>

» Fifth, the systematic controls of intra-EU investitsein certain Member States on the
basis of criteria which are in essence the samehase applied to non-EU
investments can be disproportionate.

In sum, even if we have not found any particulases where the limits of Article 346
would not have been respected, there are manyaitmig that point to a lack of
transparency, of proportionality and moreover tdegree of heterogeneity that would

warrant harmonisation.

4.4  Six Options for EU level action can be envisaged

We have identified six Options introducing a Eummpedimension in the review of
foreign investments strategic defence assets icdtlitries:

« Option 1: A Directive on the notification, information exahge and consultation

with regard to non-EU investments;

* Option 2: A Directive harmonising the review of non-EU invesits combined with

an Interpretative Communication and possibly irfe@ment procedures;

e Option 3: A Regulation on the common review of non-EU inuestits combined

with an Interpretative Communication and possihlyingement procedures;
« Option 4: Enhanced cooperation enacting Optionl, 2 or 3;

« Option 5 A CFSP Council Decision regarding national revie&# non-EU
investments combined with an Interpretative Commaton and possibly

infringement procedures;

139 See also Articles 41 and 47 of the Charter oflamental rights of the EU.
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* Option 6: An EDA Code of Conduct on notification, informati exchange and

consultation or on review procedures of non-EU Bhidinvestments.

All six Options concern in the first place the ex@ dimension; they are legal
instruments designed to address investments inplearo strategic defence assets from
third countries. While the Treaty prohibits redions on investments from third
countries and from other MS (Article 63 TFEU), mpgowers the Union legislator to
regulate the external dimension, see Article 64a) (3) TFEU. No legal basis is
provided by the Treaty to regulate also the intedimension. However, in order to
present complete Options — covering both investm&ntm non-EU and EU countries —
we have added to each external measure the apgepamplementary measure dealing

with the internal dimension.

Four of these Options are EU instruments underREU whereas the two further
Options are EU instruments under the CFSP prossidnhe TEU.

The following table presents the Options combinting dimension(s) they address and

the governance method under which they are adopted.

Table 4.1: Overview of possible Options

Addressing only thg Addressing the external and internal
external dimension dimensions

Option 2: Directive harmonising the national
review procedures for non-EU investments &
Option 1: Directive | Interpretative Communication on EU

on notification, investment control

information and
EU instruments consultation Option 3: Regulation on a common review
under the TFEU regarding non-EU procedure for non-EU investments &

investments & Policy| Interpretative Communication on EU
Communication on | investments

EU investments
Option 4: Enhanced cooperation on Options

(1), (2) or (3)

Option 5: A CFSP Council decision aimed at
national review procedures for all investments
& possibly an Interpretative Communication
on EU investment control

EU instruments
under the CFSP
provisions of the

TEU Option 6: EDA Code of Conduct concerning

national review procedures for all investments
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The four measures adopted under the TFEU are Yepiating, enforceable and subject
to legal control. The CFSP Decision under Optiots Segally binding but it is not
enforceable nor subject to the judicial review by CJEU. The EDA Code of conduct is
politically binding.

We will present the Options adopted under the TRElWAN “ascending order”, as the
Options build on each other, involving an incregsscope of cooperation, and then turn
to the remaining two Options under the TEU. We wlilaracterise each Option along the
following criteria: legal basis and objective; faoeo and modalities; scope and

organisation; and rationale.

Volume 1 of 2 142/287



EUROCON Final Report

5 SIX OPTIONS FOR INVESTMENT CONTROL

5.1 Option 1: Directive creating notification & consultation obligations for

non-EU investments

This Option consists of a Directive harmonising tiadional rules on the notification of
certain non-EU investments in European strategierde assets and on information
exchange and consultations between Member Sta#ésatb concerned by a proposed
acquisition. More precisely, the Directive woulceate an EU wide obligation for non-
EU investors to notify certain investments the abtaristics of which would have to be
defined in the Directive. Notification would howeviee for information purposes only
whereas a review would only follow in those MemBgates which apply legislation to
that effect. Moreover the Directive would determthat national decisions on non-EU
investments which have an impact on several Mersbates shall only be taken after

consultation between all Member States concernedgrpposed acquisition.

5.1.1 Legal basis and objective

The Union is competent to legislate under the TREWefence market issues. It can in
particular harmonise national measures in ordegrtsure the good functioning of the

internal market. In doing so, the Union can alsdrads security concerns. This does not
affect the existence and the legal scope of Trdatggations such as Articles 346 and 65
TFEU. Addressing the security concerns will rediember States' recourse to such
provisions in that it will be more difficult for Meber States to prove, in the specific
cases where the derogations are invoked, that pbécation of such derogations is

necessary and proportionate.

This approach is confirmed by the Defence Packagecives, which make clear that the
Directives do not affect — in legal terms — thealyederogations but should create the

conditions for their strict application as requesty the CJEU.

The Directive here under discussion would havetasubject matter and content the
movement of capital to or from third countries wédas among the aims pursued would
also be the good functioning of the internal cdpitarket. As will be discussed in more
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detail below, Article 64(2) TFEU on the free movernef capital could serve as legal

basis for the Directive.

a) Article 64(2) TFEU as a legal basis

Articles 63 et seq. TFEU concern the free movenoéntapital within the Union and
between the Union and non-EU countries. ArticleT&EU sets out that all restrictions
on the movement of capital between Member Statesbatween Member States and
third countries shall be prohibited. Article 64(PlfEU entitles the European Parliament
and the Council to adopt “measures” on the movenoéntapital to or from third

countries involving direct investment.

The Directive here under discussion could be basedArticle 64(2) TFEU. The
Directive would only concern thexternaldimension of the free movement of capital, i.e.
the movement of capital between the Union and tbaaintries. More particularly direct
investments from third countries in European deg¢andustries would be dealt with. The
Directive would aim at harmonising the national pseons which regulate the
notification of non-EU investments to national arthies. In addition it would aim at
establishing the obligation of the reviewing Memlf&tates to consult those other
Member States which are likewise concerned by trepgsed investments, and to
exchange information to that effect. Both obligaipthe obligation to notify and the
obligation to consult and exchange information, dmaited to acquisitions or
concentrations proposed by non-EU investors ancefine concern the movement of

capital from third countries into the Union.

Use of this legal basis would not affect — in legains — the Treaty derogations laid
down in Articles 65 TFEU and 346 TFEU.

b) Endeavour to achieve the free movement of capital

The Directive on non-EU investments would have wospe the objective of achieving
the free movement of capital between the Union tird countries. More particularly,
Article 64(2) TFEU requires the legislator to adapasures (only) “whilst endeavouring
to achieve the objective of free movement of capietween the Union and third
countries to the greatest possible extent”. Acewlgi the use of this provision as a legal

basis for the harmonisation of notification obligas requires demonstration of the fact
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that the intended legislation aims at facilitatitg movement of capital between the

Union and third countries. This condition is mattoe following reasons.

The introduction of an EU wide notification systdar investors from third countries
would not, in legal terms, amount to a restrictiorirade between Member States and
third countries. A notification system which is rfotlowed by a screening mechanism
(as is the case in this Option 1) is a mere pro@dequirement designed to increase
transparency. It does not hinder the access tdethiepean investment market. On the
contrary, a general obligation to notify acquisisBowould increase the transparency of
the movement of capital between third countries #a@dUnion and in this sense aim at
furthering the free movement. Moreover, the oveshjective of the Directive is a more
open internal market, and indirectly this objectw#l also influence the movement of
capital between the Union and third countries.

c) Safeguard the security, independence and integafythe Union, Article
21(2) and (3) TEU

Though based on provisions on the free movemeaoaital the Directive may moreover

pursue security-related objectives.

In this respect, Article 21(2) TEU is relevant whisets out policy objectives for EU
policies and actions. According to this provisisafeguarding the security, independence
and integrity of the Union makes part of the objad which shall be pursued by the
Union. According to Paragraph 3 of this provisiorwhich is new under the Lisbon
Treaty — the Union shall pursue these securitytedlabjectives in the “external aspects
of its other policies” laid down in the TFEU. Thimplies that a Directive harmonising
certain external aspects of the free movement pitalaas is here the case, may also aim

at increasing the security, independence and iityegfrthe Union.

d) Article 40 TEU would be respected

Article 40(2) TEU does not stand in the way of gsiaticle 64(2) TFEU as a legal basis.
The legal treatment of non-EU defence investmantithé European defence sector is a
matter for the Treaty rules on the free movemertagital between the Union and third

countries rather than for the CFSP.
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e) Legal instrument

The term “measures” in Article 64(2) TFEU impliégt the legislator may adopt either a
Directive or a Regulation. For present purposesraciive would be appropriate (but a
regulation would not be excluded). Though bindirsgta the result to be achieved, a
Directive leaves to the Member States the choicdooh and methods (Article 288
TFEU). A Directive has also been the preferred ahowith regard to defence

procurement and intra Union transfer, as the ras@eEU Directives demonstrate.

f) Legislative procedure

Pursuant to Article 64(2) TFEU the European Pariahand the Council would to act in

accordance with the ordinary legislative proceduee with qualified majority.

It should be added that pursuant to Article 64(BEU only the Council, acting in
accordance with a special procedure, may unanimaumsl after consulting the European
Parliament, adopt measures which constitatsteép backwards in Union law as regards
the liberalisation of the movement of capital tofeom third countries Therefore the
use of Article 64(2) TFEU as a legal basis requitethermore evidence of the fact that
the proposed harmonisation would not entail a bsgkwards in Union law as regards

the liberalisation of the movement of capital frémrd countries.

The Directive would meet this requirement. As alseenentioned in connection with the
requirement to facilitate trade, the EU wide nogafion system for investors from third

countries as it would be subject of the Directivewd not, in legal terms, amount to a
restriction in trade between Member States andl tbauntries. A notification system

which is not followed by a screening mechanism isn@re procedural requirement
designed to increase transparency. It does notehitide access to the European
investment market. Therefore it does not represefdtep backwards in Union law”

within the meaning of Article 64(3) TFEU.

Unanimity is thus not required.

g) Consistency with Commission Communications

The Directive harmonising notification obligatiofte® non-EU investors would have to

be in line with the Commission Communication of ulyJ 2010 “towards a
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comprehensive European international investmenicyot®® This Communication
forms, together with a proposed Regulation, fitsps in the development of a European
international investment policy. Moreover consisienwith the Commission

Communication on Sovereign Wealth Fulfdsvill have to be ensured.

h)  Objective

The overall policy objective of the Directive woubg twofold: first, to ensure - through

an EU wide obligation for non-EU investors to ngtifefined investments in European
strategic defence assets — greater transparenclyedieat knowledge as to an appropriate
future European treatment of such investmentsight thereof, decisions as to possible
further appropriate measures may be facilitatecco®@, obligations of the Member

States to consult the other Member which are atseerned by those investments would
aim at increasing the coherence of national detssiconcerning one and the same

notified acquisition and at furthering the broadgnof the supply chain.

5.1.2 Function and modalities

The Directive would create an initial stage of anomon defence investment screening

system. It would leave the existing national meddras fully intact.

On its basis measures could be prepared which orélyefmore be needed in order to
cover the security risks which exist at this stagée level of the Union and to improve

the conditions of a consolidation of the defenazae

As to the modalities, the Directive would havedyg tlown an obligation for the non-EU
investors to notify defined acquisitiof. It would moreover require Member States

applying national review mechanisms to consult ¢hother Member States which are

180 Eyropean Commission. (2010) Towards a compreberiiropean international investment policy.
COM(2010)343 final.

181 European Commission A Common European ApproacBoteereign Wealth Funds. COM(2008)115
final.. For a more extensive discussion on pulbbliestors see 5.2.2 (c).

162 The details of the notification are outlined hat below.
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also concerned by a notified acquisition (or sthi@# the latter have the right to be

consulted, but normally a Directive lays down oatigns).

These obligations are justifieshter alia by the consideration that Member States
accepting or rejecting investments from third coestin strategic defence assets take
decisions which, though national in scope, haveabse of the existence of an internal
market necessarily Union-wide effects, in fact amdaw. Whereas the decisions are at
this stage taken in the sole perspective of naltiseaurity consideration they impact also
on the security of the other Member States andUthien as a whole.

The Directive would have to describe the proposeglisitions that will be subject to
notification and consultation. To that effect cartieey notions would have to be defined,
e.g. concerning the European defence enterprisetegc defence assets, non-EU
investors, threshold for notification, and Membeat8s concerned by a proposed
transaction. Defining these notions is a challerigj¢,legally speaking, in particular the
notion of strategic assets and non-EU investors.tdAsiny further modalities of the
Directive, inter alia the Merger Control Regulation (EMCR) could providseful
guidance.

Key notions to be defined

a) European defence enterprises manufacturing or denghg strategic

defence assets

The Directive should define the European compatiiat are targeted by the investors.
These are European defence enterprises which Haeie ftegistered seat, central
administration or principal place of business witthe European Union and manufacture

or develop strategic defence assets (as definesvhel

The Directive should as a rule apply to operation®lving all undertakings meeting

these criteria and larger than SME’s. SMEs are mgdef enterprises which employ
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fewer than 250 persons, have an annual turnoveexsdeding EUR 50 million, and/or

an annual balance sheet total not exceeding EURiHi8n.®

It should remain for the Member States to decidethér the Directive applies also to
establishments without legal personality (branch88)JEs, micro enterprises and start-
ups. Such firms may be specifically innovative, chakrategically important defence

technologies and have been subject to reviewseipdist, for example in France.

The Directive should also apply to companies produdual-use goods/technologies or
military and civil goods/technologies (as is thesecaf most companies in this area).
Their inclusion is necessary, compatible with Agi846 (1) b) TFEU and also current
practice under the EMCR.

b) Strategic defence assets

The definition should be based on the consideratiah defence equipment is vital for
the security and the sovereignty of the MembereStand for the security, independence
and integrity of the Union as a whaf¥.It is moreover relevant that according to the
CJEU a restriction of the free movement of capitey be justified in relation to
equipment which is necessary in order to ensureséleerrity of supply of the Member
States in energin a situation of crisisin a case concerning the energy sector the CJEU
qualified the distribution infrastructure held blget Belgian operator Distrigaz as a

strategic asset necessary in case of an energg. cris

Applying this case law to the defence sector we santhat only those defence assets
may be “strategic” which will be necessary in cata “crisis” related to the security of
one or more Member States or the Union as a wiholether words only defence assets
necessary in the event of a military crisis mayme the material basis for a justified

restriction on the free movement of capital.

1831t remains to be discussed whether this thresisaido low and therefore the obligation to notifyerly
restrictive or too high i.e. exempting from the teaion small but highly innovative firms and staps.

184 See Case C-54/9%glise de scientologig2000] ECR 1-1335 paragraph 18; Case C-503/99,
Commission v BelgiuiDistrigaz) [2002] ECR 1-04809.
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In line with this crisis related notion of strateglefence assets we would suggest using
as a starting point for a definition of this notitme List of arms, munitions and war
materials drawn up by the Council in its Decisid&5/58 of 15 April 1958° expressly
referred to in Article 346(2) TFEU. In the systeirintioe TFEU this List represents the
product types of military equipment which may beessary in the case of a security

crisis.

The defence procurement Directive 2009/81/EC aéders to this List, though in its
recital 10 only. Its approach to the Council Ligt 1958 is as follows: Article 2 of
Directive 2009/81/EC states that subject to AricB, 45, 46, 55 and 296 of the EC
Treaty, the Directive applies to contracts awardetthe fields of defence and security for
inter alia the supply of military equipment, including anyrgsa components and/or
subassemblies thereof. Article 1 of said Directoamtains a general definition of the
notion of “military equipment” as equipment designar adapted for military purposes
and intended for use as an arm, munitions or wdemah Recital 10 adds that Member
States may limit themselves when transposing theciive to the product types included
in the list of arms, munitions and war materiall8658 and referred to in Article 346(2)
TFEU *® still according to said recital this list is to bieterpreted in the light of the
evolving character of technology, procurement pedsicand military requirements”, in

simplified terms the List has to be applied in gaated version.

185 Council of the EU. Answer to written question 83#/01 by Bart Staes regarding the List of 15 April
1958 to which Article 296(1)(b) refers of 4 May 200

186 See recital 10 of Directive 2009/43 which reasl$aflows: “For the purposes of this Directive, military
equipment should be understood in particular as pheduct types included in the list of arms,
munitions and war material adopted by the Countiits Decision 255/58 of 15 April 1958. (Decision
defining the list of products (arms, munitions amdr material) to which the provisions of Article
223(1)(b) — now Article 296(1)(b) — of the Treapply (doc. 255/58). Minutes of15 April 1958: doc.
368/58), and Member States may limit themselvésigdist only when transposing this Directiviéhis
list includes only equipment, which is designed,véped and produced for specifically military
purposes However, the list is generic and is to be intetpd in a broad way in the light of the evolving
character of technology, procurement policies arilitamy requirements which lead to the development
of new types of equipment, for instance on thesbafsihe Common Military List of the Union. For the
purposes of this Directive, military equipment dsdoalso cover products which, although initially
designed for civilian use, are later adapted toitaiy purposes to be used as arms, munitions or war
material” (Emphasis added). Council of the European Unawd European Parliament. (2009)
Directive 2009/43/EC of 6 May 2009 simplifying tesrand conditions of transfers of defence-related
products within the Communit{J L 146:1-36.
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We suggest therefore that the present Directivanegfits scope in accordance with the
procurement Directive, taking the Council List &5B as astarting pointbut requiring

its application in light of the evolving charactdrtechnology, procurement policies and
military requirements. Using in essence a simileopg for several EU instruments
concerning the defence sector is in itself an athge in terms of coherence and

simplicity.

However, it would be useful toshorten this list” by removing a maximum of items
which in reality would not warrant recourse to Al 346 TFEU. For instance, it would
be appropriate to exclude from the scope militagyipment, belonging to one of the
product types of the 1958 list, which representsnioercial-off-the-shelf (COTS)
technology:®’

If political agreement can be reached to such aatsmh the risk that Article 346 TFEU

continues to be relied upon with regard to thoseessiems would a priori be reduced.
Below we will therefore refer to the “shortened 895st” of the Council.

It cannot be denied that this relatively large scap accordance with the procurement
Directive creates an overlap with Article 346 TFEdhwever, this would also be true if

the scope was limited just to the “most strategidfitary items®®

If a general notion needs being added to thistlisight refer to “the military equipment
needed in a military crisis affecting the secudfyone or more Member States or of the

Union as a whole”.

c) Direct investments

According to the express terms of Article 64(2) TFB&nly direct investments can be

subject of legislative measures. Direct investméaige been defined in the nomenclature

87 The Commission services assume that in reality arsmall portion of the military items of thissii
will affect the essential security interests antitienthe Member States to rely on this provision.

1% The overlap with Article 346 TFEU is discussedrinre detail with respect to Option 2 at point 5.&)
below.
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set out in Annex | to Council Directive 88/361, ah@ explanatory notes appearing in
that annex*®® Points | and Ill in the nomenclature indicate tHaect investment in the

form of participation in an undertaking by meansaaghareholding or the acquisition of
securities on the capital market constitute capitalements for the purposes of Article
56 EC. The explanatory notes state that directsimrent is characterised, in particular,
by the possibility of participating effectively ihe management of a company or in its

control.

Accordingly, portfolio investments (securities winido not meet the criteria of direct

investments) would have to be excluded from th@saif the Directive*"°

d) Threshold triggering notification

The question arises when the obligation to nothpud start: with an acquisition of
100%, of 51% or of 25% of the target company? Uggaeaking, the threshold should
be set at a level, which it more restrictivéhan necessary to address skeurity risks

run by the target company and “its” Member Statd/@nthe Union as a result of the

proposed acquisition:

¢ One risk is linked to the purchaser’s power touefice the market conduct of

the target company, which governs the issue ofrggaf supply.

¢ Another risk is implied in his power (or practicpbssibilities) to obtain

insight in secret technology and know-how of thrgeéacompany.

The thresholds granting this respective power warger the national company law and
have not been subject to harmonisation. Commisskperts in the field of harmonisation
of company law hold that 33 % of the voting rigmsrmally give shareholders the
possibility of influencing the management of adésicompany. The use of this threshold

would thus cover the risk related to security op@y. However, the risk of obtaining

189 See the Council of the EU. (1988) Council Direeti88/361/EEC of 24 June 1988 for the
implementation of Article 67 of the Trea®J L 187:5-18.

170 | et us recall though that this Directive does caise a restriction of trade.
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access to secret technology and know-how of tigeetaxompany is not linked to control

and governance and requires rather a thresholavi238o.

This leads us to suggesting that the acquisitio258b or more of the voting rights of an
EU company of a certain size engaged in strategiente assets would provide a
necessary but sufficient threshold. At the same tilnis threshold would a priori suggest
that the investment aims at creating lasting ecaondimks and accordingly is a direct,

not a portfolio investment.

e) Non-EU investors

As mentioned above, defining this term correcthaiparticular legal challendé* The
notion of non-EU investors has to be defined fofsall on the basis of Article 54 TFEU.
This article forms part of the rules on the freedofmestablishment and sets out the
conditions under which foreign companies have tgia@ted national (and therefore also
EU) treatment. It provides that national treatmeed to be granted to companies having
their registered office, central administration pimcipal place of business within the
Union. Accordingly, non-EU companies are businesities having neither registered

seat nor central administration nor principal platbusiness in the EU.

In order to reduce the risk of circumvention, ooeld clarify in accordance with the case
law of the CJEU concerning Article 54 TFEU the citinds, which wouldnot justify the
national and European treatment of a non-EU inveSio that effect one might specify
e.g. that mere branches, permanent establishmett$edterbox establishments” (all not
mentioned in Article 54 TFEU as requiring natiotr@atment) belonging to a non-EU
investor do not suffice to make him an EU residént.

Moreover, the — as mentioned: controversial — qoesrises how to deal with the cases
of an indirect acquisitionwhere the EU based affiliate of a non-EU investithe

purchaser. The previous definition of the non-E\estoron its ownwould exemptfrom

171 See above the discussion under 3.6.3.

172 This proposal is inspired by Article 53(1}" 4entence FTR, the German legislation concerning a
reviewing mechanism in the wider security sector. details see the Country Report on Germany.
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the screening process all those third country aefegroups that have or will acquire an
affiliate within the Union which may act as the ghaser. Given that all significant
enterprises have a subsidiary within the EU, theses cannot be ignor&d.If EU
companies controlled by third country companiesratesubject to the common rules to
be created, the Directive risks having little effat any. In order to give the EU rules
“effet utile” and combat circumvention one should lay down that EU resident
company in which a non-EU resident holds at 1eaS¢4) of the voting rights may be
treated as a non-EU investor subject to notificatid

A comparable clause has been included in the 20@9dy Directives. It addresses the
acquisition of EU energy networks. Article 11 ofr&itive 2009/72/EC on common rules
on the internal market of electricity lays down tthiehere an Electricity transmission
system owner or operatoragsntrolledby a person from a third counthe shall only be
certified once the Commission has examined whajhamting the certification will not
put the security of energy supply of the MembetteSgad the Community at rigi The
threshold for intervention under the Electricityr&itive is control, and both direct and
indirect control, are apprehended, see Articles21Gnd 11(1) of the Electricity

Directive.

With respect to the defence sector one has to ree®dhat in this sector the indirect
acquisition is more widespread than in the sedt@nergy distribution and transmission,
that defence equipment serves to cover even higsles than electricity transmission

equipment, and that the risk of proliferation ofaee technology has to be properly

173 According to the motivation of the German Foreigade regulation (FTR) (¥3amendment) all
enterprises operating globally have a permanergblishment within the EU. This situation has
influenced the German legislation. Bundesministaraer Justiz. (2009) Thirteenth Act amending the
Foreign Trade and Payments Act and the ForeigneTaad Payments Regulation of 18 April 2009.

174 This same clause continues to make part of then@e defence related regime, see Article 52 FTR. Th
German wider security regime however has limiteel &tbove provision to cases of circumvention
where the investors are EU residents (i.e. in apptin apparently of the rules on the freedom of
establishment which do not apply to third countnyestors). In the Directive here discussed the
investors are by definition from third countries.

17> See Council of the European Union and EuropealisRent. Directive 2009/81/EC of 13 July 2009 on
the coordination of procedures for the award ofaterworks contracts, supply contracts and service
contracts by contracting authorities or entitiesthie fields of defence and security, and amending
Directives 2004/17/EC and 2004/18/EC.
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addressed. Therefore the application of a lowesstiold for intervention in the defence
area would be justified. Accordingly, in the preseontext the threshold for intervention
should not be the indirecbntrol but already the indiregarticipation of (25 %) or more

in the EU resident investor. The indirect acquisitof an EU defence company by an EU
affiliate in which a third country defence groupgds25% of the voting rights would thus

be subject to notification.

We suggest that this approach, i.e. to include tidsacases of an indirect acquisition, is
not only required in the interest of affet utileof the rulesbut also necessary in order to
protect the security interests of the Member Statesthe Union as a whole. Moreover,
let us recall that the present Directive is limitedhotification, information exchange and
consultation and altogether does not amountresaiction of trade with third countries.

The Directive’s low impact may increase the acdaptg of the suggested solution.

An as efficient alternative solution is not avai@bln theory one might limit the
provision just proposed to those cases where itidita of circumvention can be
established. To that effect one would have to Bayan acquisition by an EU resident in
which a non-EU resident holds at least (25%) of béng rights may be subject to
notification only if there are indications of argments aimed at circumventing the
law.>"® Such a provision would however be subject to lefiallenge. Moreover, it will
only rarely be possible to establish the existeoiceircumvention. In other words, a
provision of this kind would not be sufficientlyfeétive.

Accordingly we suggest that a non-EU investor i$ oily a company having neither
registered seat nor central administration norqypad place of business in the EU but
can also be aBU companyn which a non-EU investor holds 25 % or morehs voting
rights.

178 See German legislation of 2009 amending FTA af& Eoncerning a reviewing mechanism in the
wider security sector; our proposition is inspitgdArticle 53(1) &' sentence of the FTR as amended.
Bundesministerium der Justiz. Thirteenth Act amegdhe Foreign Trade and Payments Act and the
Foreign Trade and Payments Regulation of 18 ARG
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f)  “Member States concerned”

“Member States concerned” are those Member Staggsriay directly or indirectly also
be concerned by a national review decision. Theergainly the case of the members of a
group of companies which is targeted by an acdaisii.e. the affiliates located in other

Member States.

The definition should however not stop here buetako account the EU interest in a
broadening of the supply chain and in furthering ®wlde common military projects.

These supply chains and projects could in theorpuieat risk as a result of take-overs
which put an end to the cooperation of the targedmany in the chain or project. If the
consultation includes the authorities of the MemBetes whose industries are involved
in such chains or projects, the reliability of thisoss-border cooperation would be
increased. Small Member States would be the beaeés. Accordingly we suggest that
the consultation should extend to the Member Statesse industry participates in a

supply chain or a common project.

The “Member State most concerned” is the one wholdveeceive the FDI or who hosts

the only target company or the parent company®tdhgeted companies.

g) Notification obligation

The Directive would have to provide for @x anteobligation of non-EU investors to
notify proposed transactions reaching or exceedimg threshold as just defined.
Sanctions should be laid down in case of disregard.

The question arises whether multiple filing sholkdrequired when the target is a group
of companies. Multiple filing means notificationtranly of the proposed acquisition of
the parent company but also of the acquisitionhef affiliates to the authorities of the

respective Member States.

In the present context, multiple filing would besthppropriate approach, in spite of the
administrative burden on investors which it entdilscause the risks linked to a given
acquisition for the security of supply of the drfat Member States differ and have to be
assessed individually. Multiple filing is moreowée solution which prevails at this stage

under national law in the Member States applyingesg mechanisms. For present
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purposes it is in particular important that mukigiling facilitates consultation between
the Member States concerned which host the mendbergroup of companies because
their authorities would have obtained the informatirequired to engage in fruitful

consultations.

Let us add that the Member States concerned whichaodl host a target company but
participate in common projects or supply chains cafy be consulted if they are
informed of the existence of a notification. Thengaapplies to all those Member States
which host affiliates but do not receive notificets because they have no screening
mechanism. As the EMCR shows, the publication shart notice informing (along the
model used under the EMCR) on the filing of a ncaifion all the parties involved would
be necessary in order to include also these Men$iates into the consultation
mechanisnt/’

The notification obligation of non-EU investors ias stated, no restriction in trade
between the Union and third countries. Nor dodallitunder Article 346 TFEU because
it does not impinge on essential security intereststhe Member States. In fact,

notification is an issue which is still confinedthiin one and the same Member State.

The publication of such a notice would not impirayeessential security interests either
given that no sensitive information would have topublished and that the fact alone
that there is an investment project would not amhdona military secret within the
meaning of Article 346(1)a TFEU.

By the way, the obligation to notify laid down inet Directive would not be really new
but in essence mirror the obligation to notify whimpplies since many years to investors
under the EMCR. While the latter applies to alleshefe equipment/technologies, strategic
or not, within the scope of Article 346 TFEU or nptovided only the conditions of a
Community dimension are met, the present Optionlvbe somewhat broader in terms

of acquisition and notification thresholds.

Y7 The MCR provides for publication in the OJ C, @uson which is not open to Member States.
Therefore another technical solution would be resgli
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h)  Information exchange

Should the Directive in addition provide that MemBgates concerned have to exchange
certain information, e.g. the information that seful for an informed consultation? We
suggest that providing for the obligation to examformation is necessary in order to

ensure the efficiency of the consultation.

It should be taken into account that Article 34% (@ TFEU may apply if information
exchange is provided for. Under this provision Member States are not obliged to
supply information the disclosure of which they sioler contrary to the essential
interests of their security. They could rely onsthprovision in order to prevent
information exchange, in particular security relev@lements. The information requested
could thus be refused and it is in practice diftido prove that the disclosure of the

information is in realitynot contrary to essential security interests.

Member States may thus either grant the informatopested or refuse it on the basis of
Article 346 TFEU. Recourse to the infringement ahare of Articles 258-260 TFEU

would be possible.

Therefore it is important to know whether the pres@irective with its limited scope
could also function in those cases where an ex@&afhgnformation is refused by the
reviewing Member Staté® We are of the opinion that the Directive would @aiseful

effects also if not in all cases the entire infotioawere divulged.

)] Consultation obligation

The Directive would provide that national decisi@mmsnon-EU investments which have
an impact on several Member States shall only kentafter consultation between all

Member States concerned by a proposed acquisition.

78 The situation under the following Options 2 andoBicerning review is different; there the ovenfh
Article 346 TFEU is more important.
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The Member States would thus be obliged to corikalibther Member States which are
concerned by a notified acquisition (and these roftember States have a right to be
heard).

Also the obligation to consult with other Membert®t could lead to the invocation of
Article 346 (1) (a) TFEU whenever a MS claims thenstive nature of certain

information.

However, Member States concerned which would nogien the occasion of being
heard or would not have received the informatioguned for a proper consultation
would have the possibility to act either under é&i259 TFEU or to signal problems
with other MS’ compliance with EU law to the Comsi@n, leaving it to the latter to
take action under Article 258 TFEU as appropri#itevould then be for the CJEU to
address the legal questions so raised such asoffsibfe scope left by the Directive for
reliance upon Article 346 (1) (a) TFEU.

Altogether, the overlap is not such as to quedtienfunctioning and the effectiveness of
the Directive as a whole. It is in particular dsffit to imagine a situation in which the
reviewing Member States could establish that tegsential security interests are hurt by
the mere fact that they have to delay the decibioa certain period of time in order to

consult the other Member States.
How would the consultation mechanism work in pice?i

The reviewing Member State would have to set alglay of a certain number of months
from the publication of the notification during whithe other Member States concerned
can express their views and refrain from any actlaring that period of time (“stand-
still”). If the delay so fixed has elapsed the dam may be taken, whether or not
consultations have taken place. Member States ocoedevhich would not be given the
occasion of being heard would have the possihititpct under Article 259 TFEU or to
signal problems with other MS compliance with EW o the Commission, leaving up
to the latter to take action under Article 258 TFB&Jappropriate. It would then be for
the CJEU to address legal problems such as theébpossope left by the Directive for
reliance upon Article 346 TFEU.
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The question remains how the other Member Statasetned can be informed of the

existence of a proposed acquisition or take-over.

The Member States with national review systemslgfRoh France, Germany, Spain,
Sweden and the UK) which host ttagget parent company or one of the affiliatesuld
have received a notification and other informattout the envisaged acquisition in their
own right. Accordingly they possess the informatimgcessary to assess the possible
risks attached to the proposed acquisition forrthational security of supply and their
technology. Under these conditions the new obligatior these Member States to
consult each other would in all probability leadatdruitful exchange of views between
the various national authorities concerned. In otherds, the consultation would work,
in spite of the risk that in certain cases the arge of information may be refused on the
basis of Article 346 TFEU.

As mentioned, it would moreover be desirable toagexbthe consultation to the further
Member States concerned, in particular to thosehvhostaffiliates but have no national
screening mechanisand also to those whose industries just partieipaasupply chain

or other cross border military projectf these Member States are duly informed of the
existence of a take-over project — the publicatba notice on the notification in an EU
wide accessible instrument would be required td #féect — they would have the
possibility to express their views on the basighaf information given in the published
notice. Their role would be to convey on the authew of the reviewing Member State
information as to the risks run by the project op@y chain if the investor discontinues

the cooperation of the target company in the pta@echain.

The consultation mechanism would increase the itegdty of a national review

procedure which pursuant to the Treaty rules orritite of establishment Articles 49 et
seq. TFEU extends its effects to the entire EUwduld increase also the chance of
coherent decisions and improve the evaluation ciirsty risks in the interest of Member

States, investors and target companies.

Should the Member State reviewing the acquisitizo de legallyboundto take the
results of the consultation duly into account? VWendt think that a legal provision of
this kind would have any useful effect whereasait well be expected to create an issue

under Article 346 TFEU. We are inclined to maintaivat also without such a legal
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obligation the consultation process just outlinezid have useful effects in comparison

to the status quo.

)] No review

The present “light” Option would not extend to &iesv of the notified operations. Nor

would if affect the choice of the Member Stategpply a national screening procedure.

5.1.3 Scope and Organisation

The Member States would have to designate autbsrith charge of receiving the

notifications from non-EU investors and ensuring #xchange of information and the
consultations. However, under the Directive, theyuld not have to open proceedings or
take decisions. Only the authorities of those Man8iates which already have a review

system would continue to take decisions on non4ildstments.

The role of the Commission in the consultation pescwould be limited. As mentioned,
Member States concerned who would not be giverodeasion of being heard would
have the possibility to act under Article 259 TFBtto signal problems with other MS
compliance with EU law to the Commission, leavingta the latter to take action under
Article 258 TFEU as appropriate.

Given this Option 1 is very light, the creation afnetwork of representatives of the

Member States would not appear necessary and apgieop

5.1.4 Rationale

Option 1 on its own would neither address the eursecurity deficit of the Union nor
make a substantial contribution to the consolicatibthe European defence industry. It

represents a first step towards a more efficielition.

Nevertheless, the added value could be argued sighéicant. In the present patchwork
situation where different national regimes coexis¢ consultation and information
exchange mechanism might enable the Member Stppdgirag review systems to assess
the acceptability of non-EU investors on the basisbetter information and better
knowledge of the security considerations of othenider States. The mechanism might
improve the evaluation of the security risks anel toherence of the different national
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decisions, in particular in connection with crossrder supply chains and groups of

companies.

5.1.5 Complementary EU instrument for the internal dimension

This “light” Directive would not create binding g on a review mechanism for non-EU
investments. Nor would it address the fact thatMleenber States maintain their current
restrictive measures with respect to both investan third countries and from other
Member States. In short, the Directive would natvje guarantees as to the security of
notified acquisitions by non-EU investors.

For so long as there is no EU wide effective cdntfonon-EU investments, national
controls concerning EU residents may in certairesadill be justified and compatible
with the Treaties. Member States may continueltoae Article 346 TFEU arguingter
alia that investments from other Member States may aditye be hidden non-EU
investments which have not been subject to prigieve in another Member States but

enjoy the benefits of the freedom of establishnpemsuant to Article 54 TFEU.

In view of the limited subject matter of this Ditixe the adoption of ainterpretative
Communication concerning the interpretation andieafon of Article 346 TFEU with
regard in particular to the internal dimension ¥dstment controls would not be the
right complementary approach. We will suggest tepéion of such an interpretative
communication concerning the internal dimensioreiation to the legislative Options 2

and 3 below.

However, the Commission might well issue a genéPRalicy Communication on the
control of strategic European defence assets” andossible ways forward with regard
to the external and the internal dimension of adnffhe purpose of such a “policy

Communication” could be

» to complement the Directive envisaged as Optionhickvis characterised by a
limited concept and limited legal instruments (ia@ldressing notification and

consultation but not the review);

= to provide the ongoing discussion with a sharedsatary and key concepts;
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= {0 set out for Member States and all stakeholddrat\the Commission would

consider as good practice in the field of the matioreview of investments,

whether non-EU or EU investments, in Europeanesgiatdefence assets;

= to underline that the Commission fully recognised appreciates the particular

character of the defence industry and the role @aternments and Parliaments

play for it;

= to set out how it expects the Procurement and Tearmirectives to impact on

industry and its relations to Governments;

» to set out the different options that are at theobs disposal for the regulation of

the subject matter and explain their added valua téuropean DTIB;

» to address the concerns of stakeholders regardentyansatlantic relationship.

Such a Communication would be a useful step, remtleecause several Government

stakeholders expressed an explicit interest intgresnsparency with respect to national

controls of defence investments.

To summarise, Option 1 on a Directive on mandanayfication & consultation and can

be described as follows:

Notification

Consultation

Review

Decision-making

Ex ante notification
mandatory

To national
authorities

Consultation and
(limited) exchange of
information between
MS concerned by a
proposed acquisition

Complementary measure concerning the review of Eildnand EU investments: A

Policy Communication.

Volume 1 of 2

163/287



EUROCON Final Report

5.2 Option 2: Directive harmonising the review of non-EU investments &

Interpretative Communication

This Option consists of a Directive, which rathleart being limited to notification and
consultation requirements, would harmonise alsontitenal provisions concerning the
review of direct investments from non-EU countiieslefined European defence assets.
The Member States would have to transpose the afildge Directive into their national
law and designate or create competent authoritibsch are in charge of reviewing

proposed acquisitions and taking the necessargidesi

In order to cope with the internal dimension conogg investments from other Member
States, the Directive should be “combined” with laterpretative Communication and
possibly infringement procedures. The latter insints would be aimed at the gradual
phasing out of the restrictive national measuresessing investors from other Member

States.

5.2.1 Legal basis and objective

a) Articles 64(2) TFEU as a legal basis

The legal basis would be provided by Article 64TBHEU. This provision entitles the
European Parliament and the Council to adopt “measSwn the movement of capital to

or from third countries involving direct investment

b) Facilitate the free movement of capital

As mentioned, Article 64(2) TFEU requires the l&ger to endeavour to achieve the
objective of free movement of capital between theiod and third countries.

Accordingly the use of this provision as a legaibaequires a demonstration of the fact
that the intended legislation aims at facilitatitg movement of capital between the

Union and third countries.

We submit that these legal requirements would bBisanet by a Directive harmonising
the national provisions subjecting non-EU investtaeto a review mechanism. The
overall objective of the Directive is a more operernal market, and this objective
influences favourably also the movement of capliatween the Union and third

Volume 1 of 2 164/287



EUROCON Final Report

countries. Moreover we read the clause here undeuskion (“endeavour to achieve”)
as a best efforts clause, not more, and doubtkssUnion legislator adopting the
Directive will use its best efforts to leave theitdin as open as possible to foreign
investment. At any rate the clause at issue doégrevent the Union from adopting
adequate and proportional measures designed alia to ensure the security of capital

movement.

Further arguments will be presented in connectidh the legislative procedure under e)
below concerning the question whether the Directweild constitute a step backwards

in liberalisation.

¢) Safeguard the security, independence and integofythe Union, Article
21(2) and (3) TEU

The Directive should moreover pursue security-eelabbjectives in accordance with
Article 21(2) and (3) TEU.

d) Legal instrument and procedure

As a result therefore, Article 64(2) TFEU can besdisas a legal basis for the

harmonisation of national provisions on the revawmon-EU defence investments.

The term “measures” in Article 64(2) TFEU implidést the legislator may adopt either a
Directive or a Regulation. For present purposesir@ciive would be appropriate to
coordinate the national rules and procedures atablesh “policy harmonisation”. A
Directive has also been the preferred choice vegard to defence procurement and intra

Union transfer, as the respective EU Directives aiestrate.

The European Parliament and the Council would havact in accordance with the

ordinary legislative procedure.

It should be added that pursuant to Article 64(BEU only the Council, acting in
accordance with a special procedure, may unanimausl after consulting the European
Parliament, adopt measures which constitatstép backwards in Union law as regards
the liberalisation of the movement of capital tofrmm third countrie& Accordingly the
use of Article 64(2) TFEU as a legal basis requsabstantiation of the fact that the

proposed harmonisation woulebt entail a step backwards in Union law as regards th
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liberalisation of the movement of capital from thaountries. We think that the Directive

would not constitute such a step backwards fofahewing reasons:

The Directive would be a step backwards in Uniam iflasecondary legislation in the
field of defence would exist and determine thatdeé investments shall have free
access. The situation under primary law as it stamdhowever less clear: on the one
hand Article 63 TFEU establishes the free movenwntapital also with third
countries and on the other hand there is Articlé BEEU which leaves ample room

for restriction by Member States.

The existence in the Treaty of Article 346 TFEU (ethhas its parallels in the
international trade agreements, see at 2.4 aboveeoimternational context) together
with the frequent and heterogeneous use of thiegd¢ion by the Member States
furnishes evidence of the fact that in the field dd#fence investments no full
liberalisation has as yet taken place. Alreadytliis reason the Directive would not

constitute a step backwards in liberalisation.

According to legal literature it is sufficient fdkrticle 64 paragraph 2 (rather than
paragraph 3 requiring unanimity) to apply if tharcoon regime is not less liberal
than the present (liberal) practice of the majositghe Member States? This would
mean that for the necessary comparison of the ageds Directive with the existing
Union law also the practice of the Member State ld/tnave to be taken into account.
In this regard it may be of interest that, as tleentry reports have shown, the
Member States with a significant defence relatesirtass and therefore perhaps of
particular interest to investors (France, Unitechdgtiom, Germany, Sweden, Spain,
Finland and Poland) apply restrictive measures,thdrethrough legislation, State
ownership, special rights or contractual arrangeamdfive Member States account
for 75% of the total defence equipment and R&D exiteire of all Member States
participating in the EDA. Moreover a number of atiMember States use public

ownership as a means for controlling foreign defeimvestments. Under these

179

See Kiemel, W. (2003) Kommentar zu Artikel 59 EGM. Kommentar zum Vertrag Uber die
Europaische Union und Vertrag zur Griindung der Edtischen Gemeinschafidited by H. von der
Groeben and J. Schwarze. Baden-Baden.
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circumstances the status quo of the Union and ignber States could not be

qualified as being open to investors from thirdoies.

As to the legislative procedure we come thus toréisalt that the Directive is not a step
backwards in liberalisation because of Article 3BBEU. Accordingly it would be

adopted by the Council and the European Parliamehe ordinary procedure.

Otherwise the Council would have to act unanimouwstg only have to consult the

European Parliament.

e) Consistency with Commission Communications

The Directive harmonising notification obligatiofte non-EU investors would have to
be in line with the Commission Communication of ulyJ 2010 “towards a
comprehensive European international investmenticyjolas well as with the

Commission Communication on Sovereign wealth fufidis.

7) Objectives

The Directive aims at facilitating the free movemeh capital between third countries
and the Union. It harmonises the national rulesedirat reviewing non EU investments
while pursuing at the same time the objective @itguting the security interests of the
Union within the meaning of Article 21(1) and (3.

5.2.2 Function and modalities

The function of the review Directive would be te@ate common rules which allow on a
case-by-case basis and with due respect for thgogronality principle the screening of
non-EU investments in European defence enterpwbésh may be problematic from the
perspective of the security of the Union or the NdemStates. Its function is moreover to
provide for consultations and information exchaageng those Member States that are

directly or indirectly concerned by a proposed s$estion.

80 See European Commission A Common European Approx Sovereign Wealth Funds.
COM(2008)115 final.
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The Member States would have to transpose the afildge Directive into their national

laws.

As to the modalities, those concerniiiger alia the notions of defence enterprises
concerned, strategic defence assets, non-EU ingestive already been discussed with
regard to a Directive limited to notification andnsultation under Option 1 above. A
legal challenge of this option is to address thebj@m of its overlap with Article 346
TFEU.

a) Notification obligation

Notification ex anteto the competent national authorities should be datory. An
opposition procedurex postwould be less burdensome for investors but alss le
efficient. Acquisitions which concern the items tre Military List of the Council
referred to in Article 346 TFEU (which might be stemed, see scope in 5.1 above)
would have to be notified.

b) Information exchange and consultation obligations

The Directive should lay down that the reviewingrivieer State has to consult the other
Member States concerned by the notified transaxtand that it has to provide these
Member States with the information necessary fom@émrmed consultation. These two
obligations would create an overlap with Article634FEU. The fact that such a
Directive might also require the creation of a adtadive Committee or Network to be
chaired by the Commission adds to this problemamy rate given that the role of the
Commission in this Directive is limited, the Comsian would not have to be included

into an exchange of sensitive information.

As with respect to Option 1 we would say that tleasultation obligation cannot be

obstructed by reliance on Article 346 TFEU. Coraidn cannot be validly refused

under Article 346 TFEU. Moreover consultation ofi@t Member States concerned is in
the interest of the reviewing Member States. MemB&ates concerned may also
expressly be granted a right to appeal the reviewistbn in cases where they have not
been duly consulted.
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As likewise mentioned with respect to Option 1, thiormation exchange obligation

may well be undermined by Article 346 TFEU.

However, we are of the opinion that the mere faet tMember States may refuse to
release or exchange information with other MembiteS would not undermine the
review Directive as a whole. Consultation of theestMember States would nevertheless

be possible.

In the alternative, the Directive could provide fardialogue procedure among the
Member States concerned in accordance with Art8218 TFEU. This procedure is

described in more detail with respect to Optiore®ty.

c) Public investors

Public investors in European defence assets mayobdeU States or entities controlled
by them. These investors may in some cases purgige aher than the maximising of
return, which normally guides private investors dhig very fact implies risks for the

security of the Union. Said risk is specific to pabnvestors and one of the reasons

which justify a Directive addressing non-EU investits.

As mentioned above, among the public investors fiioind countries, Sovereign wealth
funds require special attention. The Commissiompgatbin 2008 a Communication on a
common approach to SWE It draws attention to the fact that investmentisiens of

SWF can be influenced by the political interestref SWF’s owners and might reflect a

desire to obtain technology and expertise to benafional strategic interests.

Also an OECD Declaration on Sovereign Wealth Fuadd recipient country policies
adopted in 2008 sets certain standards in thid.féIThe U.S. Foreign Investment and
National Security Act contains specific rules onv&mment controlled transactions.

Pursuant to this Act a transaction involving thoduntry investors may not only be

181 See Ibid.

182 See OECD. (2008) Sovereign Wealth Funds andiegtipountries - Working together to maintain and
expand freedom of investment.
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prohibited if it threatens to impair the nationaksrity but also if the transaction is a
foreign Government controlled transactioff® The U.S. legislator uses thus a special
standard applying to public investors. The Unioowti however not follow this model
but apply one and the same standard to both pabtiqrivate sector investors.

Applying stricter standards to the public ratharthhe private sector in relation to non-
EU countries would a priori constitute unjustifietiscrimination and raise political
issues, all the more so as the EU itself has arontapt public sector. The CJEU has
ruled® that “the Treaty provisions on the free movemehtapital do not draw a
distinction between public undertakings and privatdertakings”. Even though the case
concerned in fact public investors from other MemB¢ates the Court's statement
appliesa priori in the same manner to public investors from thwdntries. Accordingly,
there can only be one set of criteria applyingrtegte and public investors alike.

The assessment criteria (see c¢) and d) below)thghefore have to be sufficiently broad
as to allow the proper assessment of the risksatepotentially linked to both public
and private investors from non-EU countries andcatow for a ban where the risks
implied would require and a ban and less restectemedies are not available. It should
moreover be stressed that with respect to pubkestors from third countries the
possible remedies are of importance. It is necggsagnsure that the scope for remedies
is sufficiently large to take not only the risksfofeign private but also of foreign public
investors properly into account. To that effect eeiies would have to be able to secure
even post-acquisitiothe secret know-how, secret technology as welrmaautonomous
market conduct of the target enterprises. The rafigemedies should therefore include
the possibility of arongoingmonitoring of the influengevhich may be exercised by the
foreign investor on the EU target enterprise, tbgetvith possible further “arms length”

guarantees®®

183 See the Country Report on the U.S.
184 See Case C-174/08pmmission v ltalyparagraph 32.

185 See the Commission’s remedy policy in relatiomterger control. A legislative example is provided
by Article 19 et seq. of European Parliament angl @ouncil. Directive 2009/72/EC concerning
common rules for the internal market in electrigtyd repealing Directive 2003/54/EC. on the interna
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d) Assessment criteria

According to the case law of the CJEU the free moa of capital within the Union
and between the Union and third countries may beiceed only by national rules which
are justified by reasons referred to in Article B5{FEU, among which public order and
public security, or by overriding requirements fire tgeneral intere$t® The CJEU also
held that the requirements of public security musstinterpreted strictly. To that effect
public security may be relied on only if there iSggnuine and sufficiently serious threat
to a fundamental interest of societs to such a fundamental interest of society the
CJEU recognised that the objective of guaranteeimgrgy supplies in the event of a
crisis, falls undeniably within the ambit of a legpate public interest and can justify a
restriction*®’ This case law supports the conclusion that safeinmthe EU defence
equipment necessary in the event of a crisis affg¢he security of the Member States
or the Union falls likewise within the ambit of anfdamental interest of society which

may justify a restriction of the free movement apital in relation to third countries.

Considerations similar to those just mentionedeilatron to Article 65(1) apply also to
Article 346 TFEU. The latter article provides fordarogation from “the Treaties” and
therefore also from the rules on the free moveroéptpital where the essential security
interests of the Member States so require. Itlesvamt in this respect that the notion of
public security interests has not only an intefimai also an external dimenst8fand
may therefore include the notion of essential sgcimterests®® In relation to strategic
defence equipment the notion of the essential ggdnterests is however more specific
than that of public security°

market in electricity aimed at securing the indefmte of the so-called “Independent Network
Operator” from its parent company.

18 See Case C-54/9Hglise de scientologi2000] ECR 1-1335, paragraph 18.
187 See Case C-503/9@pmmission v BelgiugDistrigaz) [2002] ECR 1-04809 paragraph 46.
18 Since Case C-367/8%chardtECR (1991) 1-4261, 4652, paragraph 22.

189 The CJEU may however give more discretion toMleenber States in the context of Article 346 than of
Article 65 TFEU.

1% The German review legislation on strategic defemssets is therefore callex specialisn relation to
the legislation introducing a wider security regiraee the motivation of the latter legislation.
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The criteria to be defined should also take intoaat the Commission Communication
concerning Sovereign Wealth Furlds.It defines SWF as tate-owned investment
vehicles, which manage a diversified portfolio @ntestic and international financial
assets. Risks are seen in the fact that investdems$ions of SWF can be influenced by
the political interest of the SWF's owners andeeffla desire to obtain technology and
expertise to benefit national strategic interesédher than being driven by normal
commercial interests in expansion to new produatsl anarkets. Moreover the

Commission points to a lack of transparency.

Against this legal background, the criteria desthte assess the “acceptability” of a
given defence investment in European strategicndef@assets should be defined so as to
avoid, to the extent possible, overlap with ArtecE5 and 346 TFEU.

On the basis of these considerations we suggedefioe the assessment criteria by
addressing the two major risks which may be lintedoreign defence investments, i.e.
the risk for the security of supply and the risk pbliferation of sensitive defence

technology. Subsequently these two criteria shdn@lccompleted by a reference to the
security objectives laid down in Article 21(2) TE&S follows:

The national authorities in charge would have taraine whether as a result of a

proposed acquisition

¢ the supply with a strategic defence good or teabgwl risks to be
compromised with no possibility to find an secoadrse within the EDTIB

which can affect the security or
¢ there is a risk of proliferation of defence knowhar technology

and whether as a result thereof the security, ietdejlence or integrity of the Member
State or of the Union may be severely jeopardised.

91 European Commission A Common European ApproacBoteereign Wealth Funds. COM(2008)115
final.
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e) How the assessment criteria would work

The guestion arises how these criteria would wargractice and how they would cope
with the fact that recourse by Member States tackx846 TFEU cannot be excluded.

The assessment criteria would have to be seenhgeith the (shortened) Military List
of the Council referred to in Article 346 TFEU. Atification would have to be made for
the items which are on this list.

The national authorities would apply the aboveecidt to the non-EU investment. They
would have to find out whether there is a risk ofdenial of supply or a risk of
proliferation and moreover whether this risk istsas to jeopardise their security or that
of the Union as a whole.

As to the interpretation of the notions of secuyribdependence and integrity, reference
might be mademutatis mutandisto the European Security Strategy (ESS), which was
drafted under the responsibilities of the High Respntative for CFSP and approved by
the European Council in 2003 . This Strategy miglatseen as a policy instrument

providing certain guidance for the interpretatiérsaid objective>

In spite of the Directive the Member States woudiba position to rely on Article 346
TFEU. They might try and apply the criteria in @fectionist manner, use further criteria
or try and extend the scope to items beyond th@es@d the Directive. This risk is

however reduced to the extent that the Directivdresbes also security concerns.

The Commission might determine on a case-by-cases lehether Article 348 TFEU
applies or whether infringement proceeding mighébeppropriate remedy. It has in this

area a large margin of discretion.

192 The key threats and challenges facing the EUtiiileah by the ESS are: proliferation of weapons of
mass destruction, terrorism and organised cringgomal conflicts, state failure, maritime piracypal
arms and light weapons, cluster munitions and landsy energy security, impact of climate change
and natural disasters, cyber-security, and povésge EP report of March 2010). As to the
interpretation of the ESS see resolutions and temdithe EP.
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f)  Clearance

The national authorities would have to decide withireasonable period of time from the
receipt of the complete notification. In the absenta decision the transaction would be

deemed to be cleared. In no way could the invedriemmade subject to prior approval.

g) Decision

If a proposed acquisition is caught by the assessirderia the competent authorities

may impose conditions and obligations or concludtegation agreements.

These conditions and obligations would be imposed the final decisions would be
taken by the authorities of the Member States. ddterence of the national policies in
this field would be increased if the Directive wéoday down that decisions can only be

taken after consultation of the Committee or Nekwor

An acquisition may only be banned if this is indispable and if no less restrictive
measure mitigating the security risks can propextidress the security concern. A
reporting mechanism could be included in the Divectgiving Member States the
possibility to refer a case to the (European Corsimiga European Agency) for a

decisiont®®

h)  Justification

The CJEU has set very high standards as regardgighigcation of any restriction to

capital movement intra and extra European Ufiére submit that these standards

193 Regulation 139/04 on Merger Control provides iridles 5 and 9 an example of a referral system.
Another model for cooperation in the decision mglimocess can be found in the Directive Electricity
2009/72/EC and Gas 2009/73/EC, Articles 10 et sdmpre the Commission gives an opinion to the
competent national authorities.

19 See CJEU in Case C-54/Hglise de Scientologiearagraph 17:1t should be observed, first, that while
Member States are still, in principle, free to detme the requirements of public policy and public
security in the light of their national needs, thogrounds must, in the Community context and, in
particular, as derogations from the fundamentalnpiple of free movement of capital, be interpreted
strictly, so that their scope cannot be determineiaterally by each Member State without any cointr
by the Community institution (see, to this eff@ase 36/75 Rutili v Minister for the Interior [19[75
ECR 1219, paragraphs 26 and 27). Thus, public podind public security may be relied on only if
there is a genuine and sufficiently serious thitead fundamental interest of society (see, to ¢ffisct,
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would be met by the Directive here under discussidme Directive addresses a genuine
and most serious threat to a fundamental intefesba@ety, i.e. the risks for the security
and the independence of the Union or one or mor¢hef Member States that are
potentially linked to FDI targeting European defemssets that are indispensable in case
of a military crisis situation. Availability and lrability of strategic defence equipment in
times of crisis are vital concerns. The absenca séreening mechanism could lead to a
situation where a relationship of dependency, imseof foreign capital and technology,
could develop with regard to investment drawn frepecific countries, not only but in
particular in cases where the investors are for&8taies. Thus, the Directive does not
serve economic ends. The investors concerned lbdrmfi adequate legal guarantees

such as transparency, proportionality, and judicsaiew.

) Proportionality

This requirement would be met under the followigditions: The Directive would not
subject foreign investments to a prior approvaunegnent. The assessment criteria just
mentioned are objective, stable, public and woe#lé no room for discretion on the part
of the Member Staté¥: accordingly they would meet the conditions regdiby the case
law of the CJEU referred to above. A ban should && possible as a last resort. These
requirements would by the way also meet the catesstablished by the OECD
guidelines, in particular concerning the “predidiigp of the outcomes”. Moreover the
application of the common rules has to pay pamicalttention to the proportionality
principle in those cases where the recipient compaiaduces not only defence but also
products not caught by the Directive.

Rutili, cited above, paragraph 28, and Case C-388(alfa [1999] ECR I-11, paragraph 21).
Moreover, those derogations must not be misap@aas, in fact, to serve purely economic ends (to
this effect, see Rultili, paragraph 30). Furtherygperson affected by a restrictive measure based on
such a derogation must have access to legal redsess to this effect, Case 222/86 Unectef v Heylen
and Others [1987] ECR 4097, paragraphs 14 and Bg)e also Case 112/@ommission v Germany
(Volkswagen), paragraph 72.

195 See the Country Report on the U.S. “Ultimatelyder section 721 and the Constitution the judgrasnt
to whether a transaction threatens national sgcradts within the President's discretion”, anrehe
report at p. 289.
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)] Enforcement

In order to ensure its proper enforcement, the diivre would have to determine that a
foreign acquisition not notified or not subjectreview in accordance with its rules shall
be prohibited. Disregard of said prohibition shoelatail the nullity of the acquisition

pursuant to the civil legislation of the Membert8ga In addition penalties could be laid

down but the enforcement may be more complicated.

k)  Publication and appeal

The main lines of a decision would have to be @ingld by the national authorities in
charge of the reviewing mechanism. The confidehfialf sensitive information (see
Article 346 (1) a) TFEU) must be respected but k&iguy objectives and practices
should be made as transparent as possible saragdase the predictability of outcomes.

Appeal to the national courts must be possible.

5.2.3 Scope and organisation

The Directive would apply to all Member States anobably be with EEA relevance.
As to the organisation the following consideratiapgly:

* National authorities: the Directive would require the designation or ticewa of
national authorities in all Member States. This liegoa heavy administrative burden
and may imply the risk of incoherent decisions. Theation of national authorities
might also increase the risk that mergers involthigd country investors may not be

notified to the Commission in accordance with thédR.

« Committee or Network: The Directive should provide for the creation dfl@twork
or a consultative Committee in order to ensure to&erence of the national
decisions. The Committee or Network should incltite national authorities dealing
with FDI of all the Member States and be chaired thg Commission. The
operational rules and procedures applicable to Goenmittee or Network and
defining the rights of its members would have to dsablished. The national

authorities decide after consultation of the Cortemibr Network.
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» Consultation among Member States concernedMember States deciding on a
proposed transaction should be bound to consuh Wibse other Member States

which may also be concerned by the decision t@bent (for details see Option 1).

The Commission should be mandated in the Directivereport to the European
Parliament and the Council on the implementatiothefDirective and on whether, and

to what extent its objectives will have been acbdv

5.2.4 Rationale

The Directive lays external review in the handghef Member States. Its value added
would be a more comprehensive protection from risksed to non-EU investments in
comparison to the status quo because all MembéesSteould apply the rules. As the
following discussions show, it may also contribtiereducing recourse to Article 346
TFEU with respect to investments from other MemB¢ates. The national review
competences might however increase the risk thagere involving third country
investors may not be notified to the Commissioneaunithe EMCR. Also recourse to
Article 346 TFEU may be a problem.

5.2.5 Complementary EU instruments for the internal dimension: Interpretative

Communication

The Directive just discussed is based on Articl¢2pA'FEU and cannot address the
treatment of inward investments. Addressing therivdl dimension is nevertheless
necessary given that currently six Member Statgdyapegulatory instruments, which

include the review of EU defence investments anmthé&n Member States apply special

rights or contractual arrangements with similaeef§ or maintain State ownership.

Secondary legislation on intra-EU investments carb® adopted under Article 64(2)
TFEU. Only Article 114 TFEU could provide a legaldis.

Normally, the correct application of Article 63 TBEvhich has direct effect is sufficient
to deal with inward investments. Given however sphecificities of the defence sector a
complementary Interpretative Communication dealiith the internal dimension only

provides the appropriate and legally correct apgrodn Interpretative Communication
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on inward investments constitutes an appropriatelleoy in relation to a Directive

laying down binding common rules on the review of+EU investments.

a) Legal basis and objective

The Commission might adopt a Communication on miberpretation of Articles 346-348
TFEU in the field of intra-EU defence investmersich a Communication clarifies the
law, is non-binding on investors and Member Stdias binds the Commission. It
prepares the grounidter alia for proceedings of the Commission pursuant to Agsic

258-260 TFEU against Member States where the dooftiovestors from other Member
States exceeds the limits in particular of Artig#6 TFEU.

A Communication does not create rights or obligegiand accordingly does not require
a legal basis. The Commission acts in its rolehas‘quardian of the Treaties” under the
control of the CJEU. The role is defined in moréaden Article 17(1) TEU.

The objective of an Interpretative Communicationtted Commission is to ensure the
correct application of the European law. The Intetgtive Communication here at stake
would aim to prevent possible misinterpretation amduse of Article 346 TFEU in the
field of EU internal cross-border investments imratdgic defence assets and
concentrations. More practically speaking the Comication would aim at the phasing
out of any EU internal control measures and ultetyaait clarifying the applicability of

the EMCR to concentrations concerning military nalduse goods and technology.

b) Function and modalities

The Communication is meant to complete the Directihich has just been discussed.
Accordingly the Communication is based on the agdgiom that the Directive under

Option 2 (or the Regulation discussed as OptiorlB8viy) will have been adopted.

In essence, the Communication would have to cldhiérights retained by the Member
States in particular under Article 346 TFEU.

In addition the interpretation of Articles 52(1)da5(1) TFEU may be addressed to the
extent that they refer to public security.
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The Communication would have to set out that Men8iates must properly respect the
limits of the Treaty derogations, and that accagblirthey may restrict EU investments
only in exceptional cases where this is justifiedgrounds of security interests which
havenot been addressed by the abovementioned Directive.

In particular the Communication could address tiewing aspects:

» Case law of the CJEU on Article 346 TFEUThe Court has made it clear that any
derogation from the rules intended to ensure tfecefeness of the rights conferred
by the Treaty must be interpreted stricl.Moreover, it has confirmed that this is
also the case for derogations applicable in siuaatiwhich may involve public
security. InCommission v Spajrthe Court ruled that articles in which the Treaty
provides for such derogations (including the formdeticle 296 TEC, now 346
TFEU) deal With exceptional and clearly defined caseBecause of their limited
character, those articles do not lend themselvasaale interpretation but have to be
applied strictly!®” According to the case lavit'ls for the Member State which seeks
to rely on (Article 296 TEC now 346 TFEU) to fulmisvidence that the exemptions
in question do not go beyond the limits of suclkeaidy defined) casésand to
demonstratethat the exemptions ... are necessary for the protectf the essential
interests of its security"®® Moreover the Court has stated repeatedly, andighis
particular interest for the Communication, that khember States may no longer rely
on Treaty derogations to the extent that the gémeterests such as public security

have been subject to harmonisatidh.

e Structure: Taking the Commission Communication of 7 Decemb@d62“on the
application of Article 296 EC in the field of defenprocuremeritas an obvious

model, the new Communication could address thevatg subjects: the provisions

1% See CJEU Case C-367/@8chardt and Les Accessoires Scientifiquesragraph 20; Case C-328/92
Commission v Spajiparagraph 15; Case C-324/R8ans Medical and Macfarlan Smitharagraph 48.

197 Seeinter alia Case C-367/8Richardt and Les Accessoires Scientifiquesagraph 20.
1% See CJEU Case C-414/@pmmission v Spaimparagraph 22.
19 See CJEU Case 112/@dmmission v Germar{yolkswagen), paragraph 72.
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to be interpreted, i.e. Articles 65(1) and 346 TFEhke field of application: i.e.

investments in defined defence and security ag$kés notion as defined in the
Directive could be used), the conditions of theodation: i.e. the criteria under
which a restriction continues to be justified evdmere a mechanism reviewing non-
EU investments is in place (i.e. the notions okatial security interests, the notion
of affecting adversely the conditions of competitiom the internal market), and
finally the role of the Commission e.g. in relatiom the EMCR and eventual

infringement proceedings.

e Intra-EU investments: The Commission would have to clarify that the lega
appraisal of defence related investments from otMember States changes as a
result of the existence of common rules protectiog the risks that may be related
to defence investments from non—EU countries. Assas binding rules concerning
non-EU investments will be in force and applied Bldle, the proportionality of
national control measures will be more difficult jtestify. The reason is that the
Directive would address also security concerns.ofdiogly the Member States
could no longer rely on the “Trojan horse”-argumenthich is mentioned frequently
by Government stakeholders — according to whicthémabsence of comprehensive
controls concerning non-EU investments also EU stments imply unknown risks.
The Commission would therefore set out that in vadwhe (proposed) Directive and
the further development of Union law investmentsrfrother Member States can as a
rule no longer be seen as jeopardising essentirisg interests of the recipient
Member States.

* Public investor: In practice, the conditions of Article 346 TFEUayncontinue to be
met more easily in the case of public than in theecof private investors from other
Member States. However, given the Treaty requirérakrqual treatment of private

and public EU investors the Communication couldneéér to this issue.

¢) Scope and organisation

The Interpretative Communication would have EU-widdéevance. The Commission

would be responsible, acting under the controhefCJEU.
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d) Rationale

The rationale of the interpretative Communicatiserta clarify the extent to which EU
defence investments may circulate within the Umiatthout national security checks and
to contribute to the full application of the EMCR this area. EU investors, EU defence

operators, national authorities and courts wouliebiefrom greater legal certainty.

5.2.6 Complementary EU instrument for the internal dimension: Infringement

proceedings

The Communication would be a useful tool but prdypaim its own not be capable of
bringing the national measures fragmenting the EJ an end. The possible
complementary use of infringement proceedings &etiore of interest. However, the

Commission has in this area a wide margin of digmme

Articles 258-260 TFEU provide the legal basis fdringement proceedings. Moreover,
Article 348 TFEU provides for special proceduralesy which may be applied to
infringements of Articles 346 and 347 TFEU.

The CJEU would of course retain final responsipildr assessing, also in the light of the
legal framework set up by the Directive under cdestion, under what conditions
Member States can legitimately rely on Article 34EU.

Infringement proceedings may be instituted by then@ission (Article 258 TFEU) or by
a Member State (Article 259 TFEU). Court rulingsifioning infringements would set
precedents for the other Member States not to muaintestrictions vis-a-vis other

Member States.

Option 2 on a Directive on mandatory notificatiamgnsultation and review can be

summarised as follows:

Information &

Consultation Review

Notification Decision-making

Consultation and

Mandatory ex ante
notification of non-
EU investments to
national authorities

(limited) exchange of
information within
the Network of MS
chaired by
Commission

Harmonised set of
rules for review of
non-EU investments
by national
authorities

By national
authorities after
consultation of
Committee or
Network
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Complementary measure for EU investments: An Imétghve Communication
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5.3 Option 3: Regulation on a common review of non-EU investments &

Interpretative Communication

This Option consists of a Regulation establishingiagle common procedure for
reviewing investments from non-EU countries in Eu@an defence assets. In order to
extend effects to intra-EU investments the Regutatould be “combined” (like the
Directive just discussed) with an Interpretativen@®oission Communication on Articles

346-348 TFEU and, potentially, with infringemenbpedures.

The discussion below will be limited to those psjnivhich are specific to a possible
Regulation. Notions such as European defence eisesp European strategic defence
assets and non-EU investors have already beensdetwwith respect to the preceding
Options 1 (see at 5.1.2 above). Specific to theuR&ign here under discussion is in
particular the application of the Regulation byirgke authority, the Commission or a
European Agency. Problematic is also the relatignbletween the Regulation and the
EMCR.

A legal challenge is moreover the identificationtbé right legal basis and legislative
procedure, the definition of the assessment caitand of a decision making process
which ensures the adequate participation of the MerStates. In particular the Member
State hosting the target or the parent company “ftieest concerned Member State”)
should be able to influence the security considmmatwhich are relevant for the final

Commission decision.

5.3.1 Legal basis and objective

As will be shown, the Regulation could either bedzhon the rules of the TFEU on the
free movement of capital or on those of the Commmmmercial Policy (CCP) or

possibly on both.

a) Article 64 (2) TFEU as a legal basis

The first legal basis would again be provided byiod 64(2) TFEU which provides for
legislative “measures” and accordingly leaves timéobl legislator the choice to adopt a

Directive or a Regulation. As to this choice th@gideration is decisive that in order to
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ensure an efficient control of third country invasnts and avoi@leassuch as a high
regulatory and administrative burden, incoheremliegtion of the law, multiple filing,
the risk of forum shopping and red tape the eshbient of a “one-stop shop” may be
preferable to the operation of 27 national authesitThese policy objectives require a

Regulation.

Pursuant to Article 64(2) TFEU the Union legislateould adopt the Regulation in the
ordinary legislative procedure. Only if the Regidatwould have to be qualified as a
“step backwards” in the free movement of capital pnocedure would be different; here
the Council would have to adopt it by unanimityaccordance with Article 64(3) TFEU.

For further details as to this legal basis see alad\points 5.1.1 and 5.2.1.

b) Article 207(2) TFEU as a legal basis

The Regulation could have another legal basis,Argcle 207(2) TFEU. This Article
entittes the Union legislator to adopt regulatiodefining the framework for
implementing the CCP. The competences of the Umdhe area of the CCP have now
been expressly qualified as “exclusive”, see Agti@(1)(e) TFEU. In the context of
exclusive competences only the Union may adoptibigndcts, the Member States are
able to legislate only if empowered by the Uniordtoso or for the implementation of
Union acts, see Article 2(1) TFEU.

The TFEU has also amended the definition of the @QCRO07(1) TFEU which now
explicitly includes the subject of “direct foreignvestments”. Clearly therefore the

powers of the Union in CCP matters include the #dapf legislation concerning FDI.

New in the TFEU is also Article 207(6), which sutigethe exercise of the legislative
Union competences in the area of the CCP to cectamditions. Having examined these
conditions we come to the conclusion that the Un®mot prevented by this latter
provision from using the legislative competencesnggd to it by Article 207(2) TFEU,
for the following reasons:

Pursuant to the first condition laid down in Aréc207(6) the exercise of the legislative
powers ‘shall not affect the delimitation of competencesvben the Union and the
Member Statés The delimitation of competences between the Wrand the Member
States has been defined in Articles 2 to 6 TFEWsEharticles define exclusive, shared,
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coordinative and supportive competences of the rand delimitate them from the
competences of the Member States in the areas fstedle The adoption of a CCP
regulation would leave this delimitation of competes fully intact. One cannot validly
argue that a Regulation harmonising the FDI scregnules reduces the scope for the
Member States to rely on Article 346 TFEU and dec$ competences of the Member
States. Such an argument would overlook that Art816 TFEU is a Treaty derogation
and which gives the Member States room to leavegdmeral rules of the Treaty
unapplied under certain conditions and on a caseabg basis. Therefore a CCP
regulation would not affect the delimitation of cpetences between Union and Member

States.

Pursuant to the second condition a CCP regulasball not entail harmonisation where
the Treaties exclude harmonisatiorlowever the “harmonisation” in the sector atuiss
is not excluded in the Treaties. The Treaties allharmonisation in areas where the
Union has neither exclusive nor shared competenbesis not the case here. The TEU
furthermore excludes legislative acts in the arfe@ESP, but this is not our case either,
such acts are not excluded in the area of CCP.

Accordingly Article 207(6) TFEU does not stand metway of using Article 207(2)
TFEU as a legal basis for the CCP framework reguat

The European Parliament and the Council would atteppCCP framework Regulation in
accordance with the ordinary legislative procedure.

¢) Dual legal basis

The question arises whether rather than using hatad these legal bases the Union
legislator could opt for the concurrent use of &les 64(2) and 207(2) TFEU.

We think that this would indeed be possible, inespif the fact that Article 64(2) TFEU
concerns shared and Article 207(2) TFEU exclusiveob powers (see Articles 3, 4
TFEU). According to the case-law of the CJEU reseuto a dual legal basis is not

possible where the procedures laid down for eagél leasis are incompatible with each

Volume 1 of 2 185/287



EUROCON Final Report

other. In the present case the legislative proeedwuld be the ordinary legislative
procedure under both legal bases; therefore theotiskee dual basis would encroach

neither on the Parliament’s nor on the Councitgis?%°

However, if the Regulation would have to be basedAdicle 64(3) rather than 64(2)
TFEU, in other words if it were held to entail @&stbackward in liberalisation, the
concurrent use of this provision with Article 20yY(ZFEU would be excluded. As
mentioned, it would be for the Council to act is@ecial procedure and by unanimity.
This procedure would be incompatible with the oadynlegislative procedure foreseen

for the CCP framework Regulation.

d) Compliance with Commission Communications

The Directive harmonising notification obligatiofte® non-EU investors would have to
be in line with the Commission Communication of ulyJ 2010 “towards a
comprehensive European international investmenticyyolas well as with the
Commission Communication on Sovereign wealth ffiidhey are in particular of
interest with regard to the assessment critert@etohosen and their application as well as

the notion of public investor.

e) Objective

The objective of the Regulation would be to creat@ngle set of rules on the review of
defence investments from third countries while hee same time, in accordance with
Article 21(2) and (3) TEU, also addressing the sgcaoncerns which may be linked to
them. Another objective is the creation of a Coneeitor Network of the competent
authorities of all Member States and the Commissionorder to allow for the

participation of the Member States in the decigimaking process. The major indirect

objective is to phase out the current restrictiom&U defence investments.

20 gee for instance Cases C-155/07 paragraph 375add C-300/89, paragraphs 17-21.

21 European Commission A Common European ApproacBolereign Wealth Funds. COM(2008)115
final. For a more extensive discussion on pubh@giors see 5.2.2 (c).
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5.3.2 Function and modalities

The function of the Regulation would be to creatrgle review procedure applying to
third country investors which would replace natiosystems where existing (“one-stop
shop”).

The Regulation would have to be shaped so asdw dbr the maximum of freedom of
movement of capital in the area of defence investsjanot only between the Union and
third countries but also, though indirectly onlyithin the Union. As to the concrete
modalities of this Option those discussed abové wespect to the Directive Option 2
apply mutatis mutandigo the RegulationThe following aspects are specific to the

Regulation:

a) Relationship with the ECMR

We suggest adopting a Regulation which would folldesely the ECMR in procedure
and modalities but would be limited to a securityeck of the “strategic” defence
industry as here defined. In fact we are inclinecold that the political dimension of
transactions in military products involving thirduntry investors and the possibility for
Member States to veto decisions would best be resed by a separate piece of

legislation.

The choice of a distinct legal instrument wouldbae justified by the specificities of the
defence sector and the differences between thel&egyuand the EMCR: the Regulation
as suggested below would be distinct from the EMCOR in terms of geographic scope
(non-EU investments only), threshold for interventi(25% only), criteria (security-
related), expertise required, committee requirad/glvement of MoDs advisable),
decision making rules (substantial participatiorthef Member States up to a veto right)
and impact of Article 346 TFEU.

Regulation and ECMR would thus apply in parallel. the interest of all parties

concerned the two procedures would have to belglesgachronised.

Legally, an alternative approach would likewisepossible and require modifications to
the EMCR along the lines discussed with respectthi® Regulation below. The
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modification of the EMCR would avoid the creatioh tavo parallel procedures and

facilitate the decision making process.

b) Notification

It should be mandatory and to the Commission (Bueopean Agency to be created for
this purpose, for details see under “Scope andriisgaon”). The intended acquisition of
all those strategic defence assets would have twobed which are on the (shortened)
Military List of the Council referred to in Articl846 (2) TFEU. Again we suggest the
threshold to be 25% of the voting rights. As tatier details of the notification see the
EMCR.

Let us add that, as mentioned ab&Vethere have been cases under the EMCR where
companies or the Member States concerned triedvad anotification concerning
transactions involving defence companies or théamyl part of dual use companies. This
could hinder the assessment of the effects of aisa&ged transaction on the competition
in the EU with respect to all economic sectors tuedefore also where defence-related or

dual use companies are concerfi&d.

The notification here discussed under the Regulatimuld aim at ensuring that all
proposed transactions concerning the acquisitio?566 or more of the voting rights of
defence or dual use companies can be security etledlhe specificity of the rules on
notification, consultation, information exchangedamoreover the participation of the
Member States in the decision making process wptbdide an added value over the
status quo in termisiter alia of a more limited recourse to Article 346 TFEU, higo in
terms of legal certainty and transparency and Iagt not least also in terms of a
comprehensive notification of transactions involyaefence business activities under the
Regulation and the EMCR.

292 For more details as to this point see 3.2 above.

293 |nterview with an official of the European Comsiin, Brussels, September 2010.
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¢) Information exchange and consultation

Under the Regulation, it would be for the Commissto ensure that Member States

concerned have the occasion of being consulted.

An information exchange obligation would have matar importance under the
Regulation. Member States would as a rule haveelEase the information required to
ensure a security check. The obligation would ia thist place aim at the correct
information of the Commission or Agency. The Consiaa would require information
in order to adopt a correct decision whereas thenbg State may have reasons not to

release sensitive or even “classified Governmdotmmation.

It should be stressed that any information acquimgthe Commission as a result of the
application of the Regulation would be used only foe purposes of the relevant
investigation (see e.g. Article 17 EMCR with regaodinformation that may include

business secrets). This would provide a certaimesdegf protection.

The information here discussed would not includsirmess secrets but information that
requires a particular high degree of protectione Regulation should therefore contain
special rules on classified information designedettsure the secrecy of classified

information released by a Member State.

In spite of these guarantees the obligation to lsuye information necessary to make a
security check will create overlap with Article 348-EU. Refusal to supply this
information may obstruct the functioning of the BRkgion but on the other hand the

Governments have also an interest in having adcdios correctly security checked.

In case of recourse to Article 346 TFEU the dialmguocedure may apply between the

Commission and the Member State concerned; asstprtbcedure see below at 5.3.3 b).

d) Assessment criteria

They have to correspond to objectives, which mapursued by the Union in pursuit of
its external action in the areas of the CCP and ftke movement of capital. As
mentioned pursuant to Article 21(2) TEU the Unidrals “define and pursue common
policies...in order to safeguard its values, fundataleimterests, security, independence
and integrity. Article 21(3) TEU adds that the objective of egfiarding the security,
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independence and integrity of the Union shall besped by the Union through its
external action. Article 205 TFEU read togetherhwdtrticle 21(3) TEU - which refers

expressly to “Part V of the TFEU” — clarify thatetitUnion shall pursue this security
policy also in connection with its CCP. As a resulie Union shall pursue these
objectives with the instruments of its external@tt jointly with the objectives that are

specific to each policy.

The present Regulation could therefore aim in tts¢ place at furthering trade in defence
investments with third countries but in additiorkdaalso the Union interest in
safeguarding its security, independence and integtuly into account. This is of
particular interest for the determination of theemsment criteria designed to evaluate the
security risks that are potentially linked to nod-kHivestments. As in the case of the
Directive discussed as Option 2 the criteria shcwddderived from the objective of

safeguarding the security, independence and ityegfrithe Union.

On the basis of these considerations we suggedefioe the assessment criteria by
addressing the two major risks which may be lintefboreign defence investments, i.e.
the risk for the security of supply and the risk pbliferation of sensitive defence
technology. Subsequently these two criteria shdnelccompleted by a reference to the

security objectives laid down in Article 21(2) TE&S follows:

The Commission (or European Agency) would havexamene whether as a result of a

proposed acquisition

¢ the supply with a strategic defence good or teabgl risks to be

compromised or
¢ there is a risk of proliferation of defence knowwhar technology

and whether as a result thereof the security, ietejlence or integrity of the Union or of

one or several Member State may be severely jemeatd

An acquisition may only be banned if this is indisgable and if no less restrictive

measure mitigating the security risks is available

As to the interpretation of the notions of secyrihdependence and integrity, reference

might be mademutatis mutandisto the European Security Strategy (ESS), which was
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drafted under the responsibilities of the High Repntative for CFSP and approved by
the European Council in 2003. This Strategy migbtdeen as a policy instrument
providing certain guidance for the interpretatidrsaid objectiveé®

Moreover, also the Commission Communications, onFS&dd on a comprehensive
European investment policy respectively, may giuedgnce as to the further refining

and application of the assessment criteria.

e) Proportionality

The Regulation must be applied so as to extendegaitmost extent possible to defence
investments the traditional openness of the Uniofotteign investment, which underlies
both the rules on free movement of capital anccimamon commercial policy.

5.3.3 Scope and organisation

The Regulation would directly apply in all EU Meml&tates. It may have relevance for

the European Economic Area.

As to the organisational aspects, in particular ¢heice of the authority in charge of
implementing the Regulation and the need to creatddition a Network of national

authorities the following considerations apply:

a) The choice of the authority

The question arises as to which should be the atyhat issue. Choosing the EDA for
managing and ensuring application of a Regulatawpted under the TFEU in the fields
of internal market and/or the common commercialgyolvould not be legally possible
under the existing Treaties. The EDA is a bodyhef CSDP created by the Council and

operating in accordance with the intergovernmemteihod. Its tasks have been defined

204 The key threats and challenges facing the EUtifieth by the ESS are: proliferation of weapons of
mass destruction, terrorism and organised cringgomal conflicts, state failure, maritime piracypal
arms and light weapons, cluster munitions and landsy energy security, impact of climate change
and natural disasters, cyber-security, and poveityopean Council. (2003) A secure Europe in aebett
world. European Security Strategy.
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in Article 45 TEU. They are relatedter aliato the European defence industry but do not
extend to the implementation of a common policythia field of capital movement or
CCP. Implementation by the High Representative doappear to be excluded for
similar reasons. The competencies of the High Reotative have been defined in
Article 27 et seq. TEU; they concern the Union’'sSPFand do not extend to the
implementation of common policies adopted under Ti#EU. As to the national
authorities, we have mentioned the interest ofdneign investors in one proceeding and
identified certain advantages of a single mechanisraddition, a regulation setting up a
common centralised review system would necessagbd to be managed by a central
authority at EU level. Accordingly, the implememdat should be the responsibility of

either the Commission or a European agency todmex.

The choice of one rather than 27 national autlesri#vould entail the least disturbance of
the free movement of capital with third countrilesfact, choosing a one-stop shop rather
than an administrative structure entailing multifilieg would alleviate the burden of the

investors. Reducing the administrative burden eéstors and Member States alike is all
the more appropriate as the cases raising seaoitgerns may in the end prove to be

rare.

Moreover, the choice of one single authority woblel a guarantee for the uniform
application of the rules which may be an issueiewvof the high interest in defence
investments. Review at the national level mighdléa “forum shopping” where third
country investors could seek clearance (or createftiliate) preferably in Member
States which show a particular interest in the stwent; once so established they enjoy
the benefits of the internal market and are no dorsyibject to the screening rules (see
Article 54 TFEU). Therefore, the operation of bnaeaompetent authority would provide
efficiency gains. The Regulation may be more conduto phasing out the internal

control measures than a decentralised applicafitimearules.

Article 348 TFEU constitutes a strong argumentawolur of the Commission to be this
single authority. The Article mandates the Commoissio examine, together with a
Member State which relies on Article 346 TFEU, hibvwr disputed national measures can
be adjusted to the rules in the Treaties. We suggelsiding this dialogue procedure into

the Regulation (see under c) below).
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Also the need for a coherent application of bothRegulation here under discussion and
the EMCR with respect to non-EU concentrations adtes heavily in favour of the
Commission. The choice of the Commission wouldvaltbe coherent analysis of both
the competition and security considerations andrategly contribute to ensuring the

proper functioning of the EMCR in the defence secto
Accordingly, below we refer only to the Commissemthe authority in charge.

Choosing the Commission would however mean thatMbamber States would have to
participate in the decision making process. Thigpasticularly necessary for those
Member States, which are concerned by an intendmplistion. The degree of
participation and influence must adequately refkbet rights retained by the Member
States under Article 346-348 TFEU.

b) The Committee or Network

To that effect the creation of a Committee or Netwapmprising the national authorities
and chaired by the Commission should be foresedmeifRegulation. The representatives
of the Member States should include the MoD ordhthorities in charge of national
screening measures. Any measure of the Commissiudwequire the consultation of
the Committee. Member States concerned shouldhthus a possibility to influence the
decision making process whereas the target Memtage &ight even be given a veto

right (see under c¢) and d) below).

c) How the assessment criteria would work

The question arises how these criteria would waorgractice and how they would cope
with the fact that recourse by Member States tackrt346 TFEU cannot be excluded
(overlap).

The assessment criteria would have to be seengeith the (shortened) Military List
of the Council referred to in Article 346(2) TFER.notification would have to be made
for all the items which are on this list. Applyirige abovementioned criteria to these
items would probably lead to the result that onlyrated number thereof would meet the
substantive criteria defined, i.e.
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U that the proposed acquisition risks entailing a yder supply or the

proliferation of important know how or technology

¢ and thereby threaten the security of the reviewidgmber State, other
Member States or even of the Union as a whole.

However, the application of the criteria would poévent that in spite of the Regulation
the Member States would be in a position to relyAsticle 346 TFEU. They might try
and maintain an own reviewing system and apply ithizddition to the applicability of
the Regulation. Such a development might undertmedregulation.

The EMCR has “solved” similar problems through esole jurisdiction: pursuant to
Article 21 EMCR this Regulation alone shall appby dertain concentrations and the
Commission shall have sole jurisdiction to adop¢ thecisions provided for in it.
Conflicts with Member States have nevertheleseartzut not to an extent as to affect
the good functioning of the EMCR.

In the defence area however, Article 346 TFEU m&nd in the way of such an

approach, let alone for political reasdfis.

In view of the above we suggest that in the presentext the risk of conflicts between
Commission and Member States should be addressedigth a high degree of

participation of the Member States in the decisi@aking process (see under d) below).

For completeness sake let us add that the Commisgtuld have to determine on a
case-by-case basis whether an infringement proogedight be an appropriate remedy.

It has in this area a large margin of discretion.

d) Clearance and decision

The Commission supported by the Committee of th@wesentatives of the Member

States, should examine the notification and hava (Bore months in view of translation

295 Even though use of Article 207(2) TFEU as a ldgadis would enable the Commission to act within an
exclusive competence Article 346 TFEU would plaogts on this competence.
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and procedural requirements, see below) from tleeipe of complete notification to
decide. If no decision is taken within the delag thansaction would be deemed to be

security cleared.

The Commission would take the decision after cdaioh of the Committee or Network
and of Member States concerned by the investmdrd. Member State which is most
concerned because it hosts the target companyeopdinent company of the target
company should have the possibility to veto a dilaftision and amend it in cooperation

with the Commission.

Such a “dialogue procedure” is expressly laid dawArticle 348 TFEU. It provides that

if measures taken in the circumstances referred fdticle 346 and 347 TFEU have the
effect of distorting the conditions of competitionthe internal market, the Commission
shall, together with the State concerned, examave those measures can be adjusted to

the rules laid down in the Treaties.

Article 348 TFEU foresees a role for the Commissam the Court of Justice. The
provision calls for consultations between the Cossion and the Member State in order
to adjust the measures as to allow for the funstpof the internal market including the
market of military item$ It also provides that the Commission and any MenStates
can bring the matter directly before the Court oftite if they deem that another
Member State makes “improper use” of the powersigenl under Articles 346 and 347.
In addition, the Articles 258 and 259 TFEU on infrement proceedings apply.

In both the specific procedure laid down in Artid48 TFEU and in the infringement
procedure defined in Articles 258 and 259 TFEU @menmission enjoys a large margin

of discretion.

We suggest that a procedure reflecting the dialageehanism Commission/Member
States laid down in Article 348 TFEU should be unigd into the Regulation.

2% |ndeed Article 348 (1) must refer to the marketrhilitary goods, because it refers to measuresrea
by Articles 346 and 347. Such measures by defmitibArticle 346 (1) (b) do not adversely affece th
competition in civil markets.
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If no agreement can be reached in the dialoguepim@on of the Member State most
concerned should prevail as to the security assagsmhe Commission would have to

adopt the view of that Member State.

In accordance with Article 348 TFEU the Commisswauld have the possibility to
bring the matter directly before the CJEU. Legathe Court would thus have the last

word to say.

In the result therefore, if the assessment of argwase leads to the conclusion that the
acquisition raises security concerns, the Comnmssen either impose conditions and

obligations or adopt a ban.

A ban should however only be possible where mitgameasures would be insufficient
to properly address the security risks. A ban wopld an end also to the merger

procedure.

If the assessment comes to the result that thesattgn does not raise security concerns
a formal decision to that effect is not requirdte automatic clearance mentioned above

or subsequently the publication of a notice bindimgCommission may suffice.

e) Publication and appeal

The general lines of a decision should be publidhethe Commission. The necessary
secrecy of sensitive information should also beeeted but regulatory objectives and
practices be made as transparent as possible $0 @Erease the predictability of

outcomes.

An appeal to the General Court of the EU would bssfble in accordance with the

general rules.

5.3.4 Rationale

The Regulation would contribute to an EU wide pcote from security risks linked to
non-EU investments, facilitate the phasing out afional security checks, and allow,
together with the ECMR, a more coherent review lué effects of concentrations
involving non-EU investors on security and compatit It would thus provide added

value also to the European defence industry.
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5.3.5 Complementary EU instruments for the internal dimension

The Regulation would deal with the external dimensnly. It should be combined with
non-legislative instruments designed to address thiernal dimension. The
complementary measure should here as well be agrphetative Communication
possibly followed by infringement proceedings. Asntioned, the Communication
should clarify that as a result of the Regulatieliance on Article 346 TFEU becomes
more difficult. For details see point 5.2.5 above.

Alternatively an internal measure could consisanfEDA Code of Conduct addressing

the internal dimension. For details see Optionl6ve

Option 3 on a Regulation on mandatory notificatioansultation and common review

can be summarised as follows:

Notification Informauon & Review Decision-making
Consultation

Consultation and EU body decides
Mandatory ex ante | limited information Single set of rules fof with input and
notification to EU | exchange within EU review by EU body eventually veto
body Network or right from MS

Committee concerned

Complementary measure for EU investments: An Im&tgbive Communication.

5.4 Option 4: Enhanced cooperation enacting Option 1,2 or 3

This Option consists of enhanced cooperation téadt 9 Member States who would put
in place between them one of the abovementionedlddige Options 1, 2 or 3
concerning the control of investments from thirdiivies in strategic European defence

assets.

Enhanced cooperation works only “as a last resdtté main pre-condition is that said
Options could not materialise within a reasonalgleqa of time at the level of the Union.
At any rate this form of cooperation would haverémain open for other EU Member

States to join at a later stage.
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5.4.1 Legal basis and objective

Enhanced cooperation is covered by Article 20 TEEbdrtogether with Articles 326 to
334 TFEU. Article 329 TFEU would provide the ledasis of enhanced cooperation

concerning foreign defence investments.

Pursuant to Article 329 TFEU the Council would anta proposal from the Commission
and after obtaining the consent of the EuropeahaRsnt. The authorisation to proceed
with enhanced cooperation shall be granted by &idecof the Council. Unanimity is

only foreseen for cooperation in the field of CE8Rnd would therefore not here be

required.

Article 330 TFEU adds that all members of the Cdumsay participate in its
deliberations, but that only members of the Counepiresenting the Member States

participating in enhanced cooperation shall takeipathe vote.

In addition, the following conditions have to betnie order to establish an enhanced

cooperation:
A minimum of nine Member States is required to g&gia such cooperation

« The Council must establish that the objective @ tooperation cannot be attained

within a reasonable period on a uniform basis leyidhion as a whole
* It has to be open to all Member States

e It can only be established within the framework tbé Union’s non-exclusive

competences, see Article 21(1) TEU.

The second condition may be difficult to meet im oase. At any rate it can be expected
that demonstrating that none of the three Optiobsva can be attained within a
reasonable period will take quite a long time.

27 Compare for instance, Priollaud, Francois-Xadad David Siritzky. (2008).e Traité de Lisbonne,
Texte et commentaires des nouveaux traités eurep€EUE-TFUE) Paris: La Documentation
francaise.
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As to the latter condition, it requires that in @rdio qualify for enhanced cooperation, the
Regulation on a common review procedure discuss€piion 3 could only be based on
the rules on the free movement of capital and mothe rules on the CCP, the latter

forming part of the Union’exclusivecompetences.

If the conditions of enhanced cooperation are nit institutions of the Union
(Commission, Parliament, Council) are entitled ¢b @d adopt legislation pursuant to
the rules of the TFEU.

The objective pursued by this Option would thusdyea minority of Member States to

proceed with one of the Options 1-3 dealt with aov

5.4.2 Function and modalities

The Option would lead to a Directive or a Regulatan capital movement adopted on
the basis of Article 64(2) TFEU and designed eithérharmonising the rules on
notification and consultation (in accordance wightiOn 1) or at harmonising the rules on
a screening mechanism (in accordance with Optioms3). Article 207(2) TFEU cannot
be used as a legal basis because acts in the igrctasnpetence of the Union cannot be
adopted under enhanced cooperation (see Artiql#se& TFEU and 20 (1) TEU).

The measures so adopted within enhanced cooperafen meant to anticipate

harmonisation by the Union as a whole.

The modalities would be those described in relatio®ptions 1-3, see above.

5.4.3 Scope and organisation

As for the scope, cooperation may commence withebnller States but have to be open
to all other Member States. The organisational espare those described with respect to
Options 1 — 3.

5.4.4 Rationale

The rationale would be for certain Member Statesstart with a fully-fledged EU
instrument. Any protection from the risks, whiche apotentially linked to certain

investments from certain third countries, wouldste limited to them.
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5.4.5 Complementary EU instrument for the internal dimension

As to the EU instrument complementary to enhanaamperation that would address
investments from other Member States, this depemtdgshe Option chosen by the
enhanced cooperation. The instruments complemetda®ptions 1, 2 and 3 have been

discussed at points 5.2.5, 5.2.6 above.

5.5 Option 5: CFSP Council Decision on review of non-EU investments &

Interpretative Communication

This Option consists of a CFSP Decision of the @dutefining the approach of the
Union to non-EU defence investments and inviting tiember States to introduce

national mechanisms to that effect.

It contains two sub-Options, one aimed at a mesharior the exchange of information

and for consultations and the other at nationaestng systems.

5.5.1 Legal basis and objective

a) Article 40 TEU

The present Option would have to be based on argowernmental approach in
accordance with the CFSP rules, Articles 23 et 3&gJ. Article 40 TEU delineates
action under the CFSP rules of the TEU from actinder the TFEU. As it is subject to
judicial control by the CJEU the delineation of quetences is subject to strict legal

control.

The legal situation as to this delineation washgljgclearer under the former TEU than it
Is today. In essence, the former Article 47 EU pted that nothing in this TEU (and
accordingly nothing in the rules on CFSP) shaketfthe EC-Treaty and acts modifying
or supplementing it. This amounted to a protectbthe “acquis” reached under the EC

Treaty. According to the ECOWAS case-law of the GFE concerning the former

208 case C-91/0&8ommission v Council.

Volume 1 of 2 200/287



EUROCON Final Report

Article 47 EU, if it is established that the prawiss of a measure adopted under Titles V
or VI EU, on account of both their aim and theintamt, have as their main purpose the
implementation of a policy conferred by the EC Tyean the Community, and if they
could properly have been adopted on the basiseoEt Treaty, the Court must find that
those (CFSP) provisions infringe Article 47 EY.

According to that case-law it had to be assesseetheh the centre of gravity of a
particular measure lies with the EC Treaty (now UFGr with CFSP. A measure in the
field of control of direct investments as the oreehunder discussion would certainly
have its centre of gravity within the areas of in&é market law and free movement of
capital, but it would also pursue CFSP objectivashsas security of supply or non
proliferation. In other words, an assessment ofatetre of gravity has already in the
past been complex and often unpredictable.

The Lisbon Treaty has further complicated the aaplie legal framework. The (new)
second paragraph of Article 40 TEU also protects @+SP “acquis”. This makes it
extremely hard to predict whether the ECOWAS reampmay be upheld in the future
and how the Court would rule on a similar case yoda

In light of these considerations one cannot ruletioat a CFSP Option is legally feasible.

b) The legal basis in Articles 25 and 29 TEU

Pursuant to Article 25 (b) ii TEU the Union shadinduct the CFSihter alia by adopting

a decision defining positions to be taken by theodror by strengthening systematic
cooperation between Member States in the condugiobty. Moreover pursuant to

Article 29 TEU the Council shall adopt decisionattishall define the approach of the

Union to a particular matter of a geographicalh@matic nature.

In the present context a Council decision definthg approach of the Union to a
particular matter of a thematic nature would beunegl, i.e. defining the approach of the
Union to the legal treatment of non-EU defence stiveents.

209

Ibid. paragraph 60.
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Let us also recall that Article 24(1) TEU prohihitsthe area of the CFSP the adoption of
legislative acts: the adoption of legislative acts shall be exclided decision of the
Council pursuant to Articles 25, 29 TEU would prblyanot set aside this provision. A
Council decision recommending to the Member Statesdopt a certain policy or

measure is not in itself a legislative act.

The use of this legal basis is supported by predsddt may be recalled that a
“predecessor” of Article 29 TEU, i.e. the formertidle 15 TEU concerning the adoption
of Common Positions, has been used in connectitimtive Union’s Code of Conduct on
arms exports. In June 1998 the Council adoptedEtieCode of Conduct on Arms
Exports on the basis of the earlier adoption of wam criteria by certain Member States.
This Code of Conduct has subsequently been subgéctCommon Position
2008/944/CFSP of 8 December 2008 defining commdasrgoverning control of
exports of military technology and equipméttThis Common Position is considered to

be binding upon Member States.

Based on these precedents, and assuming theircalpipty, Articles 25 and 29 TEU
would thus provide a legal basis for a Council Bexei defining the approach of the
Union to non-EU investments in strategic defencetss Council action would have to

be unanimous, see Article 31 TEU.

¢) Objective
The Option would be seeking a common approacheoMémber States concerning non-
EU defence investments.

5.5.2 Function and modalities

The function of the Council Decision would be tdkdathe intergovernmental route
towards national information exchange and consatatules or even at review systems

for non-EU investments.

219 Council of the EU. (2008) Council Common Posit®008/944/CFSP of 8 December 2008 defining
common rules governing control of exports of militéeechnology and equipmer@®J L 335:99-103.
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The modalities could be as follows:

» Consultation between Member States concernedhe Council could limit itself to
recommending Member States the adoption of ruleshenneed for consultation
among those Member States which are directly dreotly concerned by a proposed
acquisition. Further details as to the modalitiésnational rules on information
exchange and consultation have been discussechivecthon with Option 1 at point
5.1.2 above.

* National screening mechanisms: The Council decision could furthermore
recommend to Member States the adoption of nationlEs on a screening
mechanism and the creation of national authoritrgdementing these rules. Further
details as to the modalities of national screemulgs and the organisation have been

discussed in connection with Options 2 at pointb&ghd 5.2.3 above.

5.5.3 Scope and organisation

This decision taken by the Council would be legdilpding for the Member States.
Article 29 TEU states thatMember States shall ensure that their national qe$
conform to the Union positiohsThe obligation so created for the Member Statesld
however not be subject to judicial control by th&&C. Pursuant to Article 24(1)2 TEU
the Court of Justice of the European Union shallhave jurisdiction with respect to the

CFSP provisions.

The Decision would not have direct effect for inees and other parties. Not would it
deal with the internal dimension of FDI. In factethules on the CFSP concern the

external action of the Union.

5.5.4 Rationale

The Council Decision may lead to national legislatiHowever, the normal enforcement
mechanisms for EU law and the principles of sup@naand direct effect do not apply in
the context of CFSP.

5.5.5 Complementary EU instruments for the internal dimension

They would be those already discussed with regpedptions 1 and 2.
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Option 5 on a CFSP Council Decision can be summedias follows:

Notification Consultation Review Decision-making

May cause adoption Consultation and Sub-Option: May

of national information cause very loosel
legislation on exchange within harmonisrgd set 01}/ By national
decentralised ex Network of MS authorities

rules for review by
" national authorities

U

ante notification to | under auspices of thg
national authorities | Council (EDA?)

5.6 Option 6: EDA Code of Conduct on notification and consultation or on

review of non-EU and EU investments

This Option would consist of a politically but negally binding Code of Conduct (CoC)
managed by the EDA. The Code would be establislyetthdd Member States. It would
provide common guiding principles and call upon Nbe@mStates to adopt, in line with

those principles, national rules

* Regarding non-EU defence investments: either ffmrimation exchange and mutual

consultation or for review;

* Regarding EU defence investments: either on a gtaghasing out of national
controls of EU investments or on a transitory infation exchange and consultation
system for EU investments.

5.6.1 Legal basis and objective

The EDA is a European agency foreseen in the TEd, the new Article 45 TEU.
According to paragraph (1)(e) of this Article, @rfns part of EDA’s tasks tarfiplement
any useful measure for strengthening the industmal technological base of the defence
sectof. Soon a Council decision will be adopted undés #hrticle concerning the EDA.

A Code of Conduct would be a politically bindingr@egment under which Member States
agree to abide by certain principles and criteriaemv controlling non-EU defence

investments and regarding intra-EU investments.
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Such a CoC would meet the condition of Article &L TEU and constitute a “useful
measure for strengthening the industrial and teldgial base of the European defence

sector” for the following reasons:

e The CoC would have an impact upon the Europeanndefendustry if it were to
encourage the adoption by the participating Men8iates of national legislation on
the introduction of national screening mechanismscerning non-EU investments.
Such legislation would, if adopted by participatiMgmber States, enable the phasing

out of the EU internal controls and indirectly tansolidation of the defence market.

* The CoC would also be useful for the European aefémdustry if it were to provide
a platform within the EDA for information and cottstion between the subscribing
Member States (sMS) as to the legal treatment pfEld investments. The national
decisions might become more coherent and the damince effective. The phasing

out of the EU internal controls may be facilitated.

* Finally such cooperation would implement the dextian on strengthening the
capabilities in the French Presidency conclusioh®ecember 2008 In that it
would allow a limited exchange of information beemesubscribing Member States

concerned by non-EU investment.

The objective of the CoC would be to reach a commoderstanding between the
Member States participating in the EDA as to thgaldreatment of foreign defence

investments. EDA initiatives have been driversegfulatory changes in the past.

5.6.2 Function and modalities

The function of the CoC would be to use the inteegomental route if Options 1 to 4 on
legislative measure do not find the necessary suppo comparison to the Council

Decision discussed as Option 5 the CoC would bigigadly but not legally binding.

211 see Conclusions of the Council of the EuropeanotinDeclaration on Strengthening Capabilities,
Brussels 11 Decembem fine “Non-European investments in strategic defence prises can in
certain cases have an impact on defence securisgpply security. In this regard, Member State$ wil
exchange information when they deem it approptiatdo so”
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As to the possible modalities, the following comsations apply:

With regards to non-EU investments, the CoC wouldee encourage the creation of
national control mechanisms or mechanisms for méion and consultation, or

combine both, as follows:

* National rules on information exchange and consultéon concerning non-EU
investments: The CoC could also encourage the Member Statedajot aules on the
exchange of information and consultations amongédhbember Stats which are
directly or indirectly concerned by a proposed a&sitjon, e.g. in case of common
projects, supply chains, or groups of companies d¢ftails see Option 1 at point
5.1.2). A special Network to that effect should leeer not be created.

* National review mechanisms concerning non-EU investents: The Code could
encourage the Member States to adopt legislatioam mational control mechanism of
non-EU defence investments. It could moreover doatd the views of the
participating Member States with respect to certessential modalities of such
control, such as strategic defence assets, nonakzéktors, and assessment criteria

(for details see Option 2 at point 5.2.2 above).

It would be preferable to have the CoC address twhinformation exchange and the

control mechanism in order to contribute to cohenetional decisions.

5.6.3 Scope and organisation

The CoC would be open to all 26 EU Member Stateghwpresently participate in the
EDA plus Norway. It would apply to Member Statest#ating in the EDA and

subscribing to the Code of Conduct.

As compared to the Council Decision discussed a®o@p above the Code would be

likely to be more flexible in its scope.

The Code would be managed and supervised by the EDA
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5.6.4 Rationale

The rationale is a “soft” political approach of tegal treatment of non-EU investments.
The Code would be aimed at a coordinated approdthasmaximum of Member States
managed by a European defence institution in atsio where other measures of the
Union would not find the necessary support. Gives hon binding nature the adoption

of national rules cannot be enforced.

5.6.5 Complementary EU instrument for the internal dimension

The complementary Option here could be nothing bigefurther rules in the Code of
Conduct of the EDA addressing the treatment ofriefenvestments from other Member

States as well, as follows:

a) Objective

Under Option 5 concerning a Council Decision punsua Article 29 TEU we submitted
that the Council could not, or at least as a rubellel not, address the internal dimension.
This issue is controversial with regard to the EDA fact Articles 43(3) and 45(1)(e)
TEU defining the EDA’s tasks refer also to the EBTPursuant to these provisions
contributing to “implementing measures needed riengithen the EDTIB” makes part of
the tasks of the EDA.

The objective of a CoC concerning EU investmentsld/ite to encourage consultation

with the aim of the gradual phasing out of thearai control measures.

b) Function and modalities

The function of the CoC is to address the legatiment of EU investments. As to the
possible modalities the following considerationplgp

Consultation: the CoC could encourage measures designed to caeatesultation
mechanism concerning EU investments. Participatimuld be limited to representatives
of the Governments. The participation of indus&presentatives may be objectionable
given that their participation might favour coneertpractices within the meaning of
Article 101 TFEU.
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Gradual phasing out of national controls of EU invetments: the EDA Code of

Conduct should encourage those participating Menfitates which apply national
controls of EU investments or apply measures ofivadgent effect to phase out these
national controls and measures. The CoC would theisaimed at facilitating and
accelerating the process of phasing out the ndtmordrols of EU defence investments.
Adoption of binding legislation concerning non-Ebvéstments (Options 1-4) would

support the phasing out process.

¢) Scope and organisation
Application of the EU internal rules of the Codeulb be open to all 26 EU Member
States which presently participate in the EDA plissway.

d) Rationale

The rationale is to try and prepare the phasingbthie national control rules concerning

EU investments.

Option 6 — an EDA Code of Conduct — can be summdr@s follows:

Notification Consultation Review Decision-making
Might cause
Might cause consultation & Sub-Option: Might
national rules on limited information | cause very loosely .
. : . By national
decentralised ex exchange mechanismharmonised set of o
e . authorities
ante notification to | between rules for review by
national authorities | representatives of thenational authorities
MS

6 ON MEASURES REGARDING STATE OWNERSHIP

This Chapter concerns the question whether Stateexship of defence assets as a
method to control FDI from other Member States lbamgiven a “European dimension”.

Elaborating special Options concerning politicalasuees challenging the existence of
public ownership would go beyond the purview othkiudy. Issues of State ownership
do not only concern the defence but also otherstiths and these issues have been

subject to complex and wide ranging debates ip#s¢, without leading to a consensus.
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State ownership means here the case where a M&taiéf? owns a controlling share in

a defence company and may make use of the rigtatshatd to them in order to control
the access of potential new shareholders. Staterswip of defence assets may also take
the form of a corporation with a public status.

State ownership and special rights within the Ellehia common that they impact on the
participation of investors from other Member Statestrategic defence assets. Where
the State is the controlling owner of defence assethe holder of a special right, it may
acquire defence operators in private ownershignéndther Member States, whereas the
private operators may not have similar access topemies in public ownership. The
acquisition remains at the discretion of the MemBéate who controls the target
company or holds a special right. Therefore thesasures may constitute obstacles to a
further integration of the national defence markdtamper the emergence of a

functioning European defence market and delay dinsaidation of this sector.

A major difference between State ownership and iapatghts lies in the legal
assessment under the rules of the Treaties. Sedsures attaching particular rights to a
share, which exceed the rights conferred by theci§p shareholding under normal
company law may be incompatible with the rulestmnfreedom of establishment and of
capital movement (Articles 49 and 63 TFEU). Whethery comply or not, remains to be
decided on a case-by-case basis (see Chapterw)Géto

The case of State ownership is different. Stateessmp of companies or assets nakey
factolikewise have restrictive effects upon other ingestbut the same may also be said

of private ownership of companies.

European Union law fully respects property rigiftablic ownership benefits in the same
way as private ownership from the guarantees, warehaid down by the Treaties with
respect to property rights, i.e. the right to pmbpeenshrined in the Charter of

Fundamental Rights (which applies to EU institusi@nd bodies, as well as to Member

%12 The subject of public investors from non-EU coiest is different and has been addressed unde 5.2.
above.

13 See ECJ case-law concerning “golden shares"dyfrgaoted above.
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States when implementing EU law) and recognisethbycase-law of the CJEU. Under
these rules thexistenceof the property right is fully protected whereas éxerciseof

property rights, whether public or private, may Mpa subject to restrictions.

Public ownership is in addition subject to Articéd5 TFEU according to which the
Treaties shall in no way prejudice the rules in NdemStates governing the system of
property ownership. According to the case law & tJEU, although the system of
property ownership continues to be a matter fohédember State under this provision,
Article 345 TFEU does not have the effect of exemptsuch a system from the

fundamental rules of the Tre&ty.

Finally, as Article 106 TFEU shows, the Treaty @utral in relation to the existence and
the creation of public enterprises. The rules ef Tineaties apply in the same way to the
private and the public sector. Given the Treatpastral, and given Article 345 TFEU,

secondary legislation cannot differentiate betwienprivate and the public sector so as

to discriminate against the latter.

It has to be admitted therefore that neither éxéstencenor the creation of public
enterprises can be affected by EU action. Thisiappb all sectors including the defence

sector.

Accordingly there is very little room, if any, famtervention for the Commission on the

issue of State ownership.

214 See e.g. Judgments of 23 February 2003, C-452/8felt[2003] ECR 1-9743, paragraph 24; 1 June
1999, C-302/97Konle[1999] ECR 1-3099, paragraph 38; and of 6 Noveni$#84,Fearon C-182/83,
ECR [1984] p. 3677, paragraph 7.
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7 ON MEASURES REGARDING SPECIAL RIGHTS

According to existing case law of the CIJEU spexgtits retained by Member States in
strategic companies may be in conflict with theafyerules on the free movement of

capital®®®

7.1 Case-law of the Court on strategic assets exists

In Case C-503/99 of 4 June 20G2mmission versus Belgiutime Court was confronted

with a case concerning strategic assets. Subjdtieofase was a Royal Decree of 1994,
which vested in the Belgian State a special righthie Belgian gas supplier Distrigaz.

The special right concerned “strategic assets’the gas infrastructure for the domestic
conveyance and storage of gas. The right was toetteet that any transfer, use as
security or change in the company’s strategic asseist in advance be notified to the
minister, and that the minister could oppose andast annul any transfer that affects the

national interest in a secure energy supply.

The Court admitted that Member States may in purstiioverriding reasons in the
general interest recognised by the Court be edtitte retain influence in companies
which provide certain “services in the public i®st’ or “strategic services”.
Safeguarding of energy supplies in the case oframgy crisis was legitimate in this

sense.

The Court concluded that the Belgian special riggislation was justified by the
objective of ‘uaranteeing energy supplies in the event of amggnerisis’ provided a

certain number of conditions were met.

* The special rights must be necessary on groungsilafc policy, public security or

similar reasons in the general interest

* The exercise of the special right must be subgeprécise and objective criteria

215 See CJEU in cases C-463/06mmission v Kingdom of SpaiB-98/01Commission v United Kingdom
and C-367/9&8 ommission v Portugal
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e The proportionality and a proper procedure havaetoespected
* An effective control by the courts must be granted.

The Court added that Member States may rely oronsais the general interest only for
so long as there are no Community measures harmgnthem. The following

conclusions might be drawn from this case law:

» Special rights designed to cope with the necesdityafeguarding strategic defence
assets are Treaty compatible only under certaimei@fconditions, in particular the
application of precise and objective criteria, atification on grounds of security
interests, proportionality, a correct procedur@nsparency, and possibility of an

appeal.

« The Member States may no longer rely on reasonsgyjng special rights such as

security reasons if harmonisation measures coegr security interests.

No case-law of the CJEU is as yet available conegrthe specific subject here, i.e. the
exercise of special rights in defence companies.

7.2 Interpretative Communication could provide guidance

The Interpretative Communication discussed witrardgo Option 2 (see 5.2.5 above)
could set out the general principles concerninginlberpretation of Article 346 TFEU.
These principles would also be relevant for thestjae of the Treaty compatibility of
special rights in defence companies. Therefore @menmunication would provide
guidance as to the application of the Treaty ruesthe free movement of capital to
special rights in defence companies in those oabese Article 346 TFEU is relied upon
in order to justify the right.

7.3  Further monitoring of special rights is required

As mentioned, case-law on special rights relatedei@nce companies does as yet not
exist. The Commission could through an InterpretatiCommunication on the
application of Article 346 regarding the control sifategic assets contribute to further
legal clarification.
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Moreover, some EU Governments have entered inttrainal arrangements with other
shareholders in order to cope with the necessitgrofecting certain strategic defence
assets from foreign control. These arrangementseraghe access of a foreign investor to
a company more difficult but there is as yet noedasv of the CJEU clarifying under

what conditions contractual measures of this kiad amount to State measures within

the meaning of the Treaty rules on the free movemiecapital.

Therefore the Commission will have to continue nammg the use of special rights and
contractual or other arrangements that could hlagestfect of impeding EU investments

in strategic defence assets.
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C EVALUATION OF THE OPTIONS FOR INVESTMENT
CONTROL

In this Chapter we will evaluate the Options for EEMel action that we introduced in the
previous Chapter. To this end we will first outlitiee criteria we use to examine the
Options in a Balanced Scorecard. The card will therapplied to evaluate each of the

Options we presented.

8 CRITERIA FOR THE EVALUATION OF THE OPTIONS

There are a number of different considerations thatde the choice of the
appropriateness of an Option. These consideratimisde legal feasibility, efficiency,
political feasibility and technical challenges. Bhthe evaluation of the Options requires
what we will call abalanced scorecard approachhe balanced scorecard uses a multi-
dimensional approach to make an assessment ofdientages and disadvantages of

each Option.

8.1 Legal feasibility looks at legal basis and its viability

The criterion of legal feasibility addresses theesjion of to what extent the Treaty
allows for the adoption of the suggested meask@seach Option we have outlined the
legal basis on which it might be adopted. We hdxweady explained in the Options the
legal questions which arise in connection with saem.

We will therefore come back only to those legal sfisms which either may have an
impact upon the possible choice of an Option orehparticular importance for the

political debate of an Option.

8.2 Efficiency assesses to what extent an Option remedies current problems

Under “efficiency” we will examine to what exteraah Option constitutes a remedy for
the five problems identified above which charaserihe current patch work situation:
the fragmentation of the market for defence invesits; the lack of transparency in the
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area of defence investment activities, in partictita potential investors; the lack of
consultations among the competent authorities & MS and in particular the
consequences of the security of supply, the sgctsk resulting from “Trojan horse”-
investments; and last but not least the risk resputirom non-EU investments for the
security of the Member States as well as for tloarsy, independence and integrity of
the European Union, in particular in terms of saguof supply. In case of the EU

legislation we will take into account the value edaf such a solution.

We will assess to what extent an Option addreskescommon management of
investment control. We will examine questions suak: How far should the
Europeanisation go — should there be a single abptocedure, should there be one set
of harmonised rules, or should there only be adoba®operation? Which authority
should take the decision on an investment? The enswthese questions depends to a
large extent on the appropriateness of an Optiadh wagard to the abovementioned
problems, i.e. whether they can put an end to theket fragmentation and the lack of
transparency and consultations while at the same groperly addressing the risks that
may be linked to certain investments, in particiavard investments or “Trojan horse’-

investments.

In this context we will also consider to what extan Option adequately addresses the
changed environment that will be created by thaspasition of the Procurement and
Transfer Directives. As pointed out above, it canelipected that within two years from
now a new legal framework will be effectively agaliand the Options have to provide

effective solutions within this changed setting.

We will further examine the means that the différeéDptions provide for an

informational and consultative cooperation among EMémber States. Information and
consultation would allow Member States to take antof the security interests of other
Member States or to become aware of the differisks implied by a transaction in the
view of other States. This would also allow addregshe security interests of the EU as

a whole.
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8.3 Political feasibility investigates political challenges

Under this criterion we will consider the steps qndcedures that have to be taken into
account for an Option to gain support for it to gasto legislation and then be
implemented. The views of Member States are redawenere both with respect to their
views of what would be seen as extension of Unio@a@mmission competence but also
because of their views about its implications fansatlantic relationships. The views of
the European Parliament are taken into account wshms possible and equally, the

views of industry are considered.

We will point to potential issues and open que&titimt can be expected to be raised
should the particular Option be pursued. Thesetounesswill need to be addressed at an

early stage of the implementation with the spedtakeholders.

8.4 Technical challenges examines issues of implementation

We will also examine the technical challenges thatimplementation of the Option is
likely to face and point to issues that need telbefied and addressed in the process of
an implementation. We will also assess the regijaburden at EU and at national
levels. For example we will ask question such as tte existing national rules and
practices remain unchanged or have they to be ed@nh@/ill some Member States have
to modify their investment control legislation? W@l also examine the implications in

terms of administrative burden for investors.
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9 EVALUATION OF THE SIX INDIVIDUAL OPTIONS

9.1 Evaluating Option 1: Directive creating notification & consultation

obligations for non-EU investments

We recall that this Option consists of a Directineited to harmonising the national rules

on the notification of non-EU investments and onstdtations between Member States.

The Directive jointly with national legislation wiglioblige non-EU investors to notify
certain acquisitions of strategic defence assetshat effect, the Directive would have to
define those transactions, which are subject tdication. This requires harmonisation
of certain basic definitions, e.g. of the notiondaffence enterprises concerned, of non-
EU investors, and of the notification thresholdsiegard of the obligation to notify
should be subject to sanctions.

There would be no common rules for the review eksiments, neither with regard to

non-EU investments, nor to investments from otHgrcBuntries.

The Member States would have to transpose the dfildge Directive into their internal

law.

9.1.1 Legal feasibility

The Option would be legally feasible on the basignicle 64(2) TFEU, which applies

only to third country investments.

As argued above, the introduction of an EU widdfication system for investors from

third countries would not, in legal terms, amouat & restriction in trade between
Member States and third countries. It represemiei@ procedural requirement which is
confined to one and the same Member State, comdspo the notification requirement

practiced by Member States under national investroantrol legislation and (where the
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transaction has a Community dimension) by the Casion under the EMCR and
increases the transparency of the movement ofatapitween third countries and the
Union?'® The notification does not fall under Article 348 the notification is still
confined within one and the same Member State,dm&s$, hence, not impinge on the
essential security interests of the Member Stalée publication of the notification

would not require the divulgation of sensitive inf@tion.

The obligation to exchange information about theended transaction and to consult
with other Member States could lead to the invaratf Article 346 (1) (a) TFEU
whenever a MS relies on the derogation claiming thg sensitive nature of certain

information. In this respect the Directive presemtgrtain legal challenge.

If e.g. the reviewing Member State refuses the awrgk of information required by the
Directive relying on the sensitive nature of allparts of the information the consultation

of the other Member States concerned would becessdffective.

However, Member States concerned which would nogilken the occasion of being
heard or would not have received the informatioguned for a proper consultation
would have the possibility to act either themselueder Article 259 TFEU or to signal
problems with other MS’ compliance with EU law teetCommission, leaving up to the
latter to take action under Article 258 TFEU asrappate. It would then be for the
CJEU to address the legal questions so raised asidihne possible scope left by the
Directive for reliance upon Article 346 (1) (a) TBE

Altogether, the overlap is not such as to quedtienfunctioning and the effectiveness of
the Directive as a whole. The reviewing Member édatould in particular not establish

that their essential security interests are hurthieymere fact that they have to delay the
decision by a certain period of time in order tosalt the other Member States.

1% For details regarding the practicality of Optibsee the discussion above under 5.1.2.
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9.1.2 Efficiency

The Option would provide a solution to part of theues of the current situation only, in
particular to the negative consequences of a ldc&oosultation among EU Member
States about the risks or merits of a particukangaction in view of the security interests
of the Union as a whole or of other EU countriest tire also concerned by the proposed
acquisition. Such an improvement of the presentsiin would be welcomed by a clear
majority of Government and industry stakeholders. &k expert from industry stated,
“Some kind of consultation/notification amongst M®uld make sense because this is

lacking at the moment*’

Business risks for non-EU investors may be redumediiew of the fact that a
consultation between all MS concerned might leadntare appropriate remedies or
mitigation requirements. Investors can be sure #hatview decision of one Member
State will be taken only after a consultation waih other MS concerned, which is not
necessarily the case in the current situattBs mentioned above, we would suggest a
time-limit for Member States to comment on an id&sh transaction, combined with a
stand-still obligation for the Member State of theget company until such a delay for

comments has expired.

The Directive would increase the present degredrarisparency for investors and
Governments. In comparison to the existing natiseaiew procedures all third country
investors would knowhat they have to notify an investment in strategicedet assets —
andwhat such an asset is. However, the Directive wouldimgirove transparency as to
the concrete review rules and procedures applied@vernments the Directive would
imply that they would have a better picture regagdihe potential consequences of an
investment for their security of supply. Even iéithopinion should not be heeded after a
consultation a Government could draw its own caosiolas and act in a better informed

position.

27 This opinion is also reflected in the aforememdio fact that Lol countries have concerned thereselv
with creating such an information and consultatieechanism, albeit without implementing it so far,
and in the abovementioned Declaration on Capadsliti

218 For details regarding the consultation under @pfi see the discussion above under 5.1.2 (i).
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The notification would form the basis for collegitmportant background information
about the state of defence investment activitighenEU. Collecting such information on
a standardised basis would place the Member Statgéghe Commission into a better
position to monitor the development over time am@ssess the appropriateness or even
necessity of an EU wide instrument providing formandatory review procedure.
Obligation to notify and information exchange ontifed transactions would thus
provide the basis for potential future regulatagps. It would also be the foundation for
introducing all EU Member States to the issue oftialing strategic European defence

assets.

Option 1 is by its very nature preparatory and mptete in that it does not address the
security deficit of the Union nor contribute to tpbasing out of the national review

procedures. Neither market fragmentation nor “Tndjarse” investments are properly

addressed. A major weakness lies with the factittihe Member State where the target
company is based, following notification and cotetibn, cannot (given that no regime

is in place) or does not want to take a decisiospite of concerns expressed by other
Member States, the security issues are not soledever, even if the Member State

where the target company is based goes ahead w#hision that does take into account
the concerns raised by other Member States, ther late through the information and

consultation in a better position to judge the eguences of a transaction for their
security and can act accordingly.

Member States are not prevented by this Directisenfrelying on the main argument
capable of justifying existing national control.ithe “Trojan horse”-justification — a
point which has been raised by Government stakel®lih France and Germany.
Consequently, this Option does not solve the issuthe fragmentation of the capital
market. The various existing review and controidigions would remain in place and
Member States could use the absence of investroetriots at EU level as a justification
to maintain their national measures restrictingestinents from other Member States.
Implications of this kind are however acceptableigw of the fact that Option 1 should

be considered as a measure of a limited duratidrgaided by an approach in stages.

Option 1 presents advantages in terms of efficien@r the EDA CoC discussed below.
Only Option 1 would consist of legally binding rsleon notification, information
exchange and consultation, subject to enforcemeatlegal review by the CJEU. The
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Directive would have supremacy and may, under tralitions identified by the CJEU,

also produce direct effect. The legal certaintycseated is all the more important as
security concerns are being addressed. Moreoveip®d could at a later stage be
followed up by a second step of harmonisationntbdude common rules on investment
review (Option 2) or to create a single review natbm (Option 3). While such a

possibility exists in principle also after an implentation of Option 6, the adoption of a
Code of Conduct would make a second step of hasaban more challenging, as no
independent institution could control the effectiges of the Code and Governments

could point to an existing solution, independenthafv successful the latter works.

9.1.3 Political feasibility

The Option might politically be easier to accept®gvernments than a Regulation or a
Directive harmonising the national rules on the daary review of foreign defence
investments. It would not take issue with the deai®f the Member States as to whether
or not there should be a control of foreign defeimvestments. A further sign that such
an Option might be acceptable is the fact that @aire information exchange and
consultation mechanism has been elaborated by tié. LMoreover, the French
Presidency Conclusion in 2008 recommended suchchanesm with respect to non-EU
investors?'® In addition, the consulted members of the Eurogeariament considered
such a Directive as an appropriate first step lierharmonisation of investment controls

among EU countries.

One of the concerns Government and industrial btzlers raised was related to the
potential need to involve intelligence community time information exchange and
consultation. Stakeholders would have to be assthatl any information exchange
should be subject to the condition that in accocdawith Article 346 TFEU Member

States are not obliged to supply information theeldisure of which would be contrary to

the essential interests of their security.

219 see Conclusions of the Council of the EuropeanotinDeclaration on Strengthening Capabilities,
Brussels 11 December.
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The national investment control legislation woukkd to be harmonised with regard to a
notification procedure. A notification requiremeskists in all EU countries with

investment control legislation but the UK. Govermmand industry stakeholders have
expressed concerns about an obligation to notifyneended investment, as this might
negatively affect markets, if a Government that Ibesn informally contacted about the
merits of an investment is to share that informmatith other European Member States.
The crucial question seems to be, at what poitihénnotification process Governments
will have to inform and consult their EU partnerseseas the principle that a notification

has to be made is less controversial.

Some stakeholders from Governments and industrg havissue with any Commission
involvement in this specific matter, which is parl reflection of a perceived “regulatory
over-burden presently emanating from Brussels”. st stress therefore that the
Commission has no special role to play in the imm@etation of this Option; the

responsibility for notification and consultationesdi with solely the Member States.
Moreover, also the time when the initiative is lelned is of essence. While these
stakeholders might prefer Option 6 over OptionHeré is also a view among many
stakeholders that unless the Commission takesnadittie is going to happen in any

other forum, as the involvement of the Commissiecuses a degree of dynamism and

sustained initiative that might otherwise not occur

9.1.4 Technical challenges

The implementation of this Option would require gdoption of a Directive at EU level.
While all Member States may be informed about gpsed transaction, only MS which

are concerned by a notified transaction would lauee consulted by the reviewing MS.

The Option requires the definition of several complnotions such as “European
enterprises”, “strategic defence assets”, “non-Bestor”, “Member States concerned”.

Moreover, it is necessary to establish the threstiwt triggers the notification obligation
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and the procedures for the notification. Finalhg Directive would need to spell out the

rules for the information exchange and consultati@thanisnf?°

The implementation of this Option would benefit froa systematic analysis of the
strength and weaknesses of the Security of Supmbfeimenting Arrangement agreed by
the Lol6. As pointed out above industrial and Goweent stakeholders from different
countries provided us with different presentatians only about the state of play of the
Implementing Arrangement but also about the reaganthe fact that its application has
stalled. A systematic examination of the obstatmdate implementation of the agreement

would help to draw valuable lessons for carryingtbis Option.

Under the Directive third country investors woulel tequired to multiple filing of their
intended transaction. This additional administeatburden would, however, be rather
small, as the obligation to notify laid down in tirective would not represent a
significant additional burden compared to the stajuo. It would in essence just mirror
the obligation to notify which applies since mamays to investors under the EMCR and
extends to all defence equipment/technologiestesfi@ or not, within the scope of
Article 346 TFEU or not, provided only the condit®oof a Community dimension are
met. Moreover, the administrative burden on investeould be the same as in the
present situation in the countries with nationalestment control legislation. Only in
those countries where such legislation does nat @ould the administrative burden be
slightly increased as compared to the status qudtiple filing implies normally the risk
of contradictory decisions by the various Memberat& concerned; however,

consultation among Member States would minimise tisk.

Finally, in face of the concern raised by many steitders that this Option would relate
only to the external dimension and might therefbeve negative repercussions for
transatlantic relations, the implementation shantdude some form of communication
to the U.S. industry and Government, as well agrodATO partners as to the goal of
the measures. They are aimed as a preparatory nieacreate a more consolidated
defence market within the EU rather than at disetrating against U.S. investors.

220 For details see the discussion above under 5.1.2.
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European industry stakeholders regard the U.S. SRd FOCI control processes as a
fact of business life if operating in the Unitecates. They are anxious that this Option
would be seen as an attempt to create Fortresp&arad would not wish to see it lead to
retaliation of any kind by the United States (Goweent or Congress) that would make
acquiring and operating defence businesses in thied) States more difficult than it is

today.

9.1.5 Evaluating the Policy Communication

We suggested above that the Directive could be rapanied by a Policy
Communication on the control of strategic Européafence assets and on possible ways
forward with regard to the external and the intemianension of control. The main
purpose would be to provide guidance to stakehsldet also to ensure alignment within

the Commission.

Guidance is all the more required as the Direatiweisaged as Option 1 would constitute
an initial step within the process of Europeanaatof FDI control in that it would be
limited in scope to a mere information exchange aadsultation at the level of the
Member States. Accordingly the Directive would mway address the important subject
of the control of defence investments, whether tb@ye from third countries or from
other Member States. The Communication would addites gap and thus constitute an

appropriate corollary of the Directive.

a) Legal feasibility

The Communication is legally feasible.

b) Efficiency

A Policy Communication could be used by the Comiais$or different purposes and,
hence, at different moments. We discussed it asy@lementary measure to Option 1. It
could equally be used to structure the public debat build momentum and to prepare

the ground for action by the Commission.

The Communication would provide a useful basisafmoordinated approach in the EU,

providing a shared vocabulary, addressing all eeiéestakeholders, not least all EU
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governments — also those countries with a smatioodefence industries — as well as the

EU and national parliaments.

A close coordination inside the Commission, esplgordth DGs MARKT and COMP is
crucial for the success of any measure, espec¢taige including legislative action.

c) Political feasibility

Such a Communication would be a useful step, remtleecause several Government
stakeholders expressed an explicit interest intgreensparency with respect to national

controls of defence investments.

Also internally such a Communication would ensina &ll Commissioners are on board
and committed to the implementation of these meastiat touch upon the core of

national interest&!

d) Technical challenges

A Policy Communication on the control of strate@iaropean defence assets and on
option for EU level action would be prepared by @emmission. It would require an
inter-service coordination among the different D&eacerned. The relevant committees
of the European Parliament and the Council shoelkdpt informed.

2L The importance of this effect was underlined tys former Commissioner.
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Table 9.1: Summary of the evaluation of Option itifaut Policy Communication)

Summary of the evaluation of Option 1: Directive ceating notification & consultation obligations for non-EU investments
Legally feasible on the basis of Article 64(2) TFEdJadopt Directive for the free movement of cdditetween the Union and third
countries
- Notification by non-EU investors represents norreisbn on the movement of capital and does notlapewith Art. 346 for similar
Legal feasibility
reasons
Consultation and limited information exchange cauigger invocation of Art. 346, which would be hat difficult to justify and not
undermine the Directive as a whole
A common set of rules on notification requiremefegsy. the type of investment, the strategic asseteted etc) would facilitate
notification and increase transparency for invesstor
Information exchange and consultation can imprdweeduality of the measures, i.e. lead to more gp@Et® remedies or mitigation
requirements, increase the coherence of natior#idas concerning the same transaction and acwglydieduce the business risks
Investors and Governments would benefit from motgecent decisions of the different national autiesi
Efficiency Governments could better assess the risks for $keiirity of supply (even if their opinion is nadued after a consultation)
More experience as to the state and developmetiafefence investment activities can be gained
Option 1 is by its very nature preparatory and imptete in that it does not address the securiticileff the Union nor contribute tp
the phasing out of the national review procedurestaereby bringing market fragmentation and itgati#e consequences to an end
or remedy security of supply and “Trojan-horse”@astment concerns
In comparison to Option 6 (Code of Conduct), Optlowould consist of legally binding rules on nat#tion, information exchange
and consultation, subject to enforcement and lexya¢w by the CJEU
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Summary of the evaluation of Option 1: Directive ceating notification & consultation obligations for non-EU investments

Interest in information and consultation has bdews by a majority of Government and industry stetders

Consulted MEPs considered such a Directive as aroppate first step for the harmonisation of irwesnt controls among EU
countries

P0|it_ic?‘_| While some stakeholders are hesitant to an invoiverof the Commission in these matters, others pauged out that unless th
feasibility Commission takes action, little is going to hapeany other forum, be it the EDA (Option 6) or Beuncil (Option 5)
Government and industrial stakeholders would havde reassured that the information and consuftatioligation is without
prejudice to their rights under Art. 346.1 (a) unttee condition that they take the security intexed the other MS and of the Unio
into account
National authorities would have to be designateahdoitor the notification obligation
Technical Burden of multiple filing for third country inves®is only mildly increased, as obligation exisidey under EMCR and nationa
challenges legislation.

|l

Definition of several complex notions such as “Eugan enterprises”, “strategic defence assets”,-Eldrninvestor” required
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9.2 Evaluating Option 2: Directive harmonising the review of non-EU

investments & Interpretative Communication

This Option consists of a Directive harmonizingioal rules concerning not only the
notification but also the review of investmentsniranon-EU countries, as well as
information exchange and consultations between MenSiates. The Member States
would have to transpose the rules of the Direatite their internal law and designate or
create competent authorities, which would be resibta of the implementation of the
national legislation. The national rules so adoptenild have to be made binding on

third country investors.

The Directive would be limited to the external dmsmn. It should therefore be
complemented by an Interpretative Communicatioriheninterpretation in particular of
Article 346 TFEU. An Interpretative Communicationowd be the appropriate
instrument to clarify the legal appraisal of EUestments in strategic EU defence assets
while at the same time facilitating possible inflgment proceedings in this area.

We will evaluate the two parts of this Option segpealy, first the Directive and then the

Interpretative Communication.

9.2.1 Legal feasibility

A Directive would be legally feasible on the basfshe rules on the free movement of
capital. In our discussion of this Option at pdit? above we showed in particular

* That Article 40(2) TEU does not prevent legislatiorthis field

 That EU wide rules on a review procedure do notwarhdo restricting trade in
investments with third countries in a manner cawtta Article 63 et seq. TFEU nor
to a “step backwards in liberalisation” within theeaning of Article 64(3) TFEU

* That the Directive may proceed to harmonisatiothainterest of the functioning of
the internal market and also address security coag@ee the notions of essential
security interests in Article 346 and public setuilinterests in Article 65(1)(b)
TFEV).
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We think that the Directive would not constituteclsua step backwards if only for the
reason that already the existence of Article 34@ e indicators of its heterogeneous,
nontransparent and disproportionate invocation ymgplat in the field of defence
investments no full liberalisation has as yet tajpce?*? One can reasonably expect
that the capital movement between the Union and tountries would reach a degree of
freedom that would be higher than under the stquesif the risks for the security of
Member States linked to FDI were appropriately cedeby common objective and
transparent rules rather than by the divergenbnatirules and non-transparent practices

prevailing in this area at this stage.

The fact that the Directive would facilitate trage defence investments between the
Union and third countries (as well as indirectlgalwithin the Union) and increase
transparency and predictability in this field cdmites to the justification of such a

Directive.

As already mentioned above under Option 1, thefication does not fall under Article
346, as it is still confined within one and the saMember State, and does, hence, not
impinge on the essential security interests ofMlenber States. The publication of the

notification would not require the divulgation arsitive information.

The obligation for information exchange and coraidnh might lead some Member
States to invoke Article 346 and not to follow tlukligation. However, the Directive
would cover some of the risks for the security oérivber States linked to FDI by
providing common objective and transparent rulemsequently, Member States would

have less reason to rely on Article 346.

In order to address the risk the Directive couldvpe for rules echoing the dialogue
procedure between the Commission and the Memb&sStancerned in accordance with
Article 348 TFEU.

222 For a more detailed discussion of this issues®é (d).
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9.2.2 Efficiency

This Option would address the major deficienciethefcurrent situation, though in a less
“perfect” manner than the Regulation discussedhérrtbelow. The Directive would

create an EU wide market for corporate control eéfledce companies for third country
investors. This market would operate on the baklsaomonised as opposed to a single

set of rules, as Member States may vary in thettivay transpose the Directive.

Option 2 would improve the transparency for investand Governments regarding
investment policy, review procedure and mitigatiorquirements due to the
harmonisation of existing and newly adopted legjista The existence of a harmonised
set of rules would simplify the conditions underievhthird country investors take their

investment decisions, as they would face a harredrsst of rules.

As discussed above, Governments could take recoordeticle 346 TFEU, potentially
undermining the Directive. However, this risk shibutot be overestimated as the
Directive would also serve the interests of the MemStates in greater security of
supply and transparency. Moreover, the Commissemjpying a wide margin of
discretion, might determine on a case-by-case basher Article 348 TFEU applies or
whether infringement proceedings might be an appatgpremedy.

The present Directive would indirectly contribute @ consolidation of the European
defence industry driven by European firms. In asclmas the creation of EU wide
harmonised rules concerning non-EU investments dvpubvide an effective protection
from security risks that may be linked to them Dieective lays at the same time the
basis for the reduction of national barriers conicegy EU investments: it reduces the
possibility for the Member States to rely on Aric346 TFEU in order to justify the
control of investments from other Member States.fdat, let us recall that certain
Member States tend to justify the control of inmesnts from other Member States
arguing that they cannot rely on the “security’aofinvestment from other Member State
because in the absence of a review mechanism Matiber States they may in reality
be “Trojan horse’-investments, i.e. investmentsspgig stemming from outside the EU
and therefore justifying control measures. If tiigetext” can no longer be used Member
States will have one reason less to invoke Artd® TFEU in order to justify that

investments from other Member States threaten tlesgential security interests.
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Moreover, EU investors planning an acquisition ofdefence company in another
Member State would not be directly concerned byDhrective but may well rely on the
Treaty in order to contest national restrictionshsas national review mechanisms. In an
environment in which the Procurement and Transfeediives are applied, Option 2
would thus provide an important complementary megsane that represents a clear
advantage in comparison to a Directive limitedules for notification, information and

consultation (Option 1).

However, compared to Option 3 — a Regulation orestment review — the Directive
envisaged as Option 2 might not be strong enougirdeent that extending the review
mechanisms from now 6 to the 27 MS risks generdtingherent national decisions re
the same transaction and conflicts with the EMCRsTs specifically relevant in light of

the fact that all Member States have high intdrestceiving foreign investments.

9.2.3 Political feasibility

The present Option constitutes an intermediatetisolitbetween a Directive limited to
common rules on notification, information and cdtetion and a Regulation for a single

review procedure, to be discussed further below.

At the moment, our stakeholder consultation suggélsat the political inclination
towards harmonised rules for the review of fordimrestments seems to be rather small.
Having said this, the attitude might change overeti especially if MS and industry get
the chance to collect experience in cooperatingpne way or another on defence
investment controls within the EU. The politicabeevations outlined above regarding
information sharing and consultation, the potentratolvement of the intelligence
community and the involvement of the Commissionlapp this Option in a similar

manner or even more strongly than under Option 1.

More than in the case of Option 1, stakeholdemnf@vernment and industry object to
the present Option 2, due to concerns about theadmpf such a Directive on

transatlantic relations and the signal that it wlosend out of a “Fortress Europe”.
European defence companies having invested in thted) States or wish to proceed
with investments in the United States are likelyoppose action that might render such

investments more difficult. A strong reaction mayne from the executive and Congress
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in the United States (it should be recalled thotigtt the United States have a strict and

complex investment control legislation, see thentgureport).

Some stakeholders from industry and Government tmieghe objections to this Option
on the ground that it would discriminate againgtdticountry investors or some of them.
The objection may be based on the fact that nabadistments in strategic defence assets
but only transactions of non-EU investors will haeebe notified. In essence, such
criticism would be aimed at ensuring mutual maketess in relation to countries like
the United States or Canada. The answer to thigraggt can only be that an EU defence

market without internal frontiers cannot be creatétiout a minimum of common rules.

Moreover, stakeholders from Government say thexanat many investment transactions
with a European dimension at present. This stateiwas also made to challenge the
necessity for EU level action, given the “high adisirative cost” it would imply. On the

other hand, if there are not many cases, then @Gmats have little reason to worry
about a negative impact of EU level action on theestment activity. Hence, even while
at present Government and industry stakeholders baen very reserved when faced
with the idea of harmonisation in this field the@itive cannot be qualified as politically
unfeasible in the long run. It may present a wagpwérd in the future after first

experience with harmonisation in the area of defangestment control has been made.

MEPs who have been consulted on this Option haypeesged their favour for an EU
level review mechanism. While they supported a Regun suggested as Option 3, they
were sceptical as to whether it would be feasibleven implement Option 2 at this point

in time.

9.2.4 Technical challenges

The implementation of this Option would require Huoption of a Directive at EU level
and the establishment of a Consultative Committespecial Network of Member States
representatives. The latter could also be the fomurwhich the MS concerned by a

transaction could interact with each other.

Member States would have to transpose the Directereto adopt new legislation or
change existing legislation. This would imply quate administrative effort, which might

be difficult to justify given that a number of MembStates are not home to many
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strategic defence assets. The effort would be ‘le€athan that related to the Directive
above, which is limited to naotification and constitbn and does not include a review

mechanism.

Multiple filing, i.e. notification to all Member &tes concerned will be required where
proposed acquisitions concern groups of companits affiliates in different Member
States. If notification and review procedure werdé¢ centralised in the country hosting
the parent company, the efficiency of the Directigks being threatened. In fact it can
reasonably be expected that the Member Statesgdbke affiliates would not hesitate to
rely on Article 346 TFEU in order to block the posed take-over of the national
affiliates. In other words the Directive could rfonction properly if notification and
review were centralised in the country of the pammpany. As mentioned above for
Option 1, the burden of multiple filing is not ucaptable; all the more so as investors
cope with it under the status quo in countries witrestment control legislation, as well
as in connection with the Merger Control Regulati@nmergers with EU dimension. As
already stated above, multiple filing implies tlgkrof contradictory national decisions;
however, the Committee would mitigate this risk.

A Directive would involve the definition of the cqiex categories such as the
assessment criteria or the notion of public inusst@ption 2 requires in addition to
Option 1 to establish notions of how to treat pultivestors, which could draw on the
Commission’s Communication on Sovereign wealth &f3tl Moreover, it would be

necessary to develop assessment criteria and fotetheir application by national

authorities, as well as procedures to arrive atified decisions and rules for their
publication and appeal of decisions; the Directiauld also have to spell out the rules

for the information exchange and consultation meistma??*

23 European Commission A Common European ApproacBolereign Wealth Funds. COM(2008)115
final. For a more extensive discussion on pubhi@gtors see 5.2.2 (c).

224 For details see the discussion above under 5.2.2.
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9.2.5 Evaluating the Interpretative Communication and infringement procedures

The Directive could be accompanied by measureseaduig the internal dimension, i.e.
EU investments. Article 63 TFEU prohibits any regions on such investments, and this
prohibition is directly applicable to EU investoasd target companies. The present
Option therefore consists (only) of a Communicatioom the Commission on the
interpretation of Article 346 TFEU in the field afefence investments from other
Member States (EU investments). It will clarify thieeaty rules and may prepare the
ground for proceedings of the Commission pursuarirticles 258-260 TFEU against
Member States where the control of investors frairelo Member States exceeds the
limits in particular of Articles 346 and 65 TFEUh@& objective is to facilitate the

abolition and phasing out of any controls for EMastments.

e) Legal feasibility

The Communication is legally feasible.

f) Efficiency

An Interpretative Communication would in general &@reparatory step towards the
phasing out of the internal defence investment rotsitbut and in particular to the
improvement of transparency for investors. It woybdovide guidance on the
interpretation of Article 346 TFEU in relation thet Treaty provisions, which prohibit
any restriction on investments from other Membeaté&d. This would be helpful for

investors, defence firms, as well as national aitibe.

The Communication would increase the legal secufégilitate legal proceedings and
encourage European investors to contest natiomataianeasures in the national courts.
Such proceedings may be referred to the CJEU anddwio that case be similarly

effective to institutional infringement proceedings

g) Political feasibility

An Interpretative Communication from the Commissiamuld be seen by most
stakeholders as an appropriate step by the ConunisSome Government stakeholders
would even welcome such a Communication as it wamlprove the transparency for

Member States how they ought to go about investroentrols within the rules of the
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Treaty. In as much as such a step would contributhe application of a more “equal
standard” by all Governments across Europe it walsdh be well received by some

industrial stakeholders.

Infringement procedures in this area are highlytested but provide the necessary

“backing” threat for any action by the Commission.

h)  Technical challenges

An Interpretative Communication on the applicatairthe TFEU in the area of defence
investment control would be prepared by the Comionssit would require an inter-
service coordination among the different DGs comeér The relevant committees of the
European Parliament and the Council should be iképtmed.
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Table 9.2: Summary of the evaluation of Optionxleding the Interpretative Communication)

Summary of the evaluation of Option 2Directive concerning national review of certain #ld defence investments in strategic EU defencetass

Legally feasible on the basis of Article 64(2) TFEJadopt Directive for the free movement of cdditetween the Union and third
countries

Notification by non-EU investors represents norretsbn on the movement of capital as it is stiinéined within one and the same
Member State and limited to increasing transpareihcypes not overlap with Art. 346 for similar seas

Leaal feasibilit Consultation and limited information exchange cauigger limited overlap with Art. 346; recourse wid, however, not undermine
9 Y | the Directive as a whole and moreover be subjeptdoeedings under Art. 258-260 TFEU

Review obligation would in our view not imply a gteackwards in liberalisation because Article 3#&U prevented liberalisation

Review obligation would create overlap with Artidé6 TFEU

The ordinary legislative procedure applies (unfegsp backwards in liberalisation”; Article 64(3fFEU would then require unanimity
in the Council and only consultation of the EP)

The security of supply of the MS and of the Unioouwd be increased; the supply chain could broatihenintegration of the defenge
market would increase and the European defencstiydwould gain

>

Option 2 would improve the transparency for investind Governments regarding investment policyiereprocedure and mitigatio
requirements due to the harmonisation of existimdjreewly adopted legislation

The possible recourse to Article 346 TFEU mightemane the Directive but this is not sure becahselirective would also serve

Efficiency the interests of the Member States in greater ggafrsupply and transparency

The present Directive would indirectly contributea consolidation of the European defence indudtisgen by European firms. In as
much as the creation of EU wide harmonised ruleeeming non-EU investments would provide an efffegbrotection from securit
risks that may be linked to them the Directive lagyghe same time the basis for the reduction abmal barriers concerning E
investments: it reduces the possibility for the NbemStates to rely on Article 346 TFEU in ordejustify the control of investment
from other Member States. This presents an advart@gpared to Option 1

n =
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Summary of the evaluation of Option 2Directive concerning national review of certain #ld defence investments in strategic EU defencetass

Political

feasibility

Currently, Government and industrial stakeholdésasa rather small inclination towards harmonisélés for the review of foreig
investments

Stakeholders from Government and industry objeag t concerns about the impact of Option 2 onsaiantic relations and th
signal that it would send out of a “Fortress Eufope

Even while at present Government and industry sialkers have been very reserved when faced witiddaeof harmonisation in th
field the Directive cannot be qualified as politigaunfeasible in the long run. It may present ayfarward in the future after firg
experience with harmonisation in the area of deféneestment control has been made.

Technical

challenges

National authorities would have to create legistatand organise review even in countries withelitflany defence industry whig
means a heavy administrative burden

The high interest of all Member States in foreigmeistments implies risks with respect to the unif@pplication of the Directive.

Compared to Option 3 — a Regulation on investmeview — Option 2 with its consultation obligationgimt not be strong enough
prevent that extending the review mechanisms (finom 6) to the 27 MS risks generating incoherenionat decisions and conflict
with the EMCR re the same transaction

Multiple filing only mildly increases administragvburden on non-EU investors, as the obligatiostexlready today under EMC
and national defence investment control legislatidnly the countries where such legislation dodsexast would have to create 3
obligation to notify investments. However, multigieng implies normally the risk of contradictogecisions by the various Memb
States concerned. The Committee/Network of reptatees of the Member States would be there tomise this risk.

Definition of several complex notions such as “Exgan enterprises”, “strategic defence assets”,-Eldrinvestor”, “Member State
concerned” is required. In addition to Option 1ahée establish notions of how to treat public inves, of the assessment criteria 3
rules for their application by national authoritias well as procedures to arrive at justified sleais and rules for their publication a
appeal of decisions
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9.3 Evaluating Option 3: Regulation on a common review of non-EU

investments & Interpretative Communication

This Option consists of a Regulation establishingiagle common procedure for
notifying and reviewing certain direct investmeffitsm non-EU countries in strategic
defence assets of EU countries. Only one notificatiould be required even where the
target company has affiliates in several MemberteStaThe EU Member States
concerned would participate in the joint decisioaking on an investment; the Member

State of the parent company could have a veto.right

Controls of EU investments are as a rule prohibligdthe Treaty. An Interpretative
Communication should be adopted in order to