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1 INTRODUCTION

In France, like in most of the countries producdefence equipment, building up
military capabilities is a longstanding process.rdguires performing numerous
studies and preliminary work to prepare “the futude this respect, France has
invested billion of Euros to develop its industriabpabilities to enable the

development of its military capabilities.

In support of this effort, France has implementede# of regulations in order to
control foreign investments of strategic assetduoiing those of defence. The aim of
this control is first to ensure the continued ascés those national industry
capabilities by safeguarding the know-how resultirmgm national investments, and
second to prevent proliferation of any sensiblehmetogy. The French public
authority also adds the control of defence and r#gcunformation to the
authorization given to receive classified inforroatas a way to assure the control of

strategic defence assets

Besides a general regulation on the control of iforeinvestments, a specific
regulation allows the setting up of special rigiisthe form of “specific action”
(granted to the State by the privatisation law 8@ modified by the law of 1993).
Thales is currently the only company subject tpecsl rights provision.

The French Government recognises that there aer dihect or indirect means of
control and influence such as the monopsony paosdfahe French Government and
the prominent amount of its orders in the defencaket, which helps to deter
possible unfriendly financial operation or defepcecurement policies.

Even if it is legitimate to mitigate the risk forational interests by controlling
potential foreign investments concerning stratexgsets, it is also necessary to find
investment sources fulfilling the above criteria fmmpanies, mainly SME/SMils,
which need it in the case of financial difficultiéess it is presently the case due to the
international financial crisis). This is a main cem in France, because SME/SMIs,
which are source of innovation, are more vulnerabléerms of finances, than well

established prime contractors.
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Even if it is not said, State owned companies Niexter, in the land armament sector,
and DCNS, in naval armament sector, are viewednasransition before their
restructuring and privatising at a national or E@an levef. So State-ownership is
not considered per se by the French Officials @®kto ban foreign investment.

Golden shares (“special share” in literal transkatirom French) are used only for one
company in the defence sector: Thales. HoweverGbeernment is using another
tool that is akin to special rights, namely arrangats with other shareholders. In the
cases of Safran, EADS and MBDA the Government hdsred into shareholder
agreements, in order to protect French deterrersseta All French defence

companies fall under the general investment conéguilation of 2005.

In our interviews, French officials have expressadrest in a European regulation
with the objective to create a strong European bederechnological and Industrial

Base (EDTIB) including poles of excellence and siegwf supply rules.

2 CONTEXT

2.1 The French defence industry

In the first part of the 20 century, the French defence industry was half ippii
land and naval sector, and half private in the sewtor of aerospace. Later it became
subject of nationalization and privatisation. In3%9in order to support the French
Franc, the Government decided to limit the profitpovate companies providing
defence systems to the armed forces. In this resgecdecree-law of October 30
1935 was passed to install Commissioners of thee@®owent on the boards of

companies in order to control the profitabilityddfence contracts.

Throughout French history nationalization was utedean for three times:

On 4" May 2010 on the occasion of the launch of thet fifisanco-Italian frigate (Fremm), the
President of the Republic Nicolas Sarkozy decldhed “he would be pleased if a major industrial
take a part of the shareholding of DCNS”. Speechoonasion of the launch of the Frigate
« Aquitaine » in Lorient: www.elysee.fr
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1. For the “old industry”, naval industry and ordnancempanies were created by
Colbert in the XVII century. For this reason Giatustries (land armament) and
DCNS (naval armament) were still public entitieghivi the French army at the

end of the eighties, part of the State budget wiith servant employees.

2. The aeronautic industry was nationalised beforeStaeond World War, in 1936,

in response to the threat of Nazi Germany.

3. Finally, Francois Mitterrand, from the Socialistriya nationalized Matra and
Thomson CSF in 1981(today Thales). In 2010, thege tompanies were

privatised once again.

After this period, two laws of privatisation weragsed when right-wing political
parties were leading the country in 1986 and 13%&®ectively. Later, in 1997, the
socialist Prime Minister, Lionel Jospin, did nottap reverse these laws. Instead, he

promoted the privatisation of Thomson CSF and Agaiale.

After the last wave of privatisations in the latenaties, the French State has
progressively withdrawn from the major defence cactbrs. The two main

companies, EADS and Thales, are now European.

 EADS: it is a Dutch registered company and is g®ilt of the merger of French,
German and Spanish companies, i.e. AérospatialedhRASA and CASA.

* Thales is a “multi-domestic company”: even if itaig-rench company, as its head
office is located in France and the French Govenimaintains close ties to it,
the other main European units are located in the t& Netherlands, Germany,

Italy, Spain and Greece.

Currently, the capabilities of the French industoyer the whole scope of national
requirements for defence, including nuclear deteeethrough main contractors and
equipment manufacturers. In 2007 the estimatedowam of the French defence
industry amounted to € 15 billion with employmergaching: 165,000 direct

employees within the ten major companies and abodtSMESs.
The French industry can be divided in two typesahpanies.

A: The first type concerns prime contractors wittoren than one billion Euro

turnover. These companies are system integratarsar platform builders in one or
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all of armament sectors (air, land, naval). Thee eleven main companies in this

first group, which can be distinguished into twddwing sub-groups:

Multinational companies

An important part of the French defence industryinsluded in multinational

companies formed together with firms from other €untries’

* EADS Astrium (DE, ES, FR, UK). Astrium is a subsidi owned 100% by EADS
aggregated turnover € 4,8 billion in 2009. Its \atfi is in the space sector.
Astrium manufactures the Helios military observatieatellite and the M51
missile of the French deterrence.

« EADS NV (DE, ES, FR). EADS builds defence and skgusystems. This
company is involved in the Eurofighter aircrafs tilitary turnover was about €
8.6 billion in 2008.

e Eurocopter (DE, ES, FR) Eurocopter is a subsidamned 100% by EADS.
Eurocopter produces both military and civilian befiters. Its military turnover

was roughly € 2 billion in 2008.

» Airbus Military (DE, ES FR) is a subsidiary owne®0% by EADS. Airbus
Military was created in April 2009 and produces &#0M, A330 MRTT, C295,
CN235 C212 and Surveillance & Security aircraftse Turnover was worth 2,24
billion euro in 2009

e MBDA (DE, FR, IT, UK). MBDA is owned 37,5% by EADS37,5% by BAE
Systems, and 25% by Finmeccanica. Its activitynighie missiles and missile
systems sector. The company’s military turnover ambed to about € 3 billion in
2008.

» Thales (FR with national units in several Europeanntries like the UK, the
Netherlands, and Italy). Thales is a system integrspecialised in electronics.
Thales holds 25% of the shares in the French mauahry company DCNS. Its

military turnover was about € 6.2 billion in 2008.

2 All figures are taken from SIPRI (2008IPRI Yearbook 2009. Armaments, disarmament and
international securityOxford: Oxford University Press).
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National companies

Dassault Aviation, whose activity is in the seavbrmilitary aircraft, builds the
Rafale aircraft. Its military turnover is € 1.6lwh in 2008.

DCNS, whose activity is in the military maritimecsar, builds surface ships,
submarines (nuclear attack submarines and deteramarines equipped with
nuclear missiles) and aircraft carriers for thenehenavy. DCNS exports surface
ships and classic powered submarines. Its militargover was € 3.8 billion in

2008.

Nexter, whose activity is in the land sector. Nexiailds the main battle tank
Leclerc and armoured vehicle VBCI with a total towar of € 600 million in
2008.

Safran, whose activity is in the electronics, UAécurity and propulsion sectors,
had a military turnover corresponding to € 5.3idull in 2008. Safran builds
engines for the Ariane launcher and for nuclealidtial missile M51. Safran also

builds avionics for military aircraft and tactiddAV.

ATR joint venture between EADs/Finmeccanica; Sowaten defence activities
even though minor. Not considered as being pathef“defence industry” by

French Officials

SNPE, whose activity is in the propulsion and amithwm sector had military
sales of about € 640 million in 2008.

B: The second type of French defence companiegetns small and medium sized

companies. In France, there are only few mediumpeones that are not necessarily

only dedicated to defence products. In additioardétexists smaller companies in the

supply chain some, supplying high technology préslucothers as simply

subcontractors for prime contractors. All in akitl are about 100 SMEs active in the

defence field, equally divided between high tecbggl niche products and sub-

contractors products. There also medium-sized campa which have high

capabilities in engineering, the most importanhbeCS systems and Cegelec.

Small and medium sized high technology companiescarefully observed by the

French DGA as they may be key companies in ternseofirity of supply. Medium
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and small companies are all private companies assgul to, for the time being, a

few prime contactors.

2.2 The scale of defence procurement

The key goals in terms of France defence equipmeemurement policy are to ensure

the security of supply. That means no restrictiothe operational use of equipments.

The French procurement agency, the DGA, is in ahafgroposing, establishing and
implementing the Industrial Strategy. This strategijes on principles identified in a
guidance document released in 2004 on the defenmeungment policy, which

develops the so-callecatitonomie compétitiVeconcept® These principles are then

concretely applied at the level of industry competedomains.

For each armament “operation”, a procurement gjyatdentifies how to apply the
framework policy. At each major milestone of armaingrogrammes, related
procurement strategies are reviewed in order taagi@e coherence between the
objectives of the programme and the access to g¢hbnblogical and industrial

capacities required to achieve those programmes.

Since 2005 the French defence budget has steadilgased from € 42 billion in 2005
to more than € 45 billion in 2010. France and tmitédl Kingdom are clearly the EU

country spending the most on defence.

® Defence, F.M.o. (2004) 'Pour une autonomie coitipeten Europe: La politique d acqisition du

ministére de la défense'. available at
<http://www.dicod.defense.gouv.fr/dga_old/layoutfsent/layout/set/popup/content/dow
nload/46886/465664/file/la_politique_dacquisition_dinistere_de_la_defense_pol_acq_
mindef_fr.pdf.
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Figure 2.1: Development of the French defence biud@905-2008 in million £
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The French defence equipment budget has also senteaver the same period, albeit

at a small pace.

Figure 2.2: The French defence equipment budg@05-2008 in billion €
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The defence R&T budget has equally been raised €&85 million in 2005 to reach
€ 814 million in 2010, with the objective to progsevely reach the goal of € 1

* EDA  (2010) 'European Defence  Agency. Defence  factsavailable at
<http://www.eda.europa.eu/facts.aspx>.

> EDA (2010) 'European Defence Agency. Defence facts available at
<http://www.eda.europa.eu/facts.aspx
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billion.® This effort concerns SMEs for about € 130 milliddore than 17% of R&T

spending has been devoted to European cooperatjecis.

As for the future of procurement, the French dedepmcurement policy recognises
that a still growing part of defence systems wobél developed and produced at
European level, taking into account the armed &rcencern on security of supply

and the necessary competitiveness of systems aroheent.

The guidance documentPbur une autonomie compétitiveemphasizes three
“circles”, or steps of procurement — and the neferee and national security White

Paper, adopted in June 2008, has re-affirmed tie stassification.

1. In the first circle, we define the equipments neeeg to the assure French

sovereignty

2. The second circle is larger and comprises the ewemp where the policy of

procurement is that of European interdependency;

3. In the third circle where there is no problem afiséy of supply France opts for

off the shelf procurement.

The French Government considers that the developméndefence industrial

capabilities aiming at guaranteeing an approptetel of security of supply must be
performed in a European perspective. In this rdspiex Government supports an
EDTIB development around centres of excellence hickw she would contribute a
reasonable French component. According to Frendltypmakers, the European
approach will have to manage a well-balanced suppbin between all European

actors®

In the following section we will briefly review thErench defence industrial policy
and outline the main issues that are currently ebavith a special focus on the

control of strategic defence assets.

Fromion, Y. (2005)Rapport d’information sur la recherche de défensede sécurité(Paris:
Assemblée Nationale).

The domain is not specified but it includes detece equipment.

The balance has to be established by taking actotis and sub-contractors into account.

Volume 2 of 2 14/388



EUROCON Appendix 1 Country Report: France
2.3 National defence industrial and market policies

While for most of the history of the State of Frartbhe production of war material has
been administered by the government, the capitafpsirticipation of the French State
in the defence industry is no longer an issue fate. Since 1997, when Lionel
Jospin the socialist Prime Minister privatised Asfratiale and Thomson CSF, there
has been a large national consensus on this tepieeln the major political parties.
The market has been accepted as the basic pringgslerning the current French

policy in this field.

Today all privatised and State owned defence compaare listed on the stock-
exchange and are managed in the same way with eébessity to earn profits.
However, the level of State control differs depagdon whether it is a State owned

company or whether the State is a minority shadsrol

The legal framework for the privatization are La®86-912 of ' August 1986 and
Law n° 93-923 of 19 July 1993, which listed the companies subjectrigagisation:
Thomson CSF, which became Thales in 2000, and patiate, now included in
EADS. The privatization was an industrial policyvén by the French Government

with two goals in mind:

» First, to create a more concentrated French arohssiry as defence equipment
budgets were decreasing by 30% after the end oftté War. The privatization
was guided by a rationale in which a State ownedpamy and a private company
would merge leading to privatization and at the esdamme to concentration and
consolidation. The shareholders of the private mEdefirms only agreed, to this
industrial policy (‘fmeccano industrié) if the strategy of the new company was,
henceforth, decided by the management of the gridetence firms. For example,
the privatisation of Aérospatiale was the resulttted merger with the private
companyMatra Défensein which the management was made up of personnel
from the Lagardére Group (Matra) and not AérospatieSimilarly, the
privatisation of Thomson CSF was the result of therger with two private

companies, Alcatel and Electronique Serge Dassault.

e Second, to prepare a restructuring at the Europmasl, where other European
governments would only accept privatized firms astrngers for their defence

contractors. The Declaration of Head of States esenber § 1997 gave the
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political signal that it was possible and necessamgstructure the aeronautic and
defence industry at a transnational le¥/@he British and German governments
and industries were opposed to mergers with Frenafpanies if they were State
owned'® This fact is also reflected in the structure of 3\ Given the German
government’s reluctance to accept the French Gavenih as a shareholder in the
company, the SOGEPA juridical entity representsfitesich State in EADS. For
the same reason the French Government accepteadantaking with Daimler in
which the French State agrees not to hold more ¥ of the capital of
EADS.*

France plans to proceed in the same manner inaw& and land armaments sectors.
But due to the lack of co-operative programs, tmganies of these sectors — DCNS
for maritime sector and Nexter for land armamemtsics — remain State owned —
even though Thales acquired 25% of DCNS in 2005vé¥er, in the beginning of the
21 century, the French Government has periodicallgkep about a project of

“EADS naval” with its German counterpatt.

In other words, privatization depends of the opyaty to realize new restructuring.
For example, with the new military planning law ped in June 2009, SNPE, whose
activity is related to the sector of ammunition grdpulsion, will be privatised in

order to restructure the propulsion sector withcBmein the Safran Group.

More generally, all interviewed experts from batkdustry and government, agree that

the State’s role as a contractual partner (custpreghe best instrument to maintain

This declaration was signed by the head of seatesGovernment from France Germany and UK,
Jacques Chirac, Lionel Jospin, Helmut Kohl and TBlar.

1% Maulny, J.-P.M.l., Schmitt, B.l. and Taylor, TdUC. (1999)Restructuring models of the arms
industry in Europ&Brussels: European Commission DE Enterprise).

' Interview with a representative of a French indascompany.

12 EADS (2008) 'EADS registration document'. avd#ab  at
<www.eads.com/xml/content/OF00000000400004/1/09/8291.pdf>..

13 La Tribune (2009) ‘Interview Hervé Morirlla Tribune, 17th Decembete Figaro (2003) 'me
Lenoir, ministry of European affairs declares tttee EADS naval is a key important file for the
franco-german council of ministry the 18th of Sepiter'.Le Figaro, 3 September

1 Loi n°2009-928 du 29 juillet 2009 relative a la grammation militaire pour les années 2009 &

2014 et portant diverses dispositions concernamtdense.
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the control on defence assets. Even the golder'shie French Government holds
in Thales is not perceived as the example to fqlleiwce it is seen as a too rigid and

“national” a way to control a compar.

Arrangements with other shareholders or undertakimigh the defence company are
regarded as powerful means to bolster the conaphaity of the government. For
example, during the merger of Aerospatiale/Matrd 8ASA to form EADS, the

German shareholder of DASE (Daimler) and the Ger@awernment asked the
French Government to abandon the “golden shar@€énospatiale Matra. The French
Government entered into an undertaking on ballistissiles in order to continue to

guarantee the security of supply of the deterréecienology and equipment.

In addition the French Government established s¢\@rangements with the other
shareholders of EADS. This contractual partnerdfépveen Daimler, Lagardeére,
SEPI and the French State will end. EADS requeatgdoup of lawyers to think of
the possibility of introducing a golden share in[E& However, at the end of the
study, the lawyers’ report concluded that the Esampcommission could refuse such
an instrument. In addition, press news reports ioanfinformally the negative
position of the European commission in this re§arfihus EADS is thinking of a
functional equivalent or a “new type of golden siahat will uncouple voting and
other (economic) shareholder rights, the idea b&ngmit voting rights linked to
shareholdings higher than 15% is still considéfe@he main goal is to favour
investments without receding control of the compsmy major shareholder like an
investment funtf and to avoid a hostile takeo%rWhile there is no official French
position regarding the future governance of EADSI dahe golden share, one
possibility would be to modify the golden sharetared in French privatisation laws
n° 86-912 — article 10 of 6 August 1986 and to inec¢he agreement of European

authorities.

> The name use in France iaction spécifiquewhich is more or less the same thing than “golden

share”.

® The golden share in Thales is discussed in metaldurther below.

7 European commission rejects EADS golden sham idevw.news.bbc.co.ul mars 2008

8 e Figaro (2008) ‘Challengeke figaro , 21th march 2008
9 Interview with a representative from EADS.

% Les échos (2007) 'Interviews Louis Gallois, cimgin of EADS'Les échos 14 Octoher
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The policy of entering special arrangements witthustrial investors has also been
applied in the case of Dassault and with Europeagidn investors, where in most
cases, the Government of the country in which tivestors was based, had had close
collaborative ties with the French governm@nin the future, the problem in France
will be to know how to maintain the security of glypwith a minimum implication in
the capital of defence companies, and the evemiegd to dilute shareholding, as it

happened in the UK.

In 2009 the French State put in place Bomds stratégique d’investissem¢RSl) It

is presented as “the answer of the public authdoitthe requirement in cash flow of
the companies which are promising in growth andetitiviness?. The fund can be
regarded as a way to acquire equity of private cmgs. But it is not dedicated to
defence companies even if FSI invested in two dgal-companies which are
considered as part of the defence supply chain ascBAHER and Mécachrome.
Currently, about € 20 billion are dedicated to ESI.

By way of conclusion we can say that State ownprs&hidefence companies is a
transitional situation in France, which can be exp@ to disappear in the future due
to the necessity of concentration and restructuohghe defence industry at the
European level. Officially the French State shaldihg policy is explained in the
“French State as shareholder report” published epeéir by the Agence des
participations de I'Etat* Moreover, we can consider that State shareholiinpt
necessary to control defence assets. In the cabB#BBA we can see that a special

arrangement to protect the assets of deterrendeuwtitany State shareholding has

2L As for example the German Government in the cA&ADS.
22 For more information see www.fonds-fsi.fr

% There are three conditions to benefit of the invesits of the FSI: it is a temporary involvement in
the capital of these companies; it is a minoritgrsholding; the activity of the company is
interested in terms of development and innovatiamwwfonds-fsi.fr

24« a5 a shareholder in many of our country's comparhesFrench Government constantly

urges these firms to take into account three gfigrities: contributing to France's
industrial future, creating value for our economydasecuring employment as well as

career development opportunities for the 1.5 millpeople on their payroll.” Christine Lagarde,
minister for the economy industry and employmernéh State as a shareholder, Report 2009,
Agence des participations de I'Etat, www.ape.mogefiv.fr
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been put in place. The current situation (FraneeéeSthareholder of some companies)
appears the legacy of the history. We can conditsrthe only interest in this is to

permit the French State to be associated in thiigmo of the shareholding and to the
restructuring of the European arms industry as Di§IB part of the French defence

and foreign affairs policy. .

In the future, the question is to determine if theestment control legislation from
2005 (decree n° 2005-1739 of"™8December 2005), with its two different levels of
control (control of the company in the sense ohEhecommercial code or acquisition
of some activities), is sufficient to acquiesce ggovnental concerns in the cases of
Thales and EADS or whether there is a need foreaifsp instrument like the EADS

proposal of decoupling social and voting rights.

3 NATIONAL PRACTICES OF STATE CONTROL OF
STRATEGIC DEFENCE ASSETS

3.1 Government ownership

There are still three State owned/controlled dedecompanies in France (Nexter,
SNPE and DCNS), and three main private companieth \public minority

shareholdings (Safran, Thales, EADS). All the ottiefience firms are privately held.
Even if two small companies with activities in thefence supply chain — Daher and
Mecachrome — have minority public shareholding thu¢he investments of the FSI

we cannot conceive this public shareholding asyteaontrol defence asséts.
The six companies with significant publish sharding are:

* NEXTER System: 100% owned by the French governnidexter is specialised
in land armament and ammunition. Like DCNS and SNR&kter has been part
of the French army since the 17th century. Oridgynateated by the Minister of

% Interviews with representative of « Fond strajégi d’'investissement « and with representative
from “Agence des participations de I'Etdtlate, if possible names]
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Finance under King Louis XIV, Colbert, it was kndtroughout the twentieth-
century as “GIAT-Industries” and is since 1989 yuwwned by French State.

* SNPE: 100% owned by the French Government and assd in ammunition
and propellant for missiles and the Ariane launclhdke Nexter and DCNS,
SNPE has been part of the French army since thecEfttury. It became a fully
State owned company in 1971. TRegrammation La#?, adopted by the French
parliament in July 2009, stated that the comparlybei privatized in the process
of the restructuring of the propellant industryFrance.

« DCNS: 75% of the equity is held by the French gowesnt, 25% owned by
THALES. DCNS is specialised in naval ships, botinfssze and submarine. It
became a State owned company in 2003 when Thalegethés French naval
entity with DCN taking a 25% shareholding in thewvnentity. Thales has the

possibility to increase its participation to 35%.

« SAFRAN: 30% of the shares belong to the French gowent. Safran is the
company created in 2005 by the merger of a Frenele S wned company,
Snecma, and a French private company Sagem. Srnmafda military and civil
aeronautic engines and engines for the M51 ballmissile and launcher Ariane.

Sagem produces items for the security market, UAY¥ avionics.

« THALES: 27% of the equity is held by the French gamment. Thales is a
company specialised in defence electronic, in naaialand land systems. The
company, whose name was Thomson at this date, atemalised in 1982 by the
socialist government. It was also a socialist Privhaister, Lionel Jospin, who
privatised Thomson in 1997. The defence part ofni$un, Thomson CSF, was
merged at this time with Alcatel Defence and Elauinue Serge Dassault. In
2008, Alcatel sold its participation to Dassaulthwihe agreement of the French

government. Thales made major acquisitions in Ugthdrlands and Italy.

« EADS NV, which actually is a Dutch company, 15%wdifich are held by the
French government. Before World War Il, a few apexe companies in France
were nationalized by the Government of tikedht Populaire€’ in 1936 due to the

% “Loi n°2009-928 du 29 juillet 2009 relative & laogrammation militaire pour les années 2009 a

2014 et portant diverses dispositions concernaméfanse*.
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necessity to build military aircraft to counter thazi threat. These State owned
companies merged progressively after the war taterdérospatiale in 1970.
Aérospatiale was privatised in 1998 in the procefsshe merger with Matra
Défense. In 1999, Aérospatiale Matra merged with @rman company DASA
and with the Spanish company CASA to constitute BADhe company has
activities in civil aircraft (Airbus), helicopteréEurocopter), space and missile
assets (satellite Helios, ballistic missile M 51ilitary aircraft (Eurofighter) and

defence and security systems.

Before 2004, the State shareholding was directiyagad by the State within the
Ministry of the Economy. Since the reform of 20G#ie¢ minority State owned
company and the minority shareholdings have beeraged by an agency, called the

“Agence des participations de I'Efatvhose role is to

« exercise close oversight of the quality and faisnest financial statements and

accounting disclosures;

* assess the suitability of major investments, eslemgrowth operations and

disposals from an industrial and strategic stanupoi
improve their performance with an eye to the loagrt interests of the shareholdér.

The general manner in which the French Governmses its shareholding is defined
in the report by thégence des participations de I'Etahentioned above. In fact, the
process is rather complex and varies from comparmpinpany. In general, in a State
owned company the management defines and proplsesirategy of the company
which must be accepted by the French state. hasMinistry of Defence in most

cases who confirms the strategy. Once confirme@cwon of the strategy is

undertaken by the management. For example, when D@&yotiates agreements
with the German naval industry, it is based on psas of the management of DCNS

but it is supported by French government

In case of Thales and EADS where the French Stgeahminority shareholding, the
private shareholders define the strategy and tkadhr State has only the possibility

to veto certain decisions, albeit in very limiteeises. The right of veto results from

27 Agence des participations de I'Etat (200@ench State as a sharehold@aris: Ministére de
I’économie de I'industrie et de I'emploi).
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the necessity of the unanimity vote due to contr@cpartnership agreement. In the
case of Safran, the strategic assets of the comgranlymited to the propulsion of the

ballistic missile M 51 and the Ariane launcher.

As detailed below, there are also specific agre¢snelne to the protection of
deterrence assets in three companies: EADS, SarmahMBDA, but as the last one
has no public shareholding, we can conclude thatitistrument to protect defence

assets is not linked to public shareholding.

As for future, State ownership in defence firms banexpected to reduce further, in
some cases leading to link ups with companies fotiner European countries. The
“Loi n°2009-928 du 29 juillet 2009 relative a la grammation militaire pour les
années 2009 a 2014 et portant diverses dispositiotencernant la
défenstauthorized the privatization of SNPE The DCNS shareholder agreement
foresees an increase of Thales’ participation upbdh of the equity. As for the other
companies under State ownership, there are toda@pmerete plans for privatisation.

Only a genuine industrial project for Nexter colédd to partial privatisation.

A link up with industrial partner from other EU aaues remains an important option
for the French government. As mentioned above,amagion of the launch of the first
Franco-Italian frigate, the President of the Rejouldicolas Sarkozy declared that “he
would be pleased if a major industrial take a périhe shareholding of DCNS”. He
added “we believe in the European arms industrynbtiat any price: we believe in it
if our German friends want to work with us like dtalian friends”. The last sentence
explains without doubt that French President wamteave shareholding links with
the German naval industry but only on the condittonconclude a military co-

operative program with the German governnfént.

% According to the French constitutional law, thévatisation of a company requires a law to be
passed in by the French Parliament.

29 Speech on occasion of the launch of the Frigaquitaine » in Lorient: www.elysee.fr
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3.2 Special rights

Action spécifique or golden share

Historically, the special rights provisions are éxh®n the privatisation law of 1986,
amended in 1993. In other words, the control oatstyic assets can be traced back to
1986 when the French Parliament adopted the “psatdn laws”. Every
privatisation case is to be addressed by a spetgiicee. The generic provisions of
the Law n° 86-912 of 6 August 1986 — article 1(dtate that the French State will
claim an ‘action spécifique— best translated as “golden share”, as it widrg the

right

* to require a prior agreement of the minister inrghaof the Economy for a third

party to enter capital by multiple of 10% thresispldirectly or indirectly;

* to appoint of one or two of the state’s represérdgat on the board of the

privatised companies, without vote right;

e to appeal against decisions to sell well-identifessbets of the company or its
subsidiaries.

These provisions were applied for the privatisattdmhomson CSF in 1987 with
the decree n°97-190 of 4 March 1997, and the psa@bn of Aerospatiale in the
process of the merger with Matra in 1998.

How have the special rights been used in the cB3@ales? Among the three rights
attached to the golden share, the Government hesyslmade used of the second
right and appointed a representative of the b&alb use has been made of the other
two rights yet. When Thales Broadcast and Multiraedas sold to Thomson in 2005,
there was no examination of this transfer as thasi¢h of Thales is not specified by

%0 For details see below section 4.1.1.

1 For further details about the specific share lol&s and the agreement between Dassault, which is
the major private investor in Thales, please redehe Annex 5. The text of the decree (cf. Annex
6) instituting a golden share is available on tlebsite of the Agence des participations de I'Etat
which manages the public participation of the FheBtatewww.ape.minefi.gouv.fr

32 Currently the Deputy National Armaments Director.
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the list of assets requiring the approval of theneh Government on the basis of
Decreen®97-190, of 4 March 199%.

Undertakings between the Government and the defecm@mpany

Undertakings or specific arrangements are privatatracts signed by the French
State with private companies in order to protectcHfir strategic defence assets
linked to France’s deterrence capability. There ditferent origins for these

arrangements but the objective (to protect theraefeaassets) and the mechanism of
protection (a veto right and a call option in cassale of the branch) are always the

same. In case of discrepancy the regulations dPthdic Code are applicable.

* For EADS the “Ballistic missiles contract” resuftem the transformation of the
golden share that the French State held in Aér@dpaiThe “Ballistic Missiles
Contract” was signed by the French State and EApP& uhe creation of EADS
in 2000. In this case, the special right meandlaigat for the French State on the
ballistic missile business unit of EADS, which mag used as a veto right and a

call option in case EADS plans to sell the baliistiissiles activity*

 SAFRAN: At the time of the merger between SNECMAI 8AGEM, in 2005,
which was de facto the privatisation of SNECMA, ripdrtite convention was
signed by the state, SNECMA and SAGEM in order déeguard the nuclear
deterrence activity of the new group SAFRAN. Cotelge all asset disposals
concerning any nuclear deterrence activity shaliainbthe agreement of the
French authorities. When SNECMA and SAGEM mergeeyas decided not to
use a golden share due to the experience of tregiameof EADS where the
German State asked for the cancellation of theifspeshare in Aérospatiale

Matra which was replaced by the ballistic missgesgment.

« MBDA: An arrangement aiming at safeguarding theivéaets related to the
airborne nuclear component was signed when MBDA evaated, in 2001, with

the French state.

% The 1997 decree needs to be reformed regardintpititeright, i.e. the possibility to appeal agains

decisions regarding well-identified assets dispdsal subsidiaries, the list of subsidiaries was
established in 1997 when the name of the compamsystiaThomson CSF and not Thales.

% EADS (2008) 'EADS registration document'. avdéab at
<www.eads.com/xml/content/OF00000000400004/1/09)8291.pdf>.
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3.3 Regulation of foreign acquisitions of defence ats

In addition to public shareholding, special rigatsl specific arrangements, there is a
general regulation to control the foreign investtseim strategic assets including

defence companies.

The 2005 French law originated in a debate follgntime acquisition of Gemplus, a

company developing and producing smart cards, by.&x American competitor and

of Saft battery, manufacturing thermal batteriesdug missiles. In reaction to this

transaction it was felt in 2003 that the 1989 gahexgulation on foreign investments
was not sufficient to protect those defence ashatswere located in companies other
than those which were privatised and benefited fcomtrol of a golden share.

The Decree 2005-1739 became also necessary bemfatiee= ECJ ruling, on referral
from a French court, in the Scientology case CB4i@ere the Court ruledAtticle
73d(1)(b) of the EC Treaty (now Article 58(1)(b) JE@ust be interpreted as
precluding a system of prior authorisation for diteforeign investments which
confines itself to defining in general terms thdeeted investments as being
investments that are such as to represent a thoeptiblic policy and public security,
with the result that the persons concerned are lendb ascertain the specific
circumstances in which prior authorisation is read.”

Since 2006, the European Commission has scrutinkzetich laws establishing
authorisation procedure for foreign investmentseartain sectors. The Commission is
concerned that the authorisation procedure detanethe French decree lacks the
required proportionality with regard to these objexs. The key question is the fact
that companies established in the EU but undecdimérol of third-country investors
could be submitted to more stringent procedures thase applicable to third-country
companies, whereas that a company legally and gelyuestablished in a Member
State should normally be treated as a nationahaif Member State. Due to this the
French State is examining the possibility of mouifythe decree and plans to do so.
However, the French evaluation is that in casesrevifi@reign investment in a EU
company can not be secure in terms of securityply and in terms of proliferation,
due for example to the fact that there is no reguleor insufficient regulation in the
country where the company is located, full exanmamatin the case of non-EU

investment country must be undertaken. The Freaehthat the current situation is
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not perfect and that the only way to avoid thisbiem is to act at the European

level 3

More importantly, the 2005 Decree, as it presestfnds, is referred to in a press
release of 12.10.2006 Commission calls on Francemtmlify its legislation
establishing an authorisation procedure for foreémgrestments in certain sectors of

activity.*

On the notion of “national security interest”

There is no real synthetic definition of securititerests in regards of the French

regulation. The definition security interests résfilom the addition of:

* The scope of the activities of the companies sibjccontrol of investments. In
reference to the points 8 to 11 of the article B-25decree n°2005-1739 30
December 2005;

« The aim of the control in reference to the artiRld53-9 decree n°2005-1739 30
December 2005.

Both are discussed in the following section and emntiAssessment criteria”

respectively.

On the notion of “strategic assets”

In the French regulation, there is a legislative fart 151-1 to art 151-4 of the tde
Monétaire et Financiérmodified with the Law n°2004-1343 9 December 2084d
an executive parfécretn®°2005-1739 30 December 2005).

The French regulation controls foreign investmentdwo types of activities: (a)
activities which can have an impact on public ordmrcurity, or national defence
interest and (b) activities in research, productisales of arms, ammunition, and

explosives (Art L151-Lode Monétaire et Financigr

% Interview with a representative of the French istiy for Economy, Employment and Industry
responsible for the application of the French ratioh of the control of defence assets, January
2010.

% For further information see
(http://europa.eu/rapid/pressReleasesAction.dotnete=1P/06/1353&format=HTML&aged=0&la
nguage=EN&guiLanguage=en).
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The Decree n°2005-1739 Bicember 2005 details these activities in eleveedy
four of which refer specifically to defence actieg while the first six points do not

deal with defence. Points 8 to 11 are specificalgted to defence:

» Activities of cryptology, mentioned in paragraplis IV of the art. 30 and | of the
art. 31 of the law number 2004-575 of the Jun& @f12004, which deal with

confidence in numeric economy.

e Activities carried out by enterprises which dealthwiclassified information
«secret défense, in accordance with decree number 98-608 of M, J

concerning protection of secrets of national dedéenc

» Activities of research, production, or trade of ammitions, gunpowder, explosive
substances, regulated by title Il or title IV afdk Ill, in the second part of the
defence code.

» Activities carried out by enterprises which havetady or equipment contract
with the Minister of Defence.
Scope of the French legislation

Each new investor must request and complete ancapiph procedure before being

authorized to invest.

There are two different types of control: one fonfEEA countries, the other one for
EEA countries. In reference to the article R153st an investor coming from a third

(i.e. non-EEA) country, there are 3 kinds of colkainvestment activities:

1. Taking control of 40% of capital or voting rights the case of article L233-3 of
the trading code;

2. Adirect or indirect acquisition of a part or a vilnof an enterprise’s activities;

3. Acquisition of 33.33% or more of direct or indirdublding of capital or voting

rights of an enterprise.

In reference to the Article R153-3, if the investomes from a Member State of the
European Union, there are only two cases of cantrol

1. Taking control of 40% of capital or voting rights the case of article L233-3 of

the trading code;
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2. Adirect or indirect acquisition of a part or a vilnof an enterprise’s activities.

In other words, in the case of an EEA country,dbetrol is done only if the foreign
investment has the objective to take the contrahefcompany or to acquire a branch
of the company.

The following table presents the last two pointa summary:

Table 3.1: Types of investments and investorsnfallinder control legislation

Definition of foreign Investors from EU or Investors from non-EU states
investments subjected to EEA states

authorisation process

Strategic defence sectors: it « Takeover of a FR » Takeover of a FR company
covers all the types of company «  Acquisition of activity

Zg‘i(\a/ri;[::? ;?I?jtedr:eosearch « Acquisition of activity branch of a FR company
. study, ) L
y branch of a FR « Acquisition of 33.33% and

products of war materials
in the sense of the company more of a FR company

European list, activities
cover by defence secret ang
dual-use produce listed in
the annex IV of the
regulation (CE)
n°1334/2000 22 june 2000:
points 8 to 11

(see Annex 2)

Strategic other sectors: e Acquisition of activity | » Takeover of a FR company
points 1 to 7 branch of a FR «  Acquisition of activity

(see Annex 2) company branch of a FR company

¢ Acquisition of 33% and
above of a FR company

Organization in charge of the review

The Minister of Economy is in charge of all consrollhe Direction Générale de
I’Armement(DGA) of the Ministry of Defencelfirection de la Stratégie/Service des
affaires Industrielles et de I'Intelligence Econopum is in charge of processing the
review for “defence” cases on behalf of the Ministé Economy, who remains the
only decision-making authority. Within two month&et conclusions shall be
forwarded to theMinistére de 'Economie, de I'Industrie et de I'Elwip(MinEIE) /
DGTPE for the final decision.
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Assessment criteria

The aim of controls is to assure

» preservation of sustainability of activities, oflustrial capacities, of capacities for

research and development or associated know-how,
» security of supply or
« the execution of contractual obligations of theeemise®”

For each request, the investor or its council rdestare the investment and complete
an application. This request depends on the prarsualtation of theDirection
générale du Trésor et de la politique économi(DE&TPE)>®

During of review process the officials in charge paying particular attention to the
ongoing national or cooperative armaments prograsnmoeguarantee the security of
supply of defence goods. This work is performedciose consultation with all
stakeholders, officials and industry.

In addition they aim at preventing a risk of pretdtion, bearing in mind the objective
of the European Union Member States to strength®:n European Defence
Technological and Industrial Base. Though the lalrdries have agreed to cooperate
closely on the review of investment cases, all espaterviewed for the purpose of

this study told us that there is little end everresult.

Timing and process

The Minister of Economy has a maximum of two morsfier the record's reception.
(Article 4, decree of March™ 2003 in case of non respect of the Minister of
Economy’s deadline, the authorisation is considesegrantedy’

Possible outcomes of the review

As a result of the review the Minister of Econonay ¢ake three decisions:

» Authorisation granted;

37 Art. R153-9.
% Art. R153-7
% Art. R153-8
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* Authorisation granted with conditions to be ful,
e Authorisation refused by duly documented decision.

In case of authorisation with conditions the inwess requested to sign a binding

letter with the French public authority.

If the Minister of Economy considers that an invesht has been made without
respecting the necessity to ask for an authorizatite Ministry of Economy can ask
for a discontinuation of the investment, to modifgr to restore the former situation.
If it is not done the ministry of economy can imeas pecuniary sanction with a
maximum amount of double of the irregular investti'eamount. The amount of the

pecuniary sanction must be proportional to the isgvef the tort.

Possibility of an appeal

The decision of the Minister of Economy to autherfaith conditions or not) or not
to authorise an investment is communicated onlth&investor as the matter deals
with commercial or defence secrets. There is aipitiss for an appeal within
common law for abuses of power which fall withiretjurisdiction of the State

Council, as it is an administrative decision.

Concerning sanctions, the code says that in case odmplaint, the law makes
provisions for penalties according to Article L 181of the Code monétaire et
financier. It is recourse to a legal agreement. In this cas#ges have extensive
powers to investigate the case i.e. the outcomenadppeal is not a simple “yes” or
“no” but the judge can repeal the decision, whiaksghe applicant in a (formally and

legally) strong position.

Publication of outcomes of the review and of thepaal

According to the French Authorities, the detaillated to Government decision on
acquisition by foreign investors are not publiclya#able, since the information are
classified (both for commercial and defence purppsBut the publicity and the
motivation of the decision are given to those whkk for authorization to invest in a
defence company.
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Practical application of the legislation - type ebmpany

Few statistics are available regarding the typearhpanies in which an attempted
investment has been reviewed. In the interviews witficials from the MoD we
found that cases of attempted investments in lgadiigh-tech companies are
specifically well investigated. In practice thedan investor or the French company
which could be acquired solicit the advice of therf€h political authority. If the
preliminary discuss show that there is no vetohat political level the project of
foreign investment is formally submit and contrdllander the basis of the 2005

decree.

Regarding larger defence companies, the questieraminedoeforethe request for

investment is made to the Ministry of the Economg &inance — at a political level.
An investment may be refused during the preliminaogtacts at the political level.
Those interviewed insist on the fact that the sameetice exists in the other Lol
countries, especially those with the more impor&ms industries i.e. the UK and

Germany.

Alternative investment sources for high-tech SMEs

In order to offer an alternative source for finaheneans for French strategic defence
companies the French Government has set up a isp&aid for high-tech SME
seeking investors. It was established in 1993 whih support of the Ministry of
Defence and the Ministry of Finance4,a“ Financiére de Brienrie*® whose main
shareholders are currently companies in the defandethe banking sectotsThe
nature of this fund can be best described as a Raiital Investment Fund. It is
aimed to put money into the capital of those Higltlf SME-SMIs, which need it as a
minority shareholder. Currently, 24 SME-SMI are cemed.

40" For further information see http://www.financiede-brienne.com

4 60%Défense Conseil International Grou0% private shareholders.
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4 CASE STUDIES

In addition to the practices of State control eat&gic defence assets outlined above
we wish to add here some information on the apiptinaof the legislation for the
control of foreign investments. It has to be noteolwever, that it proved extremely
difficult to obtain any data on concrete transawtiotheir review and the conditions

that were imposed on investors.
Based on the expert interviews we can conclude that

» Defence cases represent about 80% of all caseswediunder the investment

control legislation;

* There are about 30 and 40 cases examined eachlyeanumber was 40 in 2007,

down to 15 in 2009 due to the economic crisis;

* Investments are rarely refused (we were informedl dhnly 1 transaction has been

denied in the last 20 years);

* In average, the French Ministry of Finance grari%3authorisations and 70%
authorisations with conditions. As for the lattexrses, even if we have no the
details, we can say that in the majority of casesRrench Government requires
security of supply assurances for some specificpmrants for a limited period of

time *2

4.1 Acquisitions by a company from another EU country

There have been numerous acquisitions of Frenctpaoies by investors from other
EU countries since the law was adopted in 2005.eikample, in 2007 the European
investment fund Argos Soditic bought the companiaal from MBDA acquiring
100% of the equity. Alkan builds pods for combatafts.

42 Given that the technology and the products subjetd restrictions are covered by legislation on
defence secrets, it was not possible to obtain mietails of these cases.

Volume 2 of 2 32/388



EUROCON Appendix 1 Country Report: France
4.2 Acquisition by a company from a non-EU country

There are some cases of acquisition of French compaby non-EU countries.
American or Chinese entities were authorized tedakr French companies, with two
of them working in the ballistic missiles domairmrfexample in 2007, the American
company Flir Systems bought the French company Cepecialized in infra-red
camera, and more recently Moteurs Beaudoin (diesétary engines), by the

Chinese group Weichai.

The most famous case of foreign investment in Fgaiscthe creation of Thales-
Raytheon systems, a company specialized in airatipar command and control
systems, surveillance radars, and ground-basedondapating radars. It is a 50/50
joint venture between the American company Raythaod the French company

Thales, which was created in 2000.

There has been no rejected attempted acquisitiendmynpany from a EU countfy.

4.3 Rejected attempted acquisition by a company fran third

country

For the last twenty years there has been one atteintiansaction targeting a French
company that was rejected. It concerned a Europeeyte source in a very specific
defence domain, which was intended to be taken d¢werone of its American

competitor. The French authorities denied this daation in order to sustain the

security of supply in this sensitive technical area

“ Interview with a representative of the DGA resgibte for the examination of FDI in defence
companies.
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5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of countti@$DI

French officials we interviewed for the purposetiis study were generally very
interested in the outcome of the project and totgeknow the scope and way in
which other countries manage the control of foreigrestments of strategic defence

assets.

As to the relative opennéésof other countries French officials regard the teli
States as well-protected with Exon Florio amendnregulation and CFIU.S. The
United Kingdom is considered as having an efficiemtrol, however the process is
perceived to be little transparent. Germany is seele quite closed to foreign
investments in its defence industry and as lackiffigient control mechanisms as the
cases of HDW and MTU showed.

In this context it is interesting to note that presentative of the French industry who
made an investment in Germany (that is why his centrwas not about merger and
acquisition openness but about the German reguojataescribed the German

regulation as “efficient”.

The perception of the French industrial represeg@satinterviewed for the purpose of
this project is in general more diverse than thfatGovernment officials. Industry

representatives are often unaware of the regulatiasther countries; consequently,
their point of view is about the openness towarésgers and acquisition. They think
that there is a relative bilateral openness betwieeJK and the U.S. Germany, and
to a lesser extent, Italy are perceived as not apenergers and acquisitions in the
defence sector. Spain is considered to be open famlyinvestments from U.S.

American companies.

“ In the interviews the interlocutors preferred ivega qualitative evaluation of their perceptions
rather than a ranking expressed in numbers.
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5.2 On the need for EU level action

The current situation of investment control is cotsidered to be suboptimal for two
reasons. The main concern of French officials ésléttk of control of strategic assets
of some EU countrie§. According to French experts the control of defence
investment is not hampering the European deferahesinial consolidation; however,
the absence of control of non-EU investors coulab@bstacle to strengthening the
EDTIB. The development of co-operative programnres @ common investments in
research and technology can strengthen the EDTUBaB it is necessary to share the
pole of excellence in the entire European Unions ihecessary to harmonize or to
have coherent regulation in order to guaranty #eusty of supply for each country

of the European Union.

However, even countries with national control l&gisn, need to balance investment
requirements with their wish to safeguard strategierest. In addition, the major
defence contractors are concerned by the integfitlyeir European supply chain. The
sum of national control mechanisms is considerdaktmsufficient to “live up to this
problem”. Moreover, in some cases, even with thenéh regulation of investment
control, France lost the control of technology -ickhs the final objective of control
of defence assets

Although there is no clear perception from Frenffitials of what should be an “EU
level mechanism for control”, there is a consertbas such a mechanism is required.
EADS is interested in the idea of decoupling theevioom the social rights in order
not to deter foreign investment and at the same tiatain control of defence assets.
At the official level, the minimal step could bereciprocal consultation on defence

investment.

Another added value of a EU level solution consistthe eyes of French officials in
the fact that it can serve as a catalyst to maké/lamber States understand the
legitimacy of a control on foreign investments irategic assets and become aware of

its importance.

% The DGA said that a specific critical analysis Wblbie useful on this topic.
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6.1 Ownership structure of main French defence conttars

“FR State
“Thales

Astrium Dassault Aviation
“GIMD
“WEADS WEADS FR
~ Private
DCNS EADS
“SOGEADE

WSEPI
~ Daimler-Chrisler

“ Private

Eurocopter

- o
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WEADS
W BAE Systems

“ Finmeccanica
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- o
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W FR State

& Private

“ Employees
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“ Autocontrol
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6.2 Executive summary of the French control legislati

Decree n° 2005-1739 of 30 December 2005

List of the activities under French State controtegarding foreign investments

(Décret Loos)

1. Gambling, insofar as the investment control is esfied to face money

laundering
2. Private security, when concerned companies:

a. Provide services to public or private operatoritdlvmportance
according to the French Code of Defence

b. Take part in security missions for civil aviatiand seaports

c. Orintervene in protected or reserved areas t@safe national

defence secrets
3. R&D and production related exclusively to:

a. Pathogen, zoonosis and toxic substance identifiegtidoEU -
regulation (CE) n° 1334/2000 of the Council) essdiihg a
Community regime on control of dual-use items awhnology

exportation

b. Means to fight against chemical weapons in accareanth the

Convention of Paris on 13 January 1993

insofar as the investment control is requestedbynecessity to fight against

terrorism and to prevent any sanitary consequence

4. R&D production or business related to equipmentsdorespondences
interception and remote detection of conversatiorsafar as the investment

control is requested by the necessity to fight@gjaierrorism and crime

5. Services in the framework of accredited evaluatientres for safety of IT
systems provided by companies to French State the@ats, and insofar as
the investment control is requested by the negessfight against terrorism

and crime
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6. Production of goods or services for security okyEtems provides by
company contracted by public or private operatangigacilities of vital

importance according to the French Code of Defence

7. Activities on dual-use items and technology acawgdo the regulation (CE)
n° 1334/2000 of the Council, of 22 June 2000, distabg a Community
regime on control of dual-use items and technolagyortation, and

performed by companies related to national defence.
8. Cryptology
9. Activities performed in companies accrediteecret Défense

10.Research, production, business related to weapomuaitions, powder and

explosive substances

11. Activities performed by companies contracted byrtheister of defence,
either directly or subcontracting, to provide ecugnts or services related to §
7 to 10 above.
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Article L. 151-3 of the monetary and financial code

Decree n°2005-1739 of the December"36F 2005 regulating foreign financial

relations
1. A principle of freedom

Art L151-10of the monetary and financial code: «dfinial relations between France

and foreign entities are free ».

2. Exceptions: some foreign investments are subjecto a prerequisite

authorisation and controls

However, in reference to Art L151-3, some actigt@&e subject to a prerequisite
authorisation from the Minister of Economy when foeeign investments deals with

an activity which comes under public authority aemf the following areas:

» Activities which can disrupt public order, publiecsirity or national defence

interests.

* Research activities, production or marketing of pgees, ammunitions,

gunpowder and explosive substances.
3. List of controlled sectors
The investor's origin determines the type of cdritavhich investors are subject.
The controlled sectors are defined by 11 pointhénarticle R-153-2.
The first six sectors do not deal with defence

The 7" sector deals with activities related to dual-usedpcts. Attached IV in the
rules of June the 22 of 2000, when dual-use products are made by erse
working in areas of national defence

Points 8 to 11 are specifically related to defeniee list of defence activity is

precisely defined in the following four points:

» Activities of cryptology, mentioned in paragraplhis IV of the art. 30 and | of the
art. 31 of the law number 2004-575 of the Jun& @f12004, which deal with

confidence in numeric economy.
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e Activities carried out by enterprises which dealthwiclassified information
«secret défense, in accordance with decree number 98-608 dt af7 July,

concerning protection of secrets of national dedenc

» Activities of research, production, or trade of ammitions, gunpowder, explosive
substances, regulated by title Il or title IV afdk Ill, in the second part of the
defence code.

» Activities carried out by enterprises which havetadiy or equipment contract

with the Minister of Defence.
4. Who is in charge of controls?

The Minister of Economy in charge of all contrais&ach new investor must request

and complete an application procedure before bainiigorized to invest.

Since the State's security of supply in defencapeagent and defence technology’s
independence is concerned, it is the DGA at theidten of defence who is charged

with the investment’s control.
5. What are the targets of the controls?

The origin of the investor determines the typeaitools. Currently, France considers
that if the control of a European company is ural@on-EU investor, the control of

investment by this EU company is done under thesraf non-EU investment.
5.1 : Control For non EEE countries

In reference to the article R153-1, if the investomes from a third country there are
3 kinds of controlled operations:

1: taking control, in the sense of the article [328of the code of commerce, of a
company whose corporate headquarters is locatédaimce (in the article L.233.3 of
the code of commerce control is taken when oneisegjat least 40% of capital or
voting rights)

2: A direct or indirect acquisition of a part owaole of an enterprise’s activities.

3. Beyond 33.33% of direct or indirect holding ddpttal or voting rights of an

enterprise.

5.2 Control for EEA country investors
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In reference to the art. R153-3, if the investomes from a Member State of the

European Union, there are only two cases of control

1: taking control, in the case of article L.233-Bthe code of commerce, of a
company whose corporate headquarters is locatédaimce (in the article L.233.3 of
the code of commerce you take the control whenhate 40% of capital or voting

rights).
2: A direct or indirect acquisition of a part owaole part of an enterprise’s activity.

So in the case of an EEE country the control isedamly if the foreign investment has

for objective to take the control of the company
6. Aim of the controls
The article R 153-9 defines the aim of control:

“The minister of the economy investigates whethee preservation of national
interests as defined by article L. 151-3 can beaiokt through the authorization of

one of several conditions.

These conditions are principally concerned with theestor's preservation of
sustainability of activities, of industrial capae#, of capacities for research and
development or associated know-how, security ofpBupr the execution of
contractual obligations of the enterprise whicheéadquartered in France, as licensee
or sub-contractor in the framework of public cootsaor of contracts concerning
public security, interests of national defenseesearch, the production or arms trade,

munitions, powders or explosive substances.”

The article R-153-10 defines the case when the stnjniof economy can refuse a

foreign investment précising the aim of the regafadefine in the article R-153-10 :

“the ministry of economy refuses, with a motivatetision, the project of foreign

investment if he considers, after having examimepttoject that :

i.  That there is serious presumption that the invastbkely to
commit one of the infractions listed in the arti@22-34 to
222-39, 223-15-2, 225-5, 225-6, 225-10, 324-1, 426-421-
2-2, 433-1, 450-1 and 450-2-1 of the Code penal ;
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Or that the putting in place of the conditions defl at the
article R-159-9 is not sufficient itself to guamanthe
preservation of the national interests definedhi drticle L-
153-3 as :

1. the follow-on of the activities, of the industrial

capabilities, of the research and development
capabilities and of the associated know-how woultl n
be protected ;

. or that the security of supply would not be guarant

. or that the contractual obligations of the company,

whose corporate headquarters is located in France,
linked to a public contract or as subcontractorato
public contract dealing with public security, defen
national interests or research, fabrication or €expo
armaments, ammunition, powder or explosive devices,

would be compromised

7. Procedure, motivations and publication of the dasion

In reference to art. R153-7: For each requestinestor or its council must declare

the investment and complete an application. Thiguest depends on the prior
consultation of the « DGTPE ».

In reference to art. R153-8, Minister of Economg hamaximum of two months after

the record's receptionAfticle 4, decree of march thd'72003 in case of non respect

of the Minister of Economy’s deadline, the authatien is considered as granted).

Decisions of the Minister of Economy are motivagsl recourse is possible. The

decision to authorise or not the investment is comigated only to the investor as the

matter deals with commercial or defence secrets.

8. Recourse

There is a way of recourse within common law fonses of power which fall within

the jurisdiction of the State Council (public jutistion), as it is an administrative

decision.
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In this case, judges have more powers (the ansaestionly yes or no) meaning that
they have the ability to re-form the decision as dlecision has to be proportionate to

the aim of the control. It is a real advantagethfier applicant.
9. Sanctions / endorsement

In reference to art. L151-3, if the Minister of Boony considers that an investment
has been made without respecting the necessityskof@ an authorization, the
Ministry of Economy can ask for a discontinuatidrttee investment, to modify it or
to restore the former situation. If it is not ddahe ministry of economy can impose a
pecuniary sanction with a maximum amount of doudjl¢he irregular investment’s
amount. As mentioned above, the amount of the paoursanction must be

proportional to the severity of the tort.
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6.3 Special arrangements regarding EADS

The special rights in EADS have two objectives:
- to maintain a stable shareholder which contreldBacisions of the company ;

-to avoid the disappearance of some activities rodg@ the French deterrence

capabilities (as defined in the Ballistic missisggeement)
These special rights are organised at two levels :
-a French level with the Sogeade shareholder' ssagget ;

-the participation agreement involving Daimler, DRASAG, Lagardere, Sogepa,

Sogeade ;

To these agreements we add the ballistic missiteeagent between EADS and the
French State which is in fact the original “actigpécifique”(i.e. golden share)
included by the French State when Aérospatiale pvastised due to the merger of

Aérospatiale and Matra in 1998.

All these agreements are not in the public domBut. their provisions are in the
registration document of EADS, the last one pulelisim 2008°

The Sogeade Shareholder Agreement

The French State, not being a party to the Padifidp Agreement, entered into a
separate agreement at the national level. The krState maintains that neither it nor
any of its undertakings will hold any shares digecthe State is represented through

Sogepa in the Sogeade agreement.

“Sogeade is a French partnership limited by shdsesiété en commandite par
actiong the share capital of which is split between Sog&@®o french state) and
Desirade (40%) &rench société par actionsmplifiee (40%). The share capital of
Désirade is itself wholly owned by Lagardere. Lagae hence owns indirectly 40%

of Sogeade

¢ Registration document EADS 20009,
www.eads.com/xml/content/OF00000000400004/1/09/8290. pdf
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Sogeade Gérance's Boards of Directors consistiglof @rectors, four nominated by
Lagardere and four by Sogepa. The decisions aentakth a simple majority of
directors except some cases where a qualified majof six directors is required.

These cases are :

e acquisitions or divestments of shares or assetsinttigidual value of which

exceeds € 500 million;
e agreements establishing strategic alliances ,durstmial or financial co-operation;

* a capital increase of EADS of more than €500 mmllto which no preferential
right to subscribe for the shares is attached,

* any decision to divest or create security inteos®r the assets relating to prime
contractor status, design, development and integratf ballistic missiles or the
majority shareholdings in the companies Cilas, 8adduclétudes, and the GIE
Cosyde (decisions contemplated on d also governedhé ballistic missiles

agreements).

“When a vote of Sogeade Gérance's board does act the qualified majority of six

directors by reason of any of the Sogepa-nomindiexttors casting a negative vote,
participants are obliged to vote against the prajyd's This means that the French
States as the owner of Sogepa can veto any desisiothese matters within EADS
Participation and in turn within EADS as long as t®ogeade Shareholder's

Agreement remains in existert®e.

In other words, agreement gives an indirect righteio to the French Government
through Sogeade. It is an effective right of in$joec

The Participation Agreement of EADS

The participation agreement was signed on July8theof 2000 at the time of the
formation of EADS. It was modified after the agrestnhwas reached on July 16,2007

between the principal shareholders

47 EADS (2008) 'EADS registration document'. avd#ab  at
<www.eads.com/xml/content/OF00000000400004/1/0938291.pdf>..

“8 The Sogeade Shareholder's Agreement shall fifisagardére or Sogepa ceases to hold at least
20% of the capital of Sogeade
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The control of defence assets in tBADS Participation Agreement

The principal agreements governing the relatiorsbigtween the founders of EADS
are an agreementhe Participation Agreemenéentered into a Completion between
Daimler, DASA AG, Lagardére, Sogepa, Sogeade an®lSihd a Dutch law
agreement, th€ontractual Partnership AgreemerifThe indirect EADS Shares held
by Daimler, Sogeade and SEPI have been pledgedDSEparticipation BV that has
been granted the exclusive power to exercise thagraghts attached to the pledged
shares in accordance with tBentractual Partnership Agreemef

This agreement allows both the French and the GerBtates to have a stable
shareholding in the capital of EADS, and in thisyy@ protect the strategic assets of
the nation.

French and German State have equal rights in the Bawds of Directors

The Board has an equal number of directors normdnlayeDaimler and by Sogeade.
They each name two directors (SEPI has the rightotminate one, as long has its

shareholding is 5% or more).

Both Daimler and Sogeade have the right to nomiaateremove the Chairman and
the Chief Executive Officer. In other word$fiey have equal nominating righthe
quorum for transacting any business at a meetintgeoBoard of Directors of EADS

Participation BV is one Sogeade director and onenl®a director being present.

The French State via Sogepa is indirectly represkeat the Board of EADS.

The appeal to a pre-emption right

Any sale on the market of EADS shares in accordanite the Participation

Agreemenshall be conducted in an orderly manner so asisare the least possible
disruption to the market of EADS shares. To thieatf the parties shall conduct
consultationswith each other before any such daleghe event that such a pre-
emption right is not exercised, the indirect EADfres may be sold to an identified

third party subject to Lagardere’s or Sogepa’s eahand also to Daimler's consent

49 EADS (2008) 'EADS registration document'. avdéab at
<www.eads.com/xml/content/OF00000000400004/1/0938291.pdf>.
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and if such consent is not obtained, the indire&DE Shares may be sold on the

market.

In this way, each of the principal shareholders &igge-emption right to sell their
respective EADS shares on the market in the sampopions as the respective

indirect share held by the relevant parties beaath othéef.

The partners dispose of a pre-emption right in cdsehostile takeover bid by a third
party, which is described by the principal shardad as an investor, which has a
direct or indirect interest in EADS shares equal2db% or more. Members of EADS
shall exercise all means of control and influencteelations to EADS to avoid such

hostile takeovers by a third party increasingigitror powers in relations to EADS.

Besides, if one of the principal shareholders ascegm offer by a third party
undergoing a change of control, such an offer dbalimmediately notified to other
contributors. This offer shall be only acceptedwhie consent of the other principal

shareholders.

The Ballistic Missiles Agreement

Pursuant to an agreement entered into force bet&#ddS and the French State,
EADS has granted eto rightand subsequently a call option on the ballisticsites
activity exercisable in the event that a third pavhich is not affiliated to the Daimler
or Lagardéere group acquires, directly or indirectither alone or in concert, more
than 10% or any multiple thereof of the share et voting rights of EADS, or the
sale of the ballistic missiles assets, or of thareh of such companies carrying out
such activity is considered after the terminatioh tlke Sogeade Shareholder's
Agreement and a right to oppose the transfer ofsath assets or shares during the
duration of the Sogeade Shareholder's Agreement.

This agreement, which is called the Ballistic MissiAgreement, allows the French
State to secure the ballistic missiles supply, Whscthe centre of the French defence

strategy, the nuclear deterrence.

*EADS registration document 2008, page 108
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Agreement between the French State and Daimler

There is also a specific agreement between theckhr8tate and Daimler where The
French State undertakes to hold an interest of aerthan 15% of the entire issued
share capital of EADS through Sogepa, Sogeade ASEparticipations B.V.
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6.4 Special rights in Thale¥

Golden Share of Thales (“action spécifique”)

Thales is a private companlt is the only French company subject to spedigitr

provisions. Its board of directors is governedtwy Erench legislation.

Decree n° 97-190 of 4 March 1997 established théSt participation agreement in

the Thales capital. The rights attached to thisament are as follows:

The crossing of the threshold of holding, direathy indirectly, a tenth or tenth’s
multiple of the capital or the voting rights of tkempany, by a physical or moral
person, acting by itself or working in conjunctienth others, independent of the
nature or the legal framework, must be approvedrebbnd by the Minister of

Economy.

This approval must be renewed if the beneficiagnplto act with a participation
agreement, is subjected to change of control, threifidentity of one or several of the

members of the participation agreement, changes.

In addition, all crossing of the threshold as indipals by an entity acting with other

entities must be subject to a prerequisite control.

* A State’s representative named by decree basetieoproposal of the Defence
Minister is a member of the board of directors ltd tompany without a voting

right.

» Considering the conditions of the decree n° 93-1@8B®ecember the 13th of

1993, there is a right to oppose any decisions esfsion or allocation as a

°L Analysis basis on publicity on the clauses ofharsholders agreement (art L233-11 code de

commerce), declaration of crossing of a threshatiZ33-7 code de commerce), information due to
scrutiny of the consequences of the change ofgisations in a participation agreement, Autorité
des marches financiers Thales Euronet &y 2009 scrutiny of the consequences of the @hang
of the participations in a participation agreem@mt 234-7 and 234-10 general reglement, Thales
Euronext, 2 November 2008.

°2 Composition of the shareholding as May the 20th2009: State, TSA (including Sofivision),
Sogepa: 27, 05 %; Dassault Aviation: 25, 93 %; flate 47, 02 %; Employees 3, 08 %; Auto-
controlled 1, 89 %.
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guarantee of those assets that are named in ahragat to the decree and of

direct subsidiary companies of the grdup

Participation Agreement of Thales after Dassault iAtion acquired Alcatel

Lucent’s stake

In 2009, Dassault Aviation acquired Alcatel-Lucerdtake in Thales and is now the
Group's main private shareholder and industry partkicatel-Lucent and Dassault-
Aviation signed, in December 2008, an agreementherpurchase of the 20, 5% of
the stake hold by Alcatel- Lucent, and of the 5égtby GIMD in Thales.

The participation agreement which had been sigretdiden Thales and Alcatel on
December 28 of 2006 has been modified in order to be adaptedassault’s
acquisition. The aim is to protect the strategiess of the State. On May, the™&f
2009, the new patrticipation agreement came intcefand allows:

1. A shared strategy

“Dassault Aviation has expressly undertaken todoréhe exercise of the veto right
which it has, by virtue of the agreement, over satnategic operations of Thales ;
this decision concerns a series of potential adtpnsor disposal operations ; in
return, the public sector has foregone its rigbteetminate the agreement in the event
of persistent disagreement regarding as stratgggcation likely to adversely impact
its strategic interests (acquisitions or dispogddsitified by the French State as likely
to be significant with regard to its strategic defe interests and the objective of

which is to consolidate France’s industrial andhtextogical defence baséf”
2. A stable shareholding

Dassault acts together with TSA and Sofivision InalEs

The State is engaged to keep a minimum of 10%hal€k’ participation and voting

rights, after that the agreement comes to an ehd fight is available until the

53 The State only directly holds 2022 shares (inclgdime special agreement). Consolidate participaifoithe State
in Thales, in May the 2Dof 2009, was held by the TSA companies, by 26 &6, Sogepa by 0,5%. Both of the
companies are 100% held by the State.

** Thales annual report 2009 page 173 www.thalesgcoup
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following dates: December, the 31st of 2014, thyears after the end of the

agreement, the day Dassault Aviation would hold tean 15% of Thales’s capital.

The agreement expires on December, th& &12011 or if Dassault Aviation holds
less than 15% of Thales’ equity. After Decembef' ®f 2011 the participation

agreement can be tacitly extended for a periodvefyfears
3. Specific rights of the French State
The French State has

1. the right to denounce the participation agreement;

2. the right to ask for Dassault to reduce its pgstiibn under the threshold of 10%
or to suspend the voting rights above the thresbblid% in two cases:

a) in case of change of control in Dassault aviati@mpany (currently

Dassault is owned by Dassault family) and

b) in the case of the violation of the agreement @npiotection of strategic

interests.

4. Specific Convention for the protection of strgie assets

The “convention spécifiquenvas signed between Thales and the State on Desremb
28th of 2006 when Alcatel merges with Lucent. Daethis merger United States
citizens would normally be part of the board of [Blsawith the risk that these citizens
would have access to classified information. Asthime the French State decided
more or less the same proviso that exists in theedisates. When, Dassault-aviation
succeeded to Alcatel-Lucent, the company accepieddame convention which deals
with the protection of national strategic assetSludles. It is still in force and has not
been modified. The convention decrees:

* The executive direction and the head office musiaia in France;

* Governors of Thales proposed by Dassault Aviatiarstnibe citizens of the

European Union;

* Access to sensitive information of Thales will keictly controlled inside

Dassault Aviation;
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* Representatives of Dassault Aviation in the bodrdlmles must be French

nationals.

If Dassault do not respect the provision of thevemrion, the French Government has

the rights cited under the point 3.

This convention was due to the merger of Alcated tormer industrial investor in
Thales, with Lucent an American company. It wasr af proxy like we can find in
American regulation to control foreign investmentiefence assets. The French State
considers that it was more simple and useful topkdes convention with new

industrial investor Dassault even it is a compammated in France.
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1 INTRODUCTION

This report describes the German legislation wilpect to monitoring foreign
investment in German strategic defence assetsropawies. It will provide the basis

for assessing to what extent certain EU initiativethis field would be useful.

Germany has the third largest defence industryyénBEU. With more than two thirds
of the armaments production being sold abroad Geyrnisaa major arms exporter in
world markets. However, neither the defence sewtordefence exports represent a
significant share in the overall German economyerport performance. Several
peculiarities deserve to be mentioned by way ofkgemund information to fully
appreciate the German approach to State contagfeihce assets.

First, unlike in all other EU countries with a siggant arms industry there has as yet
not been a material centralized national researwh @evelopment effort in the
armaments field in Germany.Nevertheless the German industry stresses thaisit h
been and remains one of the most important agéntgovation in Germany — with
worldwide leading technologies. Second, the couhttg a long tradition of private
ownership in the defence industry and, comparedlitather Western European
countries, the federal Government has taken arm&lae profile in its development.
Historically arsenal production was complemented asnbstituted for provisions by
private companies. Ever since, the Government élgedron private capital and risk
taking for its arms supplies. Third, for most oé ttme since the end of World War 1l
German arms production has been limited and cdetrdly the allies. In this context
industry has participated and benefited from mangernational collaborative
armaments projects such as the Tornado multiradgtdr aircraft, the NH90

helicopter, or the Meteor family of missiles.

Against this background it comes as no surprisettteGovernment currently holds
neither special rights nor equity in any Germaredeé firm, except for two marginal
public private partnerships. As for legislative mgaf control of strategic defence

assets Germany has two complementary sets of toules:

> Lock, Peter. (2000) Perspektiven Der Riistungsimiéisi Deutschland.

Volume 2 of 2 57/388



EUROCON Appendix 1 Country Report: Germany

* In 2004 Germany adopted legislation designed tarobthe acquisition of certain
domestic defence-related companies by non-Germaestors (“the defence-

related control regime®S;

* In 2009 Germany moreover adopted rules designedrtrol foreign investments
in the interest of public order and security (“théder security regime®f
applying in theory to the entire German economy rheant only for fare and
isolated casé€'s

Both instruments are applied with care and resenvand so far no transaction has
been denied. Neither the rules nor the practices tako account a European
dimension of security. However, the “wider securitggimes takes other European
interests into account, in that it correctly prasethie “public order and security of the
Federal Republic of Germany in accordance withcled 46 and 58(1) EC [now
Articles 52 and 65(1) FEU]” as interpreted by thedpean Court.

2 CONTEXT

2.1 The German defence industry

The German defence and security industries havananal turnover of around €17
billion and export some 70 percent of their protrct® They employ a highly
gualified workforce of around 80,000. The threalifianal sub-sectors “air, land and
sea” are well represented, with the aerospace indhaving the greatest importance.
The IT/electronics branch is gaining significandée German aerospace industry
(172 companies) has a total turnover of €22.7dwil([2008), of which €5.7 billion are
defence-related’

% See English version of this regime in the Annex

" See English version of this regime in the Annex.

® German Industry Association (Bundesverband derutstben Industrie - BDI) at

http://www.bdi.eu/2095.htm

¥ Source: German Aerospace Industries Associati@ni(B
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The German Government and the industry have moreowatly defined certain

national military core activitie?

The following ownership structures prevail in ther@an defence and security-
related sectors:

e Several entities engaged in both sectors are agdras public limited companies
(AG) with their shares listed. This is the case Ttryssenkrupp AG (TK)ijts
affiliate Marine Systems AG (TMKS), and Rheinmeta(.

» Others are organised as private limited compar@sbH, KG or GmbH & Co
KG). This is not only the case among the numeraumsponent suppliers but also
applies to the companies held, directly or indisgdty EADS NV, such as EADS
GmbH, Astrium GmbH, Airbus Deutschland GmbH and d€opter GmbH, as
well as to Diehl and Krauss-Maffei Wegmann (KMW).

2.2 The scale of defence procurement

German defence procurement is in the hands of #meral Office of Defence
Technology and Procurememundesamt fur Wehrtechnik und Beschaffulidy¥B).
This Office is part of the Federal Defence Admiragbn and in charge of adequately
equipping the German ArmyB(ndeswehr with state-of-the-art technology on
competitive terms. Procurement is designed to ctivemeeds of the German army.
The procurement rules and procedures to be folloaredsummarised in the BWB

brochure “Organisation, contract award, contrataiti.®*

% See the joint declaration of the MoD and theisactlefence of the German industry association
concerning national military core activities, of Rovember 2007.

1 Federal Office of Defence Technology and ProcureméBWB), (2010) ‘Organisation
Auftragsvergabe Vertragsgestaltung’ (Organisatioont@act Award and Contract Details). at
<http://www.bwb.org/fileserving/PortalFiles/02DB0ZXT00001/ W26 DVFZP486INFODE/Auftra
ggeber%20Bundeswehr%20-%20Januar%202018. pdf
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Table 1: The German defence budget 2006-2009 linh#®?

Total Defence Pégﬁ?gggﬁp t
2006
2007 31,090 4,806
2008 31,735 4,609
2009 31,180 5,360

The Ministry of Defence announced that in 2010,rappen maintenance expenditure
will be increased by for ships, aircraft and newapen systenfs that however
defence expenses will altogether be decreased i&sult of abandoning certain
categories of armamefit.The Ministry of Finance announced in May 2010 fimat

order to stabilise the German budget the defendgdiwvill be considerably reduced.

Currently, the military air transport program A4000g of particular importance.
Germany is involved in two ways, as the biggestamser, and with 11,000 people
working on this program in the country (out of aatoof 40,000 in Europé).
Moreover, the restructuring and consolidation & @erman maritime defence sector
is seen as necessary for safeguarding German iesssrdurity interest® Finally,
with respect to equipment, which is either importedcexported, emphasis is placed

on the absence of offset practices.

52 Federal Ministry of Finance and EDA website as wels EDA defence data at

http://www.eda.europa.eu/defencefacts/.

% Ministry of Defence at <http://www.bmvg.de/portBmvg/ministerium/verteidigungshaus-

halt_2005?yw_contentURL=/C1256F1200608B1B/W27ZWBRQIBIFODE/content.jsp>.

4 See FAZ of 26 March 2010.

% Federal Ministry of Economics and Technology (20®@port of the coordinator of the German

aerospace industry’ (Bericht des Koordinators deatscthen Luft-und Raumfahrt). available at
<http://www.bmwi.de/BMWi/Navigation/Ministerium/Mimsiter-und-
Staatssekretaere/Visitenkarten/visitenkarte-hidide309210>.html

% See Federal Ministry of Economics and Technol®f00) ‘Report of the Federal Government on

the maritime coordination policy’, at <http://wwwriwi.de/BMWi/Redaktion/PDF/-
Publikationen/bericht-maritime>.
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2.3 National defence industrial/market policies

The government’s industrial defence policy is aimpdmarily at adequately
equipping the German ArmyB(ndeswebr with high performance and innovative
technology, and in more abstract terms at enswaugirity of supply. This policy is
closely linked to the government’s strategy to pres a high degree of autonomy of
the German Defence and Technology base.

Simultaneously, the Government aims at concengdtie army’s competences on a
“core” of activities, and those other tasks whichan accomplish at a lesser cost than
competing civilian operators. Moreover, the Goveenin pursues and actively
supports the defence-related objectives of the fgan Union; i.e. to create a
European market for defence equipment, apply Stiateules in the area of defence
and security, and establish jointly with the ottMember States an autonomous
EDTIB. Finally, and in contrast to several otherrveer States, the Government aims
at the abolition of any offset policy or practice.

In general the German defence industry is critmfalState ownership of defence
assets. It claims the European-wide establishmiefatiroconditions of competition in
the defence and security markets. To that effaghlip policy at national and EU
levels should endeavour to restrict State influeanag limit the use of public property
in these sectors. The Government is supportiveh industry position. Public
ownership in the defence sector is moreover vievesd an obstacle to the

consolidation of the European defence industry.

German procurement policy does not differentiateoating to the origin of the

products, whether domestic or imported.
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3 NATIONAL PRACTICES OF STATE CONTROL OF
STRATEGIC DEFENCE ASSETS

3.1 Government ownership

In Germany no defence company is in public own@rsexcept for certain public-
private Partnerships (PPP). In pursuit of its polio concentrate the army’s
competences, the Government has recently createdmixed PPPs for certain
“supportive” activities related to the operationtbé German Army. They have been

given the status of private limited companies (GmbH
The following companies resulted from this orieiotat

 BWI Informationstechnik GmbH (BWI IT) was formed in 2006 by the
Government jointly with Siemens and IBM in ordemt@dernize and manage its
non-military information and communications tecltogy (see e.g. the Herkules
software project). The Government holds 49.9% aof #hares, Siemens IT
Solutions and Services 50.05% and IBM Deutschlaf8%.

» HIL Heeresinstandsetzungslogistik GmbH,created in 2005, is a joint venture
where the Government holds 49% and Hhdustrie-HoldingGmbH holds 51%.
Three private defence and security-related compahi@d the shares of the
private partner. The company was created to entheedaily availability of

certain weapon systems within the Army’s logisiistem.
In this context also the following joint venture yriae mentioned:

*  BwFuhrparkService GmbH, created in 2002, a mobility service provider that
manages the Bundeswehr vehicle fleet. The Minstripefence holds 75.1% and

DB Dienstleistungen GmbH the remaining 24.9%.
This is a public-public joint venture.

The three joint ventures clearly represent a moewatds outsourcing and
privatisation rather than standing as examplesutflip ownership of the German
Government in the defence sector. There are clyrant plans for privatisation of

these companies.
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3.2 Special rights

According to EU practice and language, “speciahtsty also referred to as “golden
shares”, are shares which confer upon the Statésripat are disproportionate to the
shareholding they represent and may therefore aalissuasive effect on investors. If
they are referred to in national legislation, thegresent State measures with general
application®’

No German defence-related company is subject toi@pgghts of the German State.

Accordingly, the remaining questions do not reqaireply.

3.3 Regulation of foreign acquisitions of defence a$s

As mentioned above the Germany has two complemesgs of control rules: one
addressed at all non-German investors and apptgitigerman producers of strategic
defence assets definadter alia by the German War Weapons List and the other
addressed to non-EEA investors and applying in rthéo the entire German

economy. The latter has only recently been added.

The defence-related regime was included into thE FRislation by amendment of
23 July 2004, which entered into force on 29 JW@4£ Since that time, this regime
applying to all non-German investors has remaireskmtially unchanged. In 2009,
Germany amended its abovementioned FTP legislatiander to be in a position to

review or even ban non-EEA investment potentiaflyall sectors of the German
economy. The amendment entering into force on 24l AP0F? is designed to

guarantee the public order and public securityhef Federal Republic of Germany
with relation to investments from third countriemcerning German operators active

in the wider security area.

The question arises whether the wider securitymegalso applies to the defence
sector, more precisely whether it may “fill the gaphat are possibly left by the

67 See the “golden share” case law of the ECJ, e.Gases C-98/0Commission v UKECR(2003) I-
4641; C-463/00Commission v Spain ECR(2003) 1-4581; C-483/9%ommission v France
ECR(2002) 1-4781; C-112/0%ommission v GermanfCR(2007) 1-8995; Opinion AG of 2
December 2009 Case C-171/08mmission v Portug&CR(2010) 0000.

8 Federal Law Gazette 2009 | Nr. 20, of 23 April 2G0 770.
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defence related regime which is limited to defirgabds, i.e. in essence to “war

weapons” and certain other items.

In the absence of any decision or jurisdiction,ftiiwing considerations support the
applicability of the wider security regime to thefence sector:

* Applying the wider security regime to potentially sectors but not to the most

strategic of all would be wholly inadequate;

* The ECJ recognises that “public security” withie tneaning of the TFEU means
both internal and external securifyAccordingly, the notion of “public security”
under the TFEU includes the notion of the “esséndicurity interests” of
Member States under Article 346 TFEU.

* In line with this case law, the Government recogsigin the explanatory
memorandum) that the defence-related regime isifepédex specialis’) to the
wider security systerff

Accordingly, the defence-related regime continweagply to the products expressly
referred to in Article 7(2)5 FTP Act (in particuléinose of the War Weapons list)
whereas the wider security regime applies potdwntial all other defence goods,
provided its conditions are met. These may likewbge“strategic defence assets”

within the meaning of the Study.

That said, we have no choice but to discuss bames. Instead of presenting one
regime after the other, we will, for sake of bettemparison present parts of both
regimes according to specific characteristics.

Relevant national legislation and their provisions

Control under the defence-related regime:

Articles 7(1)1-3 and (2)FTP Act read together with Article 5BTP Regulation
entitle the Government to review the acquisitionrabteast 25 percent of the voting

% Since Case C-367/&RichardtECR (1991) 1-4261, 4652, paragraph 22

0 See Government of the Federal Republic of Germi#&mplanatory Memorandum to the thirteenth

amendment of  the Foreign Trade and Payments Act',. 3. at
http://www.bmwi.de/BMWi/Redaktion/PDF/Gesetz/englie-begruendung-eines-dreizehnten-
gesetzes-zur-aenderung-aussenwirtschaft,properfiyrepdich=bmwi,sprache=de,rwb=true.pdf
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rights of a resident company producing or develgmefined defence-related goods.

It aims at protecting the vital (essential) seguriterests of Germany.

Investors concerned The regime applies to investors having their sgatsidence
in another EU or EFTA Member State or a third couihon-German investors). It
applies moreover to resident investors in whicloa-resident (company) has at least
25 percent voting rights (i.e. tdHe acquisition of a resident company, or the direc
or indirect participation in such a company [...] lay non-resident or a resident
company in which a non-resident has at least 2%&q@rvoting righty. We would
add here that this latter extension of the notibm mon German investor conflicts
with the TFEU rules on the freedom of establishmenparticular Article 54 TFEU,

if applied to residents of other Member States. &pplication of this rule to EU
investments should be limited to cases where itidics: of circumvention exist, as

this has been foreseen in the wider security reggsae below).

Scope or strategic assets concerne@German companies producing certain defined

defence equipment, see below unblér.2

Threshold: The direct or indirect acquisition of 25 percemtnoore of the voting
rights. It is not clear whether asset deals amnike caught. The threshold is broadly

applied, as follows:

» Existing participations have to be included, als@ther members of a group of
companies. The voting rights of third parties witthom the non-resident
purchaser has agreed on the joint exercise of gaights are attributed to the
purchaser (Article 52(1)4 FTP Regulation).

* Moreover, for the calculation of the 25 perceng sihares of another company in
the target are added to those of the purchaseride he holds 25 percent of the

voting rights in the other company.

* Accordingly, where a German affiliate is indirectffected by a take over taking
place in another Member State, the German autesrdpply the control rules
even where the foreign purchaser’s indirect agdeeparticipation in the German
affiliate does in fact not reach 25 percent.

Test: whether the political and security interests or thditary precautions of

Germany are jeopardized as a result of the purchase
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Notification is obligatory and to be made within 3 months fréra tonclusion of the
contract. The information to be communicated to kheistry of Economics and

Technology has been defined by ministerial annomece.*

Procedure: the authority has 1 month from receipt of comptteuments to decide.

In the absence of a decision the transaction imdddo be cleared{earance).

Authorities in charge: The Federal Ministry of Economics and Technolagting in
agreement with the Foreign Office and the Federahidty of Defence and

eventually the Federal Ministry for Internal affair

Decision: The authority can issue orders, ban a transactidmaay impose collateral

clauses.

Appeal: to the Administrative Court in Berlin within one mit from receipt of the

decision.

Application: Since entry into force in July 2004 14 defencatesl cases have been
examined, no transaction has been denied. Proceduneenot publicdecisions _not

published nor is there a press releZse.

Control under the wider security regime:

Article 7(1) and (2) number BTP Act read together with Article 33TP Regulation
allow the restriction and prohibition of the acquis of at least 25 percent of the
shares or the voting rights in a resident companghose cases where as a result of
the acquisition the public order and security ¢ frederal Republic of Germany is

jeopardized.

Investors: Investors resident in countries other than EBBerman investors or
investors from EEA States in which persons or camgsafrom a non-EEA country
hold at least 25 percent may only be included ie tontrol under specified

conditions, i.e. if there are indications of ciroeention. More precisely the purchase

" See Ministerial Announcement 13/2004 of the Fdddiaistry of Economics and Technology of
27.8.2004, Federal Bulletin 2004 p.19565 of 9 Smptr 2004.

2 According to one Germany official there are threéour cases a year out of which approximately
one case might have a Community dimension. By coispa there is a “three digit” number of
cases requiring consultation among EU Member Stateter the EU Code of Conduct on
Armaments Exports.

3 EEA= EU + Liechtenstein, Iceland and Norway.
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of a Community-resident company or a direct or neclti participation in such a
company by a Community-resident company in whichoa-Community resident
holds at least 25% of the voting rights may onlyelRamined if there are indications

that an abusive arrangement or circumvention tratiee has taken place in order to

circumvent an examination pursuant to sentencesdl?a’

Sectors concernedGerman undertakings from all sectors includinfedee-related

companies not already caught by the defence-retatgohe.

Threshold: The direct or indirect acquisition of 25 percentnaore of the shares or
the voting rights in a German company is subjectatghorisation. Existing

participations from other members of a group of pames have to be included.

Procedure: The authorities have 3 months from the contracther public offer to
open proceedingex officio and request information from the purchaser. Howeve
upon receipt of a voluntary and complete “notificat, the authority has only two
months to open proceedings. In the absence of animgp decision the transaction is

deemed to be cleared (Certificate of non-objection)

Test: whether the acquisition jeopardizes public orded aecurity within the
meaning of Articles 46 and 58(1) EC [now Articlés &d 56(1) FEU] as interpreted

by the Court of Justice of the European Union.

Authority : The Federal Ministry of Economics and Technolag\the authority in
charge, other ministries concerned have to be d@usussuing orders or banning the

acquisition requires the consent of the federakgawent.

Decision:the authority has two months from the receipt ef¢tbmplete documents to

prohibit the transaction or issue orders, actingaardination with the government.

Appeal: within one month of receipt of decision to the Admirative Court in

Berlin.

Application: Since July 2009, 20 cases have been dealt witiogfied voluntarily.
Not one proceeding was openetne concerned defence, and no prohibition was
issued. Any decisions willot be published

™ This provision was included after negotiationstween the Commission and the German
authorities.
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Reasons for review or restriction

Reasons for review under the defence-related regime

Under Article 7(2)5 FTP Act, restrictions are pa#siin order to
» guarantee the essential security interests of ¢derfal Republic of Germany,
» prevent a disturbance of the peaceful coexisteatedsn nations, or

» prevent a major disruption of the foreign relatiaristhe Federal Republic of

Germany.

In essence, the regime aims to guarantee the edsadurity interests.

Reasons for review under the wider security regime:

The reason for the restrictions under Article 7(E}# Act is to guarantee the public
order and security of the Federal Republic of Geynaithin the meaning of Articles
46 and 58(1) EC [now Articles 52 and 56(1) FEU].

These criteria are strictly applied. According e Explanatory Memorandum of the

bill, the regime “can be applied only in rare asdlated cases™
Types of defence assets/industrial sectors covésethe legislation

Types of assets under the German defence-relajgdee

This regime applies to German companies producing
e goods specified in the German “War Weapons List”,

» specially designed motors or gears for combat tamksther armoured military

tracked vehicles, and

e cryptographic systems admitted for the transmissibgovernmental classified
information by the Federal Office for Informatiorecirity Technology with the

company's approval.

Under satellite-related legislation are moreovercesned companies which

> See Government of the Federal Republic of Germi&xplanatory Memorandum to the thirteenth
amendment of  the Foreign Trade and Payments Act',. 3. at
http://195.99.1.70/si/em2004/uksiem_20042949 en.pdf
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« manage a high value satellite data system (“Eréfézmdungssystem’f.

The War Weapons List is the list formed by partfBh@ Annex to the German War
weapons control AEL. It enumerates 62 military items. In practice, taier parts,

elements or components of those listed items keavlse caught by this legislation.

The German War Weapons List is neither inspirednby identical to the EU
“military list” drawn up by the Council in 1958 amdferred to in Article 346 FEU.
Moreover the German list has been adapted to teehdevelopment. However, the

two lists overlap in part.

The German export control of weapons relates t@agether larger list annexed to the
FTP Act. This so-called Exports List (listing thefence products the export of which
requires authorisation under this Act) comprises@8 items from the War Weapons
List and 22 “other defence goods”. For details, #e® most recent Government

report’®

Sectors concerned by the wider security regime:

German companies from all sectors may in theorgaught by this regime, including
companies from the defence sector producing orldpiey goods other than those

caught by the defence-related regime.
Notion of “national security interest” used

“National security interest” under the defencetedaregime:

This set of rules is aimed at protecting the “e8aksecurity interests” of the Federal

Republic of Germany. This objective includes:
* The prevention of a disturbance of the peacefukistence between nations;

» The prevention of a major disruption of the couistifpreign relations;

® See Articles 10(1) and 24(3) of the Satellite D&¢murity Act of 23 November 2007 (Federal Law
Gazette | p. 2590), which entered into force 1 Damer 2007.

" See this List in the Enclosure to this Report.

8 Federal Ministry of Economics and Technology (208®port by the Government of the Federal

Republic of Germany on its policy on exports of @amtional military equipment 2007’.
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* The prevention of military security precautionsrgejeopardized as a result of the
sale (see Article 7(1)(2) FTP Act).

Accordingly, the essential security interests mayal risk for instance if German
companies important for the country’s military seiguof supply, and thus for its
autonomous defence base, come under foreign irdéuen

The German notion of “essential security interegisthis set of rules corresponds to
the similar notion in Article 346 FEU. This prowsi provides for derogation of the
general rules of the TFEU to the extent necessapydtect national essential security
interests. Even though the German defence-relagiche does not expressly refer to
this Treaty Article, the latter provision placesnilis upon the notion of national

security interests - as it does in relation tadEl Member States.

“National security interest” under the wider seturegime:

This regime aims at protecting the “public orded aecurity of the Federal Republic
of Germany within the meaning of Articles 46 and258EC [now Articles 52 and
65(1) TFEU]". The notion of “public order and seityr in this regime (seé.2.3

above) is expressly bound to the correspondingnati European law.

Articles 52 and 56 TFEU provide for derogationgrirthe general rules of the Treaty
which have to be narrowly constru€daccordingly, the German regime has a narrow

scope.

In legal terms, Germany rightly recognises thab alsn-EEA investors can rely on
the EU rules e.g. on free capital movement, Aridd@ et seq. TFEU. It binds itself
vis-a-vis these investors to respect correctly lithnits which European law places

upon the Member States in the field of capital da.
“European interests” and special consideration ofrer EU Member States

As to a European dimension in the defence-relatgone:

This question seeks to know whether European ggcunierests are taken into
account. The answer is that the German set of dibes not refer to a European

dimension of security. However, according to then@mn authorities in charge the

9 Case 72/8%ampus OIECR(1984) 2727, 2751; Case C-503[98trigaz ECR(2002)-04809.
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European security interests are indirectly takelo @mccount when examining and

assessing German essential security interests.

The TFEU gives the German regime a European dimen&quiring that German
essential security interests have to be balancathstgother European interestser
alia the European interest and also the interest afrdtember States in free capital

movement, see Articles 63 et seq. TFEU.

As mentioned, the German notion of “essential sgcurterests” corresponds to the
notion of the “essential security interests of hember States” in Article 346(1)(a)
and (b) TFEU® Under this Article, Member States may only refriiom respecting
the general Treaty rules if this is necessaryHergrotection of their essential security
interests. As any derogation, this provision has b® narrowly construet.
Accordingly, it places limits on the application thle German regime, in particular
with relation to other EU Member States, prohilgtiabove all any protectionist

application.

The defence-related regime differentiates betweerm@n and non-German residents.
It does not differentiate between EU (EEA) and ldh{non-EEA) investors. The
authorities in charge emphasize that no distincbetween “EU” and “non-EU” is

made. The differentiation criterion is the resid=ic seat of the investor.

As to a European dimension of the German widerrggagqgime:

Similar considerations apply to this German regithdoes notefer and in fact is not

applied so as to take European security interegisaccount.

However, as mentioned, it takes other Europearreaste into account, in that it
correctly protects the “public order and securitythee Federal Republic of Germany
only within the meaningf Articles 46 and 58(1) EC [now Articles 52 and(Bp

FEU]” as interpreted by the European Court. Thigopean dimension limits the

scope of the national rules and prohibits in patéicany protectionist application.

8 European Commission (2006) 'Interpretative Comuation on the application of Article 296 of
the Treaty in the field of defence procurement’ CQBD6) 779'. Brussels, available dtttp://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX@BBDCO779:EN:HTML>

81 See ECJ Case 72/&ampus OIECR(1984) p. 2727, 2751;
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Let us add that the express reference to the Tredhys wider security regime is also
designed to demonstrate clearly the compatibilitythee German wider security

regime with the European law.

The wider security regime differentiates betweenAE&Nd non-EEA: control is
limited to non-EEA residents. EEA residents are abtall concerned: they are
“afforded the same treatment as EU residents”. differentiation criterion is the
residence or seat of the investor in the EEA or Bgtthe way, any application of this
latter regime to EU residents would risk being mgatible with the TFEU and

secondary EU legislation.

Neither under the defence-related regime nor uttteemwider security regime would
the interests of other Member States play a pdatiawle. A consultation of other
Member States that are indirectly concerned byaastction is neither provided for
nor would it take place in practice.

Approval conditions or mitigation agreements

Appropriate measures under both regimes are e.g.

* binding agreements between the Government anduttvhgser

« divestiture of the strategic military assets oiliates

e compulsory licences.

Moreover, the exercise of voting rights may be tedior else a trustee be appointed

in order to reverse a purchase that has alreaéy tplace.

In one of the cases under the defence-related eedgima authority entered into
contractual arrangements with an overseas compeirang a German provider of
sensitive defence capabilities; the security of pbupvas apparently a decisive

element here.
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4 CASE STUDIES*?

4.1 Acquisition by a company from a EU country

Thales and Diehl create German joint venture in 200

In 2006 Thales SA and Diehl Stiftung set out toatgea joint control of the fuze
businesses of the groups of Diehl and Thales. Shialea French group active in
defence, aerospace and civilian security technoldigy total worldwide turnover
amounted to approximately €11 billion. Diehl Stiftuis a German group active in
metals, controls, defence and aviation. Its totaklewide turnover amounted to

approximately €2 billion.

The joint venture Microtec GmbH & co KG, Germany which 49% are held by
Thales and 51 by Diehl, brought together the fuetvities of the firms: TDA

Armements SAS, Thales Munitronic BV, Forges de Zeghe, Junghans
Feinwerktechnik GmbH & Co KG, all active in the &zusiness. When the

transaction was announced it became subject togwews.

The European Commission reviewed the case undeM#rger Regulation as the
thresholds of regulation 139/2004 on merger costnare met. It did not object to the

transaction.

The German Government reviewed the case under |Ari¢2)5 FTP Act read
together with Article 52 of the German FTP Regulati the defence-related regime -
because the joint venture was concerned with tbdyamtion of “war material” and

thereby met the criteria given in the German legish for a review.

The creation of the joint venture by Thales andhDimplied the direct acquisition by
Thales SA of 49 %, i.e. more than 25 %, of the G@rroompany Microtec and the
indirect acquisition by Thales of the abovementdbrempanies now held by
Microtec which Thales did not own before, among alihihe German company

Junghans Feinwerktechnik in which Microtec hold8%0

8 The two case studies below report only facts tviaie in the public domain.
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The German Government examined whether the adguidiireatened the essential

security interests of Germany and did not raisecigns to it either.

4.2 Acquisition by a company from a non-EU country

OEP acquires control of HDW

The German company HDW has been in 2002 and in 2884ow again is the target
of a purchaser from a third country.

In 2002 One Equity Partners LLC (OEP) acquired 1Qfi%lowaldtwerke Deutsche
Werft GmbH (HDW). This was (and still is) a shipgaactive in naval construction,
repairs, upgrades and mid-life conversions. Thepaom is known in particular for its

construction of non nuclear submarines with airepehdent fuel-cell drive.

The acquirer OEP is a U.S. finance investor whicth@ material time was affiliated

to the J.P.Morgan Chase Corporation, USA. It wagadly transaction.

The operation was completed prior to the entry fotee of the German rules on the
control of foreign acquisitions of defence assets.

A public political debate arose as to the necesdity control of foreign investment in
strategic defence assets. The public reaction athgmr negative. In particular the fact
was criticised that an important German companyingawdeveloped a novel
technology was going to be “sold od#The German authorities feared the loss of
military know-how and technology. This debate cimitted to the adoption of Article
7(2)5 FTP Act on the control of certain defencestss#hich entered into force in July
2004.

In October 2004, OEP and ThyssenKrupp AG (TK), Mbragreed on the creation of
an alliance of shipyards according to which TK wbidrm a new group under the
command of its affiliate ThyssenKrupp Marine Systei® (TKMS), Hamburg. OEP

8 See e.g. Handelsblatt, 2 June 2002 “Berlin todsr#te sell-out of HDW”.
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agreed to contribute to TKMS 100 percent of theesh# held in HDW. TKMS had

in 2008 a turnover of some 2 billiorfE.

In return for this sale of HDW, OEP obtained 25ceet of the shares in TKM3
(controlling HDW) in 2005.

The EU Commission cleared the acquisition of cdndfoHDW by TK by decision
M.3596 of 10.12.2004 under the merger control ragoh. The FTP Act was
inapplicable to TK as a German purchaser but agiplécto the acquisition by OEP of
25 percent in TKMS.

The German authorities examined the transactiodsruwvhich OEP had initially full
direct control of HDW and acquired subsequentlyagigipation of 25% in HDW's

parent company under the defence-related rules.

The transaction was subject to European mergeraiobécause the thresholds of
Regulation 139/2004 were met and to a review umdécle 7(2)5 FTP Act read
together with Article 52 of the German FTP Regolatbecause it was within the

scope the defence-related regime.

The Ministry of Economics and Technology enterdd errangements with OEP that
were aimed at preventing any transfer to OEP ofertsd-related technology
developed by HDW, as well as any use of such tdoggdyy OEP and others. Under

these conditions the transaction was cleared.

The German authorities have adopted a decisiomtiggean attempted acquisition
neither by a EU company nor by a non-EU company.

Ongoing Project: ABU DHABI MAR/HDW:

TKMS, parent of HDW, is said having concluded int@er 2009 a Memorandum of
Understanding with Abu Dhabi MAR concerning theesall certain of its shipyards or

their asset&®

8 Federal Ministry of Economics and Technology (20®8port of the Federal Government on the

maritime coordination policy’, at hkttp://www.bmwi.de/BMWi/Redaktion/PDF/-
Publikationen/bericht-maritinrep. 22.

8 See Commission decision COMP/M.3590 ThyssenKrupiiHat p. 2 and OEP Press release of 7
October 2004 at <www.oneequity.com/pages/pressiselhtm|>.

8 Handelsblatt, 14 December 2009, ‘Abu Dhabi fitstice for HDW'.
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Abu Dhabi MAR, a shipyard group registered in Abhabi in the United Arab
Emirates, is a strong player in the “mega-yachtaéclt is jointly owned by Al Ain

International Group and Privinvest. Recently itezatl into a partnership with TK.
The partnership involves a 50:50 joint venture thadt make naval surface ships

including frigates, corvettes and offshore patedsels.

Abu Dhabi MAR is said to seek moreover a stake DWA’ which might remain
slightly below 25 percerif Given the legal threshold of 25 percent, controlld be
avoided. The German authorities may agree to tbegrunder conditions excluding
any transfer or use of HDW's special technol8Yps vet, this possible transaction

has not even been notified.

5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of countti@$-DI

The control procedures in Germany as well as inesofrihe other Member States are
seen by industry representatives as a bureaudratiden. Member States with a

defence industry held in large parts by the puddictor are seen as the most closed.

The German authorities submit that the nationalsuess existing in other Member
States do not have restrictive effects for the Germlefence industry. Vice versa the
existence of the German rules would not have effegton investors from other

Member States.

The most important factors limiting further conslaliion in the EU defence industry
are according to representatives of the industfgets and the lack of a level

European playing field. This view is shared by @erman authorities.

87 Bloomberg, 9 December 2009 ‘Abu Dhabi is seekiagesin HDW submarine Maker’.
8 Bloomberg, 9 December 2009 ‘Abu Dhabi is seekiagesin HDW submarine Maker’.
8 Frankfurter Allgemeine Zeitung, 4 February 20104 p
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In our contacts with industrial stakeholders weereed the following indications as

to the relative openness of the 9 States mentioned.

Table 5.1: Ranking of countries according to pemgiopenness:

Country Rank Comment
1= most open-9= most closed
France 5
Germany 1
Italy 4
The Netherlands 2
Poland 9
Spain 4
Sweden 3
United Kingdom 5
United States 9

The explanations were as follows: Germany is seeth@ most open country. Even
though the authorities make a detailed analysigshoke cases which present a
substantial strategic interest this control doeshave the effects of a real obstacle.
The Netherlands are seen as similarly open. Wipeaet to Sweden and Poland the
influence of a high “engagement” of the U.S. is trmred as a factor which affects
the openness. With respect to France and Itag/thie strong State influence which is
seen as affecting the ranking. The United Stategjaalified as a country which has
the possibility to invest everywhere but which &her closed in relation to other

countries (except for the UK).
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5.2 On the need for EU level action

The German authorities expressed their satisfagtiinthe existing national regimes.
In their view, a European initiative in this fiednnot materialise because it would
inevitably give the world the impression of a “Feds Europe”. Moreover, they
stressed that there are only few cases which efédgtimply a security risk. They
doubted whether these few cases are worth theteffequired for establishing a
specific European instrument. They pointed out tBarmany welcomes foreign
investment and that even though a number of invastsnhave been assessed in
accordance with the defence related rules enteredforce in 2004, no investment
has been prohibited by the government.

As far as Member States do assess foreign invessnirerthe light of their national
security interests, the existing regimes diffemireach other and thereby reflect the
varying experiences and diverging interests of ¢hddember States. As a
consequence, the German authorities find it diffituestablish the need for action at

the European level.

The German Government strongly supports any effiartabolish obstacles to free
trade. However, in relation to the defence sedter@erman authorities believe that
detrimental national regulations are best viewatitasted against the already existing
European law. As national legislation must be cadibfe with European law,

companies and their interests are already suftigigmotected.

Finally the German authorities add that up to nowead for consultation of other
Member States has not arisen but should that beabe they could be held at any

time even without a EU instrument to that effect.

The representatives of enterprises engaged in éfencke and security sectors who
were available for interview expressed their prafee for legislation over public

ownership. One of them qualified the German defertsded regime and the way it
is applied as “liveable” but deplored the bureaticraurden which it imposes upon

the enterprises. The other qualified the regimdetismental to the tradability and the
value of the companies’ shares and assets suggelktnit would best be altogether
abolished. At least within the EU, freedom of inwesnt should be ensured. In the
alternative, control, if any, should be limitedttord-country investors, preferably at
the EU level.
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6 ANNEX: GERMAN LEGISLATION

6.1 Introductory Remark KRB on the relevant Germargislation

The relevant legislation on the review of foreigrnastments in German defence- and
security-related industries is laid down in certanovisions of theForeign Trade
and Payments Act(AuRenwirtschaftsgeset?)and its implementing regulation, the

Foreign Trade and Payments RegulatiofAuRenwirtschaftsverordnurig)

The following is a translation into Engl&h

» of Section 7 on the Protection of Security and Ebdklnterests, Section 27 on the
Issue of Statutory Orders, Section 30 on Authaosat and Section 31on Legal

invalidity of certain actspf the Foreign Trade and Payments Act

* and of two provisions of th€oreign Trade and Payments Regulatiorwhich
implement Section 7 of the Foreign Trade and PaysnAnt, i.e. Section 52 on
the Restriction under Section 7(1) and (2) numbeaf $he Foreign Trade and
Payments Act and Section 53 on Restrictions undeti@ 7(1) and (2) number 6

of the Foreign Trade and Payments Act.

% AuRenwirtschaftsgesetz (AWG), Foreign Trade aagnfents Act (FTPAct), of 28.04.1961, newly
published 27.5.2009, Federal Law Gazette I, p. 1580ast amended by the™Bhirteenth Act
amending the Foreign Trade and Payments Act an&dheign Trade and Payments Regulation of
18.4.2009, Federal Gazette 2009 | of 23.4.200fhrite 24.4.2009.

AuRenwirtschaftsverordnung (AWV), Foreign Tradel #2ayments Regulation (FTP Regulation),
of 18.12.1986, newly published 27.5.2009, Fedeaal IGazette I, p. 1150, as last amended by the
13" Thirteenth Act amending the Foreign Trade and Raym Act and the Foreign Trade and
Payments Regulation of 18 April 2009, Federal Gaz2009 | no. 20, of 23.4.2009, in force
24.4.2009.

Source of the German and English version: seesitéebf the Federal Ministry of Economics and
Technology at http://www.bmwi.de/BMWi/NavigationiSe&e/gesetze,did=223394.html.
Translation reviewed by KRB.

91

92
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6.2 Foreign Trade and Payments Act

Foreign Trade and Payments Act as amended effe@#d.2009, Section 7 -

Protection of Security and External Interests

(1) Legal transactions and acts in foreign tradie payments may be restricted in

order to

e guarantee the essential security interests of thdemal Republic of

Germany,
» prevent a disturbance of the peaceful coexisteatedsn nations, or

* prevent a major disruption of the foreign relatiofishe Federal Republic of

Germany

e guarantee the public order and security of the FeddRepublic of Germany
within the meaning of Articles 46 and 58 (1) ECJnArticles 52 and 56 (1)
FEU]

(2) According to para 1 above, the following mayrbstricted in particular
1.-4. [...]
5. Legal transactions on the purchase of residempanies which
* produce or develop war weapons and other militgoymment, or

* produce cryptographic systems admitted for the strassion of
governmental classified information by the Fedé#ice for Information
Security Technology with the company's approval,

e or legal transactions on the acquisition of shamesuch companies, in
order to guarantee the essential security inteadstise Federal Republic
of Germany; this applies in particular if the picht and security interests
of the Federal Republic of Germany or the militagcurity precautions

are jeopardized as a result of the purchase.

6. Legal transactions on the acquisition of redid@@mpanies or shares in such
companies by a non-EU purchaser provided thatrasudt of the acquisition the

public order and public security of the Federal R of Germany are
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1)
(2)

3)

1)

(2)

3)

(1)
(2)

jeopardized pursuant to Para 1 no. 4; a real afiitisutly serious jeopardy is
needed which affects a fundamental common intelest-EU purchasers from
the Member States of the European Free Trade Amsgmti (Iceland,

Liechtenstein, Norway, Switzerland) are treate&ldspurchasers.

Section 27 - Issue of Statutory Orders

[..]

The Federal Ministry of Economics and Techgglacting in agreement with
the Foreign Office and the Federal Ministry of Defe shall have exclusive
power to issue the statutory orders in the casgection 7(2) no. 5. In the case
of Section 7(2) no. 5 second indent the agreemkttieoFederal Ministry for

Internal affairs is also required.

The Federal Ministry for Economics and Tecloggl shall have exclusive
power to issue statutory orders in the case ofi@e@{(2) no. 6; however orders
banning the acquisition or imposing restrictiongjuiee the consent of the

federal government.

Section 30 — Authorisations
Authorisations may be provided with collaterelauses. They are not
transferable unless otherwise provided therein.

The authorisation, the denial of an applicatior authorisation, the withdrawal
and revocation of an authorisation shall be maderiting.

Objections to and appeals against a decigiat Bave no suspending effect.

Section 31 - Legal Invalidity

[..]

A legal transaction in connection with the @isgion of a resident company,
which is subject to reporting under section 7 (id &) no. 5 and to the faculty
of the federal Government to prohibit the acquesitivithin a given period of

time, is provisionally ineffective up to the expiof this period. The legal
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transaction will become effective after the expafy said period unless the

authority takes another decision prior to the eatn of the deadline.

@ [.]
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6.3

Foreign Trade and Payments Regulation

Foreign Trade and Payments Regulation as amentidied 24.4.2009

(1)

Section 52: Restriction

under Section 7(1) and (2) no. 5 of the Foreign Toee and Payments Act

The acquisition of a resident company, ordhvect or indirect participation in

such a company that

produces or develops goods specified in Part Bi@fAnnex to section 1(1) of

the War Weapons Control Act (War Weapons List),

produces or develops specially designed motorsearsgfor combat tanks or

other armoured military tracked vehicles, or

produces cryptographic systems admitted for thestrassion of governmental
classified information by the Federal Office farfdrmation Security

Technology with the company's approval,

by a non-resident or a resident company in whicl@resident has at least 25
percent voting rights, shall be reported by thecpaser to the Federal Ministry
of Economics and Technolody.This does not apply if the direct or indirect
share in voting rights of the non-resident purchasd¢he company concerned
does not reach 25 per cent after the acquisitiorthef participation. When
calculating the share in voting rights of the nesident purchaser, the shares of
other companies in the company to be acquired $tmakhdded, provided the
purchaser holds 25 per cent or more voting rightthe other company. The
voting rights of third parties with whom the norsigent purchaser has
concluded an agreement on the joint exercise ahgatghts shall be allocated

to the purchaser.

% The reporting requirements have been defined iide©13/2004 of the Federal Ministry for

Economics and Technology of 27.8.2004, FederaleBulR004 p. 19565 of 1.9.2004.
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(@)

1)

The Federal Ministry of Economics and Techgglomay prohibit the

acquisition or issue orders within a period of onenth after the reception of
the completed documents related to the purchaserewtecessary in order to
safeguard the essential security interests of gdefal Republic of Germany.
The documents to be communicated shall be detediipehe Federal Ministry
of Economics and Technology by means of an annonectin the Federal

Gazette.

Section 53 - Restrictions

under Section 7(1) and (2) no. 6 of the Foreign Tde and Payments Act

The Federal Ministry of Economics and Techgglanay, within a period of
three months following the conclusion of the cocttrgoverned by the law of
obligations on the acquisition of voting rights,aexne the purchase of a
resident company or a direct or indirect acquisitdd shares of such a company
by a non-EU resident in order to determine whethempurchase will jeopardize
the public policy or public security of the FedeRépublic of Germany; in
cases involving a public offer, the period beginghwhe publication of the
decision to make the offer or with the publicatmfrthe fact that control of the
company has been attained. This shall not apgheifdirect or indirect share of
voting rights held by the non-EU purchaser in tbmpany in question after the
purchase is less than 25%. When the share of vagh¢s held by the non-EU
purchaser is being calculated, any voting rightsl lng other companies in the
company to be purchased shall be allocated to dimeGommunity purchaser
where the non-Community purchaser holds 25% or rabthe voting rights of
the other company. The voting rights of third pestiwith which the non-
Community purchaser has concluded an agreemenh@rjoint exercise of
voting rights shall also be accorded to the purehaBranches and permanent
establishments belonging to the purchaser shall et considered as
Community-resident. The Federal Ministry of Econesnand Technology may
under the preconditions of sentences 1 and 2 alamiee the purchase of a
Community-resident company or a direct or indirpatticipation in such a
company by a Community-resident company in whicman-Community
resident holds at least 25% of the voting rightthdre are indications that an

Volume 2 of 2 84/388



EUROCON Appendix 1 Country Report: Germany

(2)

3)

(4)

abusive arrangement or circumvention transactianthien place in order to
circumvent an examination pursuant to sentencesdl2a Non-Community
purchases from Member States of the European FreeeTAssociation
(Iceland, Liechtenstein, Norway, and Switzerlankdalsbe afforded the same
treatment as Community-resident purchasers. TheerBedMinistry of

Economies and Technology shall notify the purcha$és decision to examine

an acquisition pursuant to the first sentence.

If the Federal Ministry of Economies and Teadlogy has informed the
purchaser of its decision to examine an acquisitioaccordance with the first
sentence of Section 53 paragraph 1, the purchdsa&t be required to
communicate to the Federal Ministry of Economicsd afechnology all
documents relating to the purchase pursuant t@seat2. The documents to be
communicated shall be determined by the Federalsifynof Economics and
Technology by means of an announcement in the Be@azette. The Federal
Ministry of Economics and Technology shall inforhe tfederal Government of
the results of the examination. The Federal Migistf Economics and
Technology may, within a period of two months fallog receipt of the
complete documents, prohibit or issue orders whegeessary in order to
safeguard the public policy or public security bk tFederal Republic of
Germany. Prior consent has to be obtained fronfettieral Government before

a purchase is prohibited or orders are issued.

At the written request of a purchaser, in wahize outlines of the planned
purchase, the purchaser and his field of business be presented, the Federal
Ministry of Economics and Technology shall issuzegificate stating that there
IS no objection to the acquisition (certificate main-objection), if the purchase
raises no concerns concerning the public policguiric security of the Federal
Republic of Germany. The certificate of non-objectshall be deemed to have
been issued if the Federal Ministry of Economicd dachnology does not open
an examination procedure pursuant to Section 53gpaph 1 sentence 1 within

one month of receipt of the application.

In order to implement a prohibition the Feddvanistry of Economies and
Technology may take the necessary measures. licydartit may:
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prohibit or limit the exercise of voting rights the purchased company where

they belong to or are to be allocated to a non-Camity purchaser, or

appoint a trustee to reverse a purchase that reedgltaken place.”

[...]
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6.4 “Strategic defence assets” — Introductory Rem&RkB

Introductory Remark KRB

Only Article 1(1) of the German War Weapons Congot read together with Part B
of the Annex to this Act is relevant for presentgmses. Part B of this Annex is the
‘war weapons list” which determines the scope & #tbovementioned rules of the
FTPAct and the FTP Regulation concerning the comfdoreign investments (the

defence-related regime).

This War Weapons List comprises products whichcangght by the defence-related
regime, i.e. Articles 7(1)1-3 and (2)5 FTP Act &®IFTP Regulation and represent
certainly “Strategic Defence Assets” within the mieg of the Eurocon Study.

In our view, the EU notion of “Strategic Defencesass” within the meaning of the
Eurocon study mawlso include military items which are natentioned on the List
below and not caught by the defence-related sybiginby the widessecurity regime,

Article 7(1)4 (2)6 FTP Act and 53 FTP Regulation.
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6.5 “Strategic defence assets” — War Weapons Contot™

Article 1(1): For the purpose of this Act, weapons introduced f@arfare (war
weapons) comprise the items, substances and ongaiisted in the Annex to this
Act (War Weapons List).

War Weapons List

Part A
[not applicable]
Part B

Other War Weapons

Projectiles

7. Guided projectiles

8. Unguided projectiles (missiles)
9. Other projectiles

10. Firing devices (launchers and launching egeipinfor the weapons listed in
items 7 to 9. including portable firing devices fyuided projectiles to combat tanks

and aircraft

11. Firing devices for weapons listed in itemr&luding portable firing devices

as well as rocket launchers

12. Aero-engines for the propulsion of the weapspexified in items 7 to 9

% (Kriegswaffenkontroligesetz) as last amended bycke 3 of the law of 11 October 2002, Federal
Law Gazette l, p. 3970. See http://www.bafa.de/leaf@xport_control/-
legislation/export _control_cwc_p war weapons_cdnéct.pdf.

% (Kriegswaffenliste) as amended by the ninth ragoh amending the War Weapons List of 26
February 1998, Federal Law Gazette I, p. 385.

Volume 2 of 2 88/388



EUROCON Appendix 1 Country Report: Germany

Combat Aircraft and Helicopters
13. Combat aircraft having at least one of thiofaing features:

1. integrated weapon system equipped particulaitli target acquisition, firing

control and relevant interfaces for avionics,
2. integrated electronic armaments
3. integrated electronic combat system
14. Combat helicopters having at least on of ¢ilewing features:

1. integrated weapon system equipped particulaitli target acquisition, firing

control and relevant interfaces for avionics,
2. integrated electronic armaments,
3. integrated electronic combat system
15. Cells for the weapons listed in items 13 a#d 1

16. Jet, turboprop and rocket engines for the wesypinder item 13

Vessels of War and Special Naval Equipment
17. Vessels of war, including those for militargihing
18. Submarines

19. Small vessels with a speed of more than 3Qskremuipped with offensive

weapons

20. Mine sweeping boats, mine hunting boats, rfagers, mine breakers as well
as other mine combat boats

21. Landing crafts, landing vessels
22. Tenders, ammunition transporters

23. Hulls for the weapons listed under items 1220

Combat Vehicles
24. Combat tanks

25. Other armoured combat vehicles, including carslipporting armoured

vehicles
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26.

Any type of special vehicles, exclusively desid for the use of weapons

listied under items 1 to 6

27.

28.

Carriages for the weapons listed under itefnarizl 25

Turrets for combat tanks

Barrel Weapons

29.

30.

31.

32.

33.

34.

35.

36.

a) Machine guns, except those with water cooling

b) Machine pistols, except those introduced a®dahin a military armed force before 1
September 1939*

¢) Fully automatic rifles, except those introdu@sda model in a military armed force
before 2 September 1945

d) Semiautomatic rifles except those introducedaamodel in a military armed force

before 2 September 1945, and rifles for huntingspadting purposes **.
Machine guns, rifles, pistols for combat gaa®s
Cannons, howitzers, any kind of mortars
Automatic cannons
Armoured self-propelled guns for the weapasted under items 31 and 32
Barrels for the weapons listed o under iteB)s32 and 32
Breech blocks for weapons listed under itehs32 and 32

Revolving breeches for automatic cannons

Light Anti-Tank Weapons, Military Flame Throwers, Me-Laying and Mine-

Th

37.

38.

39.

rowing Systems
Recoilless, unguided, portable anti-tank weapo
Flame throwers

Mine laying and mine-throwing systems for lanithes

Torpedoes, Mines, Bombs. Independent Ammunition

40.

Torpedoes
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41. Torpedoes without warheads (explosives)

42. Torpedo bodies (torpedoes without warheadptosiwe — and without target

detection device)

43. Mines of all types

44. Bombs of all types, including water bombs
45. Hand flame cartridges

46. Hand grenades

47. Infantry explosive devices, adhesive and hwlitharges as well as mine-

sweeping devices

48. Explosive charges for the weapons of item 43

Other Ammunition
49. Ammunition for the weapons listed under it8thsand 32

50. Ammunition for the weapons listed under ite@a,2c and d, except cartridge
ammunition having a soft core projectile with fadsing, provided that the projectile
does not contain any accessories, particularhar flincendiary or explosive charge,
and where cartridge ammunition of the same calbresed for hunting and sporting

purposes

51. Ammunition for weapons of item 30

52. Ammunition for the weapons listed under it87isand 39
53. Rifle grenades

54. Projectiles for the weapons listed under itdhand 52.

55. Propelling charges for the weapons listed uitedms 49 and 52.

Other Essential Components
56. War heads for the weapons listed under itetos97and 40

57. Ignition charges for the weapons listed untgkns 7 to 9, 40, 43, 44, 46, 47,
49, 51 to 53 and 59, except propellant chargeogsit
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58. Target detection heads for the weapons listeter items 7, 9, 40, 44, 49, 59
and 60

59. Submunition for the weapons listed under iténs 9, 44, 49 and 61

60. Submunition without ignition for the weapoistdd under items 7 to 9, 44, 49
and 61

Dispensers

61. Dispensers for the systematic distributiosuddmunition

Laser weapons

62. Laser weapons specially designed for causang@nent loss of eyesight.
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1 INTRODUCTION

Italy has a significantly large and highly develdpegefence industry. During the
period 2004-2008 ltaly has been tHeldrgest producer of complex weapon systems
in the world and the %largest in Europe. ltaly’s defence industry repres a key
industrial sector for the national economic systenterms of sales, employment,
technological impact as well as for its strategievance. The defence industry can be
represented as a pyramid having at its apex anbégnational player, Finmeccanica,
followed by two large specialized companies, Fitieainand Iveco DV, and about a

hundred small and medium enterprises.

The most important means of State control overrmiefeassets is State ownership in
combination with special rights rather than lediskaregulating the review of foreign
direct investment. The main reason is that theektrgndustrial activities in the
defence sector have been originally undertaken txy S$tate itself, and the
privatisation process managed in the 1990s lefEtheneccanica majority stake in the

Government hands.

Even after the large privatisation process expegdrsince the 1990s, Government
own majority shareholdings in the major Italian etefe firms. Indeed, it own one
third of Finmeccanica shares, thus controlling intgiot subsidiaries as Avio and
Telespazio, and almost 100% of Fincantieri stocKmnsequently, only few
companies, for example, Iveco DV and Piaggio Aenduktries, are potentially
subject to foreign acquisitions. Currently, theree ano plans to privatise

Finmeccanica.

Moreover, a specific legislation establishes spquiavers for the Government as a
shareholder in privatised companies, includingrigkt of veto on ownership related
decisions. Particularly, in the Finmeccanica casgsh special rights include specific
prerogatives on changes of the ownership structurerder to limit shareholdings by
other investors, as well as stipulations aboutagerioperations and about the
appointment of the boards of directors. Furthermalecompanies partly privatised
have introduced particular clauses in their statute order to allow minority

shareholders, like the government, to appoint sepr&tives in the board of directors.
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As a result, the Court of Justice of the Europearot (CJEU) has condemned ltaly

because of the violation of the related EUYaw

Furthermore, there are legal instruments to mortiterprocesses related to potential
transfers of property or of branches of the comgmnincluding theRegistro delle
Imprese (Registry of Companies)anaged by the Ministry of Defence where
industries owners have to register, provide infdromaand fulfil obligations. In
addition, there are some indirect restrictions usediscourage potential unwelcome
acquisitions of Italian firms by foreign companidsnally, it has been created an
inter-ministerial body provisionally namedCbmitato Strategico per linteresse
nazionale in economigStrategic Committee for the national interesthe economic
domain) dealing with foreign strategic investmeantdtaly, especially those made by
Sovereign Wealth Funds.

All these instruments do not take into account Eaieopean dimension of the issue.
However, the Letter of Intent (LOI) commitment athé Code of Practices approved

to implement such commitment could represent disgapoint in that sense.

Because of this particular situation, the Governniexs seen no need to propose a
specific legislation for FDI control until now. Thieventual legislation would also

require a very challenging definition of “what” atiee defence strategic assets and
“who” decides the definition’s scope. It seems #that today there is no awareness

of the issue at the adequate political and insbitad levels.

Nevertheless, the experts and stakeholders inteeddor the purpose of this study
widely agree that the national approach to foremyrestments’ control on strategic
defence assets is not adequate. According to theritgaof interviewees foreign

investments should be encouraged, because ofgtbsitive impact on GDP, but the
lack of specific regulation dealing with the comtod foreign investment on strategic
defence assets is perceived as a problem. Thispiscilly true when it comes to

iIssues related to security of supply and technotoaysfer.

% European Court of Justice ‘Case C-326/07: Comiotissf the European Communities V ltalian
Republic (Failure of a Member State to fulfil oldigpons — Articles 43 EC and 56 EC — Articles of
association of privatised undertakings — Critedathe exercise of certain special powers held by
the state)’, available at <http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX06ZJ0326:EN:HTML>.
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The necessity of a European intervention on theeiss widely acknowledged. It
would be better to have a common mechanism at théetel than the current group
of different national legislation in order to prepa clear and accessible context for

the investors.

The different national legal frameworks hamper staeents in Europe, particularly
for Transnational Defence Companies (TDCs) whickrae in several MSs and
therefore have to comply with diverging rules ab8tdte control on investments in
defence strategic assets. The fact that TDCs lmawerhply with such diverging rules

can also have a negative effect on the securisppply of the MSs.

2 CONTEXT

2.1  The ltalian defence industry

Italy’s defence industry can be suitably descriasd pyramid having at its apex a big
international player, Finmeccanica, followed by tlWewge specialized companies,
Fincantieri and Iveco DV, and a hundred small arediomn enterprises (SMES).
Finmeccanica operates through its subsidiariesha dviations segment, in the
helicopter industry, the space sector and in tlierde electronics market.

The major means of State control over defence sssetState ownership in
combination with special rights rather than lediskaregulating the review of foreign
direct investment. The main reason is that theeltrgndustrial activities in the
defence sector have been originally undertaken lxy $tate itself, and the
privatisation process of the 1990s left the majoot Finmeccanica’s equity in the

hands of the government.

Italy’s defence industry represents a key induss@etor for the national economic
system in terms of sales, employment, technologiephct as well as for its strategic
relevance. During the period 2004-2808taly was the 7 largest producer of

complex weapon systems in the world, and tAdadgest in Europe. In 2008 Italy’s

7 Stockholm International Peace Research Insti(@@09) SIPRI Yearbook 2009, Armaments,
disarmament and international secur{@xford: Oxford University Press).
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industrial revenues resulting from defence busimessunted to € 8.4 billion, slightly
below its 2007 total turnover which reached € %.B terms of employment, the
national defence sector counts roughly 64,000 eyegl® in Italy and 22,000
abroad”’

Italy’s defence industry can be represented asranpy. At its apex we find a big
international player, Finmeccanica, and two largecglized companies, Fincantieri
and lveco DV. All three operate as prime contractorthe higher market segments in
terms of business volume and technological contgmsviding complex weapon
systems and systems integration. The second ti¢hiefpyramid is composed by
smaller firms, such as Elettronica and Avio, ofspecialized in the production of
single applications or subsystems. Finally, a thedincludes nearly a hundred small
and medium enterprises (SMEs), which generally idevarger companies with

components and/or servic¥8.

Finmeccanica is the main ltalian industrial groumpthe defence sector. With its
subsidiary companies, it is theé"8vorld biggest aerospace and defence group
counting more than € 15 billion of revenues in 208& of which € 7 billion resulted
from defence business, is by far Italy’s largesbugr in the sector. Through its
subsidiaries, it operates in the aviation segmémenfa Aeronautica and Alenia
Aermacchi) and in the helicopter industry (Agustatlsnd). It is also present in the
space sector through two joint ventures with thenEh company Thales (Thales
Alenia Space e Telespazio). With regard to theifipatefence sector, Finmeccanica
is strongly involved in the defence systems segr@#®SS, Oto Melara and the joint
venture MBDA) as well as in the defence electromasket (Selex Sistemi Integrati,
Selex Galileo, Selex Communications, Elsag DatanhNdjwithstanding its focus on
defence, the group also operates in civilian sectarch as energy (Ansaldo Energia)

and rail transport (Ansaldo STS and AnsaldoBreda).

% Figures consider revenues of Italy’s major degeficms, namely Finmeccanica (included its

subsidiaries), Ilveco DV, Fincantieri, Avio and Elenica.

% Federation of the Italian enterprise for Aerospabefence and Security (AIAD, Federazione

Aziende ltaliane per I'Aerospazio, la Difesa e lgugezza) (2009Relazione annuale 2008
Annual Report 2009] (Rome).

190 Federation of the ltalian enterprise for Aerospabefence and Security (AIAD, Federazione
Aziende ltaliane per I'Aerospazio, la Difesa e lautezza) (2009Repertorio Aziende associate
2009[= Associated Companies Index 2009] (Rome).
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Fincantieri is one of the largest groups in theldiam the design and construction of
merchant, commercial and military ships. In 2008 ginoup had revenues of € 2.936
billion (€ 455 million in the defence sector). Aetend of 2008, the company entered
the American market through the acquisition of Manitowoc Marine Group.

Iveco Defence Vehicles, a company belonging tdvikeo group, is specialized in the
production of multi-role vehicles, tactical and i&tge trucks and wheeled armoured
vehicles. In 2008 the company’s overall revenuesuated to € 463 millions. Its

increasing competitiveness is proved by its renfaekaexport sales performance
(roughly 70% of its total turnover).

The Avio Group, founded in 1908, is a world leaderthe aerospace sector, with
outstanding competencies in the aerospace proputgigment. In 2008 the group had
revenues of € 1.656 billion, € 429 million of whiekere generated in the military
sector. As systems and motor producer, Avio is Iwe@ in several important

international projects, such as the F-35 JSF moiki-fighter and the European

aircraft Eurofighter Typhoon.

Figure 1: Revenues of Italian aerospace and defemro@aniet

Finmeccanica //‘”//’d 15037
Fincantieri (§52936
Avio 771656 # Total Revenues
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Elettronica Hﬂ
|

0 5000 1000 1500 2000
0 0 0

191 Briani, V. (2009) 'L'industria italiana della dia [The Italian defence industryPsservatorio di
Politica Internazionale [Observatory on InternatarPolitics], Vol. 3, No. 3 December.
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Between 2004 and 2008 Italy was tHeproducer of complex weapon systems in the
world, accounting for 4% of the global armamentax® during the periotf? Italy’s
exports volume increased steadily since 2000, ekageE 3 billion in 2008. In terms
of export authorizations, it has been registersmjaificant 28% increase compared to
2007

Domestically, Finmeccanica receives the majoritgtacts issued by the Ministry of
Defence, obtaining about 70% of the Italian deferesearch, development, testing
and engineering, and procurement spendfifig.

2.2 The scale of defence procurement

Regarding the demand side, as explained in dedilse following figure, the defence
spending has slightly increased since 2001. Yetp#rcentage devoted to investment

has decreased, while the personnel costs havaaligdiccreased.

192 stockholm International Peace Research Insti(@@09) SIPRI Yearbook 2009, Armaments,
disarmament and international secur{9xford: Oxford University Press), p. 330.

103 Jtalian Presidency of the Council of Ministers (B) ‘Rapporto del Presidente del Consiglio dei
Ministri sui lineamenti di politica del Governo imateria di esportaziond= Report of the
President of the Council of Ministers on the Goweent's policy guidelines on matter of
exportation importation and transit of armaments], available at
<http://www.governo.it/Presidenza/UCPMA/Rapporto 2BAPPORTO_2008.pd

194 Bijalos, J.P., Fisher C.E and Koehl S.L. (20B8jtresses & Icebergsvol. Il (Washington: Center
for Transatlantic Relations), p. 413.
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Figure 2: Italian defence spending 2001-2609

l DEFENCE FUNCTION SPENDING 2001-2009 ‘

(millions euro)

2001 2002 2003 2004 2005 2006 2007 2008 2009

B Investments @ O&M O Personnel

Source: Basecon Ministry of Defence data, Nota agaiuntiva allo stato di imiewe pera Difesa, 200-2009

2.3 National defence industry and market policies

The major means of State control over defence assdtaly is State ownership in
combination with special rights rather than ledisla that regulate the review of

foreign direct investment. There are two main reador this development.

On the one hand, the main industrial activitiesthe defence sector have been
originally undertaken by the State itself throudie tconstruction, for instance, of
naval dockyards and ammunitions manufactory pla®tdsequently, the advent of
large-size industry at the beginning of the™26entury increased the private
participation in the sector. However, the privateare declined after the Great
Depression of 1929, being largely replaced by pulsldustry intervention through
the activities of thelstituto per la Ricostruzione Industrial@RI, Institute for
Industrial Reconstruction). After the Second Wovithr, the public industry grew
under the lead of both the IRl and thete Partecipazione e Finanziamento Industrie
Manifatturiere (EFIM, Agency for the Participation and Funding Manufacturing
Industries), absorbing almost all the companiesraipgy in the sector, with the

195 Source: Gasparini, G., Marta, L. and Briani, VO@Q) ‘Data on defence economics and industry’,
available at #ttp://www.iai.it/pdf/Economia_difesa/Tabelle-gr@fEN-2009.pd#.
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relevant exception of the FIAT Group. The Governtremdd EFIM in 1993 and IRl in

2002, while in 2000 IRI had privatized Finmeccan{ediich had already acquired
EFIM’'s defence assets). However, even after theapration of Finmeccanica, the
majority stake (nearly 33% of the share) as wellaagolden share remain in the
government's hand$® To sum up, since the public control over the indes

operating in the sector has been predominant foaidks, the inflow of foreign capital
in the national defence segment was only a thealetssue without any possible

concrete implication.

On the other hand, the publicly-supported (and rotletl) Italian defence sector has
been believed not to be attractive for foreign Btwes. However, it was

underestimated the efficient and competitive parbdthe national industry.

This situation clearly became evident to decisicakens in 1993 when, dealing with
the dismissal of the EFIM, the Government initiadlyaluated the possibility to sell
also its subsidiaries operating in the defenceoseEtowever, since these companies
represented a strategic asset for the country, Werg merged into Finmeccanica,
enabling the remarkable growth of the group as wsllthe preservation of some
segments of technological excellence (helicoptemayal weaponry, defence
electronics). Therefore, only for few months in 39Bese companies were exposed to

become private and, therefore, potentially underciimtrol of foreign players.

The lack of specific regulation dealing with thenttol of foreign investments in

strategic defence assets is mainly due to thesdatmtors.

More recently, in the few circumstances the delbats opened, it has been fostered
more by social concerns linked to employment isdh@s by conscious politico-
institutional considerations aimed at protectinmgtstgic defence assets (see Paragraph
5). Therefore, such debate addressed only indyrélod lack of a specific regulation

on the matter.

According to some interlocutors, the dynamics emerg the case of Avio, when the
State intervened directly in the company’s capstaick through Finmeccanica (see
Paragraph 5), could be adopted again in the futdoeeign actors would attempt to

acquire a national company considered strategithbygovernment. Although such

19 For further details please see sections 3 andofbe
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dynamics are reasonably predictable, accordingetersl interlocutors they would

represent obvious market disturbances.

3 NATIONAL PRACTICES OF RESPECT TO STATE
CONTROL OF STRATEGIC DEFENCE ASSETS

3.1 Government ownership

Even after the significant privatisation efforttbe 1990s, the Italian Government still
owns majority share in the major Italian defenecend. Indeed, it owns one third of
the equity of Finmeccanica, thereby controlling artpnt subsidiaries such as Avio
and Telespazio, and almost 100% of the equity nt&itieri. Consequently, only a
few companies, for example, Iveco DV and PiaggiocAedustries, can potentially
become subject of foreign acquisitions. Currerttigre are no plans to privatise the

publicly owned part of Finmeccanica.

Since 1993, and on the basis of the legal framewadrikg the privatisation of state-
owned companies and semi-public agencies such asalNIRI, Italy experienced
the most important series of privatisations €%rlt culminated with the partial

privatisation of large state-owned companies sscBNI, ENEL and Finmeccanica.

As a result, in December, 2009 the MEF throughTreasury Department held the

following stocks in defence-related companies dnsits control on that®
30,18 % of Finmeccanica SpA [=pi’

100% of Fintecna S.p.a, which controls 99,35% at&ntieri shares.

197" | aw 359/1992: “Conversione in legge, con modiioai, del decreto-legge 11 luglio 1992, n. 333,
recante misure urgenti per il isanamento dellarfza pubblica.”

198 Although not directly related to the defence isimly it is worth mentioning the case of SOGIN
S.p.a., whose shares are 100% held by MEF. Créat#899, SOGIN is in charge of dismantling
and controlling Italian nuclear power plants (whialere shut down following the abrogative
referendum in 1987), while assuring safety and rigcwf the sites and operating proper
procedures. This is an interesting example of t&t@te control in a potential strategic sector
achieved in relatively recent years.

199 MEF (2009) ‘Shareholdings’, available at
http://www.dt.tesoro.it/it/finanza_privatizzaziopértecipazioni/
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In turn, Finmeccanica holds stocks of other comgmnincluding:

* Avio (aeromotors), whose shares belong 85% to theEean investment fund

Cinven and for the 15% to Finmeccanica.

» Elettronica SpA (electronic warfare) whose shamesteeld by Thales (33,33%),
Finmeccanica (31,33%) and the Benigni family (3%34

 Thales Alenia Space Italia, whose shares are hgldTihales (67%) and

Finmeccanica (33%).
* Telespazio, whose shares are held by Finmeccadiréa)(and Thales (33%).

» Consortium Iveco-Oto Melara, where Fiat Gruppo tvaod Oto Melara SpA (the

latter controlled by Finmeccanica) hold respectivtee 50% of stock.

» Orizzonte Sistemi Navali SpA whose shares are bglBincantieri (51%), which

is controlled by Fintecna SpA, and by Finmecca@?o).

As a result, the fact that Finmeccanica manageghtguthe 80% of the Italian

defence industrial and technological capabilitiesagy contains the problem of the
control of foreign investments on defence. In additthe market share controlled by
Fincantieri further reduces the importance of 8sieé on a specific regulation dealing

with the control of foreign investments on defeassets, including strategic ones.

According to some interviewees, the state’s comrolFinmeccanica has facilitated
the consolidation and merging process at natiomal] because the State had the
opportunity to encourage and guarantee certainengignd acquisition in the defence
sector. Others argue that Finmeccanica dominanttigposcould reduce the
opportunities for further consolidation within imeational alliances°

Regarding Fincantieri, its future privatisationaphed when the condition of both the
financial market and the shipping sector will makiasible, will anyway guarantee

the State ownership of the shares’ majority. Acowydo the Italian Government

110 Bijalos, J.P., Fisher C.E and Koehl S.L. (20B8jtresses & Icebergsvol. Il (Washington: Center
for Transatlantic Relations), p. 416.
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Economic and Financial Program 2008-2011, the MEFmaintain at least 51% of

Fincantieri stock$!?

Consequently, the private part of the Italian deéemdustry, potentially subject to
foreign acquisition, is limited to few examplesluraing:

Iveco Defence Vehicles

* Piaggio Aero Industries, whose shares are diviaded three equal parts held
respectively by Mubadala Development Company, &be Dhabi government’s
strategic investment fund), Tata Limited, and pevshareholders (Ferrari and Di

Mase families).

e Vitrociset, listed in the Milan Stock Exchange aedtirely owned by private
shareholders;

» Fabbrica di Armi Pietro Beretta SpA, within the Bega Holding SpA owned by
the Beretta family.

Elettronica, the part of the shares of Elettroield by the Benigni family.

In addition, there is a number of privately SMEsickhhave a great capacity of

innovation and participation to the security of giyp

Finmeccanica is a joint stock company listed atNfilan stock exchange market. Its
capital is constituted exclusively by ordinary stgrall of them with the same rights,
particularly with the right of vote in both generahd extraordinary shareholders

meetings.

Since the re-capitalization decided by the boardirefctors on ¥, August 2008, MEF

is the only shareholder with more than 2% of thaitggshares, namely 30,18%, a
shareholding able to guarantee tleefactocontrol of the company. According to the
June 2009 data, shareholders include institutimvastors, mainly banks, accounting

for 49% of shares, and private investors (21%%).

1 MEF (2007) ‘Documento di programmazione econoniicanziaria per gli anni 2008-2011’
[=Report for the economic and financial programmimgthe years 2008-2011]. Rome, available at
<http://www.tesoro.it/documenti/open.asp?idd=17881

12 Up to August 2008, relevant shares included: Mi@fth 33.72%, Capital Research and
Management Company with 2.11%, Barclays Global sts UK Holdings Ltd. with 2.01% of
ordinary stocks. Based on data of March 2008.
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As confirmed by several interviewees, there areretiily no plans to privatise
Finmeccanica. The “White Book on Privatisationsegared by MEF in 20081
mentions under “next operations and challengeshi®ifuture” the end of the state’s
shareholding in the major industries still undes tontrol, particularly in the
electricity and oil sectors, and gradually in thefethce industry. Yet, ten years later

this strategy has not been pursued.

3.2 Special rights

A specific legislation establishes special powerstfie Government as a shareholder
in privatised companies, including the right tooveklecisions on ownership related
issues. Particularly, in the Finmeccanica case spstial rights include specific
prerogatives on changes of the ownership struciurerder to limit shareholdings by
other investors, as well as stipulations aboutagerioperations and about the
appointment of the boards of directors. Furthermalecompanies partly privatised
have introduced particular clauses in their statute order to allow minority

shareholders, like the government, to appoint ser&tives in the board of directors.

When the Government retains a shareholding in pse@ companies, the Italian so-
called “golden share” legislatioi establishes special powers and in particular
introduces a clause which attributes to the MimisfeFinance, in agreement with the

Minister of Economic Development the power

e to approve or oppose the acquisition of sharehgfdiand the conclusion of
contracts by shareholders representing relevamigption of voting rights (at least
5%) in a national company’s ordinary shareholdeegting, or, as the case may
be, even representing a lesser percentage if @kplicxed by the Ministry of

Finance;

113 MEF (2001) ‘Libro bianco sulle privatizzazioni [White book on privatizations]. Rome, available
at
http://www.dt.tesoro.it/export/sites/sitodt/modutscumenti_it/finanza_privatizzazioni/finanza_pr
ivatizzazioni/Libro_bianco_privatizzazioni_4603028:36.pdf

114 Art. 2 of the Legislative-Decree n. 332 of 31 ME894, as defined by the Legislative Decree of the
President of the Council of Ministries 10 June 2004
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to veto the adoption of all those decision aimedisinissing or transferring the
company, merging or breaking it down, moving itgiseered office abroad,
modifying its holdings, changing its statute, irder to suppress or amend the

special powers provided for Art. 2.

Regarding Finmeccanica, the government's specightsi include specific

prerogatives on changes of the ownership struciurerder to limit shareholdings by

other investors, as well as stipulations aboutagerioperations and about the

appointment of at least of one member of the boafdsrectors and one auditor.

First, the right of “preventive approval’ has be@m right of “opposition”. The
Commissione Nazionale per le Societa Quotate ins@¢CONSOB, National
Committee for Quoted Companies) has to notify thERViof the agreements
finalized according to the norms of th&€gsto unico delle disposizioni in materia
di intermediazione finanziarfa(Single Act on provisions in the domain of
financial brokering) in order to allow the Stateewercise such right, regarding
companies included in the stock market which arectly or indirectly under its

control.

Second, the State can put a veto only if the ME#Skters the operation damaging
to the State vital interests and it has to adedypatmtivate its decision. The
evaluation on the fact that vital interests areolmed should be done on a case by
case basis as there are no specific rules to flesif&c purpose. The sectors
potentially involved certainly include, not exclusly, those mentioned in the

Decree 2004 So far, from that point of view, there is not aéfon about what

115 | egislative Decree of the President of the CduatiMinistries, 10 June 2004 "Definition of the

criteria for the exercise of special powers asragfiin Art. 2 of the Legislative-Decree n. 332 af 3
May 1994, converted, with modification, by Law 4¥4994"; “[...] that among the companies
directly or indirectly controlled by the State opéng in the defence, transports,
telecommunications, energy sectors and in otheliqgervices sectors, some are identified by
means of decree issued by the President of the dafmMinisters [...] Art 1. [...] relevant and
indisputable reasons of general interest, in pagicconcerning public order, public security,
public health, and defence, to the adequate anpdopiional extent in terms of protection of that
interest, also with appropriate calculation of temgb limit and provided the respect of the
principles of communitarian and national law/reg¢jolas, in particular of the non-discriminatory
principle. Art. 2 [...] in relation to the occurrenoé any of the following circumstances: a) severe
and effective risk of shortages in the nationalpdywf oil and energy products, as well as in the
provision of related and consequential serviceggeineral, in the supply of raw materials and goods
essential to the community, as well as of a minimewel of telecommunications and transport
services; b) severe and effective danger to thdiragty of obligations exercise towards the
community in the domain of public order, as welltaghe achievement of societal goals of public
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in Italy can be considered as “strategic” in théedee sector, although it seems
that the MOD initiated at the end of 2009 an ing®wstudy aimed at defining
which are the key strategic activities that shdaddnost protected.

* Finally, the State can appoint only one membeheflioard of directors, who has
no right to vote. This limits the application of 2449'° of Legislative Decree No
6 of 17" January 2003, which confirmed the State rightgpoéint one or more
members of the board of directors, or auditor, @nthers of the surveillance

council.

Nevertheless, some corporate governance rules ardaimed in order to protect the
minority shareholders. These norms are neitheudwed in the Finance Law nor in the
new civil law norms’ Therefore, all the companies still under statestml or

partly privatised have introduced in their statutdsuses which envisage specific
voting systems, in order to allow the election cdmiers of the directors’ board by
the minority shareholders. According to such clausxecutives were appointed in
the boards of some companies on the basis oblistandidates presented by minority

shareholders, often institutional investors.

A part from the complexity of the legal framewotitkhas to be noticed that the recent
modifications did not make substantial progreseestds the limitations of the MEF
special rights. In fact, in June 2006 the Europ€ammission referred Italy to the

European Court of Justice regarding the so-caltgmlden share” legislation, which

interest; c) severe and effective danger to therggcand safety of essential public services sites
and networks; d) Severe and effective danger tiomaltdefence, military security, public order and
security; e) Health emergences.[...]".

118 Art. 2449: Companies with shares held by the State or by pudjiencies- When the State or
public agencies hold shares of a public limited pany, the statute can confer them with the right
to appoint one or more board directors or auditorsmembers of the surveillance council.
According to the former comma, board directors,itausl or members of the surveillance council
can be removed from post only by their appointers.

7 1n particular, companies with a cap on owned ehare obliged to set up statutory clauses for
board directors to be elected by list voting. Art.Law 474/94, establishes that 1/5 of the board
directors must be attributed to voting lists présdrby minority shareholders (who represent at
least 1% of the share capital). The same mechaisstesigned to appoint auditors, however in
case of quoted companies, provisions overlap witls¢ of the Testo unico della finanza (Single
financial act). In fact, art. 48 of the Single fitdal act, second comma, provides that quoted
companies’ statutes (included those privatized) thoasnprise the necessary clauses aimed at
assuring the election of at least one effective bwmof the board of statutory auditors by minority
shareholders (nonetheless, if the board is composetbre than three members, those elected by
the minority cannot be fewer than two).
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envisages state’s special rights on privatised @mi@s. Consequently, in March
2009, the Court of Justice of the European Uniondemned Italy because of the

violation of the related European 1aw.

The judgement specifies that the decree of théaftaPrime Minister of 10 June
2004, regarding the exercise of state’s speciahtsigon implementation and
acceleration of the selling of State and Governmagéncies shareholdings in
privatised companies, is too generic and inaccidtafehe ECJ (now CJEU) held that
the lack of specifications on the circumstanceswvatig the exercise of such rights
damages investors, who do not know when such eseevail take place. Particularly,
the Court condemns the “opposition” right to thejuasition of relevant stocks by
investors representing more than 5% of right toeya@nd to the finalization of
agreements among them. The power to veto decisidissolve, sell, merge or split a
company, or to transfer its legal seat abroadhtmge the scope of its activities, and
finally to modify its statute regarding the spedaigjhts and the appointment of a
member of directors’ board without the right to evois equally viewed with

concern:?°

Even stronger clauses have been incorporated ifritireeccanica statute, including

the state’s special rights
» to veto acquisitions of shareholdings exceeding#eof the equities;

* to veto agreements among shareholders represemiomng than the 3% of the

equities;

118 Eyropean Court of Justice ‘Case C-326/07: Coniomssf the European Communities V Italian
Republic (Failure of a Member State to fulfil oldigpns — Articles 43 EC and 56 EC — Articles of
association of privatised undertakings — Critedathe exercise of certain special powers held by
the State)’, available at http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX08Z2J0326:EN:HTMEb.

19| egislative Decree of the President of the CduatiMinistries, 10 June 2004 "Definition of the
criteria for the exercise of special powers asragfiin Art. 2 of the Legislative-Decree n. 332 af 3
May 1994, converted, with modification, by Law 479494".

120 Eyropean Court of Justice ‘Case C-326/07: Comumissif the European Communities V Italian
Republic (Failure of a Member State to fulfil oldigons — Articles 43 EC and 56 EC — Articles of
association of privatised undertakings — Critedathe exercise of certain special powers held by
the State)’, available at http://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX06ZJ0326:EN:HTME.
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* to veto, with adequate motivation, in case of dmhages to the State’s interests,
or to decisions to dissolve, merge or split the gany, or to transfer its legal seat

abroad, or to change the scope of its activities;
» to appoint a member of the directors’ board withibetright to vote.

In addition, the election system of the board eéctors envisages that two third of
the seats are won by the list which gains mostsvataong shareholders, even if it
does not have the absolute majority, thus guarargebe control of the company to
this list.

Finally, regarding eventual MEF exercise of itshtg) there are no pre-established
criteria. Therefore, there is neither formal proMisregarding an eventual European
dimension, namely European interests in the sdi&®ithe formation of an European
Defence Technological Industrial Base (EDTIB); niois considered the impact on

other MSs, for instance regarding their securitgugply (see paragraph 5).

3.3 Regulation of foreign acquisitions of defencesesds

At present there is not a specific legislation clive and explicitly dealing with the
control of foreign investment in strategic defeassets. The control on those assets is
rather guaranteed through the previously outlinesteghment’s shareholding and
special rights. In addition, there legal instrunsetst monitor the processes related to
potential transfers of property or of brancheshef tompanies, including thiegistro
delle Imprese (Registry of Compani@sanaged by the Ministry of Defence where
industries owners have to register, provide infdromaand fulfil other obligations. In
addition, there are some indirect restrictions usediscourage potential unwelcome

acquisitions of Italian firms by foreign companies.

In addition an inter-ministerial body provisionalhamed Comitato Strategico per
I'interesse nazionale in econoriéStrategic Committee for the national interest in
the economic domain) has been created. It dealsfaiieign strategic investments in
Italy, especially those made by Sovereign WealthdSu All these instruments do not
take into account the European dimension of theeisslowever, the Letter of Intent
(LOI) commitment and the Code of Practices approvedimplement such
commitment could represent a starting point in Hesise.
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In the Italian context, the issue of a specificisgion directly aimed to control

foreign investment in strategic defence assets mne¢edbe addressed for several

reasons:

The first concerns those companies operating irdéience sector which are not

controlled, either directly or indirectly, by thate.

The second reason concerns the future, improbabte pbssible, complete
privatisation of Finmeccanica and Fincantieri. ledethe Government could sell
its shares in order to reduce the public debt anthoincrease the level of
independence of the two groups. In particular, thisuld be done to free
Finmeccanica and Fincantieri of the tight, potdlytimsidious, relationship with a
State, which is at the same time customer, shatehoR&D founder, and rule-
setter both in the internal market and exports dosadf the Government will lose
the control guaranteed by company shareholdingsthan form of control on

foreign investments would be necessary.

The third reason is linked to the transfer of sresi(strategic) assets from the
defence sector to other sectors of the economyt@.the security sector. Such
aspect might entail also the necessity to superarsk control some research,
development and production activities in other readegments different from the
military one as traditionally perceived. In regartis a potential foreign

acquisition, a twofold need seems to emerge: t® ka® maintaining certain

(strategic) capabilities and to avoid that (semsjtitechnologies and know-how

might be indirectly exported.

In order to address such issue it is necessarylaquate monitoring capacity on the

restructuring processes, for example on mergers amgglisitions, particularly on

potential transfers of property or of brancheshef¢companies.

At national level a series of legal instruments tdbote to implement such

monitoring capacity, even if they are not direcfymed to control foreign

investments. They can be used by the Governmermctpire information about

potential transfers of property within companiegmaping in the defence sector, or to

prevent, or discourage, possible unwelcome purshagéoreign companies.

Firstly, companies operating in Italy’s defencetsebave to register at the dedicated

Registro delle Impres@Register of Companies) at the Ministry of Defenu@viding
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some legal and financial information, such as tame of the company’s owner or
that of its legal representative; the legal headgus; the type of activity exercised;
the list of those owners and shareholders which owre than 1% of the company’s
total shares. Companies have to inform promptlyrdggstry in case of variation of

their legal and financial status after the regigira

According to the regulation disciplining the applion to theRegistro delle Imprese
companies’ owners, legal representatives, sharetglgresidents, deputy presidents,
chief executives, chairmen, general managers, eflons and consultants have to
prove to be compatible with provisions contained¢ha Law 185/90 in order to be
included and maintained in tfegistro delle impreséMoreover, companies’ owners,
legal representatives and shareholders have & itmvolved, in the past as well as in
the present, in secret societies, and have noetselntenced for illegal arms trade

crimes.

In 2008 it has been decided to require also inftionaoncerning the property (in the
case of stock companies only for shares above BH&yever, the decision in not yet
operational, because of different legal views betwthe Ministry of Defence and the

judges of the Council of state.

The Decree no. 125, 3 July 2009, jointly issuedthyy Ministers of Defence, of
Foreign Affairs and of Economic Development, wabliged in the Official Journal
no. 195, 24 August 2009. The Decree concerns onsgio the Regulation no. 96, 26
February 1991, which established norms on the tragjisn of foreign firms operating
in the armament sector (former Law 185/90) on tlegifer of Companies. Such
changes are aimed at collecting information from ¢bhmpanies on their ownership
and, in particular, “the list of the firms’ ownerpartners, and shareholders when
holding no less than 1% of shares” (added in lettbis, art. 1 para. 2). The provision
of such information is related to the commitmentdyl made within the Letter of
Intent (LOI) signed in July 2000. However, on thenthnd of the State Council, a
request was added for a declaration “in substiutibcertificates” concerning (art. 1
para. 3, letters b, ¢, d) and related to the cawmdivhich exclude the possibility to
apply Law no. 55, 19 March 1990 about the investarot

» “belonging or having belonged to secret associatifny art. 1, Law no. 17, 25
January 19827,
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* being convicted for “crimes in illegal armamenisdie”.

In other terms, companies should provide the aittbsrwith information proving

their owners/shareholders’ “honesty”, along withalvhad already been required for
“the owner or the legal representatives”. Howevite Secretary General of
Defence/National Armaments Director (SGD/NAD) opgibsthe new constraint
considering it impracticable in the envisaged terespecially when confronted with
foreign citizens or companies. The ensuing rislkaigthe non-registration or the
suspension of those companies that do not makéahblethe requested information.
As a result, it was decided to interrupt the impatation of the Decree and to appeal

to the State Council for a new recommendation.

Furthermore, companies applying for the registratiave to receive a specific
authorization from the Ministry of Defence and meké security requirements
established by thé\utorita Nazionale per la Sicurezza — Ufficio Ceidr per la
SicurezzgNational Security Authority — Central Office f8ecurity).

In addition, there are some indirect (informal)triesons used to discourage potential

unwelcome acquisitions of Italian firms by foreigmmpanies:

* The legal representative of defence company regibte Italy has to be an Italian
citizen (Law 185/90) and the company’'s personneai daal with classified

documents only if provided with security clearance.

* Only companies registered at the Business Regaeyeligible to receive the
authorization to import and export defence produatsl such authorization is
issued by the Ministry of Foreign Affairs (MAE) (1xa185/90).

» Defence research and development activities andjaly those concerning
acquisitions are funded according to a complex|legastruct (Laws 808/85,
421/96, 388/00, 140/99) of the Ministry of Econonidevelopment. After a
preliminary investigation are examined and evaldidt®se projects which, once

approved, force the company to keep the Ministfgrimed on its activity.

e The contracts for development and procurement eagted by the Ministry of
Defence and oblige the company to not modify theg@m agreed without the
approval of the Ministry itself. In joint intergosemental programs the Ministry

of Defence chooses directly the Italian comparodsetinvolved.
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The main problem of the current instrument is tindbrmation required has to be
provided ex post, forcing the Government to reauly @ moral suasion in order to
oppose to an initiative already undertaken. In tlase, an ex post intervention has
various negative consequences, in particular becaius doomed to become public.
According to several interviewees it is a mistakeibderestimate the importance of
such instruments, as it is clear that an investomot risk to antagonize its main
customer and the authority which enables the cogipaoperational capacities.
Therefore, it is largely agreed that actors regarae hostile could hardly alter the
status quo of a defence company established uhdeutrent legislation. In any case,
this aspect does not resolve either the problenobtdining prompt and adequate
information on potential agreements between congsanor the issue of limiting the
possible unwelcome transfer of technologies andvknow.

Finally, it is particularly relevant the creation 2008 of an inter-ministerial body
provisionally named Comitato Strategico per l'interesse nazionale iroremmid
(Strategic Committee for the national interest ime teconomic domain. The
committee, created on the joint initiative of thé&Kand the MEF, deals with issue of
foreign strategic investments in Italy, especidtliypse made by Sovereign Wealth
Funds$®.

The “Comitato strategico per lo sviluppo e la tuteldesdtero degli interessi nazionali
in economia (Strategic Committee for the development andghaection abroad of
national interests in the economic domain) has ketablished by law through the
Budget Law 2009, art. 8% The Committee’s regulation has been modified ey t
conversion la#?® putting the body mainly under the responsibiliy the MAE.
Furthermore, the law does not indicate the spestictors of interest, and does not

mention any collaboration with the companies opegan such domains.

On October 18 2008 a decree issued by the MAE in collaboratidth the MEF

established that the MAE’s Secretary General ch#ies Committee, which is

121 Upon its establishment the Committee should haken charge of the direct management of the
relationship with Sovereign Wealth Funds (SWFs)e Hossibility of restricting the share of an
Italian firm that SWFs can acquire to 5% was foeesdHowever, this would have made the Italian
market the most restrictive one in Europe as faagreign funds are concerned.

122 Decree-law 112/2008
123 | aw 6 August 2008, No 133, art. 83, par. 25
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composed of up to twelve highly-qualified expedppointed by the two ministers
involved. The “Unita per il sistema paese e le Aoatoie Territoriali” (“Unit for the
Country System and Autonomous Administrations”),lobging to the MAE'’s
General Secretariat, acts as the Committee’s teah8ecretariat:*

The Committee is an advisory body, which today udek eight members and
according to the Government guidelines has a roleamalysis, support and

coordination on complex economic phenomena linkegldbalization:

* regarding sovereign funds at national and inteonatilevel, the Committee has to
identify the economic policy options to pursue withthe EU and in the

multilateral fora Italy takes part;

* regarding sustainable development in developingctas, the Committee has to
define middle-term strategies coherent with theeifpr policy’s priorities
established by the Government and with the intewnal commitments

undertaken by Italy;

» the Committee has also to deepen the analysisomioagic and financial thematic

areas related to globalization, if explicitly recgd by the government.

Indeed, according to Foreign Minister Frattini #heare sectors in Italy where the
intervention of sovereign funds is particularly wehe, such as infrastructure,
transports and tourism. In contrast, in sectordag defence the aim is to enhance

industrial cooperation but not investments in coap® stock?

According to several interlocutors a potential lagan of the defence sector, either
national or European, should clearly separate tbapdine of industrial investments
and that of the financial ones (i.e. sovereign &)ndhe reason is that the former are
considered to be related to an industrial stratbgy can modify the structure of the
offer, while the latter should be considered folma point of view of the nature and
the stability of the new ownership of the involhaampany.

It has to be pointed out that neither the informatruments mentioned above, nor the

recent creation of the Strategic Committee take atcount the European dimension.

124 Seehttp://www.sistemapaese.esteri.it/Unita_Sistemas&Menu/Focus/Farnesina_e_imprese/

125 Cifoni, L. (2008) * | fondi sovrani non superinaata 5%’ [SWD do not exceed 5% thresholdl].
Messaggerp20" October, available athttp://www.openpolis.it/dichiarazione/3757289
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Indeed, there is no distinction between EU and BYnebjectives during the activities

of control and monitoring, it does not reckon wiwaluations concerning European
interests in the sector such as potential impatthe establishment of an EDTIB, and
finally it does not consider the consequences berdEU Member states, for instance

on their security of supply.

The only exception applies to the countries sigyabd the Letter of Intent (Lol), the
commitment agreed by lItaly in Farnborough in JuO®@ when it signed a
Framework Agreement together with the MinistriedDaffence of France, Germany,
Spain, Sweden and UK, and ratified in June 2008 Wwaw 148. According to the
Lol/FA, in the case foreign investors would acquirenational defence company
supplying also other partners or operating in theiritory, the Italian Government
should inform and consult with the partners invdlwe order to evaluate the potential
impact of the transfer. Obviously, such dispositiaasumes that the national

authorities receive promptly all the required imh@tion.

Such target has been reached in 2005-06 with thecsaption of the Codice di
Comportamentb (Code of Practice), finalized during the applioatphase of the
Framework Agreement by the large majority of thempanies operating in the
defence sector. At present the Code has been sigpetiost of the companies
registered at the “Registro nazionale delle impre§&National register of
companies”) established by the Law 1853780it should be considered that only the
companies registered in the National Register cabsgibe the Code and

consequently.

Such initiative could set the parameters for thpliegtion of the model to further

domains and to circles larger than the only Lohaigries, thus representing a
starting point for a “European dimension” of FDlowmever, such an approach
presents a major limit: it would involve only detencompanies, excluding de facto
all those firms operating in the security sectod avould include only six countries

out of the 27 EU Member States.

126 Jtalian Presidency of the Council of Ministersetige 9 luglio 1990, n. 185, “Nuove norme sul
controllo dell'esportazione, importazione e trangiei materiali di armamento” [=Law 185/90,
New norms on the control of exportation, importatend transit of armaments] published on the
Official Journal 14' July 1990, n. 163 (with amendments introduced iy kw 148/2003),
available at #ttp://www.governo.it/Presidenza/lUCPMA/doc/leqge185.pdf>

Volume 2 of 2 118/388



EUROCON Appendix 1 Country Report: Italy

So far no case of industrial restructuring triggettee application of the Lol/FA rules.
This could be partly explained because only Itabampanies have so far subscribed
the Code of Practice, while in the other five LéV/Eountries the Code remained
frozen due to the pending definition of the CodeGunduct on Prioritisation of
defence articles and services. It should be ndtatl the system would have been
functioned, at the governments level, even on thasisb of the Implementing
Arrangement on Security of Supply signed in 200%eW industrial restructuring
cases have occurred, the involved countries didpeoteive the need to apply the
system. Nevertheless, from the Italian side theoit@mce of following the agreed
upon process is clearly recognized, which is tlesea why the Italian authorities and

firms act in this sense in the Lol/FA community.

4 CASE STUDIES

4.1 Carlye and Cinven acquire AVIO in 2003 and 200&spectively

In 2003 Fiat Group decided to sell Avio, a manufeet of aircraft engines for
commercial and military programs; aero-derivatéditugs and electronic automation
propulsion systems for naval use; maintenancejrepal overhaul activities for civil

and military aeronautical and launchers engines.

Immediately, proposals came from American and &ritinvestment funds, Carlyle
Group and Doughty Hanson (together with the Itapartner Piaggio Aero Industries)
respectively, as well as from the French State omomenpany Snecma (together with
Finmeccanica), specialized in aeronautical andspaice engines and from General
Electric. The Italian Government preferred a soltithat allowed Avio to remain
under partial Italian control; it requested theermention of Finmeccanica in the
financial operatiort?’

127 Fiat Avio: francese Snecma accelera sull'acqui@t Avio: French Snecma speed up on the
acquisition], Il Sole 24 Ore 23 January 2003, hitp://archivio-radiocor.ilsole24ore.com/articolo-
265886 /fiat-avio-francese-snecma-accebera/
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Because of disagreements between Snecma and Ria pnice of Avio and between
Snecma and Finmeccanica on risk values and busthesses, Snecma withdrew its
offer. Beside economic and financial reasons fer fdiled operation, the national
media highlighted causes related to internationalitips, such as the different
positions adopted by the Italian and French govemimin the occasion of U.S.

intervention in Irag.

The withdrawal of the Franco-Italian proposal akalvCarlyle Group to advance its
offer together with Finmeccanica, which was at timaiment no longer engaged with
Snecma. The new deal envisaged Carlyle as theipainitnancial shareholder with

70% of the equity and Finmeccanica as the induigiggner holding the remaining

30%. In April 2003 the two companies acquired Afldo€ 1.5 billion. Finmeccanica,

although a minority shareholder, was going to pdagrucial role in defining the

strategy and managerial decisions of the Avio Hgds.p.A. thanks to the fact that it
was granted shares with multiples voting rightsleled, Finmeccanica benefited from
veto rights on strategic decisions such as the restpa of activities and/or the

prospect of alliances with other companies.

Concerning the final outcome, the State appearfiawe carefully assessed the
political-strategic impact of the financial opeaati In fact, Carlyle was a valuable
partner, and the Italian Government was unwilliagehtirely hand over a company

operating in the defence sector to foreign investor

The issue was also debated in the Parliament, wahatenber of members expressed
reasons for concerns regarding an Italian compaeyabing in an advanced industrial
sector and high-tech know-how being acquired bgraign investment fund lacking
expertise and experience in industrial managemehpeoduction. Adding to this, the

Parliamentarians opposed the expected negativeqoesces for employmett

128 Finmeccanica: da cda ok quota minoranza Fiat Afmeccanica: from CEO ok on minority
share Fiat Avio],ll Sole 24 Ore 8 April 2003, <ttp://archivio-radiocor.ilsole24ore.com/articolo-
285632/fiat-avio-bersani-ds-serve-urgente/#ixzz@RZIEz>; Finmeccanica Sacrifica Stm per Fiat
Avio [Finmeccanica renounces to Stm for Fiat Aviod, Repubblica29 March 2003.

129 Senate of the Republic, Interrogation, 11 March 030
<http://www.senato.it/japp/bgt/showdoc/showTextBtipc=Sindisp&leg=14&id=6403%,
Chamber  of Deputies of the Republic, Interrogation,l  April 2003,
<http://wai.camera.it/_dati/legl4/lavori/stenogcaBed290/pdfbt0l.pdf>; Senate of the Republic,
Interrogation , 9 April 2003,
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In the process of the initial public offering of iavin March 2006 the European
investment fund Cinven, originally British, expredsan interest in the company. In
August 2006 Cinven acquired the shares from Cadyleé Finmeccanica for € 2.57
billion and established Avio Investments. As pdrttlte transaction, Finmeccanica
gained € 430 million and agreed to reinvest € 130om in the company, alongside

Cinven, acquiring 15 % of shares.

At the national level, Finmeccanica's choices mis®ncerns about an eventual
demerging, leaving former Italian shares to a sécimmeign investor and making

Avio totally owned by non-ltalian investors. Hen@®me parliamentarians warned
the Government about the industrial consequencdseffiects on employment of

Finmeccanica’s financial disengagem&fit. In this respect, the Government
confirmed its strong interest in the strategic sedh which Avio operated and

excluded to have received signals that Finmeccan&s about to cede its shares.
Moreover, it committed to organize talks with th@rgpany to examine development

lines for the future!

In conclusion, the Government exerted control oreifm investment in defence
strategic asset in three indirect ways. First, skea the state-owned company
Finmeccanica to intervene in the transaction inneaship with foreign investors
from an allied country. Secondly, in the ArticlesAssociation of the Avio Holding
Finmeccanica was granted special rights such as nght on strategic decisions.
Finally, Finmeccanica became a minority sharehoiddhe transaction with Cinven
to guarantee the Italian role in Avio. As a resitltyas avoided a foreign control on
this strategic asset, even if it accepted investsnom both, a non-EU country (by
the American investment fund Carlyle) and a EU ¢gu(by the British investment

fund Cinven).

<http://www.senato.it/japp/bgt/showdoc/frame.jsp8tioc=Resaula&leg=14&id=00114286&part=
doc_dc&parse=rwe

130 Senate of the Republic, Interrogation, 26 Septembe 20086,
<http://www.senato.it/service/PDF/PDFServer/BGT/2298df

131 Senate of the Republic, Answer by the GovernnEhDecember 2006
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4.2 Finmeccanica & Alcatel create Thales Alenia Spacand

Telespazio in 2004

In 2004, Finmeccanica and Alcatel became protatoro$ the so-called “space
alliance”. They established a Franco-Italian nicieexcellence in the space sector,

which represents a major European operator inlgateystems and services.

Both companies created two new firms, establislingoss-shareholding structure.
On one hand, Alcatel Alenia Space, 67% controlled Alcatel and 33% by

Finmeccanica, gathered manufacturing activitiedloftel Space and Alenia Spazio,
specializing in the development, production andigie®f space systems, satellites
and ground systems. On the other hand Telespaz¥o, &@ntrolled by Finmeccanica
and 33% by Alcatel, drew together the operationetiviies and services of

Telespazio and Alcatel Space, focusing on actvigaed satellite services like the
monitoring and the exploitation of space systerhg, metwork-supply, and earth
observation. The two companies were involved Ewropspace programs such as

Cosmo Skymed and Galileo, and later GMES.

According to Guarguaglini, the president and CECFimimeccanica, the agreement
concluded with Alcatel was adjusted to ensure timéeption of domestic investment
and the respect by all the contracting partiehefgolden share held by Italy. Indeed,
corporate governance agreements safeguarded Fianme&c as a minority

shareholder of Alcatel Alenia Space. As a mattdiaof, they protected the centres of

technological excellence for research and developsiebjected to Italian ruldd?

Nevertheless, during the completion of the alliasmeme concerns about the impact of
cross-holdings emerged at the national level: abaimf members of the Parliament
interpreted the minority role of Alenia Spazio, quared to the one hold by Alcatel

Space, as a risk, a “clearance sale of nationahtdogy estate in a strategic sector
like the space industry*®®* In face of what they regard to be a risk, the

Parliamentarians proposed the creation of a sioghepany in which Finmeccanica

132 Chamber of Deputies, Public Hearing of Finmeatanepresentatives in front of Commission V,

133 Chamber of Deputies, Interrogation, 15 December 0042
<http://wai.camera.it/_dati/legl4/lavori/stenogcdBed560/pdfbt31.pdf>; Senate of the Republic,
Interrogation , 9 December 2004, <http://www.sentservice/PDF/PDFServer/BGT/122179.pdf>
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could have asserted its competence in services wittsubstantial financial

commitment. At the same time, the Italian Governhaard the Italian Space Agency
would have had to increase orders directed to dmepany to strengthen the Italian
role within the alliance. Nonetheless, they recegdithe importance to stipulate
alliances between European companies in orderdorerstability and development of

the Italian industry in this strategic and basicaligopolistic sectof3*

Confronted with these problems, the Italian Goventrargued that its strategy did
not only defend Italian interests by exercisingtiigats and obligations deriving from
the golden share but also support the internaliposiented strategy of

Finmeccanica>®

In 2006, following Thales acquisition of Alcatehet shares of the two joint ventures
have been transferred to the new company. Thugstdl@lenia Space was renamed
Thales Alenia Space, while the allocation of shasédoth companies remained

unchanged in accordance with the conditions posedribmeccanica. Indeed, the

Italian group retained a veto right, provided byparate governance agreements with
Alcatel, on a possible transfer of shares of the jimnt ventures to a third company.

In conclusion, the Thales Alenia Space and Teléspease can be classified as
acceptance of investments from a EU country. Likévio, the control on foreign
investment by the ltalian Government is exertedupgh the presence of state-owned
Finmeccanica in the two companies, and the spaajhts guaranteed by the
corporate governance of Thales Alenia Space to &wcanica as minority
shareholder. This control instrument is buttressgda cross-shareholding structure

between Finmeccanica and Thales via the two sudrsdi

3% Ibid.

1% Senate  of the Republic, Answer by the Governmeng2 April 2004,
<http://documenti.camera.it/_dati/legl4/lavori/stgrafici/sed455/s370r.htm>
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5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of relative openness of countries-fl

Italian experts who were asked about their peroaptof the relative openness of the
case study countries to foreign acquisition of deéeassets gave on average the

following assessment:

Table 5.1: Ranking of countries according to pemeiopenness:

Country _— Opﬁna_nglimost Cosed Comment
France 9
Germany 5/6
Italy 4
The Netherlands 2/3
Poland 4
Spain 5
Sweden 5/6
United Kingdom 2
United States 3/4

5.2 On the need for EU level action

The necessity of a European intervention on theeiss widely acknowledged. It
would be better to have a common mechanism at théetel than the current group
of different national legislation in order to prepa clear and accessible context for

the investors.

The different national legal frameworks hamper staeents in Europe, particularly
for Transnational Defence Companies (TDCs) whiclkrag in several MSs and
therefore have to comply with diverging rules abS8tdte control on investments in
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defence strategic assets. The fact that TDCs lmagerhply with such diverging rules

can also have a negative effect on the securisppply of the MSs.

Several Italian interviewees have expressed an-opeded attitude towards a EU
level mechanism, but exclusively with guarantees emnditions to be defined in its
implementation phase. Moreover, they supportedddea to distinguish within such a
mechanism between investments from EU Member Sis) and not-MSs is

considered to be useful to the creation of a Elanm®mmon defence market.

A common mechanism at EU level can create the tiondi of homogeneity which
encompasses the different rules of each MS anddfaate the conditions for a level
playing field for players, but also a positive inapan the establishment of an EDTIB.
The level playing field concept requires removiny the obstacles for intra-EU
transfers of defence products, technologies anelsimvents.

The current diverging European framework risks radte the functioning of an

efficient European defence integrated market hadiffgrent rules and procedures in
the field of foreign investments controls, if themee any. One reason is that the
different and national approaches allow only totgecb the essential interests of

security with the national but not the Europeanatision.

On the other hand, Italian experts have expressservration about a potential EU
level mechanism in face of what they held in gelhef&uropean legislation, namely
that it is unclear regarding basic principles aritéro over-detailed. Thus, at the
moment the lack of a strong institutional framewarkthe defence industrial area,
with a management structure is somehow replacedobycomplicated a legal

framework.
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6 ANNEX

6.1 Finmeccanica: Shareholding Structuré®

Share Capital: Euro 2.543.861.738,00 representef7By150.395 ordinary shares —
as of June 2009

Shareholders

Economy and Finance
Ministry
3%

Institutional Investors
49%

Fetail Investors
2H%

Geographical distribution of institutional investors

Rest of Europe

15% MNorth America

UK & Irlanda
9%

1% source: Finmeccanica (2009) ‘Shareholding Str@¢tur  available at
http://www.finmeccanica.it/Holding/EN/Corporate/Estor _relations/Azionariato/index.gdo
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6.2 Finmeccanica SpA: Articles of Associatidt

Approved on 27 February 2009

[..]

5.1 bis - Under Article 3 of Decree-law No 332 df Blay 1994, converted with
amendments into Act No 474 of 30 July 1994, no axeept for the state, public
bodies or entities controlled thereby and any ofbenty authorised by law, may
possess, on any basis, shares in the Companydhstitate a shareholding of more

than 3% of the share capital represented by shatievoting rights.

The maximum shareholding limit is also calculatedconsideration of the total
holding of the controlling undertaking, which mag & natural person, legal person or
corporation, by direct or indirect subsidiaries doyl the subsidiaries of a single
controlling undertaking, by affiliated undertakingsd by relatives within the second
degree of consanguinity or affinity or spouses,vigled that the spouses are not
legally separated.

With also reference to parties other than companiesterm “control” is held to be

within the meaning of Article 93 of Legislative Dee No 58 of 24 February 1998.
The term “affiliation” is held to be within the mesiag of Article 2359, paragraph 3 of
the Italian Civil Code, and is also deemed to eketiwveen parties who, directly or
indirectly, through their subsidiaries, other th@wose which manage mutual funds,
sign, with third parties or otherwise, agreememating to the exercise of voting

rights or the transfer of shares, belonging todthparties or otherwise, or other
agreements or contracts with third parties or otiss, as referred to in Article 122 of
the aforesaid Legislative Decree No 58 of 24 Felyrd®98, if such agreements or
contracts concern at least 10% of the voting chfatdisted companies or 20% of the

voting capital for unlisted companies.

For the purposes of calculating the aforesaid $twddeng limit (3%), consideration is
also given to shares held through trust compame$oa intermediaries or by third

parties in general.

137 Finmeccanica (2009) ‘Articles of Association’ apped on 27 February, available at
<http://www.finmeccanica.com/EN/Common/files/Holdi@@rporate/Investor_relations/Corporate
Governance/ ok By Laws february 27.pdf
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Voting rights relating to shares that exceed tlwesfaid maximum limit may not be
exercised and voting rights held by shareholdersxitess of the shareholding limit
shall be reduced proportionally, unless otherwisasipusly and jointly indicated by
all the shareholders concerned. In case of non-btange, meeting resolutions may
be challenged under Article 2377 of the Italian iC&@ode if the required majority
would not have been reached had the votes exceéunmaximum limit not been

included.

However, non-voting shares shall be included fa& purposes of calculating the

meeting quorum.

5.1 ter - Under Article 2, paragraph 1 of Decreg-ldo 332 of 31 May 1994,
converted with amendments into Act No 474 of 3¢/ 1894, as replaced by Article
4, paragraph 227 of Act No 350 of 24 December 2008, Italian Minister of the
Economy and Finance, jointly with the Italian Miteis of Economic Development,

has the following special rights:

a) the right to oppose the acquisition, by parsielsject to the shareholding limit, as
referred to in Article 3 of Decree-law No 332 of Blay 1994, converted with
amendments into Act No 474 of 30 July 1994, of malteshareholdings, this being
understood to mean shareholdings that — as laidndow Decree of the Italian
Minister of the Treasury, Budget and Economic Pilagrof 8 November 1999 —
represent at least 3% of the share capital compotathares with voting rights at
Ordinary General Meetings. The objection shall dised within 10 days from the
notification, to be issued by directors when entrythe shareholders’ register is
requested, if the Minister considers that the agpamacould harm the vital interests of
the state. During the period in which the rightopiposition may be exercised, the
voting right and any other rights not relating tguiy pertaining to shares
representing the material shareholding shall bpenuded. If the right of opposition is
exercised, in the form of a ruling duly justifie¢y the actual harm caused by the
operation to the vital interests of the state,dih@eholder concerned may not exercise
the voting rights or rights not relating to equigrtaining to the shares representing
the material shareholding and shall transfer trsbsges within a period of one year.
In case of non-compliance, the court, on requesthef Italian Minister of the
Economy and Finance, shall order the sale of tlaeshrepresenting the material
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shareholding in accordance with the proceduresosetin Article 2359-ter of the

Italian Civil Code.

The ruling by which the right of opposition is egised may be challenged by the
shareholder concerned within 60 days before thedRagAdministrative Tribunal of

Lazio;

b) the right to oppose the signing of pacts or agrents as set out in Article 122 of
the Consolidated Law, Legislative Decree No 58 #fF2bruary 1998, in the event
that — as laid down by Decree of the Italian Mimisof the Treasury, Budget and
Economic Planning of 8 November 1999 — such pacégmeements represent at least
3% of the share capital composed of shares witmgaights at Ordinary General
Meetings. So that the right of opposition may bereised, CONSOB shall inform the
Italian Minister of the Economy and Finance of amgterial agreements and contracts
within the meaning of the present article of whitlhas been informed under said
Article 122 of the Consolidated Law, Legislativedbee No 58/1998.

The right of opposition must be exercised withindKys from the date of notification
by CONSOB. During the period in which the rightagdposition may be exercised,
the voting right and any other rights not relatingequity of shareholders who signed
the agreement shall be suspended. If an oppositilory is issued, duly justified in
view of the actual harm caused by said agreemerdsrdracts to the vital interests of
the state, said agreements or contracts shall wba&lidated. If the behaviour at
meetings of syndicated shareholders suggestshbathligations assumed under the
agreements or contracts referred to in Article @2the Consolidated Law, as referred
to in Legislative Decree No 58/1998, still applgsolutions adopted with the vote of
the shareholders concerned may be challenged. Ullrgy rexercising the right of
opposition may be challenged within 60 days by ahalders who signed the

agreements or contracts before the Regional Adiratiige Tribunal of Lazio;

c) the right of veto, duly justified in view of thactual harm caused to the vital
interests of the state, on resolutions to wind hg €ompany, transfer the business,
proceed with mergers or demergers, relocate thep@oys head office to a different
country, alter the corporate objects or amend thelds of Association, where such

resolutions abolish or alter the powers referrethtthe present article. The ruling by
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which the right of veto is exercised may be chatshwithin 60 days by dissenting

shareholders before the Regional Administrativédmal of Lazio;

d) the right to appoint a director without a votinght. Should the director thus
appointed leave office, the Italian Minister of theonomy and Finance, jointly with

the Italian Minister of Economic Development, stadpoint a replacement.

The right of opposition referred to in subparagsaph and b) hereinbefore may be
exercised in the cases set out in Article 4, paagr228 of Act No 350 of 24

December 2003. The special rights referred to impatagraphs a), b), ¢) and d)
hereinbefore shall be exercised in accordance télcriteria laid down by the Prime
Ministerial Decree of 10 June 2004, fully incorpehherein.

Directors appointed by decree of the Italian Migmistf the Economy and Finance of
16.5.2003 shall remain in office, with the powerarded to them at the time of their

appointment, until their term of office expires.

Such directors shall not be replaced if, priortie &xpiry of said term, they should
have cause to leave office. The appointment ofdthextor without a voting right, as
referred to in subparagraph d) of the presentlestimay take place only after the
departure from office of all the aforesaid direstofFhe auditor appointed by Decree
of the Italian Minister of the Economy and Finanéd.6.5.2003 shall remain in office
until the term of office expires. If, prior to tlexpiry of said term, said auditor should
have cause to leave office, a replacement shadippeinted in accordance with the
provisions of the Italian Civil Code. Should theeditor without a voting right be
appointed, as referred to in subparagraph d) & #niicle, said director shall be
guaranteed the same rights as those granted to diteetors by law and/or by the
Articles of Association. This shall include theemitiance to meetings of the Board of

Directors, bar the voting right.

Said director may not be delegated authority oremivparticular duties, on a
supplementary or temporary basis or otherwise; undeircumstances may he or she
chair meetings of the Board of Directors nor repneshe Company legally, whether
on an ad-hoc basis or otherwise, and his or hesepee shall not be included for the
purpose of calculating the quorum of meetings & Board of Directors of the

Company. [...]"
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[Disclaimer - These Articles of Association haséanslated into English solely for
the convenience of the international reader. Inebent of conflict or inconsistency
between the terms used in the Italian version efAhticles of Association and the
English version, the Italian version shall prevas, the Italian version constitutes the

official document.]
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6.3 Decree-law 112/2008

Decree-law 112/2008 “Urgent provisions for economiaevelopment, public
budget stabilization, and tax equalization” publisted in the Official Journal no.
147, 25 June 2008 — Ordinary Supplement No 152/®

Article 83

“25. Within the Presidency of the Council of Mirgss, it is established the Comitato
strategico per lo sviluppo e la tutela all'esteegldinteressi nazionali in economia”
(Strategic Committee for the development and thetegtion abroad of national
interests in the economic domain) in charge of atiing, consulting as well as
coordinating information. This is also done by neafh exchanging data with the
principal national firms, especially those with t8tahareholdings, which operate in
the sectors of energy, transports, defence, teleuorntations, as well as in the

sectors related to public services.

26. The Committee, with a view to advising the Goweent, is also responsible for
analyzing complex economic phenomena related tbajjlcation, as the impact of
sovereign funds and sustainable development inloleivg countries. In addition, the
Committee is in charge of supporting coordinatefbref to develop activities of
Italian firms, as well as initiatives of nationaterest, abroad.

27. Composed of a maximum of ten members, the Ctieenincludes high technical
professionals with elevated specialization in thmmdin of interest, as well as
competent representatives of the Ministries of itpreaffairs, of economy and
finances, of defence, of economic developmentioéstructures and transports.

28. The Committee’s secretariat functions are guesa by the Presidency of the
Council of Ministers, in accordance with the limitsposed by ordinary appropriated
funds. The Committee and its secretariat are eshaal by decree of the President of
the Council of Ministers, together with the Ministof Economy and Finances, with

138 Jtalian Parliament ‘Decreto Legge 112/2008 “Dispimsi urgenti per lo sviluppo economico, la
stabilizzazione della finanza pubblica e la pereree tributaria™['Decree-law 112/2008 “Urgent
provisions for economic development, public budggtbilization, and tributary adjustment™]
published in the Official Journal 95 June 2008, No 147, available at
<http://www.camera.it/ _dati/leg16/lavori/stampatiffi&PDL0005301.pd5.
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whom general provisions on their functioning asoagreed. The Committee reports
on its activities and results every six months. Pheticipation in the Committee is

free of charge.”
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6.4 Conversion Law

Conversion Law with modifications of the Decree-law25 June 2008, No 112,
providing urgent provisions on economic development simplification,

competiveness, public budget stabilization, and tagqualization3°
The Senate has substituted comma 25 with the follgpw

“25. Within the Presidency of the Council of Ministeitsis established the Comitato
strategico per lo sviluppo e la tutela all'esteegldinteressi nazionali in economia”
(Strategic Committee for the development and thetegtion abroad of national

interests in the economic domain) in charge ofahalysis, support and coordination
of complex economic phenomena related to globatimats the impact of sovereign
funds and sustainable development in developingntci@s. The composition of the
Committee and its functioning are defined by decoéehe Ministry of Foreign

Affairs, together with the Ministry of Economy andrinances. Qualified

representatives of the Ministries participate ia wWork, as well as high professionals
and experienced technicians in the domain of ister8ecretariat functions are
guaranteed by the structures of the Ministry ofeligir Affairs, in accordance with the
limits imposed by ordinary appropriated funds. Plagticipation in the Committee is

free of charge”.
Commas 26 and 28 are abolished.

Approved by Law 6 August 2008, no. 133

139 Jtalian Parliament ‘Conversione in legge, con ificadzioni, del decreto-legge 25 giugno 2008, n.
112, recante disposizioni urgenti per lo sviluppor®mico, la semplificazione, la competitivita', la
stabilizzazione della finanza pubblica e la perere tributaria’ [‘Conversion to law, with
modifications, of the Decree-law 25 June 2008, Ti®, providing urgent provisions on economic
development, simplification, competiveness, publiclget stabilization, and tributary adjustment’],
published in the Official Journal 21 August 2008, No 195, available at
<http://www.camera.it/parlam/leggi/08133l.r#m
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1 INTRODUCTION

This report describes the situation prevailing lre tNetherlands with respect to

foreign investment in strategic Dutch defence asset

The Netherlands prides itself as being open tostors. This openness also applies to
their defence and security industry. This industynprises some 250 companies, 95
percent of which are active in both sectors. Mahyhem are heavily engaged in
R&D, specialised in “niche” areas and producinghkigch equipment, often with
spin-offs in civilian markets. However, the compniare mostly small or medium
sized, their contribution to Dutch GDP has as yahained relatively low (some
0.5%), while their export share with relation teititurnover is high (some 60%).

The industry’s predominant economic interest igaied towards participation in the
development, production and maintenance of defeqogment in cooperation with
the larger producers in other EU and third coust(iecluding the U.S.), and towards

contribution to cross-border supply chains and l@mm international projects.

Neither the Dutch defence industry nor the Dutcthatities see the control of
investments as it applies in certain adjacent a@sts an obstacle to the access of
Dutch operators or investors. Frontiers are opehstould remain so; their market is
global.

Accordingly, the Netherlands has no control of ifgmeinvestments, neither by

regulation, public ownership nor by special rights.

The Dutch authorities would welcome consultationsoag the Member States in
cases which may have an impact upon the defencsstiydor the security interests of
the Netherlands. Industry representatives stretbegdhe defence equipment business
has been “globalised” and that subjecting it tdrretons at the national or the EU
level was inadequate. However, for so long as natigontrols exist, consultations
should take place. Another opinion was to the ¢ffieat as a first step, consultation
should be instituted, whereas at a second stagedibygtion of common binding rules

with relation to third countries was in the EU matst.
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2 CONTEXT

2.1 The defence industry in the Netherlands

The defence-related industry in the Netherldffdgthe Industry”) consists of around
250 companies that are mostly engaged in civiliad defence-related activities.
Some 30 percent thereof are medium sized (workfer@®0) and small enterprises
(25-250), with only few being large companies (>058mployees). With their
orientation towards niches and quality they opesdtea high technological level.
Whereas the value added to the Dutch economy yssamhe 0.5 percent, the Industry
(predominantly its naval branch) reports significapill-over effects into various

civilian sectorst*

The three subsectors, “sea”, “land” and “air”, agp® be represented in a relatively
balanced way, with the aerospace industry beingeprment.

The high technological level attained is primarilye result of the remarkable
defence-driven R&D intensity maintained by the camps themselves (30% of their
workforce is dedicated to R&D, also in the caseswofall companies). The Dutch
defence-related “know-how infrastructure” also cinittes. In science-based
institutes, including the country’s five large tactogical institutes and the technical
universities, altogether some 800 persons are ctisunto research for defence-

related purposes.

The Dutch Industry sees its chances in innovati@hauality. Its special strengths are

in the following areas (“priority technologies”):
« Command, control, communication, computers andligeace (“C41");
e Sensor systems;

* Integrated platforms;

10 Dutch Association of Defence Manufacturers, N.0@OPartners in Security - Almanach’
(Partners in Veiligheid - AlmanakPen Haag: NIDV).

141 See Ministerie van Economische Zaken and Dutclodaton of Defence Manufacturers (NIDV)
(2010) Defence Industry Strategy - Final Edition’ (Defens$ndustrie Strategie - Eindreportage)
(Den Haag: NIDV).
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e Electronic and mechatronic systems;
* New compounds and other advanced materials;
 Simulation, training and artificial surroundintj$.

A major Industry strategy is directed towards “Inaiag foreign procurement”, i.e.
towards participating in international projects augbply chains that develop, produce
and overhaul defence equipment. In the aircrafustny, for instance, around 60
domestic companies are included in supply chairth ¥areign original equipment

manufacturers (OEMS).

The Industry has a strong export orientation (6@¥#J more than 70 percent of the

companies have activities beyond the Dutch bortférs.

2.2 The scale of defence procurement

The Dutch defence budget developed as follbitts:

Table 2.1: Development of the defence budgetseN&therlands:

Total Defence budget
2005 7,690
2006 8,145
2007 8,388
2008 8,488

2009 8,472

2 Ipid.
% The figure of 60% refers in particular to mediundamall companies, see Ibid.

144 Sources: EDA (2009) 'Defence Data of EDA partitip; Member States in 2008'. available at
<http://www.eda.europa.eu/defencefacts/>. and Dé{skociation of Defence Manufacturers, N.
(2009) Partners in Security - Almanach’ (Partners in Vglileid - Almanak)Den Haag: NIDV).
with respect to 2009.
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The purchasing strategy of the Ministry of Defehes shifted towards a more open
procurement and follows the tendency to purchasenuercial “off-the-shelf”

products which increases competition with the @wnilsectors.

Finally, the Dutch authorities have a very stricagtice in observing the common

rules on weapon exports.

2.3 National defence industrial/market policies

The national defence policy of the Netherlandsaidipularly directed at the following
goals:

* Preserving the national Defence Technological BB3&);

» Contributing to the creation of a European DTB;

» Favouring the maintenance of a high level of intiovaand competitiveness
within the Industry**®

As far as it relates to the defence equipment nhdhieenational policy primarily aims
at improving the capabilities of the personnel imed in foreign operations. To that
effect, the Government pursues the following “degepriorities 2009":

* Increase the security of the personnel involveiiaign operations;

* Increase the interoperability of defence equipment;

* Replace and repair operational equipment;

* Reinforce Network Enabled Capabilities (NEC);

* Improve defence-related information chains and nets;

e Support information system projects (e.g. ERP safwn project SPEER);
« Maintain and improve the use of certain helicop{&ysache);

» Continue to participate in the U.S. project develgpthe Joint Strike Fighter
(JFS);

195 Ministerie van Economische Zaken and Dutch Assimmiaof Defence Manufacturers (NIDV)
(2010) Defence Industry Strategy - Final Edition’ (Defens$ndustrie Strategie - Eindreportage)
(Den Haag: NIDV)..
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« Contribute to increasing strategic air transporpacities, e.g. continue the
participation in the NATO Initiative C-17 and dewp]| jointly with Germany,

France and Belgium, the European Air Transport Camar{EATC)**°

3 NATIONAL PRACTICES WITH RESPECT TO STATE
CONTROL OF  STRATEGIC DEFENCE ASSETS

3.1 Government ownership

Historically, after the Second World War, the Gawaent owned certain defence-
related companies. For instance, the predecessdiheotompany which is today
Thales Nederland BV was nationalised HsV. Hollandsche Signaalapparaten
(Signaat and Government owned until 1958 when Philips, Netherlands-based
electronics company, bought the majority of itsreka

However, today no company in the defence sectoairesrin public ownership.

The Dutch defence-related industry is critical &isis other Member States that are
in a position to use public ownership as an insanirto restrict the free access to
their markets. The preference for public ownersbipdefence companies, which
prevails in some of the Member States has beencantinues to be an issue for
debate in the Netherlands. The defence-relatedstndadvocates for the creation in
Europe of a level playing field where public owrepsis reduced or abandoned and

cannot be used as a means to distort competition.

3.2 Special rights

State measures attaching particular rights to eeshihich exceed the rights conferred
by this specific shareholding under normal compkaw have to complynter alia
with the rules on the free capital movement, Aetic63 et seq. TFEY!

48 Ibid..
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There are certain rights attached to shares ofeshidederland BV, Hengeloo, and
perhaps also to shares of EADS NV, Leiden. Belowexamine whether special
rights exist in relation to these companies. Werictourselves to an examination of
special rights of the Dutch Government in Thalesdétiand BV and EADS NV, since
an analysis of the special right held by the Fre@dvernment in Thales SA and
EADS NV would be beyond the scope of this Dutch @ouReport.

Thales Nederland

The Thales group with operations in 50 countried 68,000 employees is a global
technology leader for the aerospace, space, defesemmirity and transportation

markets. Thales Nederland BV, Hengelo, makes pahigroup.

It is common knowledge in the Netherlands thatRiékch Government holds a small
share in Thales Nederlan®. The rights attached to this share are exercisethdy

Ministry of Finance.

We have not been in the position to find documentavidence regarding the
existence and the nature of the right attachetdashare. Thales Netherland as a BV
is under no obligation to publish Articles of Asgdmn, and moreover, no

consolidated version thereof is available at thepetent Chamber of Commert€.

According to the information provided by the regmstive of the Dutch Ministry of
Economic Affairs in the Commissariat Military Pradion (Directorate General for
Entrepreneurship and Innovation), the Dutch Govemmnhas a tiny participation in
Thales Nederland BV which entitles the Governmemt have a seat in the

(supervisory) board. This right is exercised byNMigistry of Finance.

47 See as to the ECJ case law on “golden sharess0@s98/01Commission v UKECR(2003) I-
4641; C-463/00Commission v Spain ECR(2003) 1-4581; C-483/9%ommission v France
ECR(2002) 1-4781; C-112/0%ommission v GermanfCR(2007) 1-8995; Opinion AG of 2
December 2009 Case C-171/08mmission v Portugd&CR(2010) 0000.

8 Thales is acc. to own information the largest Budefence company, with exports accounting for
75% of turnover, see ahttp://www.thalesgroup.com/sl

149 We have examined recent amendments to the conpantitles of Association with the assistance
of the Chamber of Commerce in Enschede. They didnaiécate the presence of the Government’s
share.
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This participation is “historical” in the sense thiawas instituted during the period
when the company belonged to Philips (1958—-1830)Ve have been reassured that
this Government share is not in any way directesdres a change in the ownership of
the BV and has never been exercised in this way.

In the absence of documentary evidence regardm@xistence and the nature of the
right attached to the share, we cannot excludeofirm that the Dutch Government

has special rights in Thales Nederland BV.

EADS NV

EADS is Europe’s largest aerospace and defencepgibiue European Aeronautic
Defence and Space Company EADS, Leiden, is a puinotited company (NV)

organised under the laws of the Netherlands. EADBSiNthe Dutch holding and
coordination company of the EADS group, having stsares listed in France,
Germany and Spain. Along with its subsidiarie$piitns the EADS group, which has

its headquarters in France and Germany.

As is well known, a Russian bank acquired some regm¢ of the shares of this
holding company in 2006, but after a political debeefrained from increasing its

participation™*

The Articles of Association published by EADS NVatdd 29 May 2009) do not
provide for special rights for the Dutch Governmant for any other government.
They are neutral in this respect.

EADS however publishes on its website certain mi@tiion that requires publication
under Dutch, French or German rules, see in péatidhe “registration document
2008”. This document describaster alia the shareholding structure and the
shareholdings and voting rights, including a subtéraabout “specific rights and

undertakings™>?

130 See Thales Nederland website at <http://www.thm@s.com/r.

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

192 gee EADS Registration document 2008, at http://vemds.net/xml/-
content/OF00000000400004/1/09/42508091.pdf, pp.1Geq.
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The registration document does however not mergionspecial rights of the Dutch

Government - which moreover is apparently not antbegshareholders of EADS.

Accordingly, the Dutch Government possesses naapeghts in EADS NV.

3.3 Regulation of foreign acquisitions of defence atse

The Netherlands have no rules or practices witheesto the State control of certain
strategic assets. Investors from the Netherlamds) EU and EEA countries and from
third countries are treated alike and all are wale@nd free to acquire the control of

strategic defence assets.

Nor is there in the Netherlands a definition of wbauld be “strategic defence assets”

requiring protection from certain security risks.

On the occasion of a takeover of a Dutch defeneepemy, the Dutch authorities
could perhaps consider the risk of terrorism omohey laundering but not where the

purchaser originates.

In case there is a need for review for securitgoea such as terrorism, the Ministry
of Defence and the Ministry for the Economy and Eheéch Foreign Office, along

with the Dutch military information service woul@ In charge.

4 CASE STUDIES

4.1 Thales acquires Signaah 1990

As mentioned, Thales Nederland is the largest def@ompany in the Netherlands

(generating about 400 million euro worth of sa&6 of which export in 2009).

The predecessd.V. Hollandsche Signaalapparaten (“Signgalproducing defence
control systems, was Government owned until 1958nwRhilips, the Netherlands-
based electronics company, bought the majoritytofshares. In 1990 Philips sold
Signaal to Thomson-CSF, the French electronics defince contractor. The
acquisition has not been subject to a control mhoe and has not been opposed.
With the renaming of Thomson-CSF to Thales in 2080 company became Thales
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Nederland BV. Thales Netherland has a key roleavahsystems within the Thales
Group. Important for the Thales Group is also tlatioued good co-operation
between Thales Nederland and the Netherlands Ra.

4.2 Rheinmetall acquires Eurometaah 2002

A second example of an acquisition of a Dutch dederelated industry can be found
in the acquisition of the Dutch company Eurometgakviously the “Artillerie
Inrichtingen”) by the German defence and securitpug Rheinmetall in 2002
becoming Rheinmetall Nederland BV. Again there wagher a control procedure
nor opposition on the part of the Netherlands aitibse. However, Eurometaal was
closed not too long after the takeover whereas rithetall continued to be active in
the Netherlands.

The process leading to the closing down of Euroadetas characteristic for the older
type defence Industries, i.e. a drop in demand #iteend of the Cold War, combined
with an industrial climate that asks for larger andre consolidated markets. The
same was true earlier for the Munitions Factory ‘Haithoorn” that closed in 1998.
Important products were safeguarded in both casesh as the “goalkeeper
ammunition”. Even if the munitions production istremntinued in the Netherlands,
critical know-how is safeguarded through TNO-Defen&heinmetall Nederland
(they are a member of the relevant Dutch assoaidlibV) is active in the Boxer

program, with industrial activity in a number othdions in the Netherlands.

5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of countties$-DI

The Dutch industry proposes the following rankimgh@ countries concerned:
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Table 5.1: Ranking of countries according to pemeéiopenness:

Country

Rank
1= most open
9= most
closed

Explain your ranking

France

“Clearly, French policy seems to favour
French control. On the other hand, France is
realistic, see the realities of EADS and Thales,
both of them with significant control from
outside France.”

Germany

“A little bit like France, be it that the official
policy is much more open. A complicating
factor is the influence of the States inside the
Federal Republic, leading to a practice that is
not as far removed from the French position
as Berlin likes to present.”

Italy

“The Italian position is always a compromise
between various policies. A US investment
was originally at the basis of Selenia, othe
companies have long-time Italian roots. |In
practice, one can always find a way out, with
patience and flexibility.”

The Netherlands

“There is no legislation requiring Dutgh
control. There is still no restricting policy |n
this respect.”

Poland

“The situation in Poland is unknown to’'me

Spain

“Spain has legislation in this respect. |In
practice Spanish companies are to some extent
open to joint ventures (see Spanish
participation in EADS). The Spanish naval
sector on the other hand seems particularly
closed.”

Sweden

“Even is Sweden has legislation in this respect,
they are realistic enough to seek co-operatjon.
Also, the growing influence of companies like
BAE Systems and of U.S. companies gives a
pretty open picture.”

United Kingdom

“Even if the UK claims an open policy and an
open mind in these matters, practice lopks
more like the French approach than say|the
Dutch approach. One explanation is the UK
history plus the fact that the UK considersjits
Defence industry as a Strategic asset (like
France) and unlike the Netherlands.”
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Rank
1= most open
9= most
closed

Country Explain your ranking

“Clearly, although foreign ownership of
Defence companies is not forbidden (once
Magnafox was a Philips subsidiary, today

United States 8 BAE Systemis large and active in the US, the
management in those cases have to be largely
American, with little control from thg
(European) owner.”

U

5.2 On the need for EU level action

The competent Dutch authorities are reserved wespect to European initiatives that
could have, or could be conceived as having, tfecebdf furthering the creation of a
“fortress Europe” in trade with defence investmemtsiustry representatives stress
that the defence equipment business has been fglettaand that subjecting it to
restrictions at the national level was inadequétethe Dutch view, the European
defence industry should in the future rather be enaxbre attractive to investments

inter alia from third countries.

However, they would welcome greater transparendhenlegal treatment of defence
investments as well as more consultations amondv/iimber States in cases which
may have an impact upon the defence industry orsdwurity interests of the
Netherlands. A legal framework for defence investtaeshould be “EU wide or
broader”. It was also said that as a first stemsatiations and greater transparency
should be instituted, whereas at a second stagedibygtion of common binding rules

with relation to third countries was in the EU matst.
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1 INTRODUCTION

The following report examines how the Polish Goweent controls FDI in defence

companies.

An overwhelming majority of defence companies iriaRd are state-owned. Most of
them are grouped around either the Aviation-Radmebnic Group (with the state-
owned Agency for Industrial Development as the gréeader) or the Munition-
Rocket-Armour Group “Bumar”. Companies that belottg the first group are
envisaged for privatisation. The second group igifn to remain under state-control
as a national holding. Although either groups dre main national defence assets
they do not have a status sifategicassets which Polish law reserves for companies
of the energy sector. State ownership of the defesampanies — the “industrial
defence potential” companies, or IDP companies -haace the only, ultimate
mechanism of State control. Consequently, Polanes dwt have a legal regime
dedicated to the FDI control of defence asset$ simate-owned or private ones.

The problem of FDI in defence companies is henceitdd practically to the
privatisation process of those companies that aleced by the state. The
privatisation strategy of the IDP companies andr st is provided by thé Strategy
of consolidation and support of the developmerthefPolish defense industry in the
years 2007-2012" adopted by the Council of Minsstaer August 2007. Thus far,
however, only four companies from the list weredgol foreign investors. All of them
represented the aviation industry. The legal b&sisthe privatisation of the IDP
companies — as well as other enterprises - is geavin the bill “On privatization and
commercialization of State enterprises” and relevailis. It means that Polish
regulations basically view the privatisation praces$ the defence companies in the
same way as of other capital companies; i.e. itiireg investors to comply with

general law provisions.

Polish law and the practice of the privatization tbé IDP companies does not
differentiate between EU and non-EU companies. Heweas Poland’s security and
defence is bound with the EU and NATO one may $&t fis a matter of fact
investors from NATO/EU are more welcome than fréwinct countries.
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The lack of a legal regime dedicated to FDI in dete companies does not mean,
however, that the State does not secure its sgcimtiérests in the privatisation

process.

First, on the basis of general competences of theisMr of Defence — i.e.
responsibility for the maintenance of the natiothelence system and the preparation
of the Programme on Industrial Mobilization — hesbe may negotiate special clauses
attached to a privatization agreement with regardhe security-of-supply (SOS).
SOS clauses are embedded in the privatization acintand not in the privatized
company’s Article of Association. Privatization ¢ratts are embraced with ‘trade
secret’ clauses — they may be unveiled only withsemt of the State Treasury

Minister and the given investor.

Second, among special permissions required befier@urchase of an IDP company
(but not regular joint stock companies) are periomss with regard to the trade of
sensitive goods, and access to classified infoomaBoth types of certificates enable
the State not only to prevent a takeover by anstore but also to influence a
company’s business after the privatization.

Today, the lack of a systematic approach and ratelawv regime is, however,
considered as possibly insufficient to protectestainterests in the defence industry
in the future. There seems to be a growing coroncamong some governmental
experts that the present legal regime needs tarbagshened and developed in a
systematic way once State owned companies - ligendtional defence holding the
Bumar Group — are e.g. partially privatized antetison an stock-exchand&.These
are just initial ideas which do not necessarilylewf a broader consensus.
Consequently, it will take long time before theycbme part of a declared State
policy. Clearly, the fact that the State effectyvebntrols the overwhelming majority
of the defence companies and seeks to privatizey mthem is not conducive to
such a reflection. For that reason it is also siagiee whether Poland would welcome
a EU level action pertaining to FDI control. TheKkaof a fully-ledged national

approach implies the lack of thereof pertaininghie EU level.

152 Confidential interview in Ministry of National Defice, Warsaw, conducted on™HAebruary 2010.
An expert from the Ministry of State Treasury sugigd, however, that this may also be done on
the basis of general law provisions regulating deations on the stock exchange, confidential
interview in Ministry of State Treasury, Warsawndacted on 2¥ January 2010.
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2 CONTEXT

2.1 The Polish defence industry

As in every other post-communist country the dedeinclustry in Poland has not yet
overcome its past® It remains too big for the needs of Poland’s arritedes, and -
by and large - technologically backward to competéhe global market. It also is
over-employed and has dispersed, ineffective aefficrent structures which only
aggravate its malfunctioning. In addition to thahce the beginning of the 1990s the
defence industry has been a victim of an incohanghistrial policy and the shrinking
defence procurement what all together contribubeithé decline of defence industrial

base, and especially with regard to R&D.

This dire State of affairs began slightly improvetee beginning of 2000 as a direct
result of two overlapping factors. First, the in@inent of the Polish armed forces in
foreign combat missions (Iraq and Afghanistan)ihaseased the scale of the national
procurement which today makes PLN 5 billion (€ D.28llion). In this sense the
growing military engagement of NATO and EU has Ilmeoa vehicle for
transformation for both the State owned and theapei defence companies. Sales of
Polish armaments have grown from PLN 400-900 mmll{é 100-250 million) a few
years ago to more than PLN 2.5 billion in 2006 @5 énillion). Exports of arms,
which in the early 2000s were worth no more thévadozen million zlotys, reached
PLN 1.4 billion (€ 350 million) in 2005-2006>

The second factor results from successful econoefcems in Poland which allowed
for an increase of the defence spending in reallbmusn In 2002 Polish parliament
adopted a bill on defence spending which commigyeGovernment to spend 1,95%
of GDP on national defence.

A fresh impulse for the continued restructuring eaom 1 July 2006, when Poland
joined the European Defence Agency’s IntergovernaieRegime to Encourage

Competition in the European Defence Equipment MatkeAugust 2007 & Strategy

%4 Behr T., Siwiecki A. (2004), ‘Poland’, In: SchmiB. (eds),EU enlargement and armaments.
Defence industries and markets of the Visegrad r@snOccasional Paper, no 54.

135 ‘Industry Without a Strategy’ (2007), Altair Agendittp:/www.altair.com.pl/start-296
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of consolidation and support of the developmerthefPolish defense industry in the
years 2007-2012" (Strategy 2007-20M2%s adopted®® The Strategy contains a
detailed roadmap of the State policy towaisustrial defence potential companies
(IDP companies) owned by the State Treasury. ludes financial mechanisms, scale
of R&D — PLZ 2,5 billion(€ 625 million) over 3-5csrcutive years — patterns of the
consolidation, privatization and restructuring df$tate owned IDP companies. On
the one hand, it aims at creation of a nationatlingl around Bumar Group, and on
the other it enumerates companies which might btegprivate investors. Since the
incomes from the privatisation process are to ldmn the consolidation and the
modernization of the defence industry, the ultimateccess of the strategy is
dependent on the successful privatisation of thectsl IDP companies. Thus far,
however, FDI in defence sector has been modestliamed to the best companies

with a good industrial base, which constitute thearity of the IDP companies.

Polish regulations define defence assetsdsstrial defence potentiat IDP - which

encompasses “material and non-material assetsngxist Poland’s industrial base,
securing defence needs of the state, includingseédPoland’s armed forces, with
regard to armaments and military equipment.” Indailstiefence potential companies
include (a) limited liability companies or jointestk companies running business in
the field of state’s security and defence need$, State controlled companies
established by Minister of National Defence and pames established in result of
the commercialization of those companies; (c) nefeaand development units
running business in the field of state’s securitgl defence needs® The notion of the

“state’s security and defence needs” remains vagubere is no definition of thereof.
They reflect broader security and defence guidslieenbedded in the National

Security Strategy and defence planning directives.

156 Council of Ministers (2007), Strategy of consalion and support of the development of the Polish
defense industry in the years 2007-2012

157 Bialos, Jeffrey P. (2009), Fortresses and Icebefge Evolution of the Transatlantic Defense
Market and the Implications for U.S. National SétyuPolicy, Volume 11 Washington, D.C.:
Center for transatlantic Relations, pp. 481-483.

138 Ustawa z dnia 7 paziernika 1999 r. o wspieraniu restrukturyzacji gmg/stowego potencjatu
obronnego i modernizacji technicznej Sit ZbrojnyRbeczypospolitej Polskiej, Dz. U. z 1999 r. Nr
83, poz. 932; z 2000 r. Nr 119, poz. 1250.
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The present structure of the defence industry ilmmbcovers most defence sectors
for the land, air and naval forces. The governnaeldpted “Strategy of consolidation
and support of the development of the Polish defandustry in the years 2007-
2012” divided the state-controlled companies of ittdustrial defence potential into

four groupings:

The Radioelectronic-Aviation capital group (holdingeated around Agency of
Industrial Development (ARP) - 100% controlled hg State Treasury?

e The Munition-Rocket-Armour capital group (holdingfround Bumar Ltd. -
controlled by Minister of State Treasury (majoiityshares) and ARP.

» defence companies remaining under the supervisioMiaister of National
Defence. There are joint-stock companies estaldisie result of the

commercialization of the state-controlled overhad-production enterprises.
» research and development units.

The biggest defence company in Poland is the stateed national holding, the
Munition-Rocket-Armour Group BUMAR Ltd. The size difie turnover and the

employment of the largest state-controlled defdimoes are confidential data.

Since none of the private defence companies degllia a stock-exchange Polish law
does not commit them to unveil their turnover amlceo business data. The biggest
private companies are in the aviation sector. Theedormer State companies sold to

the leading world manufacturers: EADS, Agusta-Waestland Sikorsky.

Polish root-grass defence companies are SME spadalin IT and system

integration, e.g. WB Electronics, or special pugwshicles, e.g. AMZ Kutno Ltd.

2.2 The scale of defence procurement

The defence budget of the Polish Government hasigerably risen since 2005.
While back then it presented € 4.6 billion it iresed to almost € 6 billion in 2008. As
a percentage of GDP, however, the Polish defendgdius well in line with that of
the other EU countries; this figure fell from 101.7% .

139 http://www.arp.com.pl/ida/about_the_agency.aspx
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Figure 2.1: Development of the Polish defence bud@005-2008 in million ¥°
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The defence equipment budget has also increasedtm/gast five years, albeit not
as significantly as the overall defence budge20A5 the MoND spent € 633 million
on new equipment. This figure had increased by niwaa € 200 million to reach €
844 million in 2008.

Figure 2.2: The Polish defence equipment budg€05:2008 in billion £5*
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180 EpA (2010) 'European Defence Agency. Defence facts available at
<http://www.eda.europa.eu/facts.aspx>.

161 |pid..
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2.3 National defence industrial and market policies

The government-adopted “Strategy of consolidatiod support of the development
of the Polish defence industry in the years 200¥22@nvisages the following lines

of action within the scope of structural transfotima of defence industry entities:

1. Commercialisation of the State enterprises for White founding body is the
Minister of Defence, as well as of selected redeaand development units

supervised by the Minister of Economy;
2. Reorganisation of selected research and developmnést
3. Finding strategic investors for selected defendastry entities;

4. Gradual contribution to BUMAR Ltd of shares in sgésl companies established
as a result of commercialisation of State enteegrias well as inclusion of other

entities which already function as commercial cooepanies;

5. Introduction of the internal organisational struetuof BUMAR Group and
transformation of the BUMAR Group Ltd. into a jostbck company,

6. Privatisation of selected entities in the years722012.

Whereaghe exclusive role of ARP is to consolidate andruestire companies for the
privatisation process, the main role of the Bumaoup is to develop the national
consolidated defence industrial base in order torgedemands of the Polish Armed
Forces, and to establish a leading position foru@r@ompanies in the global
marketplace. The Bumar Group consists of 21 tradamgd manufacturing
companie¥®? from the Polish defence industry, specializingniinitions, radars,
rockets and armour. The Group was formed in 20@3. ¢#bjects of the Bumar Group
include equipment of the Polish Armed Forces wjgkcsal equipment and services;
adaptation Group’s manufacturing capacity to thedseof the Polish Armed Forces,
the stimulation of the technological progress ahd tlevelopment of the R&D
capacity'®® In the coming years the Bumar Group is supposedbsorb the overhaul-

and-production enterprises remaining under the rsigien of Minister of National

162 A list is available ahttp://www.bumar.com/about _us/Bumar_ Group companies

163 http://www.bumar.com/about_us/Bumar Group_backgdoun
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Defence. Although the Bumar Group is not envisafggdthe privatization (partial
privatization is optional), some of the group’s ganies may be privatized in the

future.

3 NATIONAL PRACTICES WITH RESPECT TO STATE
CONTROL OF STRATEGIC DEFENCE ASSETS

Poland — like other Central-East European countrieas never worked out a national
legislation dedicated exclusively to control ofdmn direct investment into defence

industry®*

During the period of communism and state-controlednomy (1945-1989) the State
was the only owner of the entire industrial basehaf country, and the notion of
private ownership of industry was never considexg@n option. After 1989 in turn,
the pace of the privatization process of the statedustrial assets had been much
quicker than the adjustment of national law in thalm of the state’s supervision of
defence companies. A question of the national l@yis on the special rights with
regard to the defence industry had never beenustyiaddressed and remained a low

priority issue.

3.1 Government ownership

Polish practices with respect to the State comiftthe defence assets are based on the
state-ownership. Companies are hence divided batiwerse that will remain under

State ownership, and those that are envisagetiéqorivatization process.

» Directions of activities in the scope of structut@nsformations of the entities
belonging to the Industrial Defense Potential artieed in the before mentioned
"Strategy of consolidation and support of the depeient of the Polish defense
industry in the years 2007-2012"

184 EDA (2009), Study: Level Playing Field for Europe@efence Industries: the Role of Ownership
and Public Aid Practices, p. 22.
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« All State controlled firms are limited liability c@panies or joint-stock companies
which are 100% held by the State Treasury. Not evéaction of their shares is
in the public turnover (e.g. listed on a stock-exudie) which secures full control
of their business. State-owned IDP companies apersised, however, by the
different state’s subjects which execute theirtsghom possessed shares: a state-
controlled Agency for Industrial Development, atesteontrolled Bumar Group
Ltd. (holding), Minister of National Defence (MoNDgnd Minister of State
Treasury. The division of supervision results frbra “Strategy 2007-2012".

« MoND’s supervision rights result from a bill “On ipatization and
commercialisation” which authorizes the CouncilMihisters to create a register
(a directive) of State enterprises and single-mematae-owned company (where
the only share holder is Minister of State Treagwigh a significant importance
for the economy of the state. On that basis thezeld companies (R&D, and
overhaul-and-production) supervised by Minister &tional Defence. Any
change of the legal status of those companies (ectusion into other state-

controlled subject, or privatisation) requires heeMoOND’s consent.

State ownership of the IDP companies and the comemt to the privatization
process of chosen companies determine the natwleseale of special rights

mechanisms pertaining to the defence companies.

3.2 Special rights

The defence industry is not subject to specialtrgiovisions allowing control over
companies in which State Treasury is a share-holder

In June 2005 a bill on “The special rights of Stateasury and their execution in
capital companies of great importance for publideorand public security” were
adopted'®> On the basis of that bill the Council of Ministgnsblishes a register of the
so-called “strategic companies”. According to &€ti8, par. 1 of the bill companies

need to meet certain criteria to become subjecspaicial provisions. Among the

185 Ustawa z dnia 3 czerwca 2005 r. o szczegblnychawmpieniach Skarbu Ratwa oraz ich
wykonywaniu w spétkach kapitalowych o istotnym zmamgiu dla porzdku publicznego lub
bezpieczastwa publicznegd(Dz. U. z dnia 19 lipca 2005 r).
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existing criteria none relate to companies of “isithal defence potential”, hence
there are no such companies on the list of “strategmpanies”. The bill on special
right provisions of State Treasury is concernednigawith companies of energy

sector — extraction, transmission and transportatio

Against this background, one cannot speak of spaglas provisions with regard to
defence companies in Poland but rather special amesims of securing state’s
interests in the privatisation process. Those n@sh@s are rooted exclusively in the
national practice (a political strategy) of the vptization process and the

consolidation of the IDP companies, and not inrthgonal legislation.

The policy is implemented through special mitigatdauses added to privatization
contracts that — unlike Articles of Associationsannot be altered by the company’s
shareholders; i.e. they would violate the privdt@a agreement. The investor is
hence confronted with a necessity to take into aettong-term obligations vis-a-vis

state’s defence and security needs while purchasingompany. Privatization

contracts are embraced with a “trade secret” clalsasequently, the exact content
and nature of the mitigation clauses cannot beudssd here as it would require
consent of both the Minister of State Treasury @edinvestor to unveil the contract

or the clause.

However, with a great deal of accuracy one may thay the clauses are mainly
concerned with the issue of security-of-supply (&%l include:

* The ban on transfer of production to a third cogntr

» Security-of-supply of spare parts for the equipmehich production lines will be

closed after the privatisation.
« The ban on sale of technical documentation;

* The readiness to assume tasks resulting from tihenahProgramme on Industrial

Mobilization 1°°

Such a practice does not result from any speahitsiembedded in bills regulating

the privatization process or bills on state’s pphgith regard to IDP. It could be

186 A programme adopted and reviewed every year &y¥uncil of Ministers.
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argued, however, that the practice is a derivaiiarovisions in the realm of national

defence and support of national defence assetsgltimé privatisation process.

There are two bills which open “a legal window” famitigation clauses during
privatization process. First, the bill “On the padtMinister of National Defence”
which article 2, point 4 reads that the Ministexéeutes, within the competences
entrusted upon him by the Council of Ministers, @rerall supervision over the
implementation of the defence tasks by the Statmirastration, State institutions,
local government, entrepreneurs (i.e. investors mpleasis added), and other
subjects™® It is hence the Minister of National Defence whnirgles’ with the
privatization process to secure some level of cbrdver sold defence asset. He or
she may insist on adding special clauses to thexjoration agreement concerning
SOS.

Second “window” is provided by the bill from Octabg& 1999 on the ,support of the
restructuring of the industrial defence potentiatl dechnical modernization of the
Armed Forces of RP'® Article 2 section 2 point 1 of that bill obligdset Council of
Ministers to adopt a directive with a register abmpanies, state-owned enterprises
and research and development units, running busimeshe field of defence and
security needs of the state, as well as compahagurn over with foreign countries
goods, technologies and services of strategic infoaicsecurity of the State and for
maintenance of international peace and secufifyThe register covers only those
companies in the defence sector which are subjettteoaforementioned bill on the
.support of the restructuring of the industrial elete potential and technical
modernization of the Armed Forces of RP”, i.e. Whiare state-owned or were
privatized. Those private defence companies thainlexer been owned by the State —

and hence they were established by private persans not listed in the register.

167 Ustawa z dnia 14 grudnia 1995 r. o atzie Ministra Obrony Narodowej Dz.U. z 1996 r. NI, 1
poz. 6, Nr 102, poz. 474; z 1997 r. Nr 121, pof), Nr 141, poz. 944, Nr 160, poz. 1083; z 1999 r.
Nr 11, poz. 95; z 2001 r. Nr 123, poz. 1353, Nr,Jfzelz. 1800, z 2002 r. Nr 156, poz. 1301, z 2003
r. Nr 210, poz. 2036, z 2006 r. Nr 104, poz. 7120@7 r. Nr 107, poz. 732.

188 Ustawa z dnia 7 paziernika 1999 r. o wspieraniu restrukturyzacji gamystowego potencjatu
obronnego i modernizacji technicznej Sit ZbrojnyRheczypospolitej Polskiej, Dziennik Ustaw z
1999 r. Nr 83, poz. 932; z 2000 r. Nr 119, poz.AL25

199 bid.
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From the legal point of view the register only pga®s names of companies: in April,
15 2003 a directive was adopted that registeredd@Bpanies’ names — including
those purchased by foreign investors — that meeafbrementioned criterid® Seen

politically, the list has a double purpose: it fii@lows the State to exercise the
political supervision over companies in the fiefdte security interest since they are
subject of the October 7, 1999 bill. Second, itiessved by companies of IDP as a sort
of ‘state certificate’ which helps them (especiathe state-owned ones) to gain
cooperation with foreign partners interested invimg goods and services for the

armed forces and conduct business on the globdemnar

3.3 National regulation of foreign acquisitions of dehce assets

The privatisation strategy of IDP companies sahaStrategy 2007-2018tates that
“investors’ participation, especially the foreigmes, in the initial capital of
companies of IDP ought to be differentiated andtiogent upon state’s defence and
security needs — taking into account long-term sesfdthe Armed Forces in peace
and war-time — as well as impact of these compdiiethe proper functioning of a

new capital structure of the sectdf™.

Terms like “state’s defence and security needs"lamg term needs of the Armed
Forces” are not specify in the Strategy or any ofhélic document. The “needs”
result hence from the security perception and @rentranslated into programmes of
transformation of armed forces, procurement plamd development of industrial
defence potential. In practice the notions of “def=and security needs” shall not be
seen within the context of FDI control, but as &guace to privatization strategy. In
other words, in those areas where Poland has aarathge advantage and/or can

offer well developed, high-quality defence systamwill seek only cooperation or

170 “Rozporadzenie Rady Ministrow z dnia 15 kwietnia 2003 r. sprawie wykazu spotek,
przedsibiorstw pastwowych i jednostek badawczo-rozwojowych, proveagizh dziatalné¢ na
potrzeby bezpiechstwa i obronnéci paistwa, a take spofek realizagych obrét z zagranic
towarami, technologiami i ustugami o znaczeniutsgiizznym dla bezpiecastwa pastwa oraz
dla utrzymania midzynarodowego pokoju i bezpieéstwa. Dziennik Ustaw z 17 maja 2003 Nr 86
poz. 790.

171 ~Strategy 2007-2012’, op. cit., Title IV, par.1.
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partial privatization. In other areas, where theustry does not have such an

advantage a full privatisation will be the ultimgizal.

The limited scale of FDI in defence sector, andfétoe that it concerned only aviation
companies — which Poland preferred to sell to tprenvestors — and the lack of
national regulation on FDI dedicated to defence games narrows the actual number
of case studies on national practices with regar8I to one, as all four aviation

companies were privatized according to the santernpat

Companies are sold to investors on the basis obithéOn the commercialization
and the privatization” from August, 30 1996 that deals with all state-owned
companies. Privatization procedure is turn regdlde the bill “On the public offer
and the requirements for the introduction of finahmstruments into the organized
system of turnover and public companiédand other relevant bills.

Acting on behalf of the State Treasury a relevaatitutions (ARP, Ministry of State
Treasury) initiates the procedure of selling ofaiE@s of a company. The procedure

has 4 stages:
1. preparation of negotiation process;
2. acceptance of offers and negotiations;

3. choice of purchaser (preliminary sale agreememntvestor provides necessary

permissions);
4. final settlements.

With regard to FDI, it is the'8stage that provides additional mechanisms forrobnt
Investors interested in the purchase of an IDRugrother) company need to obtain a
number of permissions; e.g. permission for purclaseal estate (from Ministry of
Internal Affairs and Administration), and a consehthe Office of Competition and

Consumer Protection (antitrust watchdog). This edoce allows for a detailed

172 yYstawa o komercjalizacji i prywatyzacji przegsiorstw, Dz. U. 1996 nr 118, poz. 561 (with
subsequent changes).

173 Ustawa z dnia 29 lipca 2005 r. o ofercie publiznearunkach wprowadzania instrumentow
finansowych do zorganizowanego systemu obrotu orsgétkach publicznych, Dz.U. 2005 nr 184
poz. 1539.
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screening of an investor and may be viewed as &aionechanism preventing to sell

or accept a takeover of a compaf).

By the same token, an investor purchasing a defeoogpany needs certificates
allowing the company to trade sensitive goods (iltle“On foreign turnover with
goods, technologies, services of strategic impogdor security of the state, and for
maintenance of international peace and securityinf29 November 2008¥, and
allowing access to classified information (the BiDn protection of classified
information”, from 22 January 1999).

Either certificate is necessary for every defenommany to conduct its business.
They are hence powerful instruments preventingramelcome investor to take over a
company. Conversely, they may be used by the &ta¢aforce from an investor to
fulfil the obligations of the privatisation conttac

Poland’s regulations and practice concerned withapration of IDP companies do
not differentiate between EU and non-EU countrigésice many of Poland’s IDP
companies are considered for privatisation, anypEbDFrty is seen to narrow the
number of potential investors and to impinge onlbegaining position of the State

Treasury.

There is, however, a tacit agreement that as a membNATO and EU Poland
naturally prefers to develop bonds with defenceugtiy of other NATO and EU
members. It first, corresponds with national sdguiinterests, and second it
potentially offers the IDP companies access totthesatlantic defence market. The
only obvious limitation with regard to FDI resuftem a list of countries embraced

with international sanctions and embargos.

1" The Act on Special Powers of the Treasury and teércise in Companies of Special Importance
for Public Order or Public Security from June 3,020which was subject to EC infringement
procedure was replaced on March 18, 2010 (in finme April 1, 2010) by The Act on Special
Powers of the Treasury and their Exercise in Congsaof Electricity, Oil and Gas sectors. The
new bill has a narrower scope of application, andecs the energy related sectors and those
companies which own the infrastructures consideasd critical by the competent national
authorities. It explicitly excluded defence commenio be covered by state’s special powers. Any
future steps aimed at expansion of the act wolddefore require the full parliamentary procedure
for amending the bill.

75 Ustawa z dnia 29 listopada 2000 r. o obrocie zamig, towarami, technologiami i ustugami o
Zznaczeniu strategicznym dla bezpietstera pastwa, a take dla utrzymania mdzynarodowego
pokoju i bezpiecagstwa, Dz.U. z 2004 r. Nr 229, poz. 2315.

176 Ustawa o ochronie informacji niejawnych, 22 styjazt999, Dz.U.2005.196.1631.
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4 CASE STUDIES

Since the overwhelming majority of the IDP companie state-owned, FDI in
Poland’s defence sector was concerned exclusivilythe privatisation of the State
enterprises. The process has begun in 2001 whefrsheompany (PZL Warszawa
Okgcie, an aviation company) was purchased by EADSduition to that none of
Polish IDP companies — both state-controlled arndape — are listed at a stock-
exchange. It means that Poland has thus far nexadfa problem of a private
defence company being subject for a takeover @dherr unfriendly) by a new

investor yet.

The four privatized aviation companies were soldARP — acting on behalf of the

State Treasury — to foreign investors.

4.1 Acquisitions by a company from another EU country

Agusta Westland acquires majority share of PZL Swikiin 2009

In June 2008 ARP published a press announcemeitingiwnvestors to purchase
87.62% of the equity of PZL Swidnik, an aviationngmany specialized with
helicopter production. PZL Swidnik had had a fevargerecord of co-operation with
Agusta Westland producing helicopters’ fuselagdsiciv stood for one third overall
production worth PLN 150 million (company’s overaltome in 2008 was PLN 420
million, but consolidated revenue was only PLN #blion). Total workforce was

4,000 staff.

Two investors entered the bid: Italian Agusta Waestl (Finnmechanica holding) —
revenue more than 15 billion Euro, total workfomeer 73,000 staff’ - and Czech
Penta Investment — a private equity fund — revel@ebillion of Euro, controlling 30
companies with total workforce 25,000 staff.

After a year of negotiations ARP choose Agusta Vaedtas it offered PLN 4per
sharewhich made almost 340,000 million PLZ for 87,6 0%shares. In August 2009
ARP signed with Agusta Westland a preliminary cactrand in January 2010 the

17 Sourcewww.agustawestalnd.com
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final agreemnt was signed. Since almost 7% of shAgrista Westland bought from
other subjects (e.g. city of Swidnik) it today pesses in effect almost 94% of shares.
The rest was offered to PZL Swidnik staff as padarial packet. In the privatization
agreement the investor accepted a SOS clause.

4.2 Acquisitions by a company from a non-EU country

United Technologies acquires majority of PZL Rzeazd

On 16 March, 2007 the US United Technologies H@dis.A. (UTH), a United
Technologies Corporation (UTC) company (58,700dsillrevenue in 2008, 223,100
employees)® - parent company of Sikorsky Aircraft Corporatiobought from ARP
100% of the shares in PZL Mielec Ltd. for PLN 25dlion. PZL Mielec was an
aviation company specializing with production ofptanes. UTC was the only
investor interested in PZL Mielec. It needs to beex, however, that in September
2006 the Mielec site had been selected as a stgiagner and assembly centre for
the International Black Hawk programme.

In 2001 UTC bought also from ARP 85% shares in HZleszOw — a company

producing engines for airplanes.

4.3 Rejected attempted acquisition

There was only one reported attempted acquisitipnabEU company that was

rejected, although formal negotiations did not tpleze.

Finnish Patria was interested in purchasing WZMamowice Siskie'’® (overhaul-
and-production company). In 2002 Patria won a teride 690 armoured modular
vehicles for the Polish Land Forces. As part ob#eet agreement it was obliged to
move production line to WZM where AMV were to besasibled. Patria sought to
buy WZM but the Government was not interested ia transaction and WZM

remained state-owned company, supervised by MynigtNational Defence.

178 Sourcemww.UTC.com

179 Cf. www.wzms.pl
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The reasons seem to have been purely economic \bf#d: was in a good economic
shape, with a full portfolio of Government ordesisd access to Patria’s technologies.

There was, hence, no need to seek privatizatidheofompany.

5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

The historical legacy of the defence industry, fdet that the overwhelming majority
of defence companies are state-owned, and theetimumber of direct foreign

investments determined the lack of a fully fledgegstemic FDI control regime of

defence assets in Poland. It also needs to be tak@@account that despite relatively
huge defence industry and the numerous armed fgt0€s000 troops) Poland is also
not a Lol/FA country.

Against this background, when asked about a pasdtt) level action with this

regard, interviewees did not have any clear opmiddn one hand, they would not
rule out that such an action might be in Polandtsrest in the future, on the other,
however, their attitude was dependent of the ezawtent of possible EU regulations
which is an open question. Clearly, it seems tr@anfthe Polish point of view a EU

action with regard to FDI control is not a priority

For all those reasons it seems therefore specealatinether Poland would welcome a
EU level action pertaining to FDI control, or whiatmay expect from such an action.
The lack of a fully fledged national approach imeplihe lack of thereof pertaining to
the EU level.

For the similar reason, there is no detailed par@emf other EU members’ policies
and regulations with regard to FDI. Existence athsopinions would suggest that
Poland considers the problem as important these aag has developed an expertise
on other countries’ regulations in order to e.gukate them. As stated in the study,

this is not the case however.
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6 ANNEX

Ownership structure of the state-controlled IDP cpamnies

»#Aviation-Radioelectronic Group”
Agency for Industrial Development

(leading company)

Controlled companies

Company name Defence sector
1. Stocznia Marynarki Wojennej S.A Shipyard
2. SR ,NAUTA” S.A. Shipyard
3. SSR,Gryfia” S.A. Shipyard
4. MSR S.A. Shipyard
5. Kombinat ,PZL — Hydral” S.A. Aviation: power hydraulics, fuel supply control
6. ZR ,RADMOR” S.A. systems

Communication systems
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Munitions-Rocket-Armour Group ,BUMAR” Ltd.

Controlled companies

(holding’s leader)

Company name

Defence sector

© ©® N o 0k~ 0w N PRE

N e o o e
N~ o 01 W N B O

WSK ,PZL-WARSZAWA 1I” S.A.
PCO S.A.

CNPEP ,RADWAR” S.A.

ZM ,TARNOW” S.A.

PSO ,MASKPOL" S.A.

ZM ,DEZAMET” S.A.

ZCh ,NITRO-CHEM” S.A.

ZM ,BUMAR-LAB EDY” S.A.
Fabryka Broni ,LUCZNIK”

. ZPS Sp. z 0.0. w Pionkach

. ZM Krasnik Sp. z 0.0.

. ZPS ,GAMRAT” Sp. z o.0.

. FPS Sp. z 0.0. w Bolechowie
. URSUS Sp. z o.0.

. BZE ,BELMA” S.A.

.PIT SA

. PPE ,DOLAM” S.A.

Aviation

Optronics

Radars

Guns and cannons
Personal protection equipment
ammunition

Explosives

Tanks

Guns

ammunition, explosives
Missiles

Chemistry
Ammunition, warheads
Tractors
Electro-mechanics
Telecommunication

electronics
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Defence sector companies under the supervisionimidr of State Treasury

Controlled companies

Company name

Defence sector

I. Single-member companies (100% shares
MST):

1. FLT ,KRASNIK” S.A,

2. ZTS ,GAMRAT” S.A.

3. ,STOMIL-POZNAN" S.A.
4. NITROERG S.A.

I. Other companies from the IDP register:
5. Huta Stalowa Wola S.A.

6. WSK,PZL-KALISZ" S.A.

7. GZE ,UNIMOR” S.A.

8. ,UNIMOR-RADIOCOM” Sp. z 0.0.

Rolling bearings
Chemistry, plastic
Tires

Explosives

Mortars and artillery, optronics
Aviation
Armour

Communication systems
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Companies under supervision of Minister of NationaDefence

(commercialized overhaul-and-production comparaes R&D units)

Company name

Defence sector

10.

11.

12.

Wojskowe Zaktady Mechaniczne S.A.

Wojskowe Centralne Biuro
Konstrukcyjno-Technologiczne S.A.

Wojskowe Zaktady Elektroniczne S.A.
Wojskowe Zaktady laynieryjne S.A.
Wojskowe Zaktady hczndici Nr 1 S.A.
Wojskowe Zaktady hczndici Nr 2 S.A.

Wojskowe Zaktady Motoryzacyjne Nr 5
S.A.

Wojskowe Zaktady Uzbrojenia Nr 2 S.A.

Wojskowe Zaktady Lotnicze Nr 1 S.A.
Wojskowe Zaktady Lotnicze Nr 2 S.A.
Wojskowe Zaktady Lotnicze Nr 4 S.A.
Stocznia Marynarki Wojennej S.A.
(0,4%)

8.

9

. Mechanics

. Construction, technology
. Electronics

. Engineering

. Communication

. Communication

. Automotive

Armour

. Aviation

10. Aviation

1

1. Aviation

12. Shipyard
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1 INTRODUCTION

The following report analyzes the State contragdtofitegic defence assets in Spain.

Spain has a considerable defence industrial basspitd the fact that it cannot be
compared in terms of size and technological sophtsdn with the armaments
industry of other major European countries, suchthasUK, Germany or France.
Although it does not possess the full spectrum oitary capabilities production, it

still has important competencies and an importaifitany industry. Moreover, since

the nineties, the country has put in place an acindustrial policy in order to

maintain and develop its national defence and talolgical industrial base.

In support of this effort Spain has implementedcetacd regulations that control the
foreign investments in strategic assets, includimgse of defence. The control is
aimed more on safeguarding means to preserve aweloge defence industrial
capabilities and to retain them on Spanish soihematthan a control of foreign
investments in order to safeguard security of suppldustrial policy considerations
seem to be the top priority of the Spanish goventmmore than considerations on

the nationality of owners of defence enterprises.

While special rights are not used anymore for psegoof control, the Spanish
Government still exerts controls over some of #fedce enterprises by the means of
State ownership, many of them due to their poornecoc performance. The
Government attempts to restructure those entegyriBavantia being the most
obvious example, in order to insert them in a cartipe way within a trans-national
merger. Knowing that the country doesn’'t disposeaofarge amount of defence
industrial competencies, the Spanish Governmeninsekeen to maximise the
benefits from consolidation, in terms of industralpabilities and size of workforce
implied in the loss of control of its national Deée Industrial and Technology Base
(DITB). By consequence, foreign takeovers of natlodefence industries follow
political negotiations between the Spanish Goventraad the foreign investor, often

involving the latter’s government.
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2 CONTEXT

2.1 Main characteristics of the Spanish defence usdry

The Spanish defence industry is composed of 547aares listed at the registry of
War Material Producers of the Directorate Genefahionaments and Equipments
(DGAM) of the Spanish Ministry of Defence (MoD). @$e enterprises employ more
than 25.000 staffs working on arms production. €emated “defence” turnover of
the companies was € 4.6 billion in 2087 90% of Spanish defence companies are
small and medium sized enterprises, accountinggkierwy only for 16% of the global
turnover of the Spanish defence sector is realimgdsmall and medium sized

enterprises®
The following seven defence companies present tiia part of the Spanish DITB.

* Navantia is active in the naval sector and 100%emirby SEPI, a public company
owned by the Minister of Finance for managing pulassets. Navantia had a
turnover of € 1.472 million for 2008 (defence tuvaois not know) with a staff of
5,569:%

e Santa Barbara Sistemas is active in the land armi@na@d a subsidiary of the US
American company General Dynamics. The turnoveiSahta Barbara is not

known.

« EADS - CASA's activity is mostly focused on miliyatransportation. CASA was
a public company owned by SEPI. When EADS was etk&8EPI took a 5.48%
share of the company, however, without holding spgcial rights. By investing
in the Tiger Programme, Spain also obtained thaliketion of a third pillar of the

Eurocopter company, Eurocopter Espana.

80 For more details see Spanish Ministry of Defent&@ms Production Facts and Figures',
<http://www.mde.es/en/Galerias/politica/armamento-
material/ficheros/DGM_Industria_espanola_defenda,ptcessed 12 December 2009.

181 Michele Nones and Giovanni GasparitiiControllo Degli Investimenti Stranieri Nel Naste
Mercato Europeo Della Difesa E SicureZBome: Istituto Affari Internazionali, 2008).

82 For more information see Spanish Presidency & Eu, 'Ficha De Empresa: Navantia',
<http://www.sepi.es/default.aspx?cmd=0004&IdCorntéb021&idLanguage=&paginacion=0&Se
archText=Navantia&idContraste=>, accessed 21 M20d0.
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e Indra’s main activity is in the area of informatiohechnology. Indra was
privatised in 1996. Formerly controlled by SEP3, mhain shareholder is currently
Caja Madrid, with a 20% participation. Indra haslefence turnover of $ 944

millions 183

* Industria de Turbo-Propulsores S.A. (ITP), whoseinmactivity is the
development of military engines for airplane (astfee A400M for instance), is
owned by Sener Aeronautics (53.125%) and Rolls Baq¥6.875%). ITP had a
turnover of € 483 millions for 2008, with 1622 emypes:®*

e The Sener Group, whose main activity is in aerdngapuis 100% owned by family

Sendagorta.

e Tecnobit, whose main activity is in the field offelece electronics, is owned by
the IT group OESIA. Tecnobit has 355 employees doturnover of € 68.5

millions &

Currently, the Spanish industry’s capabilities aogelimited spectrum of national
requirements for defence and many sophisticateghovesasystems are procured from

abroad.

2.2 The scale of defence procurement

The Spanish defence budget has increased in rgeams, passing from € 10.5
billions in 2005, to € 11.5 billions in 2006, € 2illions in 2007, and finally € 13.1
billions in 2008. Only 22.5% of this budget is d&d to equipment purchase and
R&D, equivalent to almost € 3 billioff® This figure has, however, to be seen in a

specific Spanish context.

18 Defence News.Com, 'Defense News Top 100 for 2008’
<http://www.defensenews.com/static/features/topdiérts/country_2008.php?c=FEA&s=T1C>,
accessed 21 March 2010.

18 Grupo Itp, 'Grupo Itp Main Magnitude',
<http://www.itp.es/index.php?option=com_contentd&tagew&id=15&Itemid=29>, accessed 21
March 2010.

18 Interview with a representative of Tecnobit.

18 See on this point NATO defence spending facts fignates. Nato, ‘Nato Defence Expenditure
2008', <http://www.nato.int/issues/defence_expemdg/index.html>, accessed 30 January 2009.
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While the national defence budget is limited, s@pecial programmes, financed by
the Ministry of Industry (Mol), have been used tod defence procurement. Over the
last twenty years the Mol has financed 22 “spepi@grammes” in the area of

defence, worth about € 23 billidfi’ Those programmes cover the totality of majors

procurement programmes by the Spanish government.

The official reason for this utilisation of Mol fds is to preserve Spanish industrial
base, it is clear that the Spanish Government avoidhis way a larger expansion of
the national defence budget, which would be wideipopular for historical reason.
A similar phenomenon is present in others Europeanmtries, such as Italy. The
funds are granted to the Spanish defence industridsshould be reimbursed by the
Ministry of Defence, according to its budgetary mealn reality, the utilisation and

the reimbursement of funds are quite intransparent.

2.3 National defence industrial and market policies

Since the end of the 1990s the Spanish Governm&mtengaged the process of
privatisation of defence industries with the goal develop national industrial
capabilities and to retain on Spanish soil qualifiworkforce and technological

capabilities.

Until the end of the 1990s the Spanish defencesimguvas for the most part publicly
owned. Subsequently, the Government started atjgai®@n process, mainly in an
effort to qualify the country for the European Mtarg Union. The Aznar
Government (1996-2004) feared that opening theonalki defence market to
European Union partners would result in a “coloti@d@ of Spanish industrial
companies. Between 1996 and 2003 the Aznar Governmhecided to privatise
almost 50 Spanish companies controlled by SEPInlypaivilian companies), with
the aim of strengthening the national industriat@eand preparing it to compete with
other European manufacturers. At this period CAS# werged within EADS, with
the Government holding share-holding within EADSiiles Indra and Santa Barbara

were sold to foreign investors.

187 Interview with an industrial stakeholder and wipanish MoD officials.
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The result has been an industrial policy of allesmevith defence groups from other
countries in order to preserve and develop sonag¢esgfic companies. The idea was to
prepare arms manufacturers for the creation ofrancon European defence market.
Knowing that the technological level of Spanishustly was well below the UK,

German or French one, the Aznar Government wantedrove the competitiveness
of the sector, via massive public financing (spetimding from the Ministry of

Industry), participation in transnational groupkeliEADS, or the preservation of

national ownership for the non competitive industry

The resulting industrial alliances were politicaliggotiated and the importance of
gaining direct i.e. defence technology offsets wetessed during the political
negotiations. Although, during the Aznar era, tedlastic alliances were privileged,
the nationality of the owner was less a criter@ntlthe technological benefit in terms
of modernisation of the Spanish DTIB in order todixe to save some competencies

for the future, when a European open defence maréeld be created.

The Spanish Government still retains a share m d¢lguity of some defence
companies such as the ship builder Navantia andACAfbeit for different reasons.
CASA is the national aeronautical company that besn one of the actors of the
creation of EADS with the French companies Aérdsfmtand Matra, and the
German DASA. By consequence of this agreement, CA8ame a part of EADS,
and the Spanish government, via the holding SE€thins 5.48% of the European
company. Navantia is still Government owned becafig®or economic performance
of the company. The Government is unwilling to ptize its assets in the present
shape, as this would mean to lose control overategfic asset without obtaining
appropriate offsets. The shareholding in EADS, loa other hand, has a political
character and is justified by the fact that othevegnments have been owners of the

company.

The only case of public debate concerning the osimprof a defence company is
linked to the purchase of Santa Barbara SistemdSdmeral Dynamics. In this case,
the Spanish Government decided to open a callefudtdr for the privatisation of the
company. Two offers were received: the one by Gdngynamics and another by
Krauss Maffei Wegmann from Germany, the producethef Leopard tanks which
were purchased by the Spanish MoD and assembl8drda Barbara’s facilities in

Spain. General Dynamics was chosen by the govermrassentially because of the
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excellent relations between the Spanish conseevaBovernment and the Bush

administration, with Spain expecting great indasitievelopment of Santa Barbara.

The industrial strategy of the Zapatero Governntkrgs not differ from that of the
the Aznar government, and is a key element of eniSh defence policy. The core
idea is to develop Spanish industrial and techno&gapabilities in order to secure a
larger share in the European defence equipment enalk order to do so, as
previously said, special funds have been grantedhto Spanish defence and
technological industrial base, and a large progranoh modernisation of armed
forces has been put in place (Frigates F-100, eirararrier ship, Eurofighters,
A400M and so on).

The key element of this strategy is the acknowlegignof the reduced size of Spanish
DTIB. While others Europeans governments put inceldegislation of foreign
investments in order to safeguard national cortfdey industrial capabilities or the
security of supply, Spanish officials acknowledgieat Spain would have been in any
case dependent for its arms supptfsBy consequence, Spain is trying to use its
dependencies in order to obtain the best retuinwestment for its industrial base.

The agreement found with Lockheed Martin in oraepbtain the Aegis systems for
the aforementioned frigates and the consequentiSpavithdrawal from NATO’s

(German-Dutch) Future Fregates Consortium is amele of this industrial policy;

the decision to purchase 27 A400M (more than thg lbKorder to assure that the
assembly line of the aircraft was in Spain yet heot By consequence, Spanish
governments have been keen to obtain foreign imesstis in the defence sector as
well as in other sectors of the economy, in exckawigan industrial development of

the country, in an offset logic.

Given the fact that some circles of the Spanisheguwental are sobered by the, in
their eyes, poor results of this policy this stggteould soon be changed. On the one
hand, the Santa Barbara purchase by General Dysadidcnot bring the expected

benefits. Santa Barbara is still a marginal companhe European land armaments
sector. Once the production of the Leopard maitiebtnk and the Pizarro armoured

fighting vehicle programmes will come to an ena torkload will be considerably

188 |nterview with Spanish MoD officials and with megentatives of Spanish defence contractors. .

Volume 2 of 2 183/388



EUROCON Appendix 1 Country Report: Spain

reduced, as no future programme is in sight. Sngilaome Spanish officials also
seem to regret the participation in EADS, followitng refusal of other shareholders
to let Spain expand its participation, and the sleai to move the direction of the
A400M programme away from Spain after the delayd aasts overruns of the

programme-®°

On the other hand, it is acknowledged that thisigtidal policy permitted CASA to
enlarge the spectrum of activities, to obtain ggraommercial support in its “CN”
transport aircraft series, to participate in thed€opter consortium with the opening

of a facility in Albacete, and to participate iretAirbus Tanker programme.

3 NATIONAL PRACTICES WITH RESPECT TO STATE
CONTROL OF STRATEGIC DEFENCE ASSETS

3.1 Government ownership

Government ownership in the Spanish defence inglusttimited to about twenty
firms. The Spanish Government controls strateggetssvia the SEP(Sociedad
Estatal de Participationes IndustrialesSEPI is a public law entity, directly
dependent from the Ministry of Economy and IndustBEPI was created by the Real
Decreto Ley 5/1995. It was founded in order to gaoize and modernise the public
sector. After the privatisation in the period frd®96 to 2003 in which more than 50
companies, held by SEPI in the civilian and defeseeors were privatised, the SEPI
holds today shares in 21 companies, including Nizvamd the Spanish participation
within EADS.

In case of a privatisation of a SEPI held compamd in accordance with Spanish
laws, a public tender is issued. The Spanish Govent can decide whether to sell its
assets via a public offer or via a Government tongany or Government to

Government negotiation.

189 |Interviews with officials from the Spanish MoDdaffom Spanish defence contractors.
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After the privatisation wave of 1996-2003, there a0 signals that the Spanish
Government intends to sell its defence assets. Mi@yathe main Spanish

shipbuilders, has been many times pointed out &g l@epotential part of a European
naval industry restructuring process. Still, thditmal climate for this restructuring

seems inappropriate at present. Navantia is a bngwd company regrouping the
military assets of the former Izar. Despite a laageount of public orders, and some
export successes, the company is still in debt, reewd restructuring plans are often
discussed and then postponed for political reasbhs. Spanish Government seems
conscious of the fact that a successful privatsatif Navantia is impossible at this

moment.

In case of a privatisation of the company due te thmeation of a European
shipbuilder, the lack of financial wealth of Naviantvould oblige the Government to
accept a small shareholding part in a European aogpfollowing the model of

EADS. However, the current fierce criticism of tBADS shareholding agreement
and the perception of the lack of Spanish authavithin the company make such a
move politically sensitive. It is most likely, th#te Spanish Government will try
again, via SEPI, to restructure Navantia beforepiticg opening up the company to

(foreign) investors.

3.2 Special rights

Since the abolition of golden share in 2004 thereehbeen no cases of special rights
in the Spanish defence industry. However, the S$pa@overnment has imposed
“special arrangements” when privatizing defence games.

The golden share was introduced with the Law 5/1893Mlarch 2% 1995 on
privatisation. It allowed the Spanish Governmentise a golden share in the case of
five companies considered as being strategic ®iSpanish economy (Repsol, Iberia,
Indra, Telefonica, Endesa). Since 1995, doubts Hmeen raised by officials and
lawyers on the golden share systems used for Imdvigh were limited to a five year
period. Given the global liberal investment polatythe end of the 1990s, with Spain
acceding to the euro-zone, the Aznar Governmeritidédo put in place a juridical
instrument of control of foreign investments forastgic assets. The last of the
aforementioned golden shares was abolished in B§0Baw 12/2006, following a
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ruling of the European Court of Justice (now Cairfustice of the European Union
or CJEU).

Since the abolition of the golden share, no newcigpeights have been created,
however, the Spanish Government has used arrangemth investors that buy

shares in privatized companies as a means to safégis interests. These are no
means of State control in the sense of this studyfdl be mentioned here for sake of

comprehensiveness.

First, during the talks that issued in the creatdrEADS, Spain demanded that a
national representative should have seated perrtignesthin the board of the
company. This arrangements was agreed in the méatjer between DASA and
CASA in 1999. Second, th#untade Inversiones Experioré® can demand, and it
did so in the case of Santa Barbara Sistemas thatgda five year period the MoD
can investigate the way in which privatisation agnents are respected, for example
with regard to workload or maintaining technologiesthe Spanish soil. Similarly, in
the case of Santa Barbara Sistemas the Governreemirdled from the investor a
limitation of access to Santa Barbara plants fos@anel from General Dynamics in
order to safeguard Leopard technology of the GerfmanKrauss Maffei. However,
this special provision was imposed following densmray the German company

Krauss Maffei Wegmann, a long-term partner of S&aara Sistemas in the past.

3.3 Regulation of foreign acquisitions of defence atse
The Royal Decree 664 of 1999 almost completelyréiliges the regime of foreign
investments in Spait*

The only condition of the foreign investments ideglaration ex post to be addressed

to the Minister of Industry, Tourism and Trade’gister.

% This Juntais an inter-ministerial body created by the decr@@4/1973. The Junta is composed by
the General Director of foreign transactions of Mmistry of Industry and Trade, the General
Director of foreign investments of the same Minjistmore a representative of different ministries
(Foreign Affairs, Economy and Finance, TranspoMgprk and social security, Defence,
Agriculture)

191 Article 7.2 a makes an exception for investmerdming from tax havens that must realize a
prerequisite declaration to this register. For mor®rmation see Noticiasjuridicas.Com, 'Real
Decreto 664/1999, De 23 De Abril Sobre InversionesExteriores.'
<http://noticias.juridicas.com/base_datos/Fisc@ltt1999.html#a9>, accessed 21 March 2010.
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The Council of Ministers can suspend the implentenaof the liberalization regime
if the Government considers that the investmenthinigreaten public order, public
security and public health (Articles 8 and 10). tims case of suspension of
liberalization regime, foreign investments are upded to a prerequisite
authorisation of the Council of Minister (articl®.2). Article 11 of the Royal Decree
specifies that all the activities related to therketing or production of weapons,
ammunitions, explosives or war materials are exauiom this regime and foreign

investments into this sector require prior autradros.

Article 9 of the decree 664/1999 specifies thatraardepartmental committee of the
Minister of Industry, Tourism and Trade is respbtesifor the control of foreign
investments in the defence equipment sector. ¢aled the «Junta de Inversiones
exteriores», the General Direction of Trade and Investmé&ht Juntais composed
of the General Director of Trade and Investment th&f Ministry of Industry and
Trade, and of representatives from every ministaf ts be concerned with a concrete

case.

The intention to acquire any share of a Spanisbraef company must be notified to
the General Direction of Trade and Investment. dsecof defence companies, the
Directorate General of Armament and equipme@itgccion General de Armamento y
Material), and in particular the subordinated Internatiorlations Division
(Subdireccion General de Relaciones Internacionalkesesponsible for supervising
requests for authorization and for assessing whdthe purpose/activities of any
enterprise affects or not to the national defe(#gicle 11.2 a). It adopts a resolution
and presents it to the Minister of Industry, oatwther Minister whose portfolio may
be closer related to the nature of the concrete.cdie Junta presents its advice to
the Minister of Economy and Finances who shouldid#edf it has to bring the
question to the Council of Ministers. In practide tfinal decision is taken by the

Council of Ministers-%?

The current regulation is that the suspension eflitheralization regime can be only
applied to enterprises engaged/performing actssitébrectly related to national

defence and to investors residing in a foreign tquroreign investment is, in

192 Interviews with officials from the Spanish goveremi
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accordance with EU regulation not determined byrthtonality of the investor, but
by the investor's legal resident®. Consequently, foreign nationals can hold
possessions in the Spanish defence industry throragith offices and establishments
of non-residentsn Spain. In other words, the legislation appliesaty investment

made by individuals or legal entities not resideagiardless of:

» the nationality of the investor (any legal persathvits seat abroad, non-resident
individuals, international institutions, foreign \g@gnments and public entities,

subsidiaries of non-resident Spanish enterprises);
» the used means of payment;
» the internal or external source of funds (Art. Rdcree 664/1999).

The Government has a maximum of six months to readécision after receiving the
notification. The decision can be (a) to grantitheestment permission; (b) to ban the
investment; or (c) to impose conditions under which investment is permitted. In
reality, once the Council of Ministry is informed the investment, political talks start
between the Government and the potential inveStoe. Government tries to obtain
guarantees on the industrial and technological Idpweent of Spanish facilities. In
case this deadline is exceeded, the authorisasiaxomsidered as being granted. In
other words, the decision of accepting or not theestment seems to be essentially
political. In other words, it is the potential béhéor the industrial development of
Spanish company and defence industry more genesdligr than security of supply
Issues that are considered.

Although the 1999 decree makes no geographicatigis@tion, it is practice that
European investments are considered in a differayt from non-EU ones, and that
during the Aznar Government USA investment wereilgged. While during the
Zapatero Government EU investors were viewed maweurable, Spain currently

attempts to consciously seek its advantage oneatpasase basis?

193 Otherwise, the suspension would be against theptgiple of non-discrimination on grounds of
nationality.

19 Interview conducted by the author with an offidi@im a Spanish defence contractor.
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4 CASE STUDIES

4.1 Acquisitions by a company from a EU country

3i acquires a majority share of Tecnobit

Tecnobit has been for many years a leading defelectronic company in Spain with
sales of about € 60 million in 2008 (€ 40 million2005). In November 1999, a few
months after the publication of the Royal Decregulating the control of foreign
investments, 3i, a UK dominated venture capitahfirought a 75% share of Tecnobit,
without asking for any authorisation.

The issue was unknown for several months. The Gaovent did not interfere in

terms of demanding the reversal of the transactior2001, it rather prompted a
Spanish bank, the Caja Castilla-La Manche to taBd% share in the company in
order to regain national control of Tecnobit. Thev&nment also demanded that 3i
asks for an ex post authorisation, which was tleeor@ed. Today Tecnobit is held by

OEASIA, a Spanish leasing company for Informati@tinology.

4.2 Acquisitions by a company from a non-EU country

General Dynamics acquires Santa Barbara Sistemas

General Dynamics, a US American defence companyghidbanta Barbara Sistemas,
the Spanish leading land armaments producer, ir1.280 this time, the Spanish
Government presided by José Maria Aznar was coimdua large privatisation
policy, aimed at strengthening the Spanish indaisttase. Competitive companies

were sold, in order to better insert them in inddional markets.

A tender for the privatisation of Santa Barbara wablished by the public holding
SEPI. Two companies expressed their interest fer $panish company: Krauss
Maffei Wegmann, a long-term industrial partner adnga Barbara, and General
Dynamics. Many observers expected a deal betweata &arbara and KMW, the
latter having sold a licence for the productiontsfLeopard tank, to Santa Barbara at
the occasion of the purchasing of those tanks éysihanish MoD.
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However, the Spanish Government decided to seltdingpany to General Dynamics,
after receiving larger offers of offsets by the Aiman company. Some analysts
feared that the General Dynamics offer to purclfseseta Barbara was linked to its
interest in Leopard tanks technology. General Dyinamespected the procedure
indicated in the Royal Decree of 1999, but the a@eision was political, and Mr.

Aznar himself had a leading role in the negotiatamal the decision-making process.
The public debate focused on a transatlantic c@bjperversus European cooperation
debate, indicating that the Aznar decision was diatestrengthening the US-Spanish

alliance.

A few years later, Spanish MoD officials interviedvdor this study expressed
disappointment with the industrial offsets receibgdSpain through the sale of Santa

Barbara. The company did not develop a strongiposi international markets.

5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of counttie$-DlI

According to stakeholders interviewed for the psgof this study, Spain is one the
European countries most open to foreign directstments (FDI). The quantity of
FDI seems to confirm this analysiS.However, this statement has to be taken with a
grain of salt. Although the larger part of natiordgfence industry have been
privatised, and although no special rights havenbgat in place, the question of
openness of the country to FDI seems highly palitithe Spanish government, right
and the left have been aware of the relative ingmae of the DTIB in the European

context.

Consequently an industrial policy has been putlategy in order to develop national
industries and protect them from global competitiorthe defence area this approach
is exemplified by the need for negotiating with tBevernment industrial offsets or

195 See on this point Nones and GasparihiControllo Degli Investimenti Stranieri Nel Naste
Mercato Europeo Della Difesa E Sicurezza
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guarantees for capabilities and employment on Spateirritory, while presenting an
offer for a defence company. The fact that the &balegislation doesn’t foresee any
control for investments coming from a foreign own8gpanish based company, also
stresses the fact that more than national ownershig development of national

capabilities that matters for the Spanish goverrimen

Interviews with officials from the Spanish MoD, agll as with officials form

defence contractors, made clear that the genetahiSp perception on FDI is that
other European countries protect their DTIB, so $ipanish Government should do
the same. To sum up, they consider being protdstiobut no more than other

countries.

5.2 On the need for EU level action

Knowing that for complex weapons systems, Spaihasihtinue to depend on foreign
manufacturers, considerations of industrial polrsh the Spanish Government to
use the creation of interdependencies via the pgeclf foreign equipments in order

to obtain the maximum benefits possible from fondigvestments.

According to this philosophy, it seems unlikelytt&gain will be an active sponsor of
a European system for the control of foreign inwestits. This even more so, if the
consequence of such a European dimension wouldyithpl creation of a European
armaments market in the Spanish defence indusatyatbuld then be fully exposed to
the competitive pressures of its EU peers. In tloistext it should be born in mind
that Spain, together with Hungary, was the onlyntguinitially refusing to join the

European Defence Agency’s Intergovernmental regforedefence procurement.

Spain finally joined the regime in July 2007.

Interviews with Spanish officials from MoD and irglal contractor made clear that
Spain doesn’t see the need for such a mechaniimsgioint, especially if this would
help establishing a common defence equipment ma#tethe present stage, if an
interest is seen at all then by large, transnationmpanies like EADS. As to the
form of such any EU level action, interlocutorsested that such a mechanism should
be limited to an exchange of information; it shoudd legally non-binding and

coordinated by the European Commission.
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6 ANNEX

6.1 Annex 1: Executive summary of Royal Decree 664/299

Royal Decree 664/1999 of April the 23rd of 199%areign investments
1. The freedom principle

In reference to Art. 1 of decree 664/1999: Findnotations between Spain and

abroad are free.

The only condition of the foreign investments isdeclaration after the event
addressed to the Minister of Industry, Tourism &ratle’s register.

Only the investments coming from tax havens mudtenzaprerequisite declaration to

this register.
2. Definition of the foreign investors

The definition of the foreign investment only taksgo account the residency

measure.

In this way, Spanish companies that capital is Ihgidhe majority by foreign capital

are not considered as foreign investor.

3. Exceptions: some foreign investments are sulie@ prerequisite authorisation

and an operation of control

In reference to Art. 8 of the decree 664/1999,dtkencil of minister can suspend the

implementation of the liberalization regime estsislid by the royal decree.

In reference to Art. 10 of the decree 664/1999hsan event can happen if the
Government believes that the investment might terepublic order, public security

and public health.

In this case of suspension of liberalization reginfereign investments are

propounded to a prerequisite authorisation of therCil of Minister.
4. List of controlled sectors

The Council of Minister disposes of a right of isspon on what it considers as being

specific sectors. The controlled sectors are ddfime9 points.
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The first 7 points do not deal with defence. Itaidarge list of different kinds of

services such as gambling, private security, radabtelevision or air transport.
However, points 8 and 9 are specifically relateddtence:

Making, marketing or retailing of weapon or civdeaiexplosives.

Activities directly related with national defence.

The 11th article of the royal decree only deal$wigfence.

It stipulates that the Council of Minister can octa its right of suspension of the
liberalization regime in all the activities relatexdnational defence:

the marketing or production of weapons, ammunitiexplosives or war materials.

However, the telecommunications that used to beidered as an activity related to

the national defence are not anymore in this list.

Moreover, the second paragraph of the article Ik adspecific case. In the case of a
company having a stock market value deal with @ linked to the national
defence, only the acquisitions of more than 5% (aatl agree to belong to the Board

of Director) of the capital made by non residentgllsbe authorized.
5. Who is in charge of controls?

In reference to the Art. 9 of the decree 664/1%80|nterdepartmental committee of

the Minister of Industry, Tourism and Trade is @sqble for the control.

It is called the dunta de Inversiones exterioresthe General Direction of Trade and
Investment. It is composed by the general directdrade and investment, and by a

representative of every minister that might be eoned according to different cases.

The suspension of the investment liberalization maghat the foreign investors are

propounded to a prerequisite authorization of thar@il of Minister.

The demand of investment must be made to the Gebemection of Trade and
Investment. The resolution is adopted on the Mamisf Industry, Tourism and trade
proposal, or one of the specific ministers, whicluld be more appropriated to the

nature of the case.

The administration has a maximum of six monthsratftie demand's reception. In

cases of non respect of this deadline, the autktarisis considered granted
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6.2 Annex 2: On special rights

The law 5/1995 of March the ©3of 1995 on privatisation allowed the Spanish
Government to use a golden share on private corapaltiwas justified by the need

to protect the security of supply of the strategierests of Spain.

A ruling of the European Court of Justice (how CJEdlowed by the law 12/2006
put an end to this right.

Control of foreign investments is now under the saonditions as previously stated.
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1 INTRODUCTION

The following report examines how the Swedish Goresnt controls strategic
defence assets. It will provide the basis for asegsto what extent certain EU

initiatives in this field would be useful.

During the cold war Sweden was non-allied and hegesl to be autarkic as for the
supply of all major weapons systems. Private Swed@nmpanies have collaborated
mainly with the U.S. in the development and produrctof arms that were not
interoperable with NATO. Since the end of the celdr Sweden has adapted a
defence policy based on cooperation, integratitm tine EU, partnership with NATO
and close collaboration with the Nordic countri€ésis implied an opening up of the
defence industry towards foreign investors withekplicit aim to foster collaborative

security policy ties while ensuring security of plypand controlling proliferation.

State controls of strategic defence assets havme teeen against this background.
Currently, the Government does not hold equity pecgal rights in any Swedish
defence firm. However, legislation requires anyalesntity — be it Swedish or foreign
owned — to request a permit for the developmerdgywxtion, supply and export of
military equipment. The permit is granted for ségupolicy reasons, which mainly
concern the security of supply of the Swedish arfieeces, security of information
and proliferation of sensitive technologies. Byaakting conditions to the permit, the
Government has an effective means of control. Thusually demands that all board
members are Swedish citizens, provides for speowrsight and reporting
procedures and requires the notification of anyngkea of ownership structure.

Currently, no “European security interest” is colesed when issuing a permit.
Nevertheless, several interlocutors expressed i that a EU level action with
regard to the control of FDI from non-EU countriess required. The Swedish
Government has consistently supported the creaticn level playing field and the
creation of centres of excellence. It was argued ifhthese goals were pursued then
the EU would be left vulnerable without a EU legehtrol of FDI.
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2 CONTEXT

As a long-time non-allied country Sweden has uhgl end of the cold gone at great
length to remain autarkic. Collaboration with thaitdd States on high technology
equipment and tremendous domestic efforts ensuratl $3weden developed and
produced highly sophisticated weapons systemslimajor categories from fighter

jets such as the JAS 39 Grippen, over armourechsshie.g. the Haegglund CV 90 to
submarines. Despite its leaning towards the Westefence alliance Sweden pursued
a deliberate policy of non-compatibility to decreats vulnerability against Russian
subversion and attack. As a consequence the Swddfshce industrial community

has been rather small, held together by longstgnties and shared values and
understandings. Combined with the informal characfethe Swedish culture in

general and its openness towards the outside witlel need is felt to have a specific

control on foreign ownership of defence companiés.

On the contrary, since the end of the cold war Snduas shifted its defence policy
putting an emphasis less on territorial defenc&wéden against invasion and more
on expeditionary warfare. This policy shift impliatso closer security policy ties and
a general commitment to contribute to internatiopaace missions. The Swedish
armed forces are envisaged to be small, profedsiand participating mainly in low
intensity peacekeeping and humanitarian operatinghe country has assumed a
more cooperative — as opposed to autonomous defeolesy — expressed in its
membership in the European Union and in Partnefshipeace with NATO, as well
as in the Nordic Cooperation Council and in sevkilateral collaborative efforts®

The defence industry had to be seriously downsaetirestructured and cooperation
with defence companies from other countries was asea means to foster Sweden’s
military and security policy cooperation. Since thal-1990s Swedish governments
have supported their firms to actively seek oueilgm partners and have not minded

1% (Interview Saab, 2010)

97 Sicne the swift victory of Russian forces over @ga in August 2008 there has been debates over a
re-orientation of the security policy towards temial defence against a potential Russian threat.
The construction of the Northstream Pipeline hantriouted to that debate. For a summary and
analysis see (Larsson, 2006), (Larsson, 2007)

19 (Bialos and Fischer, 2009)
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ceding managerial control to them. As a result asmerable part of the defence
industry is owned and controlled by foreign firmnenh the UK, Germany, the Nordic

countries and France. So far no hostile takeovdehbs been made.

2.1 The Swedish defence industry

The Swedish defence industry has adapted to theergment’s strategy of
cooperation. While during the cold war Swedish firsupplied sophisticated first-tier
systems in all weapons categories, companies ned toeparticipate in collaborative

programmes with foreign companies and achieve fiegnit foreign sales.

Throughout the cold war Swedish defence firms vireld by private owners with the
State only operating maintenance and support argdon (FFV)!*° The only
exception in recent history has been the formabbrCelsius in the late 1980s.
Following the collapse of Nobel Industries and iiest by French defence firms to
purchase the falling firms the Government conceéadrés defence concerns (Bofors,
Kockums, and FFV) in a single entity, Celsius. Tager was acquired in 1999 by
Saab AB and thereby privatized. Subsequently, Salbparts of the Celsius business
— notably Bofors and Kockums to foreign investdys.part of a parallel but different
process related to earlier cooperation on fighdts $aab invited BAE Systems of the
UK as a major shareholder.

Today the leading Swedish defence firms in termsrefenue are Saab AB,
H&agglunds, Bofors (Hagglunds and Bofors are todaistun different parts of BAE
Systems Global Combat Systems), Kockums, Nammo,Vatdo Aero, with BAE

Systems of the UK being the single most importamier of Swedish defence firms.

Volvo Aero has nowadays only a very limited parthie military area.

« Saab AB is by far the largest defence firm withuwsairsales of about € 2.1 billion
and interests in aircraft — the Gripen — electromézfare, missiles systems, C4l,
radar and homeland security. Up until March 2010EB8ystems of the UK
owned 20.5% of the company’s equity (correspondm@0.3% of the voting
rights). In March BAE disposed of 10.2% of the talpand expressed its intention

199 (Interview Saab, 2010)
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to shed the remainder in due course. The majonigyes30% is now held by the
Wallenberg family?®°

* BAE Systems Hagglunds with sales of € 190 millioaimty in tracked combat
vehicles is owned 100% by BAE Systems;

* so is BAE Systems Bofors, an artillery and ordngo@elucer with revenues of €
129 million;

* Kockums builds surface ships and submarines (€ rhilkon) as part of the

German TKMS group;

*  Nammo Group (€ 390 million in 2007) manufacturea gowder and ammunition

and is owned by Nammo of Norway and Patria of Fid)aach holding 509

« Volvo Aero develops and manufactures mainly civiliangine components,
aircraft engines and space propulsion systemscoimany is a 100% subsidiary

of Volvo Group.

2.2 The scale of defence procurement

Since 2000 Swedish defence budgets have slowledsed in real terms by about € 1
billion. In 2008 Sweden has spent € 4.025 milliondefence, which represents 1.23%
of its GDP and 2% of the defence budget of all Buntries?®? In 2009 the Swedish
defence budget is expected to rise modestly tel€ Million (EDD, 2010). However,
this increase is not expected translate into adrighocurement budget, as the support

of Sweden’s participation in international operaidgemains a top priority.

The Swedish defence equipment procurement budgetiatied to € 901 million in
2008, down from € 1.22 billion three years befole. addition the Swedish
Government spend € 354 million on research ancholy (R&T) in 2008

290 (Investor, 2010) For more information on the ca$eSaab also see under “Special rights” and

“Case studies”.
201 (Nammo Group, 2008)

292 All EU data are based on (EDA, 2009), if not othise noted. “EU” refers in the context of this
study to the 26 “participating Members States”haf European Defence Agency (EDA), which are
the all EU countries but Denmark.

293 1bid.)
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Defence procurement is handled through a Governagericy, the Swedish Defence
Materiel Administration (Forsvarets materielverk¥). It directly reports to the

Ministry of Defence. While the agency is resporsifdr the supply of materiel and
methods to the Swedish defence organisation ials@scustomers in the civil security

market®%*

2.3 National defence industrial and market policies

The international ownership structure and the stexport orientation of the Swedish
defence industry reflect that fact that Sweden'emige budget cannot support the
development and production of sophisticated weamystems across the board.
Ownership by foreign investors is generally welcdna@d regarded as an advantage
if contributing to collaborative efforts. It has gwided Swedish not only with
additional financial resources but also with accessforeign markets, to high
technologies, marketing, distribution, and mainte@a networks and allowed for
capitalizing on synergi€d?>

Consequently, the procurement policy of the FMV kagizes not only cost-
effectiveness but also opportunities for internadiocooperation. Priority is given to
upgrading existing systems and procuring off-thelfsolutions in a competitive
process. If these options are not possible, thenrdiguired equipment should be

developed giving international cooperation “higiopty”. 2%

FMV will actively seek private and public partnegshfor the procurement of new
material and methods. Swedish public organizatasesequired to cooperate on their

research, development, and procurement activities.

In addition other factors are also considered wcprement decisions, albeit a lesser
weight is ascribed to them: ensuring the long-teramility of the defence industrial
base; the reliability of technology transfer and fecurity of supply. As for the latter
two aspects, mechanisms for the control of fore@lgact investments in the defence

sector are particularly important.

204 (FEMV, 2010)
2% (Interview Saab, 2010)
2% (Interview FMV, 2010), (Regeringskansliet, 2018)3
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3 NATIONAL PRACTICES OF STATE CONTROL OF
STRATEGIC DEFENCE ASSETS

3.1 Government ownership

Currently, the Swedish Government does not ownemyuyty of defence companies.

3.2 Special rights

Some Swedish defence firms have special rightsigions, albeit without giving the

Government a special right. For example, Saab A8issued shares with multiple
voting rights: Series A shares entitle shareholder$0 votes; Series B shares to 1
vote. In all other respects, the shares of Seriesné Series B are equal to each

other?®’

Although the Swedish Government does not own anytyghe Wallenberg family
does through its holding company Investor AB. Tamify can be expected to taken
national security concerns into consideration wheciding on strategic issué%.As

of March 2010, pending the approval by the rele\arthorities, Investor owns 30%
of the equity corresponding to 39.5% of the vétés.

The special rights are not anchored in law butemrath the Articles of Association.
Special rights granted in the articles of assammatf a company and not anchored in
a law or related to the Government are agreementsm@ shareholders. They do not

represent a limitation on the free movement of tepi

3.3 Regulation of foreign acquisitions of defence atse

The Military Equipment Act from 1992 is the legaddis for the control of FDI in
defence assets by the Swedish governifi8it.is mainly a means for the control of

27 (Saab, 2006: Article 6) The articles of associatb Saab AB are entailed in Annex 1.
298 Thjs general evaluation has been confirmed binatviewees.
299 (Investor, 2010).

219 An English version of the Act is provided in Ann2x
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armaments exports and has been put in place dieti@ning of the 1990s after a
scandal in which a Swedish company had accidentlBxported U.S. technology to
the Soviet Union. In face of the embarrassment taednegative reaction from the
U.S. Government the act was also to ensure conugliaithin Swedish firmé'* The

legislation has been adapted several times in abe 1990s, however, only for

technical purposes.

The Act decrees that most activities with regardht development, production, and
export of weapons are forbidden in principle andeaeamption has to be issued in
each individual case. Any company — whether Swedrsforeign — that wishes to
develop, manufacture or supply military equipmesquires a permft> “Military

equipment” is defined by statute and generallyreete firearms and ammunition
products of the defence industry. Other sectorsoabg included if their products —
for example for medical or pharmaceutical purposeare classified as military

equipment (Section 3).

The permit is granted by the Swedish Agency for {dovliferation and Export
controls — formerly the National Inspectorate afa&igic Products — (ISP). The ISP is
a governmental Agency operating under the Minisfryrrade, receiving input from
the Ministry of Foreign Affairs. The agency is soped by the Export Control
Council, a parliamentary cross-party advisory badyled. Concerning technical
assessments, ISP is advised by the Technical 8e&douncil, whose members are

highly qualified technical experts on armamentsésé™

Permits may be granted for security policy reasamly and if they do “not conflict
with Sweden’s foreign policy” (Section 1). Sincestmid-1990s the security interest
of Sweden has been considered to include closeecatbpn with the EU, with NATO

(Sweden is a member of the Partnership for Peand)veth the other Nordic

21 (Interview Saab, 2010)

212 (Swedish Ministry of Foreign Affairs, 2000: Secti@ and 4) The only exceptions are Swedish

“government authorities which are public companigivedish Ministry of Foreign Affairs, 2000:
Article 3.). Other activities subject to controkahe export of military equipment, all productioi
defence material in Sweden (Section 3); supply ditary equipments in Sweden (Section 4);
military training in Sweden (Section 10). Compangsl persons domiciled in Sweden require a
permit for the production under license of Swedigliipment overseas and in Sweden (Section 7)
and for joint development of equipment with a fgreparty overseas and in Sweden (Section 8).

213 (ISP, 2009)
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countries. Armaments cooperation and foreign ppeton in the Swedish defence
industry are considered as a means to foster spdticy and, hence, as being in the

Swedish interest.

Swedish security interests are safeguarded gramimgancelling permits or by
imposing conditions that are attached to the perfnpermit is usually valid for ten
years and specified in terms of products, sitesautidities i.e. if a company with a
permit wishes to extend its operations to a new isitvould require a new permit
(Section 9). A permit can be cancelled if an inges{‘permit-holder”) has
disregarded the regulation of the Act or provisissied under the act, or “if there
are other special reasons” (Section 16). Such nsasancern the security and foreign

policy interests of the countfy?

To safeguard the latter, the Government can attanditions to the permit, requiring
board members and their deputies to be Swedistensiand residents in Sweden;
with regard “to supervisory and procedural regolasi’ (Section 14) but also with

regard to ownership structures and reporting ohgka in the ownership structura.

Every company holding a permit is required to répoice a year about its business
and can in addition be required to inform the Gowegnt about changes in its equity
and voting rights holding. Through this mechanishe tGovernment has the
possibility to control ownership right in companie®ncerned with military
equipment® In addition, if the foreign-owned defence compasypplies the
Swedish military forces through FMV, it must progitbrmal and informal insurances

about security of supply, upgrading capabilities] enaintenance capabilitiés.

Investors have a right to appeal against the detisf the ISP to cancel a permit and
against the size of an annual fee that the Agemuies on each entity under the
supervision of the ISP (Section 23a). The investor lodge his appeal with a general
administrative court. However, he has no righthallenge any other decision by the

ISP, for example if a permit is not granted in fiingt place.

214 (Interview Saab, 2010)
215 bid.)
216 1hid.)

217 (Bialos and Fischer, 2009: 556), (Interview FM\01D), (Interview ISP, 2010), (Interview SOFF,
2010)
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While permits and conditions are shaped in a wageive Swedish security and
defence policy, “European security interests” ag thterests of other EU Member
States are not taken into account. Similarly, algfoISP has in regular contacts with
representatives of export control organizationthen Lol/FA countries, from EU MS
and from Nordic countries, where questions conogritihe granting of permits could
be asked, this has so far not been ddh@he same practice prevails with regard to
the Defence Material Administration FMA/?

In sum, with regard to the review and control ofl libthe defence industry Sweden
relies on a law that requires a permit for any an@iats related activity. The permit is
provided by the Government on the suggestion ofd&PPFMV for every case. Every
investment and change of activity in the defenchustry has to be notified to ISP,
which then has the chance, in coordination with Fdd\fevoke a permit or to attach
such strings to it, as to allow the Government tormain its security policy interests.

This approach towards the control of FDI has ewblagainst the background of the
Swedish defence industrial restructuring. The pizadéion proceeded through a sale
of the government’s defence interests in CelsiuSaab AB, which in turn sold off

part of the Celsius business to foreign investdise Government decided each
transaction on a case by case basis using the B¥dstiment into Saab AB in 1998 as

a “blueprint”.

4 CASE STUDIES

4.1 Acquisitions by a company from a EU country

BAE acquires 30% of Saab AB in 1998

In 1995, Saab AB and BAE Systems (then British Apaxe or BAe) created a 50/50
Joint Venture. The partnership had been activelglbby Saab who had informally
sounded out the Swedish Government on this projé. intentions were fivefold,

out of which the exploration of export opporturstief the JAS-39 Grippen has been

28 (Interview Saab, 2010)
29 (Interview FMV, 2010)
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cited most often. BAE offered access and experiamo@imerous export markets that
had formerly been closed for the Swedish defendesiny but were now in reach due
to a change in export policy. Additionally, the fpership also promised access to the
larger UK defence market and would elevate thetiegdechnological collaboration
with BAE in the area of aircraft wings. Moreovengttransaction was considered as
part of a wider restructuring of the European gasios industry — joining the EU in
that year Sweden saw a chance to demonstrate menitment. Finally, BAE’s
commitment promised to increase Saab’s financiahgth??°

When Saab AB went public in 1998, the then main ewthe Wallenberg family
contemplated several industrial partners for S&ssault, Northrop, Boeing, and
BAE Systems. With the latter Saab had establishe#l995 already th&aab-BAe
Gripen AB to manufacture, market and support the Gripemternational markets.
With BAE Systems Saab had the fewest overlap angt cwnplementarities in terms
of product rangé?' BAE acquired 35.1 percent of the capital and 3®&ftent of the
voting rights in the company from Investor AB. I005 BAE Systems reduced its
ownership in Saab AB to 20.5 percent of the capital 20.3 percent of the votes; and

to even lower levels in 20182

Back in 1998 the transaction was informally predatbrough contacts of the

company with FMV. As the permit to manufacture angply military equipment had

to be renewed for Saab, the FMV was tasked by t&®Nb prepare this specific case
in close cooperation with other Government agenarmesto propose relevant actions
to allow the transaction, imposing particular caiotis. The conditions include, for

example, that the Board of Directors has to be mdny Swedish citizens and
resident in Swedeff? There was no wider public debate on this isstengtpoint in

220 Though the cooperation with BAE is generally sasra success the hopes regarding exports did
not materialize, as “BAE gave priority to the Eugbter each and every time it came to a
competition between the Typhoon and the Grippennate case of Finland” (Interview Saab,
2010)

221 The Grippen could fill the gap as an interim siolutfor a fighter jet as long as the Eurofighter

would not be available, so the official reasoniygBAE Ibid.)
222 (Investor, 2010); on the details see above unbefénce industry”.

223 The precise conditions were not revealed to thiecauduring the interviews at ISP and Saab AB.
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time??* In addition, a specific Memorandum of Understagdimas signed between

the UK and the Swedish governments to regulatexpert activities.

4.2 Acquisitions by a company from a non-EU country

UDI acquires Bofors in 1999

After Saab AB had acquired Bofors in 1999 it soidtpf the business — its artillery
arm — to United Defence Industries (UDI), an U.3negkican armaments company
specialized in land armamefit. While divesting the artillery arm of Bofors SaaB A

retained the missile business.

This transaction too was a friendly takeover. Iswagarded in Sweden more as an
opportunity to safe know how, industrial facilitiaad jobs in an area where Sweden
had traditionally been strong. Moreover, it faailéd the link to a strong financial and

marketing partnef?®

The transaction proceeded along the same linelseaaférementioned investment of
British Aerospace. The same experts in the FMV andthe industrial side were

involved and used “the blueprint” of the permitrfréthe BAE casé?®’

The only concern back then was about the abilitBafors to proceed with its export
business to India. After being acquired by a U@ngany and India being subject of
a U.S. embargo, the continued sale of defence rahterindia was in jeopardy. The
problem was solved, however, by the formation obteparate legal entity that

managed Borfors’ exporté®

Other cases of foreign investment in the Swedighrae industry from EU or from
third countries proceeded according to a similaeste (notably the acquisition of the
shipbuilder Kockums by HDW of Germany): The Swedisdustry was actively

224 (Interview Saab, 2010)

2% |n 2004, BAE acquired Alvis, which had bought Swgadmanufacture of amoured vehicles
Héagglunds, and in 2005 United Defence Industrieende, Bofors and Hagglunds are now part of
BAE Systems Land and Armaments.

228 (Interview Saab, 2010)
227 (Interview SOFF, 2010)
228 |pid.
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seeking out foreign partners, consulting the ralevauthorities informally. The
Government then granted the permit on a case by lsasis using its model it had

develop and fine tuned in the former transactions.

All in all there have been very “few cases” of FbDIthe Swedish defence industry,
mainly associated to the privatization proces$iatend of the 1990s and the IPO of
Saab AB. In recent years second and third tiersfimainly with dual-use production
have been acquired in a number of smaller trarsactbelow the € 100 million
threshold. The Government is said to have becomee melaxed with regard to
conditions attached to the permits after the saldh@ major defence companies i.e.
2000. This holds in particular for the current Goweent which rather champions

liberal views on the defence markét.

So far no hostile takeover attempts have been raadeno application of a foreign
investor for a permit has been turned down. Thetfet no permit has been denied so
far is explained with reference to the closely knibrmal network among defence

officials and industry, which allows sorting out pbssible issues in advance.

5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of countties$-DI

Swedish representatives of industry and Governmetgct a great deal of difference
regarding the openness of countries to foreign iattmns in the defence industry.
The following table provides a summary of the assesit by Swedish interview
partners. They are combined with selected comntbatgeflect the assessment in the

most succinct way to shed a light on the backgrafriie assessment.

We wish to stress, however, that this ranking isxbymeans a representative picture

of the opinion neither of the Swedish Governmentthe Swedish defence industry.

22 (Interview Saab, 2010)
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Table 5.1: Ranking of countries according to pemeéiopenness:

Country

Rank

1=most open — 9=most closed

Comment

France

9

“France strives ultimately for contro

of security of supply, very much liK
Sweden during the cold war.”

Germany

“Germany is open to investment b
they have a rigid review process.”

Italy

“Their companies are very close
linked with the MoD.”

The Netherlands

ut

ly

“The Netherlands don’t have that much
of a defence industry but are generally

very open towards FDL.”

Poland

“Poland seeks an alternative to the
European companies and to remain
control.”

Spain

“Spain doesn’t interact with the E
very much.”

Sweden

“We are leading the liberal creed in t
Nordic countries and are very op
now; whether that is so sensible
defence remains to be seen.”

United Kingdom

“Have been very open but ha
become more cautious.”

big
in

U

he
en
or

United States

“The U.S. is generally open; but th
control their defence assets tigh
against foreign companies.”

23
tly

5.2 On the need for EU level action

There was agreement among all interlocutors th#hitoday there is by no means a

common European approach, neither among the LotGuxtries nor within the EU

with regard to the review of FDI in the defenceustty. The latter fact is by most of

the interlocutors viewed as hindering “Europe tketa stronger stand” vis-a-vis the

United States and other emerging powers such as@ind Indig>° For the design of

230 |pid.)

Volume 2 of 2

210/388



EUROCON Appendix 1 Country Report: Sweden

a European approach the control mechanisms antigesof those countries should

be examined**

Moreover, experts from industry stressed that th#HA countries share a common
understanding that such a control is required,iafbe different reasons. This makes

the Lol/FA a rather doubtful forum for such contaakion.

Especially industry representatives expressed tleev that a EU level control

mechanism for FDI in the defence industry from mleéghe EU should be in place,
mainly for security as well as economic reasonsis ltargued that the Swedish
Government has championed the idea of a level migfield in which centres of

excellence emerge. If that is to become true tlenrol of third country investments
is required. Otherwise, so the argument, the EUldvba much more vulnerable than
before, as the combination of different nationakchanisms of control is considered
to be ineffective, especially with regard to setyuaf supply and the proliferation of
sensitive technologi€g? It should not be possible for someone from outsige EU

to disrupt the technological base with it high-skibs.

Another argument for a EU level approach on thssies emerged with regard to a
common approach on intellectual property rightse T™wedish Government has
traditionally shared IPR with industry. Both hadsequently the chance to draw on
the IPR. When Kockums, a Swedish naval company, acagiired by Germany’s

HDW German IPR regulations restricted the use ofkimns’ IPR by the Swedish

government. In the future the Swedish Governmetit veince make sure that the
IPRs originally financed by Swedish tax payers w#main accessible for the

government. A European agreement on this issuedimeitonsidered as helpfif

21 |pid.)
232 hid.)
233 |pid.)
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6 ANNEX

6.1 Articles of association for Saab A&

81

The name of the Company is SAAB AKTIEBOLAG. The Cmany is a public
limited company (plc).

§2

The object of the Company's business is, directly iradirectly, to develop,
manufacture, sell and maintain products to thet@wiaengineering and electronic
industries, and to provide technical services andsualtancy in the electronics,
telecommunications and computer fields. Operataresdirected primarily at defense
materiel. The company shall also own and manageestate and chattels, buy and
sell rights, and engage in financing activitiesvedl as any other business compatible

therewith.

§3

The registered office of the Company shall be ledan Linkdping, Sweden.
§4

The share capital shall comprise no less than séwerdred and fifty million
(750,000,000) Swedish kronor and no more than ttoideon (3,000,000,000)
Swedish kronor.

§5

The number of shares shall be not less than 4®8@5and not more than
187,500,000.

86

The shares shall be issuable in two series, dasidr&eries A and Series B. Shares of

either series may be issued in a number equividethie entire share capital.

234 Adopted at the Annual General Meeting on Apri2606 (Saab, 2006).
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When voting at a shareholders’ meeting, one shar8edes A shall entitle the
shareholder to ten votes and one share of SergwmB entitle the shareholder to one

vote. In all other respects, the shares of Seriaad\Series B are equal to each other.

A shareholder is entitled to demand that shareSeasfes A in his possession be
converted into shares of Series B. An applicatmmhis effect shall be submitted in
writing to the Company's Board of Directors, stgtimow many shares the owner
wishes to convert and supplying all and any oth@rmation and documents that the
Board of Directors may request. It is the dutyre Company's Board of Directors to
report such application for registration purposethiw one month of receipt of the

application. Conversion shall take effect whenstgtion has been completed.
8§87

If the Company resolves to issue new shares oeéSériand Series B through a cash
issue or an issue by set-off, holders of shareSesfes A and Series B shall have
preferential right of subscription to new shareshaf same share series in proportion
to the number of shares already owned by the sbleh(primary preferential right).
Shares which have not been acquired on the bagsmary preferential right shall
be offered for subscription to all shareholdershésdiary preferential right). If the
shares thus offered are insufficient for subsaiption the basis of subsidiary
preferential right, the shares shall be allocat@drag the subscribers in proportion to
the number of shares already held by them andhdoektent this cannot be done,

through the drawing of lots.

If the Company resolves to issue through a caskeiss an issue by set-off shares
either of Series A or Series B, but not both, Ahreholders, regardless of whether
their shares are of Series A or Series B, shak lpaeferential right of subscription to

new shares in proportion to the number of sharesady held by them.

If the Company resolves to issue, through a cagleisr an issue by set-off, warrants
or convertible promissory notes, the shareholdeadi, yespectively, have preferential
right of subscription to the warrants as if thaisgoncerned the shares that may be
subscribed under the warrant, and preferentiak wflsubscription to the convertible
promissory notes as if the issue concerned theeshhat the convertible promissory

notes may be exchanged for.
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The above shall not entail any limitation to thesgbility of reaching a decision on a

cash issue or an issue by set-off departing frarstiareholders' preferential right.

If the share capital is increased through a bossise, new shares of each series shall
be issued in proportion to the number of sharab@®fBame series as already exist. In
this connection, earlier shares of a specific sestell entitle the shareholder to new
shares of the same series. This shall not entgilisnitation to the possibility to issue
shares of a new series through a bonus issuewaliprequisite amendments to the
Articles of Association.

§8

In addition to the members who may in accordancth Wegal requirements be
appointed by other than the Annual General Meeting,Board of Directors of the
Company shall comprise at least six (6) and at nveslve (12) regular members and

at most four (4) deputies for such members.
§9

One or two Auditors with or without Deputy Auditosball be appointed to examine
the Company's Annual Report and accounts, as vgelha administration of the
Company's affairs by the Board of Directors andMtamaging Director. Either one or

two registered accounting firms may be appointeaduastor.
8§10

The Company's accounting year shall be the caleyesar
§11

General Meeting of the Company's shareholders dtmllheld in Linkdping or
Stockholm.

§12

Notices convening a General Meeting shall be phblisin "Post- och Inrikes

Tidningar”, as well as in "Dagens Nyheter" and,é®&ska Dagbladet”.

Shareholders wishing to attend a General Meetird) dle included in a printout or
other representation of the shareholders' registfliecting the conditions five
business days prior to the meeting and shall nttgyCompany no later than 12 noon

on the day specified in the notice convening theeting, stating the number of
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assistants. This day may not be a Sunday, a phbliday, a Saturday, Midsummer's
Eve, Christmas Eve or New Year's Eve, and may abtdarlier than the fifth

weekday before the meeting.

§13

At the Annual General Meeting, the following itestsall appear on the agenda:
1) Election of Chairman for the meeting

2) Approval of the voting list

3) Approval of the agenda

4) Election of one or two persons to verify the ntes of the meeting

5) Motion as to whether the meeting was duly coeden

6) Presentation of the Annual Report and AuditBeport, and of the Consolidated
Annual Report and Consolidated Auditors' Report

7) Resolutions

a. on approval of the Income Statement and Bal&@iweet and the Consolidated

Income Statement and Consolidated Balance Sheet
b. on allocations in respect of profit or loss adaog to the approved Balance Sheet

c. on discharge of the Board of Directors and trendgjing Director from liability for

their administration of the Company's affairs

8) Stipulation of the number of regular and depBityard Members and, where
applicable, Auditor and Deputy Auditor, to be apped by the Annual General
Meeting

9) Stipulation of the Directors' and Auditors' fees
10) Election of regular Board Members and Deputgri@idViembers
11) Where applicable, election of Auditors and CigpAuditors

12) Any other business which, in accordance wite tompanies’ Act or the
Company's Articles of Association, requires constien by the Annual General

Meeting

§ 14
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The Company’s shares shall be registered in a G3tfal Securities Depositary)

register under the Financial Instruments Accourds(A998:1479).
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6.2 The Military Equipment Act (1992:1300)

With amendments up to and including SFS 2000:1348¢ish Code of Statues)

(Unofficial translation from the Ministry of ForaigAffairs)

Introductory Provisions
Section 1

This Act covers weapons, ammunition and other rr@télesigned for military use
which constitute military equipment in accordanceghwegulations issued by the

Government.

Permits under this Act may only be granted for sécyolicy and defense policy
reasons and provided they do not conflict with Seveslforeign policy.

Section la

The National Inspectorate of Strategic Productdl ghamine questions concerning

permits, prohibitions and exemptions in individoates under this act.

The National Inspectorate of Strategic Productsll skabmit a matter, with a
statement, to the Government for consideration hié tmatter is of principle

significance or is otherwise of special importance.

The Government may issue additional regulationandigg the submission of matters
to the Government.

Definitions

Section 2

The following definitions apply in this Act:

manufacture: the production of matériel or parts thereof whidnstitute military

equipment,
supply: sale, transfer, offer for sale, loan, gift or imediation,

manufacturing right: any right to manufacture military equipment
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Manufacture
Section 3
Military equipment may not be manufactured in Swedeless a permit is granted.

The Government may issue regulations to this requaént for a permit with respect

to:

1. Modification or conversion of firearms in casegerred to in Chapter 4 Section 1
of the Weapons Act (1996:67),

2. Manufacture of firearms on a one-off basis ahcdrmmunition for the maker’s

personal use,

3. Manufacture for medical or pharmaceutical puggosr for research purposes of at

most 100 grams per year of chemical products ¢ledsas military equipment.

The provision contained in the first paragraph does apply to Government

authorities which are public companies.

Supply
Section 4

Activities which involve the supply of military egument, inventions concerning
military equipment and methods for the productidnsoch equipment may not be

conducted in Sweden unless a permit is granted.

Swedish authorities, Swedish companies and pemsbaosare resident or permanently
domiciled in Sweden may not conduct such actividiesoad either, without a permit.

The provisions contained in the first and secondagraphs do not apply to

Government authorities which are not public comesani

Permits in accordance with the first or the secpadagraph are not required for
activities involving the supply of military equipmieto Swedish central Government
authorities or to manufacturers which have a pertoit manufacture military

equipment of the type supplied. Nor is a holdea oianufacturing permit required to
have a permit as described in the first or the s@q@ragraph if activities involve the
supply of military equipment which is the propediythe permit holder and which is

located in Sweden or the supply of an inventioraanethod for the production of
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military equipment to Swedish central Governmentharties or to manufacturers

which have permit to manufacture military equipmeinthe type supplied.

The Government may issue regulations concerningians to the requirement for
permits in accordance with the first and secon@g@phs, for such trade in firearms
as is regulated by the provisions contained inWeapons Act (1996:67) or such
handling of ammunition or other explosives whicle aegulated by the provisions

contained in the Act concerning Inflammable andI&sipe Goods (1988:868).
Section 5

Swedish authorities, Swedish companies and pemsbasare resident or permanently
domiciled in Sweden may not supply to a personntityeabroad military equipment

located abroad or an invention pertaining to nmjitaquipment or a production

method for such equipment without a permit forgpecific case in question.

Export
Section 6

Military equipment may not be dispatched abroadheut a permit except as a
consequence of this Act or other legislation. e ttase of computer software,
transmission abroad by means of telecommunicatiniy any similar method is

equivalent to exportation.

The Government or an authority designated by thee@wmnent may issue regulations

for the exportation of:

1. firearms and ammunition pertaining thereto ferspnal account, and also firearms
and ammunition pertaining thereto, for use in mgticompetition or target practice
abroad,

2. firearms for repair, overhaul or similar measure
3. firearms brought into Sweden for measures calveby sub-section 2,
4. hunting and competition firearms and ammunitp@ntaining thereto which have
been brought into the country in accordance withgfhovisions contained in Chapter
2, Section 13b, of the Weapons Act (1996:67)

Licensing Agreement, etc.

Section 7

Volume 2 of 2 219/388



EUROCON Appendix 1 Country Report: Sweden

An agreement involving the granting or transfemanufacturing rights to a person or

entity abroad may not be entered into in Swedehawita permit.

Swedish authorities, Swedish companies and pemsbosare resident or permanently
domiciled in Sweden may not enter into such agreésnabroad either, without a

permit.
Section 8

An agreement with a person or entity abroad comagrthe development, jointly or
on behalf of that person or entity, of military gguent or of producing methods for
such equipment, or concerning the joint manufactdmmilitary equipment, may not

be entered into in Sweden without a permit.

Swedish authorities, Swedish companies and pemsbosare resident or permanently
domiciled in Sweden may not enter into such agreésnabroad either, without a
permit.

Changes in Agreements, etc.

Section 9

Agreements concerning a supplement to or modiboatif an agreement of a nature
which requires a permit in accordance with Secffoor 8 may not be entered into

without a permit if such supplement or modificatiomolves:

1. the equipment covered by the agreement, prelyispecified,

2. the granting or transfer of rights under thesagrent to third parties

3. the right to supply military equipment to a pent not previously specified,
4. the extension of the validity of the agreement,

5. provisions regarding the protection of secr&irimation.

Training with a Military Purpose
Section 10

Training with a military purpose of persons who acé Swedish citizens may not be

conducted in Sweden without a permit.
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Swedish authorities, Swedish companies and pemsbasare resident or permanently
domiciled in Sweden ma not conduct such trainingpbath on a professional basis

without a permit.

A permit is not required for training arranged bgv@&rnment authorities which are
not public companies, or which is arranged in cotina with the sale of military

equipment or for employees in companies which havpermit to manufacture
military equipment.

Marketing, etc.

Section 11

A person or entity granted a permit in accordandi Bection 3 or 4, and also
Swedish Government authorities conducting corredpgnactivities, shall report to
the National Inspectorate of Strategic Productstia form prescribed by the

Government on:
1. the marketing of military equipment conductedoal,

2. measures aimed at concluding an agreement whictubject to a permit in
accordance with Section 7 or 8

The Government may issue more precise regulategerding the obligation to report
any exemptions from such an obligation. In particalases, the National Inspectorate
of Strategic Products may also allow exemptionsifsuch an obligation to report.
Tendering, etc.

Section 12

A person or entity granted a permit in accordandd WBection 3 or 4 as well as
Swedish Government authorities conducting corredimgnactivities, shall notify the
National Inspectorate of Strategic Products prmrstibmitting a tender, or, in a
situation in which tendering procedures do not wpplrior to entering into an

agreement concerning:
1. the supply of military equipment to a persorewotity abroad,
2. the granting or transfer of manufacturing rigtasered by Section 7, or

3. the manufacture or development of military equept covered by Section 8.
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The Government may issue more precise regulatiomeerning the deadline for
notifications and any exemptions from the obligatio provide a notification. In

particular cases, the National Inspectorate of t&ra Products may also grant
exemptions from the obligation to provide a noéfion.

In particular cases, the Inspectorate of StratBgoxiucts may prohibit submission of

a tender or the establishment of an agreementasambby the first paragraph.

Conditions, etc.
Section 13

A permit granted under Section 3 or 4 to a Sweftisit stock company may include
a requirement that only a certain proportion ofrekamay be held, directly or
indirectly by foreign legal entities. A permit majso include requirements under
which the managing director of the company, membétke board and their deputies

must be Swedish citizens and resident in Sweden

Conditions with respect to ownership may also bplieg in permits granted to

trading partnerships in accordance with Section4.0
Section 14

Permits granted in accordance with Sections 3-10/ rha subject to other
requirements than those referred to in Sectionah8, may also include supervisory

and procedural regulations.

Section 15

Permits granted in accordance with Sections 3 anthy be granted for a specified
period of time or until further notice.

Cancellation

Section 16

Any permit granted in accordance with Sections 3vHy be cancelled if the permit-
holder has disregarded a regulation containedisnAbt, or a regulation, requirement
or provision issued under the Act or if there atbeo special reasons for such

cancellation.
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A permit to enter into an agreement granted undmti@& 7, 8 or 9 may not be
cancelled if the agreement has already been eniteed

Cancellation takes effect immediately unless sotherarrangement is decided.
Obligation to Provide Notification of OwnershipanForeign Legal Entity

Section 17

A person or entity granted a permit under Sectioor34, as well as a Swedish
Government authority conducting corresponding &t without requirement of

permit, shall in accordance with regulations issumd the Government supply
information to the National Inspectorate of Stratdgroducts concerning ownership
in foreign legal entities involved in the developthemanufacture, marketing or sale

of military equipment
Supervision and Obligation to Provide Information

Section 18

A person or entity ranted a permit under secti@r 8 shall be subject to supervision
by the National Inspectorate of Strategic Produdise Government may issue

regulations for such supervision.
Section 19

A person or entity granted a permit under Sectiar 8 shall in accordance with the
detailed regulations issued by the Government, guionthe National Inspectorate of
Strategic Products, a solemn declaration on oagarding the activity for which

permission has been granted.

The Government may issue regulations specifyingngt®ns from the obligation to

submit such a declaration.
The Government may issue regulations obliging:

1. a person or entity with a permit granted undecti®n 6 to provide information

regarding military equipment which has been didpadcabroad,

2. a person or entity with a permit granted uneetien 7 or 8 to provide information
regarding agreements which have been entered into.

Section 20
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At the request of the National Inspectorate of t8gjig@ Products, a person or entity
with a permit granted under Section 3 or 4 shdinsiti information and documents
required for inspection and give the Inspectorateess to the premises at which
business operations are conducted. The Inspectizragtitled to make use of the

assistance of other Government authorities inlfinidj its function.
Section 21

If there is a change in the circumstances desciibbéae application for a permit, the
person or entity granted permission under thisidabliged to notify such a change
to the Inspectorate of Strategic Products in acamrd with the regulations issued by

the Government.

If the permit refers to the manufacture of chemmalducts, the holder of the permit
shall notify the National Inspectorate of Stratelgroducts of changes in the activities
planned for the current calendar year in accordantethe regulations issued by the

Government.
Section 22

In order to cover public expenditure for the Na#ibrinspectorate of Strategic
Products, a person or entity with a permit to maotufre military equipment granted
under this Act or a person or entity that manufieguproducts coming under the
supervision of the Inspectorate in accordance wighSection 12 of the Act on the
Control of Dual-use items and Technical Assistaf390:1064) is to pay an annual
fee, if the invoiced value of the manufacturer'gesadf products of this type exceeds
SEK 2.500.000 during the year. The Inspectorateerdehes the fee for all

manufacturers on the basis of their proportion hed tnvoiced value of sales of

military equipment.
Audit Control

Section 23

If an auditor in the course of his scrutiny comnseort a company’s compliance with
the provisions of this Act, and such comment hanh@esented in an audit report as
described in Chapter 10 Section 5 of the Compaheeg1975:1385) or Section 6 of
the Audit Act (19991079), he shall immediately disyh a copy of the audit report to
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the National Inspectorate of Strategic ProductsaAditor for a Swedish Government
authority has a corresponding obligation.

Appeal

Section 23a

An appeal may be lodged with a general adminiseatourt against a decision by the
National Inspectorate of Strategic Products to ebagermit under Section 16 or to

determine a fee under Section 22.

Review dispensation is required in the case of alpfmean administrative court of

appeal.

Appeals may not be lodged against other adminigéralecisions

Provisions concerning Liability, etc.
Section 24

Provisions concerning unlawful exportation and rafieed unlawful exportation are
covered by the Act of Penalties for the Smuggli2@00:1248).

Section 25

A person or entity contravening any of the Sectigtsor 7-10 or a prohibition issued

under Section 12 is sentenced to

1. a fine or imprisonment of not more than two ge#irthe offence is intentional
2. a fine or imprisonment of not more than six nhanif the offence is the result of
negligence.

A person or entity intentionally misleading the Matl Inspectorate of Strategic
Products or the Government into granting a permiaécordance with any of the
Sections 3-5 or 7-10 and thus causing a contradietdulfilled or supply to be

implemented will be sentenced to a fine or imprmment of not more than two years.
If the offence is the result of negligence, a fomtemprisonment of not more than six

months will be imposed.
Sentence will not be passed in cases where theaaffie minor.

Section 26
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If an offence covered by Section 25 has been coredhibtentionally and is not to be
considered a serious offence, the sentence shathfmésonment of not less than six

months and not more than 4 years.

In assessing whether the offence is of a seriodgraiathe court shall take into
account whether the offence involved substantialpery value, whether the offence
was of considerable scope or duration or whetheradfffience was of a particularly

serious nature in other respects.
Section 27

A sentence of a fine or imprisonment of not mowtkix months shall be imposed on

a person or entity which intentionally or as a testinegligence:

1. fails to submit notification in accordance wikction 12 or to submit information
in accordance with Section 17,

2. fails to provide notification under Section 21,

3. in cases not covered by Section 25 or 26 submdsrrect information in an
application for a permit or in any other documethiich is relevant for consideration
of a matter subject to this Act, or which is othesvsubmitted to the supervisory
authority,

4. disregards a condition or contravenes a supegvis procedural regulation issued
under this Act.

Sentence will not be passed in cases where theaaffie minor.
Section 28

Sentence will not be passed under this Act if tienae is punishable under the Penal
Code.

Section 29

Proceeds resulting from an offence covered by &e@b or 26 shall be declared

confiscated unless this is clearly unreasonable.
Section 30

Public prosecution for an act in contravention e€t®n 3 or 4 may only be instituted

if permission is granted by the supervisory autiyori
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1 INTRODUCTION

One of the most striking features of the Unitedd€iom’s defence industrial base is
the extent of foreign ownership. The UK Governmiegs been broadly supportive of
foreign ownership of UK defence industrial assetsirgy it as a means of sustaining
defence industrial capabilities in a consolidatimgrket, providing an additional
source of capital and sustaining competition imasolidating industry. In contrast to
some other European countries, the political sejief the question of nationality of
ownership has been surprisingly limited with theuss rarely subject of political

comment®®

The UK Government privatised State owned defenciistrial companies in the

1980s and sold its remaining stake in the Qinet&f@mce research company in 2008.
Special rights (special or “golden” shares) prayisi were put in place as part of the
Articles of Association. Certain rights includingose related to foreign shareholding

limits, disposals and the nationality of directars related to the special share).

Domestic merger regulations contain provisionstfie UK Government to intervene
where mergers and joint ventures have a nationalirge dimension. The UK
Government has shown a preference for the usehafvioieural undertakings relating
to the future conduct of the merged business.

235 several Government and industry representativesviewed for this study noted how the takeover
of the confectionary company Cadbury by the US KFafods had raised more public comment
than most foreign acquisitions of UK defence conigan
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2 CONTEXT

This section provides some background informatiorthe UK defence industry, UK

defence procurement and UK defence industrial polic

2.1 The UK defence industry

The UK defence industry is large and has leadirghrtelogical and industrial
capabilities across a broad range of sectors frerospace and defence electronics to
nuclear submarine and propulsion system designreardifacture. In Europe, the UK
defence industry together with that of France ie thrgest defence industry by
turnover. The UK defence industry is also regulamlyhe top five defence exporters

in the world.

The UK headquartered company BAE Systems is tlgesarcompany in Europe by
defence revenues and the second largest in thedwden other UK companies
feature in theDefense Newdop 100 defence companies including Rolls-Royce,
QinetiQ, VT Group and Cobham. The growth of UK c@mies in the last decade has
been in last part a product of their successfubnetoof acquisitions of defence
companies in the United States.

One of the most striking features of the structfréhe UK defence industrial base is
the extent of foreign ownership of UK defence indat assets. Foreign ownership
has emerged as a consequence of joint venturagisdammns and the establishment of
foreign owned industrial activities to meet off-setd other obligations associated
with large defence programmes. The Defence Indus@itrategy White Paper
estimated that 25 percent of the UK defence inglustforeign owned and important

foreign owned patrticipants in the UK defence indusiclude:

* Finmeccanica UK - Italian owned Finemeccainca is the second largefence
contractor in the UK following its buy-out of thegAstaWestland joint venture
and its ownership of the SELEX companies and Vegaif

e Thales UK — French-owned Thales (formerly Thomson-CSF) ie #®cond
largest defence contractor in the UK not leasth&sresult of its acquisition of
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Racal Electronics in 2000. Thomson-CSF establisit@doosition in the UK
through a series of joint ventures during the 198Bh included equity stakes in
Pilkington Optronics, Shorts Missile Systems andomBon Marconi Sonar
amongst others. In turn, it bought out its joinntege partners to take full

ownership and control.

« MBDA - the creation of MBDA merges the UK-based guidedapons
businesses of two BAE Systems joint ventures — ialdWlarconi Systems and
MBD with those of Finmeccanica and EADS.

e EADS - EADS has established an important position ia thK defence
communications sector through its acquisitions ofgéht Defence & Security
Networks in 2001 and the acquisition of the BAE t8gs share in the Astrium
space joint venture in 2003.The latter establisiteADS as prime contractor for

the UK’s Skynet 5 military communications satellii@gramme.

* Raytheon UK Ltd — the U.S. owned company is prime contractor foumber of
major UK programmes such as ASTOR (Airborne Staffdfadar), SIFF
(Successor Identification Friend or Foe) and PGid¢iBion Guided Bomb) and
the company designs, develops and manufacturesda weinge of advanced
electronic products and systems in the UK. The dofpany can trace its history
in the UK back over forty years through the UK sdiasies of the former Hughes

and Texas Instruments companies.

* Lockheed Martin UK Ltd — the U.S. owned company is prime contractor for a
number of UK programmes including the Royal Navy rivte helicopter
programme and the UK Cooperative Engagement Cagyalibckheed Martin
has provided support to the Royal Navy for Fledti@& Missiles since 1968 and
is responsible for the integration of the Tomaha8kCM into Royal Navy

submarines.

* General Dynamics UK- the U.S. owned company is the prime contraciotHe
UK’s Bowman digitization programme and in March 2G@e company launched
an unsuccessful bid to acquire the UK land systeongpany Alvis?®

3¢ The General Dynamics bid prompted a higher valoenter-bid by BAE Systems which was
accepted by Alvis. However, the General Dynamiesigaction was subject to an Office of Fair
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2.2 The scale of defence procurement

In 2008, the UK spent €10295 million on defenceigauent and R&D, the largest
expenditure of any EDA participating Member Statbe UK defence market is
comparatively open. According to figures in the d&fence Industrial Strategy White
Paper, in 2004/05 some 5% of UK MOD spend with stduwas directed at imports,
a further 14% with foreign-owned UK-based comparaesl a significant further
proportion (13%) to cooperative programmes run ugho European organisations
such as NETMA and EUROPAAME!

2.3 National defence industrial and market policies

UK defence industrial policy was set out in the &wfe Industrial Strategy White
Paper published in 2038% The acceptance of growing foreign ownership of e

defence industry is a core part of the UK governrsetiefence industrial strategy.
This policy was first described in detail in the IQ Defence Industrial Policpaper

published in October 2002. The document was sicanfi because it was the first time
that the UK Government had explicitly and publidiated its policy towards the
defence industrial base — and foreign ownershipe Plaper stressed the UK
government’s view that the UK defence industry stdee defined asll defence

suppliers that create value, employment, technotogptellectual assets in the UK —
irrespective of whether they were UK or foreign-@an The UK’s position was set

out clearly (and was reiterated in thefence Industrial Strategyy

“One result of the defence industry’s internaticretion has been to blur the
definition of what comprises the UK defence indus&n increasing number

of companies with foreign parentage now have Britiboards and

Trading investigation that suggested that the UK/&oment had some national security concerns
but that it felt that those concerns could havenbedigated through behavioural undertakings had
the transaction gone ahead.

237 UK Ministry of Defence (2005efence Industrial Strategy.ondon: Ministry of Defence).

2% The recent Green Paper noted that an update @efedustrial Strategy is expected as part of the
UK'’s Strategic Defence Review UK Ministry of Defen§2010a) 'Adaptability and partnership:
Issues for the Strategic Defence Review'. available at
<http://www.mod.uk/NR/rdonlyres/790C77EC-550B-4AB&27-
14DA412FC9BA/O/defence_green_paper_cm7794.pdf>..
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workforces... Foreign-owned companies that set ughi UK can bring

benefit in creating technology, employment and liettual assets in this
country... The UK defence industry should therefoeedefined in terms of
where the technology is created, where the skilts tae intellectual property
reside, where the jobs are created and sustainddywhere the investment is

made”?*°

By and large, the political reaction to this growth foreign ownership has been
muted. Recent foreign acquisitions have provokie lor no political reaction and
only passing comment in the media. In contrasbtoe other European countries, the
political saliency of the question of nationality @vnership has been surprisingly
limited with the issue rarely subject of politicabmment®® Indeed, several
Government and industry representatives interviefeedhis study noted how the
takeover of the confectionary company Cadbury ey I8 Kraft Foods had raised

more public comment than most foreign acquisitiohgdK defence companies.

3 NATIONAL PRACTICES WITH RESPECT TO STATE
CONTROL OF STRATEGIC DEFENCE ASSETS

In this section of this country study we turn tansmler UK practice with respect to
State control of strategic defence assets, lookingarticular at three issues: first,
Government ownership; second, special rights; dhad, regulation of foreign

acquisitions of defence assets.

3.1 Government ownership

The UK Government does not retain ownership in @efgnce company. In the case

of the UK, defence companies that were nationalisebe 1970s (British Aerospace,

239 UK Ministry of Defence (2002pefence Industrial Policy.ondon: Ministry of Defence).

240 puring the 1980s, an intense political disputa #rose in the mid 1980s over the takeover of the
helicopter manufacturer Westland which led to tesignation of two Cabinet Ministers and an
intense political debate about the UK’s attitudedaods European cooperation. However, it ought to
be stressed that the issue of foreign ownershipneast the centre of the “Westland Affair” but
instead whether the foreign owner ought to be a tr.&uropean consortium.
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Rolls-Royce and some shipbuilders) were privatisedthe 1980s. This was much

earlier than other European countries and the UK d&ao gone further by also

privatising the larger part of its Government defenesearch establishments. The UK
government’s remaining stake in the QinetiQ defems®arch company was sold in
2008.

Special rights

During the privatisation of state-owned compansg&cial rights (special or “golden”
shares) provisions were put in place as part af theicles of Association. These
golden shares were retained by Government depatgmenprivatised companies,
such as British Gas, British Energy, British AirgoAuthority, as well as companies
with defence businesses such as British AerospBois-Royce and the Royal
Dockyards. Overtime, and in response in part topean Court of Justice rulings on

special shares, many of these shares in non-detemgpanies have been redeemed.

Defence companies subject to special shares prowisi
Those special shares that remain in the defenesindinclude special shares in:

* Atomic Weapons Establishment
* BAE Systems

* BAE Systems (VSEL)

* Rolls Royce

» Devonport Royal Dockyard

* Rosyth Royal Dockyard

e QinetiQ

Purpose of the special share

The ownership of these special shares confer oaiitgtits on the Government special
share holder. It ought to be emphasized at theebthiat these special rights and in no
case do they confer direct power of day-to-day rganmeent control on the

Government special shareholder. Instead, the parpbthe special rights is to protect
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what the UK MOD regards as “vital defence industc@pabilities”*** For instance,
the MOD explains that it holds a special share ineQQ because: “This allows the
Government to veto any transaction or shareholthag) may result in unacceptable
ownership, influence or control contrary to UK defe and security interest&™
Significantly, many of the special shares relateaspects of the UK’s independent
nuclear deterrent (e.g. AWE; BAE Systems (VSEL) Ratls Royce).

Nature of Special Rights

Rights attached to the special share are set otlteirArticles of Association of the

company concerned. In the Annex we provide detdilthe special share provisions
for BAE Systems, Rolls-Royce and QinetiQ and whilsty vary in some respects
between companies, it can be seen that the staatholder has certain key rights,

as follows:

Foreign shareholding limits — foreign shareholdiimgts were introduced as part of
the privatisation of British Aerospace (now BAE f&yss) and Rolls-Royce. These
have been relaxed over time (see the case studwpbut there is still a 15% limit on
individual foreign shareholdings in BAE Systems and Rolls-d@oyggregate foreign
shareholding has risen above 50% in both compatiesrtain points in their recent

history.

Disposals — the special shareholder has certantsrigith regard to consultation and
veto powers over the sale of the company and speafe assets and in some cases
has the option to purchase certain Strategic Asisetsertain circumstances (for

example, in the case of QinetiQ, see Annex 3)

Nationality of directors — in the case of BAE Systeand Rolls-Royce, a simple
majority of the Board, including the Chief Execetiand any Executive Chairman

must be British.

Compliance system — in the case of QinetiQ and uscaf the sensitivity of the
intellectual property and capabilities held by tmmpany, and the importance of its
advice and consultancy services for MOD remainitbgective and impartial, the

241 UK Ministry of Defence (2005pefence Industrial Strategy.ondon: Ministry of Defence).

22 UK Ministry of Defence (2010b) 'MoD and QinetiQ.London, available at
<http://www.mod.uk/Defencelnternet/FactSheets/Mod@metiqg.htn».
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special share confers certain rights with regartheomonitoring of the compliance

system established as part of its privatisatior f&enex 3).

[llustrative case study: BAE SYSTEMS

The UK Government has two separate special shareicompany, the first relating
to the whole of the business (the BAE Systems apshare), and the second relating

to the submarine business only (the VSEL speciieyh

When British Aerospace was partially privatised.f84) in 1981, the Company’s
Articles of Association contained a number of psams in relation to ownership and

control, which may be summarised as follows:
* Aggregate non-British ownership was limited to 15%;
» All Board members were to be British nationals;

* The Government could appoint a ‘Government Dirédmisit on the Board. (In
practice, until the removal of this provision inQ2) this person was named from
among the non-Executive Directors appointed by mbrpmivate sector practice

and was never a representative of the Government.)

The company became fully privatised in 1985. In94.g& limit on aggregate foreign
ownership was raised to 29.5%, and in 1998 to 49.b& a new provision was
introduced limiting share ownership by any one persr persons acting in concert to

15%. The provisions of the special share werenaxtified in 2002:

» the aggregate limit was abolished, leaving only 1866 cap on individual or

concerted holdings;

» the nationality provisions in relation to Board nmarship were relaxed such that
a majority of Board members, and the Chief Exeeu@ifficer and any Executive
Chairman, must be British nationals. In March 2008 Sunday Times
newspaper reported that BAE Systems and Rolls-Rdwa approached the
Government in a bid to relax the terms of the speshare to allow them the

possibility to appoint a foreign Chief Executik’€ No change in th rules resulted.

243 Waples, J. and O’Connell, D. (2008) 'Roll-Royael BAE Systems in secret plea to Downing
Street'. The Sunday Times, 16 March
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* The position of Government Director was abolished.

Foreign ownership has since exceeded 50% for penigds, reaching a peak of 57%

(see the Figure: Foreign shareholdings in BAE 3ysje

Figure 3.1: Foreign shareholdings in BAE Syst&ths
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The ownership and Board nationality provisions rhayelaxed at any time by an

administrative decision of the Government. Thughd company was to be the

subject of a foreign takeover or merger bid endbrisg the shareholders, the

effect of the special share could be relaxed wita Government's consent.

Similar considerations would apply to the appointimef a non-British Chief

244 BAE Systems (2010b) 'Foreign shareholding: Irdiial foreign shareholding restrictions'. available

at <http://bae-systems-investor-relations-2009.petidn.investis.com/shareholder-
information/foreign-shareholding/timeline-of-keyents.aspx>.
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Executive. Equally, the Government would be ablelazk a foreign takeover or

merger:*®

» The Government placed a special share in VickeigbBhding and Engineering
Ltd (VSEL) which was privatised in 1986. Acquiregt BEC-Marconi in 1995
and consequently by BAE Systems in 1999, the lihebusiness includes
development and production of nuclear-powered suines The special share
relates only to the wholly owned subsidiary in whibhe BAE Systems Submarine
Solutions business is vested, and its provisiolsea@ssentially to disposal of the
whole or a material part of the business, togethigh nationality provisions
requiring that Chairman, Chief Executive, Managigector and a majority of

directors are of British nationality.

3.3 National regulation of foreign acquisitions afefence assets

Merger policy in the UK is regulated under the Eptise Act (2002) which came into
force in June 2003, and the EC Mergers Regulaésh3®. The Enterprise Act (2002)
allows the Secretary of State for Business Innowasind Skills to intervene on public
interest grounds, including national security. Utls cases, Government often seeks
undertakingdfrom acquiring companies on retaining defence ciéipab in the UK.
The potential acquisition of Centrica by the Russiampany Gazprom Russia during
the period 2006-2008 prompted political attentiond aa statement from the
Government that there would be no change to therfmse Act (2002). A copy of

the relevant sections of the Enterprise Act (20@2) be found in Annex 4.

Number of acquisitions subject to review on the grmls of national security

Since the commencement of the Enterprise Act’s argogovisions on 20 June 2003,
intervention notices relating to the public interesnsideration "national security"

have been issued in the following seven cases:

« 2004 - Acquisition of Alvis plc by General Dynami€srporatior’*°

245 But it is the Company’s view that this power é&sndary to other powers which the Government
can exercise as customer and regulator.
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e 2004 - Acquisition of full control of AgustaWestldrN.V. by Finmeccanica
S.p.A.

e 2004 - Acquisition of parts of the military commaation and avionics businesses

of BAE Systems plc by Finmeccanica S.p.A.

e 2005 - Acquisition of Insys Group Limited by Loclkdte Martin UK Holdings
Limited.

e 2007 - Release and variation of undertakings gbseBAE SYSTEMS relating to
its acquisition of the Marconi Electronic Systemssiness of the General Electric
Company Plc (March 2000).

e 2007 - Acquisition of Smiths Aerospace Division®gneral Electric Company.

e 2009 - Acquisition of QinetiQ's Under Water Systersvision by Atlas
Elektronik UK+

Reasons for review and definition of “defence assednd “national security” used

The Enterprise Act (2002) gives the Governmento(igh the Secretary of State for
Business Innovation and Skills) the following poséo intervene in mergers with a

national security dimension:

* The Enterprise Act provides for the Secretary dcité&tto serve a “European
intervention notice” to protect legitimate interesainder Article 21(3) of the
ECMR. National security is specified as a legitienatterest under the Enterprise
Act. Chapter 2, 58 (2) of the Enterprise Act defifieational security” to include
public security and “public security” has the sameaning as in Article 21(3) of
the ECMR;

 The Enterprise Act provides for the Secretary chté&tto intervene in the
consideration of a merger that s/he thinks miglgerane or more public interest
considerations (“merger public interest cases”plieunterest considerations are

246 This transaction did not proceed since BAE Systenesented a higher value counter bid that was
accepted by Alvis.

247 BIS — Department for Business Innovation andISk2010) 'National Security Mergers'. available
at <http://www.berr.gov.uk/Policies/business-lawfetition-matters/mergers/mergers-with-a-
public-interest/national-security-mergers>.
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specified in the Enterprise Act as being natioredusity, media plurality and

stability of the UK financial system.

 The Act also provides for an exceptional categorymergers, which can be
referred on public interest consideration grounay ¢‘special merger situation”).
These are mergers involving a Government contrgpst or present) who holds
confidential material related to defence — so &#iguyy the consideration of
national security — but who does not meet the nbrgualifying thresholds
relating to turnover or the share of supfy. The Enterprise Act 59(9) makes
clear that “defence” has the same meaning as itose2 of the Official Secrets
Act 1989 (6) (see Annex 5 of this report); and “gmument contractor” includes
any sub-contractor of a Government contractor, suty-contractor of that sub-
contractor and any other sub-contractor in a ch&sub-contractors which begins
with the sub-contractor of the Government contnacto

Assessment of European interests in the review pssc

European interests are not formally taken into aotan the review process. The
Office of Fir Trading (OFT) issues an invitationcomment (ITC), allowing 10 days
for 3rd parties to respond; Government departm@ikis MOD), other firms with an
interest and any other individuals/entities allpasd in this period; the ITC is
referenced on the OFT’s web-site, is communicabeithé¢ market via the Regulatory
News Service (RNS), and is sent to companies ndedrna the OFT by the target as

competitors and customers.

Differentiation between EU and non-EU countries

The process does not differentiate between EU amdBWU countries. In law, the
Enterprise Act (2002) does not make any distinctimiween EU and non-EU
countries. Equally, in policy, the MOD does nottidiguish between EU and third
countries. For example, the Defence Technologyt&jyasets out the critical areas

where the UK judges a need to retain sovereignhshiges and as opposed to those

%8 The provisions of the Enterprise Act mean thatnammal circumstances, mergers can only be
considered by the UK competition authorities if theover in the UK of the enterprise being taken
over exceeds £70m or the merger creates or in@@86% share in a market for goods or services
in the UK or a substantial part of it.
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where the UK can engage in international collabomatNo distinction is drawn

between European and third country internationdélooration.

Authorities responsible for the review process

The Enterprise Act (2002) gives the Governmento(igh the Secretary of State for
Business Innovation and Skills) the power to inéeev in mergers with a national
security dimension. The Secretary of State intezgehy serving an intervention
notice on the Office of Fair Trade (OFT). The ORI the UK’s consumer and
competition authority. Where a merger raises nati@ecurity concerns, the OFT
relies heavily on representations made by the Minisf Defence. The MOD’s

Defence Equipment & Support organization (DES) aamergers and acquisitions
adviser within its Industry Group who is responsilibr MOD advice on defence
industry mergers and acquisitions. The Act allohes ©OFT to refer a transaction to

the Competition Commission.

Intervention procedures

Under UK law, there is no general requirement tdifpomergers to the UK
competition authorities although guidance publishgdhe Government recommends
that: “If you consider the UK’s essential securitterests may be affected by the deal

then you are advised to contact the Ministry ofdbeg”2*°

In merger public interest casethe Secretary of State for Business Innovatioth an
Skills intervenes by serving an intervention notme the Office of Fair Trading
(OFT)2*® The OFT then makes a report to the Secretary afeSor Trade and
Industry giving its advice on a number of mattérgey include whether a relevant
merger situation has been or will be created, wdreth substantial lessening of
competition has resulted or may be expected tdtreghether any relevant customer
benefits outweigh the substantial lessening of aitipn and any resulting adverse
effect, whether the matter might appropriately kaldwith (disregarding any public
interest consideration) by way of undertakings, treimportance of the market. The

249 The EC Merger Regulation Guidance Not€smpetition Policy Directorate, Department of dea
and Industry, November 1998.

%0 The OFT is an organization independent of Govenirtteat is the principle body that investigates
the competition aspects of mergers in the UK.
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OFT makes recommendations on the public interessideration and a summary of

any representations about the case.

In the case ofmerger special interest casesimilar procedures to those in public
interest cases apply. The Secretary of State rasiséian intervention notice; the OFT
makes a report as to whether a special merger d¢&xs dr will be created, including

any other relevant advice, recommendations on tifsiinterest consideration and a

summary of any representations about the case.

So far as the timetable for Enterprise Act pubfiterest interventions is concerned,

the minimum and maximum timescales are as follWs:

e OFT has a maximum of 40 working days to submitporeto the Department of
Business Innovation and Skills (BIS) after BIS ssu publicly - its intervention

notice

* Within this period, OFT issues an invitation to goant (ITC), allowing 10 days
for 3rd parties to respond; Government departmgikis MOD), other firms with
an interest and any other individuals/entitiesr@dpond in this period; the ITC is
referenced on the OFT’s web-site, is communicatedihe market via the
Regulatory News Service (RNS), and is sent to congganominated to the OFT
by the target as competitors and customers.

* Following receipt of the OFT report, and interndSRonsideration, BIS issues a
Press Release stating its intention to acceptidertakings supplied by the OFT
in lieu of reference to the Competition Commissi&iS invites 3rd parties to
provide comments on the undertakings, also puldisiegether with an
unclassified version of the OFT report with the Rihin 15 working days; this
period may be extended by a further recurrent 7kingrdays if comments are
received and BIS decides to amend the undertakindse-consult.

* The final stage of the process is a BIS PR repgprihnisterial acceptance of

undertakings in lieu of reference

On receipt of the OFT report, for public interesises, the Secretary of State for

Business Innovation and Skills decides whether to:

%1 Interviews conducted with representatives of\tfieistry of Defence, February 2010.
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e clear a merger,;

» refer the merger to the Competition Commission bseat may be against the
public interest>? A reference may be made on grounds of substdasiséning of
competition and grounds of public interest, or oougds of public interest alone.
Where a case is referred on public interest grouth@sSecretary of State will also
decide on remedies (if any) following receipt ot t@ompetition Commission

report;

e seek undertakings in lieu of reference. In pubtiteiest cases, the Secretary of
State may accept undertakings by the company coeden lieu of a reference to
the Competition Commission following receipt of advfrom the OFT. Again, it
is the MOD, through the OFT, that proposes thosterakings>>

Right of appeal

The Enterprise Act public interest interventiongass includes an appeal mechanism.
Clause 120 allows aggrieved persons to apply taCimapetition Appeal tribunal for

a review of decisions. The mechanism was last useelation to the Lloyds-HBOS
merger in the banking sector. It has not been fisedny defence merger under the
Enterprise Act 2002.

Mitigation agreements

The UK government, through the MOD, has shown enstipreference for the use of
behavioural undertakings to mitigate the effecfayeign acquisition in the defence
sector. These mitigation agreements are not lawhda law (in the Enterprise Act)

and several industry representatives with expeeentthe buy side and sell side of
defence deals in the UK commented on the lack afispparency with respect to

mitigation. Nevertheless, mitigation agreements ublished by the OFT and it is

%52 The Competition Commission is an independent pubdidy established by the Competition Act
1998. The Commission conducts in-depth inquiriés mergers, markets and the regulation of the
major regulated industries. Every inquiry is undken in response to a reference made to it by
another authority: usually by the Office of Fairaimg (OFT) but in certain circumstances the
Secretary of State.

%3 By and large, undertakings in lieu of referencettie Competition Commission are likely to be
preferred by the acquiring company not least bexafsthe length of time a full Competition
Commission enquiry takes — and the real prospedtt tthe Competition Commission may find
against the acquirer (on public interest groundsl)\seto the transaction.
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possible to analyse the content of these behaviaumdertakings and draw some

general observations.

One important theme that emerges from an analydiseccases is the important role
played by behavioural undertakings relating to theire conduct of the merged
businessln each case, the Ministry of Defence (throughrépresentations to the
OFT) has raised concerns about the national sgdurjilications of the transactions
and these concerns were resolved by means of lmemalviundertakings by the

acquiring company.

A review of the undertakings given by the compasiesws that the UK Government
uses a variety of mechanisms to control foreign@dvoompanies. This review is set

out in Annex 6 which provides a detailed assessnidm key points are as follows:

1. Maintenance of strategic capabilities The maintenance of strategic capabilities
necessary for UK military programmes has been ackegern for the Ministry of

Defence. In each case, the company has been askeddrtake that:

* Military Programmes shall continue to be conductad a company or
companies incorporated within the UK under UK lavd an relation to which

a majority of the company Directors are UK nati@nal

 The Board of Directors of the UK company shall eamtsufficient UK
nationals who are security-cleared to enable sicsensitive issues to be

resolved at Board level should the need arise;

* Prior notification by the parent company to the idiry of Defence prior to
disposing of any asset that is significant for tbenduct of Military
Programmes and in respect also for any proposahévoluntary winding-up

or dissolution of one of those assets.

* Assurances of continuity of development and/or sumd all goods and
services for Military Programmes in respect of whtbe contracts to which

the UK company is a party

2. Protection of classified information - Another key concern has related to the
protection of classified information and behaviduwnadertakings agreed to by the

acquiring companies have included the following:
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All matters relating to security within the UK compy, particularly within

those carrying out activities in relation to MiliyaProgrammes, shall be

maintained in line with UK National Security Redibas, including the

security of work areas subject to special physica-fencing;

The operational management of the UK company’stadifi Capability will be

by UK security cleared personnel with security pehares meeting UK

National Security Regulations and any other suduirements as deemed

necessary from time to time by the UK security aittes;

In addition, in cases where U.S. classified infaiorais handled by the UK

company in question, the behavioural undertakinggehbeen included on

these as well:

In its acquisition of Racal, Thomson-CSF underttiet: “With respect to
Military Programmes or which the UK company offeleraents of
hardware and software sourced from USA, the compangrtakes that all
US Classified or unclassified information, techhickata, software or
equipment delivered with US Government approvahe®oUK company in
support of programmes will not be released or dssdl to non UK or non

US citizens, without the prior written approvaltbé US Government”;

Of interest is that in the GE acquisition of Smitharospace, the MOD
insisted on the inclusion of an undertaking witBpect to ITAR fearing
that “[US ITAR] would have profound implicationsrf@JK security of
supply if UK information and technology was comlaneavith US

information and technology without UK knowledgeapproval”.

3. Compliance - The undertakings also include specific requinets¢o ensure that

the company complies with those undertakings.

Other means of regulation of the activities of forgn owned companies

The point was made by MOD officials and industrattithere were other means

available to the MOD to control foreign owned comiga. MOD officials noted the

UK'’s use of Security Deeds as an alternative touse of the Enterprise Act in the

case of small acquisitions where the cost of tiweeve process under the Enterprise

Act was deemed excessively burdensome on the partiecerned. The Enterprise
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Act process is costly for both Government and tagigs involved. The duration of
the process is also seen as a problem since therpiee Act review process
typically takes at least 2-3 months and often nthreng which there is an effective
stop on the completion of the deal. Thus, it isndee to be unsuitable for most small
transactions and there is a feeling within the MBt if the Enterprise Act were to
be used for such transactions it might have thecefbf deterring some acquiring

companies from engaging in such transactions.

There is no published information on security deedany other forms of guarantee
that the MOD might seek from companies buying firmthe UK’s defence industrial
base?®* However, we have established that Security Deedsadegal undertaking
given by a party (the new owner) to the secretiState for Defence. Security Deeds
include similar behavioural undertakings to thosediin lieu of reference to the
Competition Commission under the Enterprise Actpss. The number of Security
Deeds agreed varies depending on the level of M&#vidy and varies from 1-2 up
to half a dozen a year. It ought to be emphasisaithere are some small deals which
have prompted full review because they were deenyethe MOD to be sensitive
business with unique capabilities where the MOD hets to have statutory
undertakings. For instance the acquisition of II$Shy Lockheed Martin and the
acquisition of QinetiQ's Under Water Systems Disby Atlas Elektronik (see case
study in section 4.1).

The previous sections have discussed the contrah@fgers and joint ventures.
However, there are many foreign owned companiesatipg in the UK defence

industry that have been established by means oltiaer acquisition. For instance,
Raytheon has not made any UK acquisitions per ise presence in the UK industry
is the product of a combination of off-set dealsirdpback to the 1960s, project
management offices and foreign direct investmerfaailities in support of specific

programmes. Lockheed Martin is similar. The aadigtof these companies are
regulated by other means:

« All Government contractors have to abide by thairegnents of the Official
Secrets Act 1911 to 1989 and UK National Securggirations as defined in

%4 Correspondence with the Ministry of Defence, leby 2010.
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the UK Government's Manual of Protective Securithpose certain
restrictions on the use of and requirements for ghaection of classified

material by Government contractors;

* UK National Security Regulations require that ausig officer is appointed
by the company responsible for facilitating and reeeing compliance with

UK National Security Regulations;

e There is a requirement that Military Programmescareducted by a company
or companies incorporated within the UK under UKy land in relation to

which a majority of the company Directors are UKioals.

* In addition, U.S. companies operating in the UK aemgoverned by certain

U.S. legislation not least the Foreign Corrupt Bsas Act.

4 CASE STUDIES

4.1  Acquisitions by a company from a EU country

The acquisition of QinetiQ's Under Water Systemsvi3ion by Atlas Elektronik

The acquisition of QinetiQ's Under Water Systemadion by Atlas Elektronik is an

example of the acquisition of a UK defence asset By company.

In May 2009, Atlas Elektronik UK (AEUK) a UK subsaty of the German company
Atlas Elektronik GmbH (Atlas Elektronik) announcets attention to acquire
Underwater Systems Winfrith (UWS Winfrith), a die of QinetiQ plc. UWS

Winfrith is a key supplier of research, adviceal@ding technology, systems and
support for a number of current and future maritiph#forms for the UK's armed

forces.

On 15 May 2009, the Secretary of State for Busiriesevation and Skills issued a
special intervention notice to the Office of Famading (OFT) under section 59(2) of
the Enterprise Act 2002. The OFT subsequently cowdi that the transaction would
lead to a special merger situation since the UWS8fiith was a relevant Government

contractor under section 59(8) of the Enterprise Ac
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Following receipt of the special intervention netithe OFT consulted and invited
comments on the national security public interemsaeration identified in that
notice. In response to the consultation, representa on national security issues
were received from the MoD and a third party (whwe&is not named in the OFT’s

report to the Secretary of State).

The MoD expressed concerns because UWS Winfritlsgss®s unique capabilities
that could not be replicated in other onshore ciédipab operating in similar and
analogous sectors without significant MoD investtn@ime concern is that following
the acquisition, Atlas Elektronik might choose atignalise its defence activities with
the potential consequence that these essential &fiabdities could either be run
down, sold off or transferred abroad to be combingith Atlas Elektronik's other
foreign based business activities. In addition, theve to ultimate control by a
German parent company raises concerns for the MaDtal the potential for day-to-
day management of programmes in support of the Meibg moved to Germany,
and for application of German export control regaless to UWS Winfrith's output
for the MoD. MoD consider that this would have pnafid implications for the UK's
security of supply, as well as the timely delivenf, advice or systems, if UK
information and technology were to be combined wibheign information and
technology without UK knowledge or approval and¥oD supply became subject to

German export control.

MOD went on to express further detailed concerrganding the impact on UK
national security, maintenance of strategic UK béiges, protection of technology

and information, independence and impartialityesfearch outputs and advice.

In its report to the Secretary of State, the OFTedahat the MOD had proposed
undertakings in lieu of reference to the Compeiit@ommission to mitigate the
national security issues raised by the transactidme OFT noted that the MoD
believed that it would be necessary to establisécigp security arrangements to
ensure that the UK's national security interesteevieing adequately protected post
merger. The aim of these arrangements would betisfys the MoD that sensitive
information could not be passed to foreign natisnaithout the MoD's express
approval and that the MoD would be informed befoit¢ military capability was
adversely affected, enabling it to take appropréateon.
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In its report to the Secretary of State, the ORa&chied draft undertakings intended to
remedy, mitigate or prevent the particular effeattverse to the public interest
identified by the MoD which may be expected to le$tom the creation of the
special merger situation concerned. The OFT ndiatt AEUK and Atlas Elektronik
have confirmed to the MoD that they are willingsign the undertakings in the form

attached in the appendix.

Consequently, on 28th September 2009 the Secretaéyate cleared the acquisition
of QinetiQ's Under Water Systems Division by Atkgktronik UK subject to those
Statutory Undertakings.

4.2  Acquisitions by a company from a non-EU country

In January 2007, the U.S. company General Ele@noounced its intention to
acquire the aerospace business of Smiths Group LC$4.8 billion. Smiths

Aerospace was active in the supply of various typésaerospace systems and
equipment. It had critically important capabilitiegthin the UK in the areas of

combat, weapon and communications system integratid research capabilities.

On 20 March 2007, the Secretary of State for T Industry issued a European
intervention notice to the Office of Fair Tradin@KT) under section 67(2) of the
Enterprise Act 2002 citing Article 21 (4) of the MR to take appropriate measures
to protect public security as a legitimate interest

The Ministry of Defence (MOD) made the representation national security issues
to the OFT and in particular identified three maneas of concern arising from the
proposed transaction: the transfer of ownershifrafths Aerospace outside the UK,
the maintenance of strategic UK capabilities ané f{hrotection of classified
technology and information. Regarding the transédér ownership of Smiths
Aerospace, the MOD stated that GE may be ablefloeimce Smiths Aerospace in
ways that could prejudice national security unlg®sMOD obtains assurances over
certain aspects of its behaviour. With regard te thaintenance of strategic UK
capabilities, the MOD stated that Smiths Aerospace key supplier of sub-systems
for a number of important current and future weapphatforms and that it was
essential for the protection of the UK's nationedisity that these capabilities were
retained within the UK.
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Interestingly, the MOD also expressed concern thatmove to US control might
create difficulties due to the US Internationalflican Arms Regulations (US ITAR)
which would have profound implications for UK seatyiof supply if UK information

and technology was combined with US information aeadhnology without UK

knowledge or approval.

The MOD argued that it was necessary to obtainssarance from GE that it will
continue to make available to the UK the capabditihat Smith Aerospace possesses
in these areas, and that, in the event of any pexpaationalisation by GE, such
capabilities will be maintained within the UK anditier run down, nor transferred

abroad, following the Transaction without prior saltation with the

MOD. In relation to the protection of classifiedt@ology and information the MOD
notes that the above described capabilities arerdkmt, to different extents, on
classified technology and information. The ‘leakagé such information or

technology outside the UK could directly prejudibe UK armed forces' operational

security and capability.

The MOD proposed undertakings in lieu of referetacthe Competition Commission.
In particular, legally binding undertakings from Géombined with an appropriate
compliance regime) were proposed to assure the WkKefBment that sensitive

information and technology was adequately protected

In its report to the Secretary of State, the OFpempled draft undertakings intended
to remedy, mitigate or prevent the particular eéfeadverse to the public interest
identified by the MOD. The OFT noted that GE andt8mAerospace had confirmed

that they were willing to give the undertakings dinel secretary of State subsequently
authorized the transaction subject to those unkiags.
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5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of courgrie FDI

UK representatives of industry and Government detegreat deal of difference
regarding the openness of countries to foreign iattgpns in the defence industry.
The following table provides a summary of the assent by UK interview partners.
They are combined with selected comments thatateflee assessment in the most

succinct way to shed a light on the backgroundhefassessment.

We wish to stress, however, that this ranking isibymeans a representative picture

of the opinion neither of the UK Government nor the defence industry.

Table 5.1: Ranking of countries according to pemeiopenness:

Rank

Country 1=most open — 9=most closed Comment
“[France has] a very nationalistic defence
industrial policy and defence acquisitipn
France 9

strategy; continues national ownership | of
parts of its defence industrial base.”

“Arguably recent legislation and decisions
Germany 5 to block some deals suggest that Germany
is less open than it was.”

“Foreign investment is very difficult but

Italy 8 not impossible; but rules are very unclear.”
The Netherlands 4
Poland 6

“France, Italy and Spain retain extensjve
Spain 7 public ownership and have not generdlly
embraced inward investment.”

“Sweden has shown itself to be open and

Sweden 1 . . o
welcoming to foreign acquisition.

“Our policy is clear and open to foreign
United Kingdom 2 investment but the process is less
transparent than it could be.”

Volume 2 of 2 252/388



EUROCON Appendix 1 Country Report: UK

Country ) Rank Comment
1=most open — 9=most closed
“Clarity of policy is important — the US has
United States 3 lots of regulations but they are clear and

transparent and you know what the rules
are when you invest”.

The perception of “relative openness” has beenstligect of comment by the UK
government. The UK Defence Industrial Strategy sdybke principal continental
European markets remain less open than the UK nmsteof foreign access to
domestic markets, rules on foreign inward investmieto local companies and
significant retained shareholdings by some govemsieIn addition, the UK has
sought to address some of these matters through.@é-ramework Agreement

process and through the EDA.

In the view of UK industry, ‘special shares’ or goamable arrangements in other
jurisdictions are not of themselves a determinexgdr in defence M&A activity. The
guestion is one of governmental will: various meares available first to discourage
and second, if required, to thwart an undesiredgerenr acquisition. It is also
possible for acquirers to obtain regulatory appi®vaut then find that the business

they have bought are starved of public R&D fundpracurement contracts?

In Europe, in this view, the fundamental impedimentM&A activity derives from

Government ownership and control of defence congzaniOne industry

representative noted that it is observable thatthm six Lol nations, there has
generally been much greater openness to inwardisabops by the UK, Germany

and Sweden — countries which do not have publicersimp of defence industry. On
the other hand, France, Italy and Spain retainnsxte public ownership and have not
generally embraced inward investment. Indeed, #récal consolidations of private
national companies into their state-controlled besses in the late 1990s will remain
in place unless and until the groups and their Gouwent shareholders decide to
deconsolidate. This seems most unlikely to occuthi near term: governments’

instinct is generally limited to making perimetajustments between state-controlled

%5 Interview with a representative of BAE Systemsbifaary 2010.
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businesses. Foreign private capital is largely @il from making substantive
acquisitions in these markets: indeed, denatianglia company through sale to a
foreign owner would be very politically challenginig is probably also true to say
that, even if offered the opportunity, private ¢apwould be cautious about making
acquisitions in these markets since these govertsmeften appear to lack the
political maturity to treat foreign enterprise am@en competitive footing with state-

controlled champion$3®

5.2 On the need for EU level action

In our interviews and meetings with representatveblK Government and industry
we found no support for EU level action and — imeacases — active antagonism and

opposition to such an idea.

With respect to UK government, we have noted hosvDlefence Industrial Strategy
commented on the lack of a “level playing field"Burope and that UK Government
had sought to use the LOI and EDA to address sdntieese issues. However, UK
Ministry of Defence officials did not express angricular enthusiasm for a EU
action with a Commission dimension. Officials exgsed various reasons for their
opposition, including a feeling that these issuesanmost appropriately dealt with by
Member States through intergovernmental activitthatEuropean or bilateral level, a
feeling that this lay outside the Commission’s cetepce and the view that the
European commission is not best placed to makerise@ssessments of foreign

acquisitions and their link to national security.

Respondents from Government and industry stredsadthere were a variety of
controls open to Member States due to their pasii® monopsonistic buyers in the
market for defence equipment. it is a major custoar@ major source of R&D
investment for defence technology and can wielpdawer as budget holder; it has
powers to grant or refuse security clearance tormapany’'s physical sites for work
involving classified information (such clearancesl aassociated undertakings have
been a necessary part of the UK Government’'s apprpvocess for inward

investments); and, depending on the precise cirtamoes of an acquisition or

%% |nterview with a representative of BAE Systemsbifiary 2010.
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merger, it has a potentially decisive influenceranerger or other regulatory controls

conducted under national jurisdiction by virtue Aaticles 36 or 346 TFEU. These

considerations apply in all EU Member States wiitigenous industrial capability.

There were a number of specific comments and coscerade about the options

presented to industry and the following presentsesof the comments made:

Some industry representatives commented that itveasdifficult to add any
kind of additional regulatory process that wouldt meake the regulatory
process more complex and slow down deals. If amfthtiregulatory processes
very to have this effect it be counter to the aimpoomoting European
consolidation since more complex and time consumagglation would add
time, cost and uncertainty in the minds of induskgced by additional time,
cost and uncertainty industry might decide not skenacquisitions in Europe
and prefer foreign direct investment in the Unif&tdtes or in the emerging

Indian markets.

There were strong concerns and anxieties voicedtahe idea of any action
that focused on third countries. Industry represdrés noted that it was
difficult to see how you could focus on a third oty since this would likely

result in major foreign policy tensions and woulsbabe discriminatory.

UK industry expressed a concern about any polickegal development that
might create or be perceived to create a “Forteagspe”. In particular, there
were clear and strongly voiced concerns about amyeldpment that
discriminated against the U.S. since UK industrgd(andustry from other
European countries including France and ltaly) hemtle investments in the
United States and would not wish EU level actionlgad to U.S. counter
actions that had the effect of blocking the podsjbiof further future

investments in the United States.
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6 ANNEX

6.1 Annex 1: BAE Systems special shafe

The Special Share is held on behalf of the Segrethftate for Business, Enterprise
and Regulatory Reform (the ‘Special ShareholdeCgrtain provisions of the
Company's Articles of Association cannot be amenddtout the consent of the
Special Shareholder. These provisions includedhj@irement that no foreign person,
or foreign persons acting in concert, can have nfoaa a 15% voting interest in the
Company, the requirement that the majority of theeaors are British, the
requirement that decisions of the directors at tim&etings, in their committees or via
resolution must be approved by a majority of Bhitdirectors and the requirement

that the chief executive and any executive chairararBritish.

The holder of the Special Share is entitled tonakt® general meeting, but the Special
Share carries no right to vote or any other rigtitany such meeting, other than to
speak in relation to any business in respect of Special Share. Subject to the
relevant statutory provisions and the Company'sckes of Association, on a return

of capital on a winding-up, the Special Share sbalentitled to repayment of the £1
capital paid up on the Special Share in priorityatty repayment of capital to any

other members.

The holder of the Special Share has the right quire the Company to redeem the
Special Share at par or convert the Special Shéweone ordinary share at any time.

6.2 Restrictions on transfer of securities

The restrictions on the transfer of shares in tam@any are as follows:

T BAE Systems (2010a) 'BAE Systems Annual Report 0820 available at
<http://www.annualreport08.baesystems.com/en/garare/statutory-regulatory-
information/miscellaneous-information.aspx>.
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« the Special Share may only be issued to, held blytemnsferred to the Special

Shareholder or his successor or nominee;

» the directors shall not register any allotmentransfer of any shares to a foreign
person, or foreign persons acting in concert, whtha time have more than a
15% voting interest in the Company, or who woulloiving such allotment or

transfer, have such an interest;

» the directors shall not register any person asldeh®f any shares unless they
have received: (i) a declaration stating that upggmistration, the share(s) will not
be held by foreign persons or that upon registnatie share(s) will be held by a
foreign person or persons; (ii) such evidencer{if)as the directors may require
of the authority of the signatory of the declamati@nd (iii) such evidence or
information (if any) as to the matters referredrtdhe declaration as the directors
consider appropriate;

« the directors may, in their absolute discretioriyse to register any transfer of
shares which are not fully paid up (but not so @agprevent dealings in listed

shares from taking place);

« the directors may also refuse to register anyunsént of transfer of shares unless
the instrument of transfer is in respect of onlg @fass of share and it is lodged at
the place where the register of members is keptprapanied by a relevant
certificate or such other evidence as the direattay reasonably require to show

the right of the transferor to make the transfer;

» the directors may refuse to register an allotmentanmsfer of shares in favour of

more than four persons jointly;

« where a shareholder has failed to provide the Compath certain information
relating to their interest in shares, the directoas, in certain circumstances,

refuse to register a transfer of such shares;

» certain restrictions may from time to time be imgabdy laws and regulations (for

example, insider trading laws);

e restrictions may be imposed pursuant to the Listiigjes of the Financial
Services Authority whereby certain of the Grouplspkyees require the
Company's approval to deal in shares; and
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e awards of shares made under the Company's shametive plan are subject to

restrictions on the transfer of shares prior tdiags

The Company is not aware of any arrangements batweeshareholders that may

result in restrictions on the transfer of share¥@nvoting rights.
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6.3 Annex 2: Rolls-Royce special share

Details of its special share were set out in th@828nnual Report and Accounts of

Rolls-Roycé* as follows.

Certain rights attach to the special rights noningpshare (Special Share) issued to
HM Government (Special Shareholder). Subject toptmvisions of the Companies
Act 1985, the Special Share may be redeemed byréeesury Solicitor at par at any
time. The Special Share confers no rights to dimitdebut in the event of a winding-
up it shall be repaid at its nominal value in gtioto any other shares. Certain
Articles (in particular those relating to the fameishareholding limit, disposals and
the nationality of directors) that relate to thghts attached to the Special Share may
only be altered with the consent of the Speciar&mader. The Special Shareholder
is not entitled to vote at any general meeting my ather meeting of any class of

shareholders.

The Atrticles of Association also provide that nogo& may be appointed to the office
of chairman (in an executive capacity) or to thiécefof chief executive, managing
director or joint managing director of the Compaungless the individual is a British
citizen. No person may be appointed to the offi€elicector of the Company Iif,

immediately following such appointment, the numbérdirectors of the Company
who are not British citizens would exceed one bélihe total number of directors of

the Company for the time being.

No disposal may be made to a non-Group member whiohe or when aggregated
with, the same or a connected transaction, cohetita disposal of the whole or a
material part of either the nuclear business orabgsets of the Group as a whole,

without consent of the Special Sharehofdeér.

8 Rolls Royce (2008) 'Annual Report 2008: Corpomgdeernance’. available at <http://www.rolls-
royce.com/reports/2008/Download-Centre/RR_08_gaera.pdf>.

9 The Articles of Association of Rolls-Royce defitieuclear business” as the Group’s business
providing and supporting submarine nuclear propulsystems — i.e. the restrictions do not relate
to the company’s civil nuclear business.

Volume 2 of 2 259/388



EUROCON Appendix 1 Country Report: UK

6.4 Annex 3: QinetiQ special shaf&

The Notes to the financial statement of QinetiQmAal Report and Accounts (2009)

contain the folloing information on the QinetiQ sjz share.
Rights attaching to the Special Share

QinetiQ carries out activities which are important UK defence and security
interests. To protect these interests in the contéxthe ongoing commercial
relationship between the MOD and QinetiQ, and tommte and reinforce the
Compliance Principles, the MOD holds a Special 8haQinetiQ. The Special Share
confers certain rights on the holder:

to require the Group to implement and maintainGbenpliance System (as defined in
the Articles of Association) so as to make at iaflets effective its and each member
of QinetiQ Controlled Group’s application of the iGpliance Principles, in a manner

acceptable to the Special Shareholder;

to refer matters to the Board or the Compliance @dtae for its consideration in

relation to the application of the Compliance Pipies;

to veto any contract, transaction, arrangement divity which the Special

Shareholder considers:

may result in circumstances which constitute ungiat#e ownership, influence or
control over QinetiQ or any other member of the €@ consolidated Group

contrary to the defence or security interests eflinited Kingdom; or

would not, or does not, ensure the effective appbo of the Compliance Principles
to and/or by all members of the QinetiQ Control&aup or would be or is otherwise

contrary to the defence or security interests efllinited Kingdom;

to require the Board to take any action (including not limited to amending the

Compliance Principles), or rectify any omissionthe application of the Compliance

%0 QinetiQ Annual Report and Accounts 2009, notes the financial statement
http://annualreport2009.ginetiq.com/financial-sta¢mts/notes-financial-statements/share-
capital.aspx
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Principles, if the Special Shareholder is of thenmm that such steps are necessary to

protect the defence or security interest of theééhKingdom;

to exercise any of the powers contained in thelagiin relation to the Compliance
Committee; and

to demand a poll at any of the QinetiQ’s meetiryge( though it may have no voting

rights except those specifically set out in thades).

The Special Shareholder has an option to purcheBeed Strategic Assets of the
Group in certain circumstances. The Special Shédehtas,inter alia, the right to
purchase any Strategic Assets which the Group wishesell. Strategic Assets are

normally testing and research facilities (see @@téor further details).

The Special Share may only be issued to, held Oytramsferred to H.M. Government
(or as it directs). At any time the Special Shaledomay require QinetiQ to redeem
the Special Share at par. If QinetiQ is wound up 8pecial Shareholder will be
entitled to be repaid the capital paid up on thecg&p Share before other shareholders
receive any payment. The Special Shareholder hasetimer right to share in the
capital or profits of QinetiQ.

The Special Shareholder must give consent to arglemeeting held on short notice.

The Special Share entitles the Special Sharehtdd®quire certain persons who hold
(together with any person acting in concert witanth a material interest in QinetiQ
to dispose of some or all of their Ordinary Shanesertain prescribed circumstances

on the grounds of national security or conflicirderest.

The Directors must register any transfer of thec&p&hare within seven days.
Note 36 is:

Freehold land and buildings and surplus properties

Under the terms of the Group's acquisition of pathe business and certain assets of
DERA from the MOD on 1 July 2001, the MOD retairettain rights in respect of

the freehold land and buildings transferred. Treese

I) Restrictions on transfer of title
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The title deeds of those properties with strategisets (see below) include a clause
that prevents their transfer without the appro¥al®D. The MOD also has the right
to purchase any strategic assets in certain ciranoss.

i) Property clawback agreement

The MOD retains an interest in future profits ogpaisal following a ‘trigger event'.

A ‘trigger event’ includes the granting of plannipgrmission for development and/or
change of use, and the disposition of any of tlgpiiaed land and buildings. During

the 12 years from 1 July 2001, following a ‘triggarent’, the MOD is entitled to

clawback a proportion of the gain on each indivicdaraperty transaction in excess of
a 30% gain on a July 2001 professional valuatidre proportion of the excess gain
due to the MOD is based on a sliding scale whiclueces over time from 50% to 9%
and at 31 March 2009 stands at 33% (2008: 37%). Jihe 2001 valuation was

approximately 16% greater in aggregate than theideration paid for the land and
buildings on 1 July 2001.

Compliance Regime

The Compliance Committee monitors the effectiveliappon of the Compliance
Regime required by the MOD to maintain the positainQinetiQ as a supplier of
independent and impartial scientific/technical advio the MOD and ensures that the

required standards are met in trials involving hnmalunteers.
Strategic assets

Under the Principal Agreement with the MOD, the i€ controlled Group is not

permitted without the written consent of the MO®, t
I) dispose of or destroy all or any part of a €igat asset; or

i) voluntarily undertake any closure of, or cedserovide a strategic capability by

means of, all or any part of a strategic asset.

The net book value of assets identified as beirajegjic assets as at 31 March 2009

was £2.7m (31 March 2008: £2.9m), the principah&ebeing plant and machinery.
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6.5 Annex 4: The Enterprise Act (2002)

CHAPTER 2 PUBLIC INTEREST CASES
Power to make references
42 Intervention by Secretary of State in certaibljpunterest cases

(1) Subsection (2) applies where—

(a) the Secretary of State has reasonable groundsi$pesting that it is or may be the case that aaete
merger situation has been created or that arrangsmaee in progress or in contemplation which aifried
into effect, will result in the creation of a relenanerger situation;

(b) no reference under section 22 or 33 has been maeéation to the relevant merger situation conedrn

(c) no decision has been made not to make such a meter@ther than a decision made by virtue of
subsection (2)(b) of section 33 or a decision weptundertakings under section 73 instead of ngadirch
a reference); and

(d) no reference is prevented from being made und¢iose22 or 33 by virtue of—
(i) section 22(3)(a) or (e) or (as the case may bE&)@8 or (e); or
@iy Community law or anything done under or in accoogawith it.

(2) The Secretary of State may give a notice to the @rthis Part “an intervention notice”) if he beles
that it is or may be the case that one or more i@ public interest consideration is relevant to a

consideration of the relevant merger situation eomed.

(3) For the purposes of this Part a public interessit@ration is a consideration which, at the timehef
giving of the intervention notice concerned, isafied in section 58 or is not so specified butthie opinion

of the Secretary of State, ought to be so specified

(4) No more than one intervention notice shall be giweder subsection (2) in relation to the same reieva
merger situation.

(5) For the purposes of deciding whether a relevant emegjtuation has been created or whether
arrangements are in progress or in contemplatiortwtifi carried into effect, will result in the creat of a
relevant merger situation, sections 23 to 32 (teaeéther with section 34) shall apply for the pugsosf
this Chapter as they do for the purposes of Chdpkert subject to subsection (6).

(6) In their application by virtue of subsection (5¢8ens 23 to 32 shall have effect as if—

(a) for paragraph (a) of section 23(9) there were stutetd—

“(a) in relation to the giving of an intervention notitke time when the notice is given;

(aa)in relation to the making of a report by the OFHensection 44, the time of the making of the repor

(ab) in the case of a reference which is treated as behéen made under section 45(2) or (3) by virtue of

section 49(1), such time as the Commission mayrehate; and”;
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(b) the references to the OFT in sections 25(1) to(63)and (8) and 31 included references to theeSagr
of State;

(c) the references to the OFT in section 25(4) and (5¢ waferences to the Secretary of State;
(d) the reference in section 25(4) to section 73 weedaaence to paragraph 3 of Schedule 7;
(e) after section 25(5) there were inserted—

“(5A) The Secretary of State may by notice to the persanying on the enterprises which have or may
have ceased to be distinct enterprises extendtirenionth period mentioned in section 24(1)(a)2)¢k) if,

by virtue of section 46(5) or paragraph 3(6) of &tile 7, he decides to delay a decision as to whéathe
make a reference under section 45.

(5B) An extension under subsection (5A) shall be for #@ogl of the delay.”;
(f) in section 25(10)(b) after the word “(4)” there werserted “, (5A)";

(g) the reference in section 25(12) to one extensiore aereference to one extension by the OFT and one

extension by the Secretary of State;

(h) the powers to extend time-limits under section 2&@died by subsection (5) above, and the power to
request information under section 31(1) as so aegplivere not exercisable by the OFT or the Secretiary
State before the giving of an intervention notice the existing time-limits in relation to possilskferences

under section 22 or 33 were applicable for the pggp®f the giving of that notice;

(i) the existing time-limits in relation to possibldences under section 22 or 33 (except for extessi
under section 25(4)) remained applicable on andr afte giving of an intervention notice as if any
extensions were made under section 25 as applisdlisection (5) above but subject to further ali@naby
the OFT or the Secretary of State under sectioas2& applied;

()) in subsection (1) of section 31 for the words “s&ti22” there were substituted “section 45(2) or (3)”
and, in the application of that subsection to theTOfor the word “deciding” there were substituted

“enabling the Secretary of State to decide”;

(k) in the case of the giving of intervention notic® references in sections 23 to 32 to the making o
reference or a reference were, so far as necesséeyences to the giving of an intervention noticean
intervention notice; and

() the references to the OFT in section 32(2)(a) ta(g) (3) were construed in accordance with the above

modifications.

(7) Where the Secretary of State has given an intenrenibtice mentioning a public interest considerati
which, at that time, is not finalised, he shallsaen as practicable, take such action as is witisipdwer to

ensure that it is finalised.
(8) For the purposes of this Part a public interessio@aration is finalised if—
(a) it is specified in section 58 otherwise than byugrbf an order under subsection (3) of that sertion

(b) it is specified in that section by virtue of an erdinder subsection (3) of that section and therord
providing for it to be so specified has been lagdobe, and approved by, Parliament in accordanck wit

subsection (7) of section 124 and within the penmhtioned in that subsection.
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43 Intervention notices under section 42

(1) An intervention notice shall state—
(a) the relevant merger situation concerned;

(b) the public interest consideration or consideratiohgh are, or may be, relevant to a consideratiothe
relevant merger situation concerned; and

(c) where any public interest consideration concerneaiginalised, the proposed timetable for finalgsit.

(2) Where the Secretary of State believes that it isnay be the case that two or more public interest
considerations are relevant to a consideratiomefrélevant merger situation concerned, he mayldeaut
to mention in the intervention notice such of thosasiderations as he considers appropriate.

(3) An intervention notice shall come into force wherisitgiven and shall cease to be in force when the

matter to which it relates is finally determined anthis Chapter.

(4) For the purposes of this Part, a matter to whicintervention notice relates is finally determinetar
this Chapter if—

(a) the time within which the OFT is to report to the ®¢ary of State under section 44 has expired and no

such report has been made;

(b) the Secretary of State decides to accept an utkitegtar group of undertakings under paragraph 3 of

Schedule 7 instead of making a reference undeiosetb;
(c) the Secretary of State otherwise decides not to raakéerence under that section;
(d) the Commission cancels such a reference undeoseti(1) or 53(1);

(e) the time within which the Commission is to prepareport under section 50 and give it to the Secyetar

of State has expired and no such report has begamd and given to the Secretary of State;

(f) the time within which the Secretary of State is tckenand publish a decision under section 54(2) has
expired and no such decision has been made aniipedh]

(g) the Secretary of State decides under section %d {@pke no finding at all in the matter;

(h) the Secretary of State otherwise decides underose8(2) not to make an adverse public interest

finding;

(i) the Secretary of State decides under section 3d(@jake an adverse public interest finding but diesi
neither to accept an undertaking under paragraphSthedule 7 nor to make an order under paragtaph
of that Schedule; or

() the Secretary of State decides under section 3d(&jake an adverse public interest finding and gtsce
an undertaking under paragraph 9 of Schedule 7aieman order under paragraph 11 of that Schedule.

(5) For the purposes of this Part the time when a méttevhich an intervention notice relates is finally

determined under this Chapter is—

(a) in a case falling within subsection (4)(a), (e)frthe expiry of the time concerned;
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(b) in a case falling within subsection (4)(b), the gdaace of the undertaking or group of undertakings
concerned;

(c) in a case falling within subsection (4)(c), (d), ég)h), the making of the decision concerned;

(d) in a case falling within subsection (4)(i), the mmakiof the decision neither to accept an undertaking
under paragraph 9 of Schedule 7 nor to make am ardker paragraph 11 of that Schedule; and

(e) in a case falling within subsection (4)(j), the gutemce of the undertaking concerned or (as the roase

be) the making of the order concerned.
44 Investigation and report by OFT

(1) Subsection (2) applies where the Secretary of Stasegiven an intervention notice in relation to a

relevant merger situation.

(2) The OFT shall, within such period as the Secretaigtate may require, give a report to the Secretary
State in relation to the case.

(3) The report shall contain—

(a) advice from the OFT on the considerations reletarthe making of a reference under section 22 or 33
which are also relevant to the Secretary of Statetgsion as to whether to make a reference undéosec
45; and

(b) a summary of any representations about the casénvklaie been received by the OFT and which relate
to any public interest consideration mentionedhia intervention notice concerned and which is or imay

relevant to the Secretary of State’s decision aghtether to make a reference under section 45.

(4) The report shall, in particular, include decisi@assto whether the OFT believes that it is, or maythe

case that—

(a) a relevant merger situation has been created angements are in progress or in contemplation wifich,
carried into effect, will result in the creationafelevant merger situation;

(b) the creation of that situation has resulted, or fmayexpected to result, in a substantial lesseafng

competition within any market or markets in the Udikingdom for goods or services;

(c) the market or markets concerned would not be ofigefft importance to justify the making of a
reference to the Commission under section 22 or 33;

(d) in the case of arrangements which are in progress a@ontemplation, the arrangements are not

sufficiently far advanced, or not sufficiently lilkeo proceed, to justify the making of such a refee;

(e) any relevant customer benefits in relation to theation of the relevant merger situation concerned
outweigh the substantial lessening of competitiod any adverse effects of the substantial lesseaing

competition; or

(f) it would be appropriate to deal with the matter @srding any public interest considerations mesetion
in the intervention notice concerned) by way of utedéngs under paragraph 3 of Schedule 7.

(5) If the OFT believes that it is or may be the casd thwould be appropriate to deal with the matter

(disregarding any public interest considerationsitio@ed in the intervention notice concerned) by way
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undertakings under paragraph 3 of Schedule 7, @épert shall contain descriptions of the undertaking
which the OFT believes are, or may be, appropriate.

(6) The report may, in particular, include advice aadommendations on any public interest consideration
mentioned in the intervention notice concerned whith is or may be relevant to the Secretary ofeStat

decision as to whether to make a reference undéosets.

(7) The OFT shall carry out such investigations aiisiders appropriate for the purposes of produaing

report under this section.
45 Power of Secretary of State to refer matteramf@ission

(1) Subsections (2) to (5) apply where the SecretaState—
(a) has given an intervention notice in relation t@l@vant merger situation; and
(b) has received a report of the OFT under sectiom4dlation to the matter.

(2) The Secretary of State may make a reference t€timemission if he believes that it is or may be the

case that—
(a) a relevant merger situation has been created;

(b) the creation of that situation has resulted, or rfhayexpected to result, in a substantial lesseafng

competition within any market or markets in the Udikingdom for goods or services;

(c) one or more than one public interest consideratiemtioned in the intervention notice is relevantaito

consideration of the relevant merger situation eomed; and

(d) taking account only of the substantial lesseningcofmpetition and the relevant public interest
consideration or considerations concerned, thetioreaf that situation operates or may be expedted

operate against the public interest.

(3) The Secretary of State may make a reference t€timemission if he believes that it is or may be the

case that—
(a) a relevant merger situation has been created;

(b) the creation of that situation has not resulted, may be expected not to result, in a substamEadning

of competition within any market or markets in theitdd Kingdom for goods or services;

(c) one or more than one public interest considerati@mtioned in the intervention notice is relevantato

consideration of the relevant merger situation eomed; and

(d) taking account only of the relevant public intereshsideration or considerations concerned, thatiore

of that situation operates or may be expected &vatp against the public interest.

(4) The Secretary of State may make a reference t€timemission if he believes that it is or may be the

case that—

(a) arrangements are in progress or in contemplatioriwlii carried into effect, will result in the créat

of a relevant merger situation;
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(b) the creation of that situation may be expectedetult in a substantial lessening of competition wwith

any market or markets in the United Kingdom for goodservices;

(c) one or more than one public interest consideratiemtioned in the intervention notice is relevantaito

consideration of the relevant merger situation eomed; and

(d) taking account only of the substantial lesseningcofmpetition and the relevant public interest
consideration or considerations concerned, thetioreaf the relevant merger situation may be exgedo

operate against the public interest.

(5) The Secretary of State may make a reference t€tmemission if he believes that it is or may be the
case that—

(a) arrangements are in progress or in contemplatiortwlii carried into effect, will result in the creat

of a relevant merger situation;

(b) the creation of that situation may be expectedtaatesult in a substantial lessening of competition

within any market or markets in the United Kingdomdoods or services;

(c) one or more than one public interest consideratiemtioned in the intervention notice is relevantito

consideration of the relevant merger situation eomed; and

(d) taking account only of the relevant public interestisideration or considerations concerned, thetiore

of the relevant merger situation may be expectagptiyate against the public interest.

(6) For the purposes of this Chapter any anti-competitiuvtcome shall be treated as being adverse to the

public interest unless it is justified by one ormnthan one public interest consideration whicleiswant.

(7) This section is subject to section 46.
46 References under section 45: supplementary

(1) No reference shall be made under section 45 if—
(a) the making of the reference is prevented by se@fii), 74(1) or 96(3) or paragraph 4 of Scheduler7

(b) the European Commission is considering a requesiemia relation to the matter concerned, by the
United Kingdom (whether alone or with others) undeicker 22(3) of the European Merger Regulations, is
proceeding with the matter in pursuance of suclgaeast or has dealt with the matter in pursuancedi a

request.

(2) The Secretary of State, in deciding whether to makeference under section 45, shall accept the
decisions of the OFT included in its report by \értof subsection (4) of section 44 and any desorigtiof

undertakings as mentioned in subsection (5) ofdaetion.

(3) Where the decision to make a reference under sedbds made at any time on or after the end of the
period of 24 weeks beginning with the giving of théervention notice concerned, the Secretary ofeStat
shall, in deciding whether to make such a referedisegard any public interest consideration whih i
mentioned in the intervention notice but which hasbeen finalised before the end of that period.

(4) Subject to subsection (5), where the decision toenakeference under section 45(2) or (4) is made at

any time before the end of the period of 24 weekgiriming with the giving of the intervention notice
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concerned, the Secretary of State shall, in degidihether to make such a reference, disregard abolycpu
interest consideration which is mentioned in therwention notice but which has not been finaliseitsif
effect would be to prevent, or to help to prevemt,aati-competitive outcome from being adverse ® th

public interest.

(5) The Secretary of State may, if he believes thatetlie a realistic prospect of the public interest
consideration mentioned in subsection (4) beinglised within the period of 24 weeks beginning with th
giving of the intervention notice concerned, detfegiding whether to make the reference concernéitl un

the public interest consideration is finalisedibearlier, the period expires.
(6) A reference under section 45 shall, in particulpecify—

(a) the subsection of that section under which it isenad

(b) the date on which it is made; and

(c) the public interest consideration or consideratio@sntioned in the intervention notice concerned tvhic
the Secretary of State is not under a duty to dank by virtue of subsection (3) above and which he

believes are or may be relevant to a consideratide relevant merger situation concerned.

Reports on references
47 Questions to be decided on references undeoiseid

(1) The Commission shall, on a reference under seet&) or (3), decide whether a relevant merger

situation has been created.

(2) If the Commission decides that such a situationldesn created, it shall, on a reference underosecti
45(2), decide the following additional questions—

(a) whether the creation of that situation has resultiednay be expected to result, in a substantiakleisg

of competition within any market or markets in theitdd Kingdom for goods or services; and

(b) whether, taking account only of any substantial daBgy of competition and the admissible public
interest consideration or considerations concerttedgreation of that situation operates or magXyeected

to operate against the public interest.

(3) If the Commission decides that a relevant merdaagon has been created, it shall, on a referander
section 45(3), decide whether, taking account aflythe admissible public interest consideration or
considerations concerned, the creation of thaasin operates or may be expected to operate aghms

public interest.

(4) The Commission shall, on a reference under seet&gr) or (5), decide whether arrangements are in
progress or in contemplation which, if carried imtidect, will result in the creation of a relevant nger

situation.

(5) If the Commission decides that such arrangememsraprogress or in contemplation, it shall, on a
reference under section 45(4), decide the folloveidditional questions—

(a) whether the creation of that situation may be exqubtd result in a substantial lessening of comipatit

within any market or markets in the United Kingdomdoods or services; and
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(b) whether, taking account only of any substantial daBgy of competition and the admissible public
interest consideration or considerations concertieticreation of that situation may be expectedpterate

against the public interest.

(6) If the Commission decides that arrangements apgdgress or in contemplation which, if carried into
effect, will result in the creation of a relevantnger situation, it shall, on a reference underisact5(5),
decide whether, taking account only of the admissiblblic interest consideration or considerations

concerned, the creation of that situation may hpeeted to operate against the public interest.

(7) The Commission shall, if it has decided on a refeeeunder section 45 that the creation of a relevan
merger situation operates or may be expected toatgpagainst the public interest, decide the foltawi

additional questions—

(a) whether action should be taken by the Secretaryai& $inder section 55 for the purpose of remedying,
mitigating or preventing any of the effects advamsthe public interest which have resulted frommaty be

expected to result from, the creation of the raievaerger situation;

(b) whether the Commission should recommend the takimgher action by the Secretary of State or action
by persons other than itself and the SecretarytateSor the purpose of remedying, mitigating cevanting
any of the effects adverse to the public interestiwhave resulted from, or may be expected to tésarh,

the creation of the relevant merger situation; and

(c) in either case, if action should be taken, whatoacshould be taken and what is to be remedied,

mitigated or prevented.

(8) Where the Commission has decided by virtue of stluse (2)(a) or (5)(a) that there is or will be a
substantial lessening of competition within any nearkr markets in the United Kingdom for goods or
services, it shall also decide separately the fioilg questions (on the assumption that it is procepds

mentioned in section 56(6))—

(a) whether action should be taken by it under sectibrfot the purpose of remedying, mitigating or
preventing the substantial lessening of competitiomcerned or any adverse effect which has restritea

or may be expected to result from, the substaletgslening of competition;

(b) whether the Commission should recommend the takingction by other persons for the purpose of
remedying, mitigating or preventing the substar@atening of competition concerned or any adveifeet

which has resulted from, or may be expected to résuh, the substantial lessening of competitiard a

(c) in either case, if action should be taken, whatoacshould be taken and what is to be remedied,

mitigated or prevented.

(9) In deciding the questions mentioned in subsect{@hgand (8) the Commission shall, in particularvéna

regard to the need to achieve as comprehensivieigosioas is reasonable and practicable to—
(a) the adverse effects to the public interest; or
(b) (as the case may be) the substantial lesseningnofetition and any adverse effects resulting from i

(10) In deciding the questions mentioned in subsect{@hand (8) in a case where it has decided by virtue

of subsection (2)(a) or (5)(a) that there is or Wil a substantial lessening of competition, the Bmsion
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may, in particular, have regard to the effect of aation on any relevant customer benefits in i@teto the

creation of the relevant merger situation concerned

(11) In this section “admissible public interest consadi®n” means any public interest consideration Whic
is specified in the reference under section 45venidh the Commission is not under a duty to disreégar

48 Cases where references or certain questionsnuéde decided

(1) The Commission shall cancel a reference undercsedts(4) or (5) if it considers that the proposal t

make arrangements of the kind mentioned in thatreetce has been abandoned.

(2) In relation to the question whether a relevant resjfuation has been created or the question whathe
relevant merger situation will be created, a refeeeander section 45 may be framed so as to rethere

Commission to exclude from consideration—

(a) subsection (1) of section 23;

(b) subsection (2) of that section; or

(c) one of those subsections if the Commission finds ttie other is satisfied.

(3) In relation to the question whether any such ressilis mentioned in section 23(2)(b) has arisether t
question whether any such result will arise, a refegeunder section 45 may be framed so as to rethére
Commission to confine its investigation to the dypy goods or services in a part of the United Kiom

specified in the reference.
49 Variation of references under section 45

(1) The Commission may, if it considers that doingssjustified by the facts (including events occugrom

or after the making of the reference concernedatt-

(a) a reference made under subsection (2) or (3) adiosed5 as if it had been made under subsectionn(4)

(as the case may be) (5) of that section; or

(b) a reference made under subsection (4) or (5) diosed5 as if it had been made under subsectionn(2)

(as the case may be) (3) of that section;

and, in such cases, references in this Part toerfes under those enactments shall,

so far as may be necessary, be construed accordingl

(2) Where, by virtue of subsection (1), the Commisdieats a reference made under subsection (2) af (3)
section 45 as if it had been made under subse@joor (as the case may be) (5) of that sectioragraphs
1, 2, 7 and 8 of Schedule 7 shall, in particulppla as if the reference had been made under stits€d)

or (as the case may be) (5) of that section instéadder subsection (2) or (3) of that section.

(3) Where, by virtue of subsection (1), the Commisdieats a reference made under subsection (4) af (5)
section 45 as if it had been made under subse@joor (as the case may be) (3) of that sectioragraphs
1, 2, 7 and 8 of Schedule 7 shall, in particulppla as if the reference had been made under stiis€2)

or (as the case may be) (3) of that section instéadder subsection (4) or (5) of that section.
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(4) Subsection (5) applies in relation to any undenglaccepted under paragraph 1 of Schedule 7, or any
order made under paragraph 2 of that Schedule, whighforce immediately before the Commission, by

virtue of subsection (1), treats a reference adiomed in subsection (1).
(5) The undertaking or order shall, so far as appleEatdntinue in force as if—

(a) in the case of an undertaking or order which relties reference under subsection (2) or (3) ofi@ect
45, accepted or made in relation to a referenceemader subsection (4) or (as the case may bef (hat

section; and

(b) in the case of an undertaking or order which relttes reference made under subsection (4) or (5) of
that section, accepted or made in relation to ereeice made under subsection (2) or (as the cagda)a

(3) of that section;

and the undertaking or order concerned may be djasaperseded, released or
revoked accordingly.

(6) The Secretary of State may at any time vary aeefss under section 45.

(7) The Secretary of State shall consult the Commidsefare varying any such reference.

(8) Subsection (7) shall not apply if the Commissios fequested the variation concerned.

(9) No variation by the Secretary of State under thidige shall be capable of altering the public iagtr
consideration or considerations specified in tHeremce or the period permitted by section 51 witkirich

the report of the Commission under section 50 lsetprepared and given to the Secretary of State.
50 Investigations and reports on references uretgion 45

(1) The Commission shall prepare a report on a referemcler section 45 and give it to the Secretary of

State within the period permitted by section 51.

(2) The report shall, in particular, contain—

(a) the decisions of the Commission on the guestionsiwihis required to answer by virtue of section 47;
(b) its reasons for its decisions; and

(c) such information as the Commission considers ap@igpfor facilitating a proper understanding of

those questions and of its reasons for its deasion

(3) The Commission shall carry out such investigatiassit considers appropriate for the purpose of

producing a report under this section.
51 Time-limits for investigations and reports byn@ission

(1) The Commission shall prepare its report under @ed@D and give it to the Secretary of State unidat t
section within the period of 24 weeks beginning witd date of the reference concerned.

(2) Where article 9(6) of the European Merger Regutetiapplies in relation to the reference under secti

45, the Commission shall prepare its report undetien 50 and give it to the Secretary of State—

(a) within the period of 24 weeks beginning with the d#téhe reference; or
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(b) if it is a shorter period, within such period asécessary to ensure compliance with that article.

(3) The Commission may extend, by no more than 8 wehksperiod within which a report under section
50 is to be prepared and given to the SecretaBtatk if it considers that there are special remsdry the

report cannot be prepared and given to the Segretétate within that period.

(4) The Commission may extend the period within whickegort under section 50 is to be prepared and
given to the Secretary of State if it considerd thaelevant person has failed (whether with or witheu

reasonable excuse) to comply with any requiremeatrmtice under section 109.

(5) In subsection (4) “relevant person” means—

(a) any person carrying on any of the enterprises coece

(b) any person who (whether alone or as a member ofupjyowns or has control of any such person; or
(c) any officer, employee or agent of any person meetioin paragraph (a) or (b).

(6) For the purposes of subsection (5) a person ompgodypersons able, directly or indirectly, to cahtor
materially to influence the policy of a body of pens corporate or unincorporate, but without havng

controlling interest in that body of persons, maytteated as having control of it.
(7) An extension under subsection (3) or (4) shall corteeforce when published under section 107.
(8) An extension under subsection (4) shall continuerice until—

(a) the person concerned provides the information eud@nts to the satisfaction of the Commission sr (a

the case may be) appears as a witness in accordéhabe requirements of the Commission; or
(b) the Commission publishes its decision to canceétttension.

(9) This section is subject to sections 52 and 53.
52 Section 51: supplementary

(1) No extension is possible under subsection (3) oo{4ection 51 where the period within which the
report is to be prepared and given to the SecrethState is determined by virtue of subsectiorfb(Rpf

that section.

(2) Where the period within which the report is to bepared and given to the Secretary of State is
determined by virtue of subsection (2)(a) of settd, no extension is possible under subsectionr(3})
of that section which extends that period beyonch queriod as is necessary to ensure compliance with

article 9(6) of the European Merger Regulations.

(3) A period extended under subsection (3) of sectiom&¥ also be extended under subsection (4) of that
section and a period extended under subsectioof (fat section may also be extended under sulose(3)
of that section.

(4) No more than one extension is possible under sebfi@3).

(5) Where a period within which a report under sectionssth be prepared and given to the Secretary of
State is extended or further extended under sebtlg¢8) or (4), the period as extended or (as tise caay
be) further extended shall, subject to subsecti@sand (7), be calculated by taking the periodngei

extended and adding to it the period of the extengivhether or not those periods overlap in time).
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(6) Subsection (7) applies where—

(a) the period within which the report under sectioristh be prepared and given to the Secretary ¢é $&ta

further extended;
(b) the further extension and at least one previousnsibn is made under section 51(4); and

(c) the same days or fractions of days are includex somprise the further extension and are includext

comprise at least one such previous extension.

(7) In calculating the period of the further extensiany days or fractions of days of the kind mentibire

subsection (6)(c) shall be disregarded.

(8) The Secretary of State may by order amend sectioso5as to alter any one or more of the following

periods—

(a) the period of 24 weeks mentioned in subsection {lthat section or any period for the time being
mentioned in that subsection in substitution fat {heriod;

(b) the period of 24 weeks mentioned in subsection Y2){dhat section or any period for the time being

mentioned in that subsection in substitution fat fheriod;

(c) the period of 8 weeks mentioned in subsection (3)haf section or any period for the time being
mentioned in that subsection in substitution fat theriod.

(9) No alteration shall be made by virtue of subsec{®nwhich results in the period for the time being
mentioned in subsection (1) or (2)(a) of sectionexteeding 24 weeks or the period for the time being

mentioned in subsection (3) of that section exceg8iweeks.

(10) An order under subsection (8) shall not affect agrygal of time within which the Commission is under
a duty to prepare and give to the Secretary oeStatreport under section 50 in relation to aneriee under

section 45 if the Commission is already under thay in relation to that reference when the ordenésle.

(11) Before making an order under subsection (8) theefamy of State shall consult the Commission and

such other persons as he considers appropriate.
(12) The Secretary of State may make regulations fopthmposes of section 51(8).
(13) The regulations may, in particular—

(a) provide for the time at which information or docurteeare to be treated as provided (including the tim
at which they are to be treated as provided to alisfaction of the Commission for the purposeseafisn
51(8));

(b) provide for the time at which a person is to bete@as appearing as a witness (including the time at
which he is to be treated as appearing as a witneascordance with the requirements of the Commission

for the purposes of section 51(8));

(c) provide for the persons carrying on the enterpnggish have or may have ceased to be, or may cease t
be, distinct enterprises to be informed, in circtamses in which section 51(8) applies, of the faat+

(i) the Commission is satisfied as to the provisiorthaf information or documents

required by it; or
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(i) the person concerned has appeared as a witnesgcordance with the

requirements of the Commission;

(d) provide for the persons carrying on the enterpngi@ish have or may have ceased to be, or may cease t
be, distinct enterprises to be informed, in circtamses in which section 51(8) applies, of the timetfzich
the Commission is to be treated as satisfied agiomad in paragraph (c)(i) above or the person eored

is to be treated as having appeared as mentioreatagraph (c)(ii) above.
53 Restrictions on action where public intereststd@rations not finalised

(1) The Commission shall cancel a reference undersedb if—

(a) the intervention notice concerned mentions a pubterest consideration which was not finalised fua t

giving of that notice or public interest considéas which, at that time, were not finalised;
(b) no other public interest consideration is mentioimetthe notice;
(c) at least 24 weeks has elapsed since the givingeaidlice; and

(d) the public interest consideration mentioned inribéce has not been finalised within that perio®4f
weeks or (as the case may be) none of the pubkecesit considerations mentioned in the notice has be

finalised within that period of 24 weeks.

(2) Where a reference to the Commission under sectospécifies a public interest consideration which
has not been finalised before the making of theregice, the Commission shall not give its repotthto

Secretary of State under section 50 in relatiothaéb reference unless—
(a) the period of 24 weeks beginning with the givingh# intervention notice concerned has expired;
(b) the public interest consideration concerned has hirelised; or

(c) the report must be given to the Secretary of Stagnsure compliance with article 9(6) of the Euepe

Merger Regulations.

(3) The Commission shall, in reporting on any of thegjions mentioned in section 47(2)(b), (3), (5)(B),
and (7), disregard any public interest considematidich has not been finalised before the givinghef

report.

(4) The Commission shall, in reporting on any of thegjions mentioned in section 47(2)(b), (3), (5)(B),
and (7), disregard any public interest considenatibich was not finalised on the giving of the intation
notice concerned and has not been finalised witienperiod of 24 weeks beginning with the giving af th

notice concerned.

(5) Subsections (1) to (4) are without prejudice togberer of the Commission to carry out investigations
relation to any public interest consideration to ehhit might be able to have regard in its report.

Decisions of the Secretary of State
54 Decision of Secretary of State in public intecases
(1) Subsection (2) applies where the Secretary of Statereceived a report of the Commission under

section 50 in relation to a relevant merger sitrati
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(2) The Secretary of State shall decide whether to raakadverse public interest finding in relation e t
relevant merger situation and whether to make mdirfig at all in the matter.

(3) For the purposes of this Part the Secretary oEStetkes an adverse public interest finding in iahatio

a relevant merger situation if, in relation to thtiation, he decides—

(a) in connection with a reference to the Commissioneanrsdibsection (2) of section 45, that it is theecas

mentioned in paragraphs (a) to (d) of that subsedat subsection (3) of that section;

(b) in connection with a reference to the Commissionearsdibsection (3) of that section, that it is theec

as mentioned in paragraphs (a) to (d) of that siose

(c) in connection with a reference to the Commissioneursdibsection (4) of that section, that it is theec

as mentioned in paragraphs (a) to (d) of that slmseor subsection (5) of that section; and

(d) in connection with a reference to the Commissioneursdibsection (5) of that section, that it is theec
as mentioned in paragraphs (a) to (d) of that siose

(4) The Secretary of State may make no finding atralhe matter only if he decides that there is nialipu

interest consideration which is relevant to a cagrsition of the relevant merger situation concerned.

(5) The Secretary of State shall make and publish éisstbn under subsection (2) within the period of 30
days beginning with the receipt of the report of @m@nmmission under section 50.

(6) In making a decision under subsections (2) to {4¢, Secretary of State shall disregard any public
interest consideration not specified in the refeeennder section 45 and any public interest corsiide

disregarded by the Commission for the purposetsagport.

(7) In deciding whether to make an adverse public istefiading under subsection (2), the Secretary of

State shall accept—

(a) in connection with a reference to the Commissiorearseéction 45(2) or (4), the decision of the repdrt
the Commission under section 50 as to whether ikee anti-competitive outcome; and

(b) in connection with a reference to the Commissionearseéction 45(3) or (5)—
(i) the decision of the report of the Commission ungkstion 50 as to whether a
relevant merger situation has been created ohésase may be) arrangements are in

progress or in contemplation which, if carried ieféect, will result in the creation of

a relevant merger situation; and

(i) the decision of the report of the OFT under secdd as to the absence of a

substantial lessening of competition.

(8) In determining for the purposes of subsectionl{g)geriod of 30 days no account shall be taken of—
(a) Saturday, Sunday, Good Friday and Christmas Day; and

(b) any day which is a bank holiday in England and Wales

55 Enforcement action by Secretary of State
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(1) Subsection (2) applies where the Secretary of Sealecided under subsection (2) of section 54 wvithi
the period required by subsection (5) of that sactb make an adverse public interest finding latien to a

relevant merger situation and has published hisiecwithin the period so required.

(2) The Secretary of State may take such action uratagpaph 9 or 11 of Schedule 7 as he considers to b
reasonable and practicable to remedy, mitigaterevemt any of the effects adverse to the publieréest
which have resulted from, or may be expected tolrésum, the creation of the relevant merger sitat

concerned.

(3) In making a decision under subsection (2) the $agreof State shall, in particular, have regardhe
report of the Commission under section 50.

(4) In making a decision under subsection (2) in arsecaf a substantial lessening of competition, the
Secretary of State may, in particular, have redardhe effect of any action on any relevant custome
benefits in relation to the creation of the reldvaerger situation concerned.

Other
56 Competition cases where intervention on publierest grounds ceases

(1) Where the Secretary of State decides not to malefeaence under section 45 on the ground that no
public interest consideration to which he is abldawe regard is relevant to a consideration ofréevant
merger situation concerned, he shall by noticeireghe OFT to deal with the matter otherwise thadeun
this Chapter.

(2) Where a notice is given to the OFT in the circumség mentioned in subsection (1), the OFT shall
decide whether to make a reference under sectiam 22; and any time-limits in relation to the Searg of
State’s decision whether to make a reference urai¢ios 45 (including any remaining powers of extenyi

shall apply in relation to the decision of the OFTettter to make a reference under section 22 or 33.

(3) Where the Commission cancels under section 53¢&femence under section 45 and the report of the
OFT under section 44 contains the decision that dr may be the case that there is an anti-comeeti
outcome in relation to the relevant merger situationcerned, the Commission shall proceed undePthit

as if a reference under section 22 or (as themasebe) 33 had been made to it by the OFT.

(4) In proceeding by virtue of subsection (3) to prepand publish a report under section 38, the

Commission shall proceed as if—
(a) the reference under section 22 or 33 had been atatie same time as the reference under section 45;

(b) the timetable for preparing and giving its repantder section 50 (including any remaining powers of
extension and as extended by an additional perfo@0odays) were the timetable for preparing and

publishing its report under section 38; and

(c) in relation to the question whether a relevant mesgjeation has been created or the question whethe
arrangements are in progress or in contemplatiortwlifi carried into effect, will result in the creat of a
relevant merger situation, the Commission were cexfito the questions on the subject to be investiga

by it under section 47.

(5) In determining the period of 20 days mentioneduibsgction (4) no account shall be taken of—
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(a) Saturday, Sunday, Good Friday and Christmas Day; and
(b) any day which is a bank holiday in England and Wales

(6) Where the Secretary of State decides under sebd¢?) to make no finding at all in the matter in
connection with a reference under section 45(2¥hrthe Commission shall proceed under this Paift as
reference under section 22 or (as the case magddjad been made to it instead of a reference under
section 45 and as if its report to the Secretargtafe under section 50 had been prepared andspadlby it

under section 38 within the period permitted byisecB9.

(7) In relation to proceedings by virtue of subsecti6)) the reference in section 41(3) to decisionshef
Commission as included in its report by virtue eftion 35(3) or 36(2) shall be construed as a eefs to

decisions which were included in the report of thenBussion by virtue of section 47(8).

(8) Where the Commission becomes under a duty to pdoesementioned in subsection (3) or (6),
references in this Part to references under secfi@rand 33 shall, so far as may be necessarygristraed
accordingly; and, in particular, sections 77 to $1all apply as if a reference has been made to the

Commission by the OFT under section 22 or (as #ise tnay be) 33.
57 Duties of OFT and Commission to inform Secretdr@tate

(1) The OFT shall, in considering whether to make aregfee under section 22 or 33, bring to the attentio
of the Secretary of State any case which it belieagses any consideration specified in section fi8ss it
believes that the Secretary of State would considgrsuch consideration immaterial in the contexthef

particular case.

(2) The OFT and the Commission shall bring to the &tiarof the Secretary of State any representations
about exercising his powers under section 58(3) whale been made to the OFT or (as the case may be)

the Commission.
58 Specified considerations

(1) The interests of national security are specifiethia section.

(2) In subsection (1) “national security” includes paldecurity; and in this subsection “public segtirhas

the same meaning as in article 21(3) of the Eunopéerger Regulations.

(3) The Secretary of State may by order modify thigigedor the purpose of specifying in this secton
new consideration or removing or amending any camatébn which is for the time being specified isth

section.
(4) An order under this section may, in particular—

(a) provide for a consideration to be specified in tgstion for a particular purpose or purposes pafo

purposes;

(b) apply in relation to cases under considerationHgy ®FT, the Commission or the Secretary of State
before the making of the order as well as casesrwutesideration on or after the making of the order

CHAPTER 3 OTHER SPECIAL CASES

Special public interest cases
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59 Intervention by Secretary of State in speci#lliounterest cases

(1) Subsection (2) applies where the Secretary of $iasereasonable grounds for suspecting that it is or
may be the case that a special merger situationbbas created or arrangements are in progress or in

contemplation which, if carried into effect, wills@lt in the creation of a special merger situation.

(2) The Secretary of State may give a notice to the @ This Part “a special intervention notice”) & h
believes that it is or may be the case that onenare than one consideration specified in sectioris58

relevant to a consideration of the special merijeaton concerned.
(3) For the purposes of this Part a special mergeatsitn has been created if—
(a) no relevant merger situation has been created beaisection 23(1)(b) and (2)(b); but

(b) a relevant merger situation would have been crafthdse enactments were disregarded,;
and the conditions mentioned in subsection (4satisfied.

(4) The conditions mentioned in this subsection are, tilamediately before the enterprises concerned
ceased to be distinct—

(a) at least one of the enterprises concerned was d@amién the United Kingdom or by or under the cohtro

of a body corporate incorporated in the United Kimgel and
(b) a person carrying on one or more of the enterpdeaserned was a relevant Government contractor.

(5) For the purposes of deciding whether a relevant emesjtuation has been created or whether
arrangements are in progress or in contemplatiortwlifi carried into effect, will result in the creat of a
relevant merger situation, sections 23 to 32 (teaeéther with section 34) shall apply for the pugsosf
this Chapter as they do for the purposes of Chdpbert subject to subsection (6).

(6) In their application by virtue of subsection (5¢8ens 23 to 32 shall have effect as if—

(a) for paragraph (a) of section 23(9) there were sutieti—

“(a) in relation to the giving of a special interventiootice, the time when the notice is given;

(aa)in relation to the making of a report by the OFHensection 61, the time of the making of the repor

(ab) in the case of a reference which is treated as paen made under section 62(2) by virtue of sectio

64(2), such time as the Commission may determing’); a
(b) the references to the OFT in section 24(2)(a) ahth@uded references to the Secretary of State;

(c) the references to the OFT in sections 25(1) to(63)and (8) and 31 included references to the &agre
of State;

(d) the references to the OFT in section 25(4) and (5¢ neferences to the Secretary of State;
(e) the reference in section 25(4) to section 73 werdeaence to paragraph 3 of Schedule 7;

(f) the reference in section 25(12) to one extensiore mereference to one extension by the OFT and one

extension by the Secretary of State;

Volume 2 of 2 279/388



EUROCON Appendix 1 Country Report: UK

(g) the powers to extend time-limits under section 2&@died by subsection (5) above, and the power to
request information under section 31(1) as so egplivere not exercisable by the OFT or the Secretiary

State before the giving of a special interventiotiae;

(h) in subsection (1) of section 31 for the words “seti22” there were substituted “section 62(2)” amd, i
the application of that subsection to the OFT, f& word “deciding” there were substituted “enablihg t

Secretary of State to decide”;

(i) in the case of the giving of special interventiatices, the references in sections 23 to 32 tartaking
of a reference or a reference were, so far as reageseferences to the giving of a special inteticen
notice or a special intervention notice; and

(i) the references to the OFT in section 32(2)(a) ta(g) (3) were construed in accordance with the above

modifications.

(7) No more than one special intervention notice shalgiven under subsection (2) in relation to theesam

special merger situation.
(8) In this section “relevant Government contractor” mea
(a) a Government contractor—

(i) who has been notified by or on behalf of the SeryeibState of information, documents or othercies
relating to defence and of a confidential natureclwlihe Government contractor or an employee of laig m

hold or receive in connection with being such a @stor; and
(i) whose notification has not been revoked by mibehalf of the Secretary of State; or

(b) a former Government contractor who was so notifiedniie was a Government contractor and whose

notification has not been revoked by or on behidhe Secretary of State.
(9) In this section—

“defence” has the same meaning as in section ReoOfficial Secrets Act989 (c. 6)

and

“government contractor” has the same meaning #seirict of 1989 and includes any
sub-contractor of a Government contractor, anyiractor of that sub-contractor
and any other sub-contractor in a chain of subfectdrs which begins with the sub-

contractor of the Government contractor.

60 Special intervention notices under section 59

(1) A special intervention notice shall state—
(a) the special merger situation concerned; and

(b) the consideration specified in section 58 or cagrsitions so specified which are, or may be, relet@nt

the special merger situation concerned.
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(2) Where the Secretary of State believes that it isnay be the case that two or more considerations
specified in section 58 are relevant to a constdmsraof the special merger situation concernedntay
decide not to mention in the special interventiastiae such of those considerations as he considers

appropriate.

(3) A special intervention notice shall come into forgieen it is given and shall cease to be in force when

the matter to which it relates is finally determinedier this Chapter.

(4) For the purposes of this Part, a matter to whicpegial intervention notice relates is finally detéred

under this Chapter if—

(a) the time within which the OFT is to report to the ®tary of State under section 61 has expired and no

such report has been made;

(b) the Secretary of State decides to accept an utkitegtar group of undertakings under paragraph 3 of
Schedule 7 instead of making a reference undeiogseg?;

(c) the Secretary of State otherwise decides not to raakéerence under that section;
(d) the Commission cancels such a reference undepsed(1);

(e) the time within which the Commission is to prepareport under section 65 and give it to the Secyetar
of State has expired and no such report has bepamd and given to the Secretary of State;

(f) the time within which the Secretary of State is tdkenand publish a decision under section 66(2) has

expired and no such decision has been made anuipedh]

(g) the Secretary of State decides under subsectiorof(Zection 66 otherwise than as mentioned in
subsection (5) of that section;

(h) the Secretary of State decides under subsectioaf (@ction 66 as mentioned in subsection (5) af th
section but decides neither to accept an undegakiuer paragraph 9 of Schedule 7 nor to make der or
under paragraph 11 of that Schedule; or

(i) the Secretary of State decides under subsectioof (@ ction 66 as mentioned in subsection (5) af th
section and accepts an undertaking under paragratSchedule 7 or makes an order under paragraph 1
of that Schedule.

(5) For the purposes of this Part the time when a m#ttevhich a special intervention notice relates is

finally determined under this Chapter is—
(a) in a case falling within subsection (4)(a), (e)frthe expiry of the time concerned;

(b) in a case falling within subsection (4)(b), the gdaace of the undertaking or group of undertakings

concerned;
(c) in a case falling within subsection (4)(c), (d) g), the making of the decision concerned;

(d) in a case falling within subsection (4)(h), the makbf the decision neither to accept an undertaking
under paragraph 9 of Schedule 7 nor to make am ardker paragraph 11 of that Schedule; and

(e) in a case falling within subsection (4)(i), the gutemce of the undertaking concerned or (as the roase

be) the making of the order concerned.
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61 Initial investigation and report by OFT

(1) Subsection (2) applies where the Secretary of &&geagiven a special intervention notice in relatoa

special merger situation.

(2) The OFT shall, within such period as the Secret&iState may require, give a report to the Secreséry
State in relation to the case.

(3) The report shall contain—

(a) advice from the OFT on the considerations reletarthe making of a reference under section 22 or 33
which are also relevant to the Secretary of Statetgsion as to whether to make a reference undéosec
62; and

(b) a summary of any representations about the casénvilaie been received by the OFT and which relate
to any consideration mentioned in the special uwetetion notice concerned and which is or may bevagie

to the Secretary of State’s decision as to whetharake a reference under section 62.

(4) The report shall include a decision as to whetherQFT believes (disregarding section 59(4)(b)) that
is, or may be, the case that a special mergertisitubas been created or (as the case may beperemts
are in progress or in contemplation which, if catrieto effect, will result in the creation of a sgenerger
situation.

(5) The report may, in particular, include advice aadommendations on any consideration mentioned in
the special intervention notice concerned and whiar may be relevant to the Secretary of Statetdsion

as to whether to make a reference under section 62.

(6) The OFT shall carry out such investigations aitsiders appropriate for the purposes of produaing

report under this section.
62 Power of Secretary of State to refer the matter

(1) Subsection (2) applies where the Secretary of State
(a) has given a special intervention notice in relatma special merger situation; and
(b) has received a report of the OFT under sectiom6@lation to the matter.

(2) The Secretary of State may make a reference t€timemission if he believes that it is or may be the
case that—

(a) a special merger situation has been created;

(b) one or more than one consideration mentioned insgecial intervention notice is relevant to a

consideration of the special merger situation corex and

(c) taking account only of the relevant considerationconsiderations concerned, the creation of that

situation operates or may be expected to operaiastghe public interest.

(3) The Secretary of State may make a reference t€timemission if he believes that it is or may be the
case that—
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(a) arrangements are in progress or in contemplatioriwlii carried into effect, will result in the créat

of a special merger situation;

(b) one or more than one consideration mentioned insgecial intervention notice is relevant to a

consideration of the special merger situation corex and

(c) taking account only of the relevant considerationconsiderations concerned, the creation of that

situation may be expected to operate against thicpnterest.

(4) No reference shall be made under this section ifrtaking of the reference is prevented by sectidi)69

or paragraph 4 of Schedule 7.

(5) The Secretary of State, in deciding whether to makeference under this section, shall accept the

decision of the OFT included in its report undettisec61 by virtue of subsection (4) of that section
(6) A reference under this section shall, in particudaecify—

(a) the subsection of this section under which it is epad

(b) the date on which it is made; and

(c) the consideration or considerations mentioned énspecial intervention notice which the Secretary of

State believes are, or may be, relevant to a ceradidn of the special merger situation concerned.
63 Questions to be decided on references undeos&a

(1) The Commission shall, on a reference under se6®gp), decide whether a special merger situation has

been created.

(2) The Commission shall, on a reference under seé®§8), decide whether arrangements are in progress
or in contemplation which, if carried into effect,liwesult in the creation of a special merger ditwra

(3) If the Commission decides that a special mergeiadn has been created or that arrangements are in
progress or in contemplation which, if carried irtifect, will result in the creation of a special gar
situation, it shall, on a reference under sectidnd&cide whether, taking account only of the caersition
or considerations mentioned in the reference, teation of that situation operates or may be exquetd

operate against the public interest.

(4) The Commission shall, if it has decided on a refeeeunder section 62 that the creation of a special
merger situation operates or may be expected toatgpagainst the public interest, decide the foltawi

additional questions—

(a) whether action should be taken by the Secretaryaie $inder section 66 for the purpose of remedying,
mitigating or preventing any of the effects advemsthe public interest which have resulted frommaty be

expected to result from, the creation of the spew&ger situation concerned;

(b) whether the Commission should recommend the takimgher action by the Secretary of State or action
by persons other than itself and the SecretarytateSor the purpose of remedying, mitigating cevanting
any of the effects adverse to the public interestiwhave resulted from, or may be expected to témarh,

the creation of the special merger situation camegrand
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(c) in either case, if action should be taken, whatoacshould be taken and what is to be remedied,

mitigated or prevented.
64 Cancellation and variation of references undetien 62

(1) The Commission shall cancel a reference undercseé’(3) if it considers that the proposal to make
arrangements of the kind mentioned in that refexdras been abandoned.

(2) The Commission may, if it considers that doingssqustified by the facts (including events occugrom

or after the making of the reference concernedgtta reference made under subsection (2) or (8¢aifon
62 as if it had been made under subsection (J®the case may be) (2) of that section; and,dh sases,
references in this Part to references under thnaetments shall, so far as may be necessary, Istreed

accordingly.

(3) Where, by virtue of subsection (2), the Commisdieats a reference made under subsection (2) af (3)
section 62 as if it had been made under subse@joor (as the case may be) (2) of that sectiorggraphs
1, 2, 7 and 8 of Schedule 7 shall, in particulaplg as if the reference had been made under stitis¢8)

or (as the case may be) (2) of that section instéadder subsection (2) or (3) of that section.

(4) Subsection (5) applies in relation to any undenglaccepted under paragraph 1 of Schedule 7, or any
order made under paragraph 2 of that Schedule, whighforce immediately before the Commission, by
virtue of subsection (2), treats a reference maditeusubsection (2) or (3) of section 62 as ifatl lheen

made under subsection (3) or (as the case magpej that section.
(5) The undertaking or order shall, so far as appleatdntinue in force as if—

(a) in the case of an undertaking or order which rel&tea reference under subsection (2) of section 62,

accepted or made in relation to a reference maderwubsection (3) of that section; and

(b) in the case of an undertaking or order which reltdea reference made under subsection (3) of that
section, accepted or made in relation to a referemade under subsection (2) of that section;

and the undertaking or order concerned may be djasaperseded, released or
revoked accordingly.

(6) The Secretary of State may at any time vary aeefss under section 62.

(7) The Secretary of State shall consult the Commidgséare varying any such reference.

(8) Subsection (7) shall not apply if the Commissioa fequested the variation concerned.

(9) No variation by the Secretary of State under thitige shall be capable of altering the consideratio
considerations specified in the reference or théogdepermitted by virtue of section 65 within whidmet
report of the Commission under that section ise¢@iepared and given to the Secretary of State.

65 Investigations and reports on references uretgion 62

(1) The Commission shall prepare a report on a referemcler section 62 and give it to the Secretary of

State within the period permitted by virtue of teétion.

(2) The report shall, in particular, contain—
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(a) the decisions of the Commission on the guestionsiwihis required to answer by virtue of section 63;
(b) its reasons for its decisions; and

(c) such information as the Commission considers ap@igpfor facilitating a proper understanding of

those questions and of its reasons for its deasion

(3) Sections 51 and 52 (but not section 53) shall afgplyhe purposes of a report under this sectiotheg

apply for the purposes of a report under sectian 50

(4) The Commission shall carry out such investigatiassit considers appropriate for the purpose of

producing a report under this section.
66 Decision and enforcement action by SecretaState

(1) Subsection (2) applies where the Secretary of Stasereceived a report of the Commission under

section 65 in relation to a special merger situmatio

(2) The Secretary of State shall, in connection witheference under section 62(2) or (3), decide the

questions which the Commission is required to debideirtue of section 63(1) to (3).

(3) The Secretary of State shall make and publish éisstbn under subsection (2) within the period of 30
days beginning with the receipt of the report of @@mmission under section 65; and subsection (8) of
section 54 shall apply for the purposes of thissegbon as it applies for the purposes of subse¢sd of

that section.

(4) In making his decisions under subsection (2), ther@ary of State shall accept the decisions of the
report of the Commission under section 65 as to ldred special merger situation has been created or
whether arrangements are in progress or in conteimplavhich, if carried into effect, will result in ¢h

creation of a special merger situation.
(5) Subsection (6) applies where the Secretary of Stdealecided under subsection (2) that—

(a) a special merger situation has been created argemaents are in progress or in contemplation wiifich,

carried into effect, will result in the creationa&pecial merger situation;

(b) at least one consideration which is mentioned énsghecial intervention notice concerned is relet@mat

consideration of the special merger situation corex and

(c) taking account only of the relevant considerationconsiderations concerned, the creation of that
situation operates or may be expected to operaiastghe public interest;
and has so decided, and published his decisiominwithe period required by

subsection (3).
(6) The Secretary of State may take such action urat@agpaph 9 or 11 of Schedule 7 as he considers to b
reasonable and practicable to remedy, mitigaterevemt any of the effects adverse to the publieréest

which have resulted from, or may be expected toltrésam, the creation of the special merger sitomti

concerned.

(7) In making a decision under subsection (6), the &ary of State shall, in particular, have regarth®

report of the Commission under section 65.
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6.6 Annex 5: Official Secrets Act 1989, Chapter 6

2 Defence

(1) A person who is or has been a Crown servant or Govertneoatractor is guilty of an offence if without
lawful authority he makes a damaging disclosurergf iaformation, document or other article relatitog

defence which is or has been in his possessionrimevif his position as such.
(2) For the purposes of subsection (1) above a dis@dswamaging if—

(a) it damages the capability of, or of any part o& #rmed forces of the Crown to carry out their tamks
leads to loss of life or injury to members of thdseees or serious damage to the equipment orliattms

of those forces; or

(b) otherwise than as mentioned in paragraph (a) abbeadangers the interests of the United Kingdom
abroad, seriously obstructs the promotion or ptaecby the United Kingdom of those interests or

endangers the safety of British citizens abroad; or

(c) it is of information or of a document or article whiis such that its unauthorised disclosure would be

likely to have any of those effects.

(3) It is a defence for a person charged with an offamuger this section to prove that at the time ef th
alleged offence he did not know, and had no readerc@use to believe, that the information, docuneent
article in question related to defence or thatdisclosure would be damaging within the meaning of
subsection (1) above.

(4) In this section “defence” means—

(a) the size, shape, organisation, logistics, ordebaifle, deployment, operations, State of readiress

training of the armed forces of the Crown;

(b) the weapons, stores or other equipment of thosedaaad the invention, development, production and

operation of such equipment and research reladiritg t
(c) defence policy and strategy and military planning atelligence;

(d) plans and measures for the maintenance of esssuafiplies and services that are or would be needed i

time of war.

Volume 2 of 2 286/388



EUROCON Appendix 1 Country Report: UK

6.7 Annex 6: Review of the content of behavioural umtikings

Based on an analysis of the mitigation undertakimgislished by the OFT, we can

observe the following:

Maintenance of strategic capabilities

The maintenance of strategic capabilities necedsaryyK military programmes has
been a key concern for the Ministry of Defenceeéith case, the company has been

asked to undertake that:

Military Programmes shall continue to be condudbyda company or companies
incorporated within the UK under UK law and in teda to which a majority of the

company Directors are UK nationals;

The Board of Directors of the UK company shall eamtsufficient UK nationals who
are security-cleared to enable security sensisgaas to be resolved at Board level
should the need arise;

The parent company shall inform the Ministry of &mfe in writing and thereafter
consult with the Ministry of Defence at least 3 rtimnprior to disposing of any asset
that is significant for the conduct of Military Ri@ammes and in respect also for any
proposal for the voluntary winding-up or dissolutiof one of those assets.

The parent company shall inform the Ministry of &sfe in writing and thereafter
consult with the Ministry of Defence as soon assfiie and in any event at least 2
months prior to running down or affecting adversealyany way the UK company’s

Military Capability;

The parent company shall inform in writing and #gadter consult with the Ministry
of Defence as soon as possible after any proposdispose of, and in any event at
least 3 months prior to disposal of, the wholeror part of its equity share holding of
the UK company to any company or person whetheoriwate sale or an offer to the
public;

The company shall ensure:
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» continuity of development and/or supply of all gecahd services for Military
Programmes in respect of which the contracts tehvthie UK company is a party

and

» subject to the Ministry of Defence, acting reasdpakndeavouring to place
contracts in the future, continuity of support (uding re-supply and spares) for
equipment in service with the Ministry of Defena# fwhich the UK company
owns the design rights.

In addition, and reflecting concerns that Thoms@&#+QGnight subcontract work to its

French operations, Thomson-CSF also agreed tmtlosving:

“In accordance with existing contractual guidelinagl down by the Ministry of
Defence and unless otherwise agreed by the Minigtr\Defence, UK Military
Programmes shall be designed, managed, manufacamedupported primarily in
the UK and shall not be sub-contracted outsideltKewithout prior approval from

the Ministry of Defence”.

Protection of classified information

Another key concern has related to the protectibrclassified information and
behavioural undertakings agreed to by the acquicogpanies have included the

following:

All matters relating to security within the UK coampy, particularly within those
carrying out activities in relation to Military Rgoammes, shall be maintained in line
with UK National Security Regulations, includingetisecurity of work areas subject

to special physical ring-fencing;

The operational management of the UK company’stdifi Capability will be by UK
security cleared personnel with security proceduneting UK National Security
Regulations and any other such requirements aseatbaegcessary from time to time

by the UK security authorities;

Only approved personnel with appropriate securlga@ance will have access to
information classified “Confidential” and above;

No information classified “Confidential” or abover, bearing a national or composite
caveat, will be passed by the UK company to ther@oéthe foreign parent company

or its Affiliates. Transfers by the UK company byhatever means of Classified
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information to the foreign parent company and iffiliates based overseas, to other
foreign nationals or to locations outside the UKiaraal jurisdiction shall only be

conducted subject to the prior approval of the bty of Defence;

No information classified “Confidential” or above bearing a national or composite
caveat and no other Classified information whichvisied by a third party or country
shall in any circumstances be disclosed by the Wkhmany to foreign or dual

nationals without the prior written approval of tkénistry of Defence,;

The existing security procedures to meet UK Nafi@ecurity Regulations will be
maintained, and any others deemed necessary, frm@ to time, by security
authorities to address the relevant issues arfsamy the new ownership shall also be

adopted and maintained.

In addition, in cases where U.S. classified infaiorais handled by the UK company

in question, the behavioural undertakings have lredunded on these as well:

In its acquisition of Racal, Thomson-CSF underttiokt: “With respect to Military
Programmes or which the UK company offer elemetithavdware and software
sourced from USA, the company undertakes that &l @assified or unclassified
information, technical data, software or equipmeelivered with US Government
approval to the UK company in support of programme not be released or
disclosed to non UK or non US citizens, without pn®r written approval of the US

Government”;

In its acquisition of Astrium, EADS undertook thdNo transfer or disclosure by
whatever means of USProtected Material to EADS08ubsidiaries based overseas,
or locations based outside of the UK shall be madmpt with the prior approval of
the US Government”.

Compliance

The undertakings also include specific requiremdntensure that the company

complies with those undertakings. In particular:

The company shall provide the Ministry of Defendéhvgsuch information as it may
from time to time reasonably require to ascerthiat the company is fulfilling the

obligations accepted by it pursuant to this Agrestmé the company is unable to
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comply with any of these undertakings, it shall yide full reasons for the non-

compliance within one month of becoming aware efribn-compliance;

A security officer will be appointed by the compamgsponsible for facilitating and
overseeing the compliance with UK National SecuRigulations and the Security
Undertakings set forth in this Agreement at eacthefpremises of the UK company

(as required by UK National Security Regulations).

The company will appoint a "Compliance Officer”, avishall be responsible for
providing to the Ministry of Defence: an annualagpwithin three months of the end
of the year, as well as any other such informatisnthe Ministry of Defence may
from time to time require, to verify compliance kithe Security Undertakings,
including any measures taken or proposed by thepaagor by the UK company so
as to ensure compliance with the Security Undeamggkiand to prevent any breach of
them; and full particulars of any failure complythvithe security undertakings

immediately upon such failure becoming apparent.
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1 INTRODUCTION

The national practices of the United States areidened in this country report since
they structure the opportunities for the Europeafemce industry to make
acquisitions in the United States. The existencstafing U.S. controls of strategic
defence assets also means that the transatlatuatien is unbalanced and raises
questions about the need for reciprocity. The prestof the United States may also
provide a model for future developments at the Btel in the context of calls from

some observers for a “European CFIU%".

This country study observes that whilst the U.Srketafor defence equipment

remains in effect closed to foreign companies sepkd export to the United States,
the U.S. market for corporate control has been dpdfuropean companies seeking
to acquire U.S. defence assets. Whilst the suadeasfjuisition strategies of UK

companies has been the subject of particular comthencountry study notes that
companies from other European countries have algqair@d defence companies in
the United States. The country study is accompahie@ case of Finmeccanica’'s

recent acquisition of the U.S. defence electrooarapany DRS.

When a foreign company seeks to acquire U.S. defassets, the non-U.S. company
Is subject to two parallel national security revignocesses: the Committee on
Foreign Investment in the United States and theeifor Control and Influence

(FOCI) review. These processes overlap, but theybased on different legislation,

use different processes and are led by differene@uwnent agencies.

61 CFIUS stands for Committee on Foreign Investniettie United States
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2 CONTEXT

2.1 The U.S. defence industry

The United States has the largest defence indusiase in the world and leading
capabilities across the full range of defence tetmes. The U.S. defence industry is
privately owned and most defence contractors atedi on the New York Stock

Exchange.

Beginning in the early 1990s, and much earlier thrafcurope, the United States
defence industry engaged in a process of mergeaeaaisition driven consolidation.
Some companies exited the defence sector by digeieir defence businesses. The
outcome of this process was the emergence of éidopf large defence contractors
comprising Lockheed Martin, Boeing, Northrop Grunmimm&eneral Dynamics and
Raytheon who are considerably larger than theirogesn counterparts (with the
exception of BAE Systems). Eight of the ten largisfence contractors in the world
by revenues are U.S. companies and there are aligmiéicant number of “mid-tier”
defence contractors who are themselves sizeablen vdoepared to European
companies. Overall, U.S. companies comprise 43hefllefense News Top 100

companies by revenues in 2088.

2.2 The scale of defence procurement

The U.S. has the largest defence procurement burg¢je¢ world by some margin. In
2008, U.S. defence equipment procurement and R&D&H6.2 billion — more than
four times that of European Member States combfifit@ihe U.S. defence market is
in effect closed to imports of non-U.S. defenceigapent. This is enshrined in law as
well as inde factoprotectionist practices as evidenced by the redmspute over the

procurement of air tankers for the United StatesHdirce.

%2 ‘Defense News Top 100 for 2008’ available at:
http://www.defensenews.com/static/features/top tdts/country _2008.php?c=FEA&s=T1C

%63 European Defence Agency (2008uropean - United States Defence Expenditure in8200
Brussels: European Defence Agency available at/httpw.eda.europa.eu/defencefacts/
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2.3 National defence industrial and market policies

Faced by these barriers, European companies seékimagcess the U.S. defence
market have sought to acquire U.S. defence compariike United States has
thorough and detailed processes for the reviewaygsed foreign acquisitions with a
national security dimension and those processas foe focus of this country study.
However, the existence of these processes shotiloertaken to mean that the U.S. is
closed to foreign acquisitions. Companies fromUimied Kingdom, Israel, Italy and
France amongst others have successfully acquirSddgfence companies. Formally,
U.S. policy is that:  “Foreign investment can ply important role in maintaining
the vitality of the U.S. industrial base. Therefore is the policy of the U.S.
Government to allow foreign investment consisteitihthe national security interests
of the United States™*

3 NATIONAL PRACTICES WITH RESPECT TO STATE
CONTROL OF  STRATEGIC DEFENCE ASSETS

When a non-U.S. corporation seeks to acquire a ¢b@pany that requires access to
classified and/or export controlled informatione thon-U.S. buyer is subject to two
U.S. Government national security reviews: (1) @mmmittee on Foreign Investment
in the United States, and (2) the Foreign Owners@ipntrol or Influence (FOCI)
review. These review processes have been subjesbrt@ reform in the last five
years in response to the political debate surrounthie (eventually) aborted takeover
by Dubai Ports World of P&O as well as growing UcBncerns about acquisitions by
state-owned entities.

3.1 Government ownership

The United States has no strategic defence congammer total or partial
Government ownership in the way understood bystudy.

%64 para 2-300National Industrial Security Program Operating MauDoD 5220.22-M, February
2006, Washington DC: Department of Defense.
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3.2 Special rights

The United States has no companies that are subj&gtecial Rights provisions.

National regulation of foreign acquisitions of dence assets

Review under CIFU.S.

The main legislative dimension of U.S. controlstrategic defence assets is the 2007
Foreign Investment & National Security Act (FINS#hich revised the 1988 Exon-
Florio Amendment to theDefense Production ActThe Committee on Foreign
Investment in the United States is an inter-agetmyimittee authorized to review
transactions that could result in control of a UbBisiness by a foreign person
(“covered transactions”), in order to determine éfiect of such transactions on the
national security of the United States. CFIUS afes pursuant to section 721 of the
Defense Production Adf 1950, as amended by the Foreign InvestmeniNatidnal
Security Act of 2007 (section 721) and as impleraérity Executive Order 11858, as
amended, and regulations at 31 C.F.R. Part 800.

The 2007 FINSA was introduced following the atteeapacquisition of the U.S. oll
company Unocal by the China National Offshore Ghtpany and — in particular —
the highly controversial 2006 acquisition of P&O Dybai Ports World (UAE). Legal
analysts observe that, at one level, FINSA merelgifies many existing CFIUS
practices that had been informally adopted oveetiAt the same time, it is also clear
that FINSA makes the CFIUS process more public thafore and subject to
increased policy and political review by greatlyparding congressional oversight,
requiring the consideration of additional factor assessing the national security
implications of a proposed transaction, and expapdhe number of agencies
potentially involved in CFIUS reviews and investigas?®®

265 Rubinoff, E.L. and Terhune, H.A. (2007) 'New CBlWeform act presents challenges to foreign
investment in the United State¥he Metropolitan Corporate Couns@eptember: p.29.
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Number of acquisitions subject to review on the grmls of national security

The FINSA introduced new reporting arrangementduting an annual report to
Congress on the activities of CFIUS The public domdocument contains very
detailed statistical information on the types dansactions reviewed, sectors and
nationality of companies. The public version camsano information on specific

transactions notified to CFIUS since such publgcitisure is prohibited in law.

In the three years 2006-2008, companies filed 4fies of transactions that CFIUS
determined to be covered transactions under seédnof theDefense Production
Act 42 were withdrawn during the initial review stagdéere were 36 second stage
investigations during which 15 notices were witlvdnaThere were two cases subject
to Presidential decisions (see Table below). Tloeemse in the number of second
stage investigations in 2008 is significant sinG@& was the first year in which the
FINSA reforms of the CFIUS reforms were operaticarad, as this country study will
go on to note, FINSA introduced additional factargygering second stage

investigations.

The Annual Report also noted that there were 168pteted foreign M&As of U.S.
companies in critical technology sectors announoed008. The United Kingdom
had the largest number o transactions amongst Earopountries (49), followed by
France (15) and Germany (9). Israel (13), Canadadmd India (11) were the other

major acquirers.

Table 3.1: CFIUS Covered transactions, withdravaald Presidential decisions 2006-
2008°°

Year Number of Notices Number of Notices Presidential
notices withdrawn | investigations | withdrawn decisions
during during
review investigation
2006 111 14 7 5 2
2007 138 10 6 5 0

%% gource: Committee of Foreign Investment in thétéshStates (2009nnual Report to Congress
November 2009, Public/Unclassified version, WastindC: Committee of Foreign Investment in
the United States.
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2008 155 18 23 5 0

Total 404 42 36 15 2

Reasons for review and definition of “defence assednd “national security” used

In the United States the notion of national segusitoroadly defined. CFIUS operates
pursuant to section 721 of tHeefense Production Acand it is explained that
“national security” “is to be interpreted broadlgdawithout limitation to particular
industries™®” The regulations do not define national securityt leuplain that
“Ultimately, under section 721 and the Constitutitve judgment as to whether a
transaction threatens national security rests withe President's discretion” and that
“Generally speaking, transactions that involve pidsd, services, and technologies
that are important to U.S. national defence requérgts will usually be deemed
significant with respect to the national security”.

Although this broad catch-all definition existsetRINSA also included an expanded
list of factors to be considered by CFIUS in deteiny whether a proposed

transaction threatens U.S. national security. Timese factors include:
« The effect on U.S. critical infrastructdP8 including major energy ass&ts
« The effect on U.S. critical technologfé%

« Whether the transaction is “a foreign governmemttailed transactiorf”*

267 TITLE 31 - MONEY AND FINANCE: TREASURY
SUBTITLE B - REGULATIONS RELATING TO MONEY AND FINACE
CHAPTER VIl - OFFICE OF INTERNATIONAL INVESTMENT,DEPARTMENT OF THE
TREASURY, PART 800 - REGULATIONS PERTAINING TO MERERS, ACQUISITIONS,
AND TAKEOVERS BY FOREIGN PERSONS, subpart g - PRGWN AND HANDLING OF
INFORMATION Appendix A to Part 800 - Preamble todréations on Mergers, Acquisitions, and
Takeovers by Foreign Persons (Published Novemhet@sil).

%8 Critical infrastructure is defined as those systeand asets “so vital to the United States that th
incapacity or destruction of such systems or assetdd have a debilitating impact on national
security”

289 Transactions involving critical infrastructure ngenonetheless also reviewed under the provisions
of the 1988 Exon-Florio Amendment.

2’0 FINSA defines the term “critical technologies”itlude technologies or components “essential to
national defense”. These items are identified enriggulations implementing FINSA and comprise
fourteen ritical technology sectors: advanced nmterand process; chemicals; advanced
manufacturing; information technology; telecommations; microelectronics; seminconductor
fabrication equipment; electronics (military-reldte biotechnology; professional and scientific
instruments; aerospace and surface transportai@rgy; speace systems; and, marine systems.
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* Adherence of the country in which the foreign perss located to non-

proliferation control regimes, its cooperation imuater-terrorism efforts and the

adequacy of its national export control laws arglitations;

* Long-term U.S. requirements for energy and othiical resources and material;

« Any other factors the President or CFIUS determtndse appropriate.

The CFIUS process does not legally differentiatévben countries. However, it

ought to be emphasised again — and as noted abiina State controlled enterprises

(“foreign government-controlled transactions”) ardactor specifically identified in

FINSA as warranting particular scrutiny by CFIUS

Authorities responsible for the review process

The review is conducted by the inter-agency Conamitin Foreign Investment in the

United States (CFIUS). The composition of CFIUS wassed and expanded under

the 2007 FINSA and is as follot/$

Table 3.2: Composition of CFIUS

Members

Observers

Department of the Treasury (chair)
Department of Justice

Department of Homeland Security
Department of Commerce

Department of Defense

Department of State

Department of Energy

Office of the U.S. Trade Representative

Office of Science & Technology Policy

The following offices also observe and,

appropriate, participate in CFIUS’s activities:

Office of Management & Budget
Council of Economic Advisors
National Security Councll
National Economic Council

Homeland Security Council

as

21 A “foreign government-controlled transaction” iseothat could result in the control of a U.S.
business by a foeign Government or an entity aaimfghelaf of a foreign government.

272 http://www. ustreas.gov/offices/international-af$écfius/members.shtml
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The Director of National Intelligence and the Séamg of Labor are non-votingx-

officio members of CFIUS with roles as defined by stadni regulation.

The FINSA established the role of “lead agency’akht with the support of the U.S.
Treasury as Chair of CFIUS — undertakes to leaddhiew process and monitor any

mitigation processes arising.

Intervention process

Formally, the CFIUS review process is voluntary #mete is no legal requirement to
file with CFIUS. In practice, it is effectively médatory for foreign acquisitions
involving U.S. companies that hold U.S. securitgachnces as well as companies
engaged in U.S. “critical infrastructure”. The ré&gions contemplate that persons
considering transactions will exercise their owndgment and discretion in
determining whether to give notice to the Committgéh respect to a particular
transaction but say that: “notice, while voluntamguld clearly be appropriate when,
for example, a company is being acquired that piesviproducts or key technologies

essential to U.S. defense requiremenhfs”.

Notices to CFIUS are received, processed, and cwuetl at the staff level by the
Staff Chairperson of CFIUS, who is the Directottlod Office of Investment Security
in the Department of the Treasury. On notificatodrthe transaction, CFIUS conducts
a 30-day review. During this review, the DirectémNational Intelligence is required
to conduct a thorough analysis of potential nafiosecurity concerns. A “lead
agency” is appointed by CFIUS with primary respbity for the investigation. Any
agency that is a member of CFIUS may also condsi@wn enquiry with respect to
the potential national security risk posed by aseation but communication with the
parties to the transaction must be through the demecy? "

2B TITLE 31 - MONEY AND FINANCE: TREASURY
SUBTITLE B - REGULATIONS RELATING TO MONEY AND FINACE
CHAPTER VIl - OFFICE OF INTERNATIONAL INVESTMENT,DEPARTMENT OF THE
TREASURY, PART 800 - REGULATIONS PERTAINING TO MERERS, ACQUISITIONS,
AND TAKEOVERS BY FOREIGN PERSONS, subpart g - PRGWN AND HANDLING OF
INFORMATION Appendix A to Part 800 - Preamble todréations on Mergers, Acquisitions, and
Takeovers by Foreign Persons (Published Novemhet@sil).

27 Executive Order 11858, Foreign Investment inlnéted States.
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Following completion of the 30-day review transawad will be subject to a
subsequent 45-day investigation if the proposendtretion falls under any of the

following:

» threatens to impair U.S. national security and ttireat has not been mitigated

during the review;
* is a foreign government-controlled transaction;

» would result in foreign control of any critical maistructure and could impair U.S.

national security unless than impairment has be#igated during the review; or

» the lead agency and CFIUS concur that an investigahould occur.

Right of appeal

There is no appeal process in the event of an sitigni being rejected.

Mitigation agreements

CFIUS or the lead agency acting behalf of CFIUS gk to mitigate any national
security risk posed by the transaction that is adéquately addressed by other
provisions of law by entering into a mitigation egment with the parties to the

transaction or by imposing conditions on the partie

* By law, the precise details of these mitigationeagnents are confidential but it is
common place for foreign acquisitions that compldte CFIUS process to be
subject to approval conditions or mitigation agreais that may include Special
Security Agreements; Proxy Boards; or partial divests.

* For defence companies, these mitigation arrangemewverlap with the FOCI
process and will be considered in detail in thet sextion (on the FOCI process).
Review under FOCI

Formally, the CFIUS review and the industrial seégufOCI review are carried out in
two parallel but separate processes. By law, compaumnder foreign control and
influence (FOCI) cannot hold facility security aleaces unless measures are taken

that effectively negate or mitigate FOCI. The FQ&liew is conducted with different
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time contraints and consideratictis.FOCI is governed by the DOD'Mlational
Industrial Security Policy Operating Manua(NISPOM) and Directive-Type
Memorandum (DTM) 09-01%olicy Guidance for Foreign Ownership, Control or
Infuence (FOCI)ssued by the Under Secretary of Defense (Intsilog) in 2009.

Reasons for review and definition of “defence assetnd “national security” used

The Foreign Ownership, Control or Influence (FO@Niew is intended to protect the
security of classified and export controlled infatmon and contractor performance on
classified contracts. FOCI relates to all compargabject to a Facility Security
Clearance to ensure “that foreign firms cannot umétee U.S. security and export
controls to gain unauthorized access to criticehmelogy, classified information and

special classes of classified informatiof”

A company is determined to be under foreign ownprstontrol or influence (FOCI)
when a foreign interest has the power, direct dir@ct, whether or not exercised, to
direct or decide matters affecting the managemewperations of the company in a
manner which may result in unauthorized accesslassified information or may

affect adversely the performance of classified @mis?’’

The following factors relating to the company, tifi@reign interest, and the
Government of the foreign interest are consideneithé aggregate in determining if a
company is under FOCI, its eligibility for a fatyliclearance and the protective

measures required®

* Record of economic and Government espionage adaifSsttargets;

» Record of enforcement and/or engagement in unam#tbtechnology transfer;
* Type and sensitivity of the information requiringfection;

* Nature and extent of FOCI;

* Record of compliance with pertinent U.S. laws, tagans and contracts and

25 National ISPOM 2-310 b.
7% NISPOM, 2-300

2T NISPOM, paragraph 2-300.
2’8 NISPOM, Paragraph 2-301
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* The nature of any bilateral and multilateral selguand information exchange
agreements that may pertain, and

* Ownership or control, in whole or in part, by adign government.

There is no differentiation between countries uritderFOCI process.

Authorities responsible for the review process

The FOCI review is performed by the Department @fddse Defense Security
Service (DSS) with support from the intelligencencounity.

Intervention process

A company is required to complete a Certificatetdieing to Foreign Interests when
applying for a Facility Clearance License or whagnsicant changes occur to
information previously submitted. When a contracteith an FCL enters into
negotiations for a proposed merger, acquisitiotakeover by a foreign interst, the
contractor is obliged to notify the Department céfénse at the commencement of

those negotiations.

A review is conducted to establish the means ofatieg or mitigating the risk of
foreign ownership or control. The FOCI is an onmgpprocess for so long as the
establishment holds an FCL and is under FOCI.

Right of appeal

There is no right to appeal

Mitigation agreements

NISPOM, paragraph 2-303 sets out the methods thatbe applied to negate or
mitigate the risk of foreign ownership or contrdhey are as follows:

* Board Resolution The Board Resolution is used when the foreigityedoes not
own voting stock sufficient to elect a represen&tio the company’s governing
board.

279 NISPOM, 2-302 b

Volume 2 of 2 304/388



EUROCON Appendix 1 Country Report: U.S.

Security Control Agreement The Security Control Agreement (SCA) is used
when the cleared company is not effectively ownedcantrolled by a foreign
entity and the foreign interest is entitled to es@ntation on the company’s

governing board.

Special Security Agreementhe Special Security Agreement (SSA) is usednwvhe
a company is effectively owned or controlled byosefgn entity. The SSA has
access limitations. Access to proscribed informmabig a company cleared under a
SSA may require that the Government Contractingviigtcomplete a National
Interest Determination to determine that the redeafsproscribed information to

the company shall not harm the national securiigrest of the United Staté¥,

The SCA and SSA are substantially identical arrareggs that:

Imposes substantial industrial security and exporttrol measures within an

institutionalized set of corporate practices amatpdures

Requires active involvement of senior managemedtcantain Board members in
security matters (who must be cleared, U.S. ciiyef©Officer/Directors and

Outside Directors);

Provide for the establishment of a Government Sgc@ommittee (GSC) to
oversee classified and export controlled mattene SC consists of cleared

Officer/Directors and Outside Directors), and

Preserve the foreign shareholder’s right to be esgmted on the Board of
Directors with a direct voice in the business mamagnt of the company while
denying unauthorized access to classified inforomatjinside Director(s)

The Proxy Agreement (PA) and Voting Trust Agreem@itA) are used when a

cleared company is owned or controlled by a foresgtity. The PA and VTA are

substantially identical arrangements whereby thingarights of the foreign owned

stock are vested in cleared U.S. citizens appriyetthe Federal Government (DSS).

80 A National Interest Determination (NID) is a smg#cauthorisation for the release of proscribed

information. NID approval is based on the view bé tGovernment Contracting Authority that
release of the proscribed information to the compstrall not harm the national security interests
of the United States.. A Government Contractinghbuty in this case may be a Department of
Defense Program Office, defence agency, etc.
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Neither arrangement imposes any restrictions onctimapany’s eligibility to have

access to classified information or to competecfassified contracts.

Establishment of the PA or VTA involves the selectiof three Proxy Holders or
Trustees who must be directors of the cleared cogipdoard. The Proxy Holders or
Trustees exercise all prerogatives of ownershiph wibmplete freedom to act

independently from the foreign stockholders, wita following exceptions:

* The Proxy Holders or Trustees must obtain appriveah the foreign shareholder

regarding the following matters:
* The sale or disposal of the corporation’s assetssubstantial part.
* Pledges, mortgages or other encumbrances on titalcpck
e Corporate mergers, consolidations, or reorganigatio
e The dissolution of the corporation
« The filing of a bankruptcy petition

The Proxy Holder or Trustees assume full respoilityitbor the voting stock and for
exercising all management prerogatives, excepthierabove matters. The company
must be organized, structured and financed to Ipalda of operating as a viable

business entity independent from the foreign staidein.

Individuals serving as Proxy Holders or Trusteesstmhe U.S. citizens, residing
within the United States, completely “disintere$taddividuals with no prior
involvement with the cleared company, the corpobatéy with which it is affiliated
or the foreign shareholder and they must be ebkdibt a personnel security clearance
at the level of the facility clearance. Managemensitions requiring personnel
security clearances must be filled by U.S. citizezssding in the U.S.

The difference between the Proxy Agreement and/titeng Trust Agreement is that
under the Voting Trust Agreement the foreign owtransfers legal title in the
company to the Trustees that are approved by $3SS.

281 By title is meant here rights of ownership.
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4 CASE STUDIES — ACQUISITION BY A EU COMPANY

4.1 Cobham acquires Sparta in 2008

In January2008, the UK company Cobham PLC (‘Cobhanhounced that it had
reached an agreement to acquire SPARTA Inc. (‘SPRROr up to US$416 million
on a debt and cash free basis. This was the latesseries of U.S. acquisitions made
by Cobham as part of its strategy to establishf itsea mid-tier company in the large
U.S. market. Cobham describes itself as internatimompany engaged in the
development, delivery and support of advanced paass and defence systems for

land, sea and air platforms.

SPARTA was a US$300 million revenue business wiyist&n Engineering and
Technical Assistance (‘SETA’) capabilities in MiesDefence and Intelligence. The
acquisition, Cobham declared, would transform th€ ¢dmpany’s position in the
high growth US Intelligence market and presenteth&r growth opportunities in the
technical services, Intelligence, Electronic Sigrlakelligence (‘ELINT’) and Signals

Intelligence (‘SIGINT’) markets.

SPARTA and Cobham filed a joint voluntary notificat to CFIUS concerning the
merger and SPARTA — as a holder of Department démix facility clearances and
performer of United States classified contract®tiied the Department of Defense’s
Defense Security Service when it entered into naggohs for the proposed merger
with Cobham.

To mitigate FOCI, SPARTA and Cobham proposed to 5 SPARTA be allowed
to continue to perform its classified contracts spant to a Special Security
Agreement (“SSA”) that Cobham already maintainethwegard to the performance
of other United States classified contracts. Thsermior ‘Outside Directors’ were
nominated to the Board of Cobham North America, 8®A (‘Special Security
Agreement’) company that now owns SPARTA. The Qigtdirectors are security
cleared U.S. citizens. A Government Security Corteaitvas established to oversee
classified contracts and export matters. Six molattes, in June 2008, the completion

of the transaction was announced.
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4.2 Finmeccanica acquires DRS in 2008

In May 2008, the Italian company Finmeccanica aneged its intention to acquire
the U.S. defence electronics firm DRS for U.S.4&IRon (€3.4 billion). DRS was a

mid-tier U.S. defence contractor that describe€lfita leading supplier of integrated
products, services and support to military ford8syernment agencies and prime
contractors worldwide. The company employed apmpnaexely 10,000 people and in
FY2007 generated revenues of U.S.$2,821 million.SDédnducted a number of

highly sensitive programmes for the U.S. government

The financial media had also reported that both BAIDd Thales had examined the
possibility of acquiring DRS. EADS confirmed to theedia that it had re-examined
DRS as a potential acquisition after the U.S. camgpannounced a merger with
Finmeccanica but EADS “decided the electronics igist was too sensitive a target
for the European group”. EADS explained that otecia it used for U.S. acquisitions
was that it would be “acceptable as owners” antim acceptability area, there was a
difference between sensitive and that which wagéetkchnology,” which EADS
viewed as effectively putting a company beyondetsch. EADS judged that DRS fell
into that category®® Thales entered into negotiations with DRS and ioorefd that it
was interested in buying DRS before being out lighdce by Finmeccanicd®

The mitigation of potential FOCI concerns was aterathat was addressed by DRS
and Finmeccanica from the outset. For instancenwhe two companies announced

their intention to pursue the deal, the press sel¢laat they issued stated that:

“‘DRS will operate as a wholly-owned subsidiary, ntaining its current
management and headquarters. As is customary sntype of transaction,
DRS and Finmeccanica will comply with all natiorsscurity requirements
and will propose to the Defense Security Servic&3D that the company

operate under a Special Security Agreement (SSAh s own board of

82 Tran, P (2008) ‘EADS: DRS was too hot to target &mquisition”, Defense Newsl14 July
downloaded froninttp://www.defensenews.com/osd_story.php?sh=VSDB&24401

283 Jui Chakravorty Das (2008) “Thales keeps an eyefoudeals”, 16 DecembeReuters UK
available at http://uk.reuters.com/article/idUKTRE#Q220081216
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directors comprised predominantly of U.S. citizaon&ding security clearances

and a Government security committé&®.

FOCI mitigation became a major issue during negotia with the U.S. Government
as it became clear that the sensitivity of some [OB&nologies and business
activities meant that the Defense Security Serwioald insist on a Proxy Board for

certain of its activities. Mitigation through a RyoBoard would effectively seal off

those parts of DRS covered by the Proxy from angagament control or scrutiny by
non-U.S. citizens. Finmeccanica made clear thatauld not proceed with the

acquisition should more than 40 percent of DRSdwenue be covered by the proxy
Board.

Ultimately, Finmeccanica reached an agreement with U.S. Government under
which two companies were created. One is DRS, wiscbubject to a standard
special security agreement. The other entity, 1€@gnt controlled by DRS, is DRS
Defense Solutions, which is under a proxy agreermaadtcontains around one-third
of DRS activity, as calculated at the time of theision. The proxy agreement
activity includes nuclear programmes and suppoog@mmes for the U.S. armed
forces. DRS Defense Solutions has an all-Ameritaee-man board, while DRS has

a majority American boart®®

5 ON THE EUROPEAN DIMENSION IN THE REVIEW OF
FDI

5.1 Perceptions of the relative openness of the Udiftates to FDI

We examined the question of perception of relatigenness of the United States to

acquisition by European companies. Certain keytp@rose.

284 ‘Finmeccanica to Acquire DRS for U.S.$5.2 billi (€3.4 billion)’ News Release available at:
http://drs-cs.com/MediaCenter/51208 2press.aspx

8 ‘pierfrancesco Guarguaglini, CEO, Finmeccanicaérview in Defense News, published 1 June
2009 available atittp://www.defensenews.com/story.php?i=4116290
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Some European companies from some European cauritaee had considerable
success in making acquisitions in the United Stdi#é companies not least BAE
Systems but also including Rolls-Royce, Ultra Higaics, QinetiQ and Cobham have
all made acquisitions. However, as we can see trencase study, companies from
other European countries have also made acquisjtimeluding Finmeccanica of
Italy. French and German companies have also madeaisition of companies

deemed to have “critical technologies”.

Nevertheless, it was also said to us that the eatfr U.S. FOCI mitigation
requirements (especially Proxy Boards) can act dstarrent to acquisition of U.S.
defence assets by foreign companies. Indeed, we mated that EADS was reported
to have not bid for DRS in part because of concawver the sensitivity of the
technologies concerned and the fear that its atigumisvould either be rejected or
(more likely) would have Proxy Board mitigation amgements imposed upon it. In
addition, whatever the mitigation agreements, expbtechnologies remains covered
by ITAR which presents a substantial barrier tdhtedogy transfer from the United
States.

Although the CFIUS process rarely results in theskient prohibiting a transaction,
analysts regard this as deceptive. There is agtdaterrent effect to acquisition of
U.S. defence assets by foreign companies. “A nuraberoposed transactions have
been abandoned or significantly restructured afiidal CFIUS scrutiny signaled that

approval was unlikely”. “[tlhe fact that foreign mumrations and governments are
withdrawing their bids before CFIUS can make itsoramendation indicates a strong
unwillingness on the part of many foreign investtwssubject themselves to this

intense review process®

5.2 On the need for EU level action

With respect to possible EU level action in thisldi U.S. Treasury officials noted
that the U.S. had taken the OECD initiative onoral security controls and FDI very

28 Farrar, B.J. (2008) Radosevic, S. (2003) 'Patterh@reservation, restructuring and survival:
science and technology policy in Russia in posti&asra’.Research PolicyWol. 32, No. 6, p.pp.
1105-24.
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seriously. They suggested that any EU level imtgain this field would be judged

against the OECD criteria of transparency and risardnination.
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6 ANNEX: FOREIGN INVESTMENT AND NATIONAL
SECURITY ACT OF 2007

PUBLIC LAW 110-49—JULY 26, 2007
110th Congress
An Act

To ensure national security while promoting foreigmnestment and the creation and
maintenance of jobs, to reform the process by whkigth investments are examined
for any effect they may have on national secutityestablish the Committee on

Foreign Investment in the United States, and fbeopurposes.

Be it enacted by the Senate and House of Repréisestaf the United States of
America in Congress assembled,

SECTION 1. SHORT TITLE; TABLE OF CONTENTS.

(a) SHORT TITLE.—This Act may be cited as the “Emn Investment

and National Security Act of 2007".

(b) TABLE OF CONTENTS.—The table of contents foistAct

is as follows:

Sec. 1. Short title; table of contents.

Sec. 2. United States security improvement amentimelarification of review
and investigation process.

Sec. 3. Statutory establishment of the CommitteEareign Investment in the
United States.

Sec. 4. Additional factors for consideration.

Sec. 5. Mitigation, tracking, and postconsummatiamnitoring and enforcement.
Sec. 6. Action by the President.

Sec. 7. Increased oversight by Congress.
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Sec. 8. Certification of notices and assurances.
Sec. 9. Regulations.

Sec. 10. Effect on other law.

Sec. 11. Clerical amendments

Sec. 12. Effective date.

SEC. 2. UNITED STATES SECURITY IMPROVEMENT AMENDMENS,;
CLARIFICATION OF REVIEW AND INVESTIGATION

PROCESS.

Section 721 of the Defense Production Act of 1Z8DY.S.C.

App. 2170) is amended by striking subsections ifd) (&) and inserting the following:
“(a) DEFINITIONS.—For purposes of this sectiongetliollowing definitions shall
apply:

“(1) COMMITTEE; CHAIRPERSON.—The terms ‘Committeend ‘chairperson’

mean the Committee on Foreign Investment in theéddnStates and the chairperson

thereof, respectively.

“(2) CONTROL.—The term ‘control’ has the meaningven to such term in

regulations which the Committee shall prescribe.

“(3) COVERED TRANSACTION.—The term ‘covered trangsn’ means any
merger, acquisition, or takeover that is proposepgemding after August 23, 1988, by
or with any foreign person which could result inreign control of any person

engaged in interstate commerce in the United States
“(4) FOREIGN GOVERNMENT-CONTROLLED TRANSACTION.—

The term ‘foreign government-controlled transactioeans any covered transaction
that could result in the control of any person @aghin interstate commerce in the
United States by a foreign Government or an emwtitytrolled by or acting on behalf

of a foreign government.

“(5) CLARIFICATION.—The term ‘national security’ lsall be construed so as to
include those issues relating to ‘homeland securitcluding its application to

critical infrastructure.
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“(6) CRITICAL INFRASTRUCTURE.—The term ‘critical nfrastructure’ means,
subject to rules issued under this section, systanas assets, whether physical or
virtual, so vital to the United States that theajpacity or destruction of such systems
or assets would have a debilitating impact on natigecurity.

“(7) CRITICAL TECHNOLOGIES.—The term ‘critical tdmologies’ means critical

technology, critical components, or critical tecloyy items essential to national
defense, identified pursuant to this section, subje regulations issued at the
direction of the President, in accordance with sabsn (h).

“(8) LEAD AGENCY.—The term ‘lead agency’ means tlagency, or agencies,
designated as the lead agency or agencies pursuambsection (k)(5) for the review

of a transaction.
“(b) NATIONAL SECURITY REVIEWS AND INVESTIGATIONS—
“(1) NATIONAL SECURITY REVIEWS.—

“(A) IN GENERAL.—Upon receiving written notificatin under subparagraph (C) of
any covered transaction, or pursuant to a unilhteddification initiated under
subparagraph (D) with respect to any covered tdimsg the President, acting

through the Committee—

“(i) shall review the covered transaction to detere the effects of the transaction on

the national security of the United States; and
“(ii) shall consider the factors specified in seloion
(f) for such purpose, as appropriate.

“(B) CONTROL BY FOREIGN GOVERNMENT.—If the Commige determines
that the covered transaction is a foreign goverrnroentrolled transaction, the
Committee shall conduct an investigation of thadeection under paragraph

(2).
“(C) WRITTEN NOTICE.—

“(i) IN GENERAL.—AnNy party or parties to any coved transaction may initiate a
review of the transaction under this paragraph udynstting a written notice of the

transaction to the Chairperson of the Committee.
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“(ii) WITHDRAWAL OF NOTICE.—No covered transactiofor which a notice was
submitted under clause (i) may be withdrawn fromew, unless a written request for
such withdrawal is submitted to the Committee by party to the transaction and
approved by the Committee.

“(iii) CONTINUING DISCU.S.SIONS.—A request for whidrawal under clause (ii)
shall not be construed to preclude any party to ¢bgered transaction from
continuing informal discussions with the Commitiresident or any member thereof
regarding possible resubmission for review purst@this paragraph.

“(D) UNILATERAL INITIATION OF REVIEW.—Subject to sibparagraph (F), the

President or the Committee may initiate a reviedanrsubparagraph (A) of—
“(i) any covered transaction;

“(ii) any covered transaction that has previoulsgen reviewed or investigated under
this section, if any party to the transaction subedi false or misleading material
information to the Committee in connection with theview or investigation or
omitted material information, including material admnents, from information

submitted to the Committee; or

“(iii) any covered transaction that has previousben reviewed or investigated under

this section, if—

“(I) any party to the transaction or the entitysuéting from consummation of the
transaction intentionally materially breaches aigation agreement or condition
described in subsection (1)(1)(A);

“(II) such breach is certified to the Committee bye lead department or agency
monitoring and enforcing such agreement or comlii@ an intentional material

breach; and

“(1l) the Committee determines that there areatber remedies or enforcement tools

available to address such breach.

“(E) TIMING.—Any review under this paragraph sh&lé completed before the end
of the 30-day period beginning on the date of tbeeptance of written notice under
subparagraph (C) by the chairperson, or beginnmthe date of the initiation of the

review in accordance with subparagraph (D), asicgipk.
“(F) LIMIT ON DELEGATION OF CERTAIN AUTHORITY.—
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The authority of the Committee to initiate a reviamder subparagraph (D) may not
be delegated to any person, other than the Depetyetary or an appropriate Under
Secretary of the department or agency represeméiceocCommittee.

“(2) NATIONAL SECURITY INVESTIGATIONS.—

“(A) IN GENERAL.—In each case described in subgaeph (B), the Committee
shall immediately conduct an investigation of tfileas of a covered transaction on
the national security of the United States, ande talky necessary actions in
connection with the transaction to protect thearatl security of the United States.

“(B) APPLICABILITY.—Subparagraph (A) shall applyieach case in which—

“(i) a review of a covered transaction under paagpip (1) results in a determination
that—

“(I) the transaction threatens to impair the oa#l security of the United States and
that threat has not been mitigated during or ptmrthe review of a covered

transaction under paragraph (1);
“(Il) the transaction is a foreign Government aatied transaction; or

“(Ill) the transaction would result in control ahy critical infrastructure of or within

the United States by or on behalf of any foreigrspe, if the Committee determines
that the transaction could impair national securdapd that such impairment to
national security has not been mitigated by assesaprovided or renewed with the
approval of the Committee, as described in submedt), during the review period

under paragraph (1); or

“(ii) the lead agency recommends, and the Committencurs, that an investigation

be undertaken.

“(C) TIMING.—Any investigation under subparagraph) shall be completed before
the end of the 45-day period beginning on the datewhich the investigation

commenced.
“(D) EXCEPTION.—

“(i) IN GENERAL.—Notwithstanding subparagraph (B)(an investigation of a
foreign government-controlled transaction descriimesuibclause (Il) of subparagraph

(B)(i) or a transaction involving critical infrasicture described in subclause (I11) of
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subparagraph (B)(i) shall not be required undes gairagraph, if the Secretary of the
Treasury and the head of the lead agency jointigrdene, on the basis of the review
of the transaction under paragraph (1), that testction will not impair the national
security of the United States.

“(il) NONDELEGATION.—The authority of the Secretaior the head of an agency
referred to in clause (i) may not be delegatedny @erson, other than the Deputy
Secretary of the Treasury or the deputy head (@retjuivalent thereof) of the lead
agency, respectively.

“(E) GUIDANCE ON CERTAIN TRANSACTIONS WITH

NATIONAL SECURITY IMPLICATIONS.—The Chairperson shanot later than
180 days after the effective date of the Foreigrestment and National Security Act
of 2007, publish in the Federal Register guidantéhe types of transactions that the
Committee has reviewed and that have presentednahtsecurity considerations,
including transactions that may constitute covearadsactions that would result in
control of critical infrastructure relating to Uad States national security by a foreign
Government or an entity controlled by or actingo@half of a foreign government.

“(3) CERTIFICATIONS TO CONGRESS.—
“(A) CERTIFIED NOTICE AT COMPLETION OF REVIEW.—

Upon completion of a review under subsection (lat &toncludes action under this
section, the chairperson and the head of the Igadcy shall transmit a certified

notice to the members of Congress specified in agpaph (C)(iii).
“(B) CERTIFIED REPORT AT COMPLETION OF INVESTIGATN.—

As soon as is practicable after completion of arestigation under subsection (b) that
concludes action under this section, the chairpessa the head of the lead agency
shall transmit to the members of Congress specifiecubparagraph (C)(iii) a
certified written report (consistent with the regments of subsection (c)) on the
results of the investigation, unless the mattereummavestigation has been sent to the
President for decision.

“(C) CERTIFICATION PROCEDURES.—
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“(i) IN GENERAL.—Each certified notice and repamtquired under subparagraphs
(A) and (B), respectively, shall be submitted te thembers of Congress specified in

clause (iii), and shall include—

“(I) a description of the actions taken by the Quitiee with respect to the

transaction; and
“(Il) identification of the determinative factoronsidered under subsection (f).

“(i) CONTENT OF CERTIFICATION.—Each certified nate and report required
under subparagraphs (A) and (B), respectively, fsasigned by the chairperson and
the head of the lead agency, and shall State thathe determination of the
Committee, there are no unresolved national sgcuadhcerns with the transaction

that is the subject of the notice or report.

“(iii) MEMBERS OF CONGRESS.—Each certified notiesmd report required under
subparagraphs (A) and (B), respectively, shalraesmitted—

“(I) to the Majority Leader and the Minority Leadef the Senate;

“(I) to the chair and ranking member of the Conttee on Banking, Housing, and
Urban Affairs of the Senate and of any committethefSenate having oversight over

the lead agency;
“(ll) to the Speaker and the Minority Leader ¢t House of Representatives;

“(IV) to the chair and ranking member of the Contt@@ on Financial Services of the
House of Representatives and of any committee efHbuse of Representatives

having oversight over the lead agency; and

“(V) with respect to covered transactions involgirtritical infrastructure, to the
members of the Senate from the State in which timeipal place of business of the
acquired United States person is located, and teémbar from the Congressional

District in which such principal place of businés$ocated.
“(iv) SIGNATURES; LIMIT ON DELEGATION.—

“() IN GENERAL.—Each certified notice and repor¢quired under subparagraphs
(A) and (B), respectively, shall be signed by thaigperson and the head of the lead
agency, which signature requirement may only beegitbed in accordance with

subclause (I1).
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“(I1) LIMITATION ON DELEGATION OF CERTIFICATIONS.—

The chairperson and the head of the lead agency dedggate the signature

requirement under subclause (I)—

“(aa) only to an appropriate employee of the Dépant of the Treasury (in the case

of the Secretary of the Treasury) or to an appadpremployee of the lead agency (in

the case of the lead agency) who was appointechéyPtesident, by and with the
advice and consent of the Senate, with respectytmatice provided under paragraph
(1) following the completion of a review under tisction; or

“(bb) only to a Deputy Secretary of the Treasurythe case of the Secretary of the
Treasury) or a person serving in the Deputy pasitio the equivalent thereof at the
lead agency (in the case of the lead agency), negpect to any report provided under
subparagraph

(B) following an investigation under this section.
“(4) ANALYSIS BY DIRECTOR OF NATIONAL INTELLIGENCE—

“(A) IN GENERAL.—The Director of National Intellignce shall expeditiously carry
out a thorough analysis of any threat to the nati@ecurity of the United States
posed by any covered transaction. The Director afiddal Intelligence shall also
seek and incorporate the views of all affected mprapriate intelligence agencies

with respect to the transaction.

“(B) TIMING.—The analysis required under subparagin (A) shall be provided by
the Director of National Intelligence to the Comiexdt not later than 20 days after the
date on which notice of the transaction is accepiethe Committee under paragraph
(2)(C), but such analysis may be supplemented @nded, as the Director considers
necessary or appropriate, or upon a request foitiaw information by the
Committee. The Director may begin the analysisgttame prior to acceptance of the

notice, in accordance with otherwise applicable. law
“(C) INTERACTION WITH INTELLIGENCE COMMUNITY.—

The Director of National Intelligence shall ensdihat the intelligence community
remains engaged in the collection, analysis, asdednination to the Committee of
any additional relevant information that may becaawailable during the course of

any investigation conducted under subsection (H) réspect to a transaction.
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“(D) INDEPENDENT ROLE OF DIRECTOR.—The Director ofNational

Intelligence shall be a nonvoting, ex officio membé the Committee, and shall be
provided with all notices received by the Commitieeler paragraph (1)(C) regarding
covered transactions, but shall serve no policg mi the Committee, other than to
provide analysis under subparagraphs (A) and (Cgannection with a covered

transaction.
“(5) SUBMISSION OF ADDITIONAL INFORMATION.—NOo provsion

of this subsection shall be construed as prohipiéiny party to a covered transaction
from submitting additional information concerninget transaction, including any
proposed restructuring of the transaction or anylifiroations to any agreements in
connection with the transaction, while any reviawnwestigation of the transaction is

ongoing.

“(6) NOTICE OF RESULTS TO PARTIES.—The Committeshall notify the
parties to a covered transaction of the resulta mdview or investigation under this

section, promptly upon completion of all action anthis section.

“(7) REGULATIONS.—Regulations prescribed under sthsection shall include

standard procedures for—
“(A) submitting any notice of a covered transaatio the Committee;
“(B) submitting a request to withdraw a covereansaction from review;

“(C) resubmitting a notice of a covered transactihat was previously withdrawn

from review; and

“(D) providing notice of the results of a review mvestigation to the parties to the
covered transaction, upon completion of all actioder this section.”.

SEC. 3. STATUTORY ESTABLISHMENT OF THE COMMITTEE ONFOREIGN
INVESTMENT IN THE UNITED STATES.

Section 721 of the Defense Production Act of 1Z8DY.S.C.

App. 2170) is amended by striking subsection (kj iaserting the following:

“(k) COMMITTEE ON FOREIGN INVESTMENT IN THE UNITED

STATES.—
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“(1) ESTABLISHMENT.—The Committee on Foreign Intesent in the United
States, established pursuant to Executive Orderlli858, shall be a multi agency
committee to carry out this section and such o#fssignments as the President may

designate.

“(2) MEMBERSHIP.—The Committee shall be comprisgiithe following members

or the designee of any such member:

“(A) The Secretary of the Treasury.

“(B) The Secretary of Homeland Security.

“(C) The Secretary of Commerce.

“(D) The Secretary of Defense.

“(E) The Secretary of State.

“(F) The Attorney General of the United States.

“(G) The Secretary of Energy.

“(H) The Secretary of Labor (nonvoting, ex offigio

“(I) The Director of National Intelligence (nonviag, ex officio).

“(J) The heads of any other executive departmagéncy, or office, as the President

determines appropriate, generally or on a caseabg-basis.

“(3) CHAIRPERSON.—The Secretary of the Treasurglskerve as the chairperson

of the Committee.
“(4) ASSISTANT SECRETARY FOR THE DEPARTMENT OF THE

TREASURY.—There shall be established an additiopakition of Assistant
Secretary of the Treasury, who shall be appoiniethb President, by and with the
advice and consent of the Senate. The Assistantetdeg appointed under this
paragraph shall report directly to the Undersecyaththe Treasury for International
Affairs. The duties of the Assistant Secretary Isiatlude duties related to the
Committee on Foreign Investment in the United Staés delegated by the Secretary

of the Treasury under this section.

“(5) DESIGNATION OF LEAD AGENCY.—The Secretary tfie
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Treasury shall designate, as appropriate, a meorberembers of the Committee to

be the lead agency or agencies on behalf of thenGittee—

“(A) for each covered transaction, and for negirigp any mitigation agreements or
other conditions necessary to protect nationalrégcand

“(B) for all matters related to the monitoring tife completed transaction, to ensure

compliance with such agreements or conditions aitfutiwis section.

“(6) OTHER MEMBERS.—The chairperson shall consulith the heads of such

other Federal departments, agencies, and indepeesiablishments in any review or
investigation under subsection (a), as the chagredetermines to be appropriate, on
the basis of the facts and circumstances of thereovtransaction under review or

investigation (or the designee of any such departmeagency head).

“(7) MEETINGS.—The Committee shall meet upon the=dtion of the President or
upon the call of the chairperson, without regardséation 552b of title 5, United
States Code (if otherwise applicable).”.

SEC. 4. ADDITIONAL FACTORS FOR CONSIDERATION.

Section 721(f) of the Defense Production Act of @950 U.S.C.

App. 2170(f)) is amended—

(1) in the matter preceding paragraph (1), by stgk'among other factors”;

(2) in paragraph (4)—

(A) in subparagraph (A) by striking “or” at thend,;

(B) by redesignating subparagraph (B) as subpgradi@);

(C) by inserting after subparagraph (A) the follogi

“(B) identified by the Secretary of Defense asipgs

a potential regional military threat to the integesf the

United States; or”; and

(D) by striking “and” at the end;

(3) in paragraph (5), by striking the period at &mel and inserting a semicolon; and

(4) by adding at the end the following:
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“(6) the potential national security-related etieon United
States critical infrastructure, including major eneassets;

“(7) the potential national security-related effecon United States critical
technologies;

“(8) whether the covered transaction is a foreggwvernment- controlled transaction,

as determined under subsection

(b)(1)(B);

“(9) as appropriate, and particularly with respect transactions requiring an

investigation under subsection (b)(1)(B), a rev@the current assessment of—

“(A) the adherence of the subject country to naifgration control regimes,
including treaties and multilateral supply guidebnwhich shall draw on, but not be
limited to, the annual report on ‘Adherence to &wmpliance with Arms Control,
Nonproliferation and Disarmament Agreements and @dments’ required by

section 403 of the Arms Control and Disarmament Act

“(B) the relationship of such country with the Wed States, specifically on its record
on cooperating in counterterrorism efforts, whiblalsdraw on, but not be limited to,
the report of the President to Congress underasetl20 of the Intelligence Reform

and Terrorism Prevention Act of 2004; and

“(C) the potential for transshipment or diversiai technologies with military
applications, including an analysis of national@xgontrol laws and regulations;

“(10) the long-term projection of United Statesjuerements for sources of energy

and other critical resources and material; and

“(11) such other factors as the President or tlmen@ittee may determine to be
appropriate, generally or in connection with a gpepeview or investigation.”.

SEC. 5. MITIGATION, TRACKING, AND POSTCONSUMMATION
MONITORING AND ENFORCEMENT.

Section 721 of the Defense Production Act of 1Z8DY.S.C.

App. 2170) is amended by adding at the end theviatig:

“(I) MITIGATION, TRACKING, AND POSTCONSUMMATION MONITORING
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AND ENFORCEMENT.—
“(1) MITIGATION.—

“(A) IN GENERAL.—The Committee or a lead agency ynaon behalf of the
Committee, negotiate, enter into or impose, andreefany agreement or condition
with any party to the covered transaction in otdemitigate any threat to the national

security of the United States that arises as dtrekthe covered transaction.

“(B) RISK-BASED ANALYSIS REQUIRED.—Any agreementnéered into or
condition imposed under subparagraph (A) shall &8 on a risk-based analysis,
conducted by the Committee, of the threat to natiosecurity of the covered

transaction.
“(2) TRACKING AUTHORITY FOR WITHDRAWN NOTICES.—

“(A) IN GENERAL.—If any written notice of a covetke transaction that was
submitted to the Committee under this section ithavawn before any review or
investigation by the Committee under subsectionigbompleted, the Committee

shall establish, as appropriate—

“(i) interim protections to address specific conte with such transaction that have
been raised in connection with any such review rorestigation pending any
resubmission of any written notice under this sectvith respect to such transaction

and further action by the President under thiscect
“(ii) specific time frames for resubmitting any duwritten notice; and

“(iii) a process for tracking any actions that mag taken by any party to the
transaction, in connection with the transactiorfptEethe notice referred to in clause

(ii) is resubmitted.

“(B) DESIGNATION OF AGENCY.—The lead agency, othégran any entity of the
intelligence community (as defined in the NatioSa&curity Act of 1947), shall, on
behalf of the Committee, ensure that the requirésnef subparagraph (A) with
respect to any covered transaction that is subgjesiich subparagraph are met.

“(3) NEGOTIATION, MODIFICATION, MONITORING, AND

ENFORCEMENT.—
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“(A) DESIGNATION OF LEAD AGENCY.—The lead agencghall negotiate,
modify, monitor, and enforce, on behalf of the Coittee, any agreement entered into
or condition imposed under paragraph (1) with respiea covered transaction, based
on the expertise with and knowledge of the isseésted to such transaction on the
part of the designated department or agency. Ngtimirthis paragraph shall prohibit

other departments or agencies in assisting thedgadcy in carrying out the purposes
of this paragraph.
“(B) REPORTING BY DESIGNATED AGENCY.—

“(i) MODIFICATION REPORTS.—The lead agency in cogotion with any
agreement entered into or condition imposed wipeet to a covered transaction

shall—

“(l) provide periodic reports to the Committee any material modification to any

such agreement or condition imposed with respettteédransaction; and

“(Il) ensure that any material modification to asych agreement or condition is
reported to the Director of National Intelligentiee Attorney General of the United
States, and any other Federal department or aghatynay have a material interest

in such modification.

“(i) COMPLIANCE.—The Committee shall develop arabree upon methods for
evaluating compliance with any agreement enteréal an condition imposed with
respect to a covered transaction that will alloe @ommittee to adequately assure

compliance, without—

“(I) unnecessarily diverting Committee resourcesni assessing any new covered
transaction for which a written notice has beeedfipursuant to subsection (b)(1)(C),
and if necessary, reaching a mitigation agreemait o imposing a condition on a

party to such covered transaction or any coveraasaction for which a review has

been reopened for any reason; or

“(I) placing unnecessary burdens on a party tmaered transaction.”.

SEC. 6. ACTION BY THE PRESIDENT.
Section 721 of the Defense Production Act of 1Z8DY.S.C.

App. 2170) is amended by striking subsections (d) @) and inserting the following:
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“(d) ACTION BY THE PRESIDENT.—

“(1) IN GENERAL.—Subject to paragraph (4), the Bident may take such action
for such time as the President considers apprepti@atsuspend or prohibit any
covered transaction that threatens to impair thiema security of the United States.

“(2) ANNOUNCEMENT BY THE PRESIDENT.—The Presideshall announce the
decision on whether or not to take action purst@ardaragraph (1) not later than 15

days after the date on which an investigation dlesdrin subsection (b) is completed.

“(3) ENFORCEMENT.—The President may direct the dkttey General of the
United States to seek appropriate relief, includiingestment relief, in the district

courts of the United States, in order to implensed enforce this subsection.

“(4) FINDINGS OF THE PRESIDENT.—The President mayercise the authority
conferred by paragraph (1), only if the Presidemdd that—

“(A) there is credible evidence that leads thedRtent to believe that the foreign
interest exercising control might take action thateatens to impair the national

security; and

“(B) provisions of law, other than this section dathe International Emergency
Economic Powers Act, do not, in the judgment of Pinesident, provide adequate and
appropriate authority for the President to protket national security in the matter

before the President.

“(5) FACTORS TO BE CONSIDERED.—For purposes of el@ining whether to
take action under paragraph (1), the President stvasider, among other factors each

of the factors described in subsection (f), as apate.

“(e) ACTIONS AND FINDINGS NONREVIEWABLE.—The actios of the
President under paragraph (1) of subsection (d}f@findings of the President under
paragraph (4) of subsection (d) shall not be stibgejuidicial review.”.

SEC. 7. INCREASED OVERSIGHT BY CONGRESS.

(a) REPORT ON ACTIONS.—Section 721(g) of the DeteRsoduction Act of 1950
(50 U.S.C. App. 2170(g)) is amended to read asvid|

“(g) ADDITIONAL INFORMATION TO CONGRESS; CONFIDENTALITY.—
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“(1) BRIEFING REQUIREMENT ON REQUEST.—The Commigeshall, upon
request from any Member of Congress specified bssction (b)(3)(C)(iii), promptly
provide briefings on a covered transaction for \Wwhadl action has concluded under
this section, or on compliance with a mitigatiomesgment or condition imposed with
respect to such transaction, on a classified bakisleemed necessary by the
sensitivity of the information. Briefings under shparagraph may be provided to the
congressional staff of such a Member of Congresangaappropriate security

clearance.
“(2) APPLICATION OF CONFIDENTIALITY PROVISIONS.—

“(A) IN GENERAL.—The disclosure of information ued this subsection shall be
consistent with the requirements of subsectionN®mbers of Congress and staff of
either House of Congress or any committee of Casgrehall be subject to the same

limitations on disclosure of information as are laggible under subsection (c).

“(B) PROPRIETARY INFORMATION.—Proprietary informan which can be

associated with a particular party to a coveredstation shall be furnished in
accordance with subparagraph (A) only to a committeCongress, and only when
the committee provides assurances of confidentjalinless such party otherwise

consents in writing to such disclosure.”.

(b) ANNUAL REPORT.—Section 721 of the Defense Rrcttbn Act of 1950 (50
U.S.C. App. 2170) is amended by adding at the baddllowing:

“(m) ANNUAL REPORT TO CONGRESS.—

“(1) IN GENERAL.—The chairperson shall transmitreport to the chairman and
ranking member of the committee of jurisdictionthre Senate and the House of
Representatives, before July 31 of each year oafdlie reviews and investigations
of covered transactions completed under subse¢tipwluring the 12-month period

covered by the report.
“(2) CONTENTS OF REPORT RELATING TO COVERED TRANSAIONS.—

The annual report under paragraph (1) shall coriteenfollowing information, with

respect to each covered transaction, for the reygoperiod:

“(A) A list of all notices filed and all reviewsranvestigations completed during the

period, with basic information on each party to thensaction, the nature of the
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business activities or products of all pertinentspas, along with information about

any withdrawal from the process, and any decisrasction by the President under
this section.

“(B) Specific, cumulative, and, as appropriatesntd information on the numbers of
filings, investigations, withdrawals, and decisiamsactions by the President under

this section.

“(C) Cumulative and, as appropriate, trend infotima on the business sectors
involved in the filings which have been made, ahd tountries from which the

investments have originated.

“(D) Information on whether companies that withareotices to the Committee in
accordance with subsection (b)(1)(C)(ii) have latefiled such notices, or,
alternatively, abandoned the transaction.

“(E) The types of security arrangements and cood# the Committee has used to
mitigate national security concerns about a traimmacincluding a discussion of the
methods that the Committee and any lead agencysang to determine compliance

with such arrangements or conditions.

“(F) A detailed discussion of all perceived adweeffects of covered transactions on
the national security or critical infrastructuretbé United States that the Committee
will take into account in its deliberations duritigg period before delivery of the next
report, to the extent possible.

“(3) CONTENTS OF REPORT RELATING TO CRITICAL TECHOLOGIES.—

“(A) IN GENERAL.—In order to assist Congress irsibversight responsibilities
with respect to this section, the President andh agencies as the President shall
designate shall include in the annual report sulechiinder paragraph (1)—

“(i) an evaluation of whether there is credibladance of a coordinated strategy by 1
or more countries or companies to acquire UniteateSt companies involved in
research, development, or production of criticahtelogies for which the United
States is a leading producer; and

“(ii) an evaluation of whether there are industria
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espionage activities directed or directly assisbgdforeign governments against
private United States companies aimed at obtaicmmmercial secrets related to

critical technologies.

“(B) RELEASE OF UNCLASSIFIED STUDY.—AIl appropriat portions of the
annual report under paragraph (1) may be classifdunclassified version of the
report, as appropriate, consistent with safegugrdaiational security and privacy,

shall be made available to the public.”.
(c) STUDY AND REPORT.—

(1) STUDY REQUIRED.—Before the end of the 120-daripd beginning on the

date of enactment of this Act and annually theezathe Secretary of the Treasury, in
consultation with the Secretary of State and theré®ary of Commerce, shall conduct
a study on foreign direct investments in the UniBtdtes, especially investments in

critical infrastructure and industries affectingioaal security, by—

(A) foreign governments, entities controlled by axting on behalf of a foreign
government, or persons of foreign countries whigimggly with any boycott of Israel,

or

(B) foreign governments, entities controlled by awting on behalf of a foreign
government, or persons of foreign countries whiah mbt ban organizations

designated by the Secretary of State as foreigorist organizations.

(2) REPORT.—Before the end of the 30-day periodiregg upon the date of
completion of each study under paragraph (1), &aedetfter in each annual report
under section 721(m) of the Defense Production éfctl950 (as added by this
section), the Secretary of the Treasury shall sulanireport to Congress, for
transmittal to all appropriate committees of then&e and the House of
Representatives, containing the findings and canahs of the Secretary with respect
to the study described in paragraph (1), togethéér an analysis of the effects of such
investment on the national security of the Uniteéate€s and on any efforts to address
those effects.

(d) INVESTIGATION BY INSPECTOR GENERAL.—

(1) IN GENERAL.—The Inspector General of the Depwnt of the Treasury shall

conduct an independent investigation to determihefdahe facts and circumstances
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concerning each failure of the Department of theaSury to make any report to the
Congress that was required under section 721(khefDefense Production Act of
1950, as in effect on the day before the date attement of this Act.

(2) REPORT TO THE CONGRESS.—Before the end of th®-@ay period

beginning on the date of enactment of this Act, thepector General of the
Department of the Treasury shall submit a reportheninvestigation under paragraph
(1) containing the findings and conclusions of tingpector General, to the chairman
and ranking member of each committee of the Seraatd the House of

Representatives having jurisdiction over any asmdcthe report, including, at a
minimum, the Committee on Foreign Relations, then@ittee on Banking, Housing,
and Urban Affairs, and the Committee on Commerceertge, and Transportation of
the Senate, and the Committee on Foreign Affaine, Committee on Financial
Services, and the Committee on Energy and Commeifcethe House of

Representatives.

SEC. 8. CERTIFICATION OF NOTICES AND ASSURANCES.
Section 721 of the Defense Production Act of 1Z8DY.S.C.
App. 2170) is amended by adding at the end thewiatig:

“(n) CERTIFICATION OF NOTICES AND ASSURANCES.—Eadafotice, and any

followup information, submitted under this sectiand regulations prescribed under
this section to the President or the Committee paréy to a covered transaction, and
any information submitted by any such party in @gtion with any action for which

a report is required pursuant to paragraph (3){ubsection (I), with respect to the
implementation of any mitigation agreement or ctodi described in paragraph
(1)(A) of subsection (I), or any material change aircumstances, shall be
accompanied by a written statement by the chieC@iee officer or the designee of
the person required to submit such notice or in&drom certifying that, to the best of

the knowledge and belief of that person—

“(1) the notice or information submitted fully cqoies with the requirements of this

section or such regulation, agreement,
or condition; and

“(2) the notice or information is accurate and quete in all material respects.”.
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SEC. 9. REGULATIONS.

Section 721(h) of the Defense Production Act of (L&D U.S.C.
App. 2170(h)) is amended to read as follows:

“(h) REGULATIONS.—

“(1) IN GENERAL.—The President shall direct, sutfjgo notice and comment, the

issuance of regulations to carry out this section.

“(2) EFFECTIVE DATE.—Regulations issued under thsection shall become
effective not later than 180 days after the effectiate of the Foreign Investment and
National Security Act of 2007.

“(3) CONTENT.—Regulations issued under this sultieecshall—

“(A) provide for the imposition of civil penaltiefor any violation of this section,
including any mitigation agreement entered intoconditions imposed pursuant to

subsection (I);
“(B) to the extent possible—
“(i) minimize paperwork burdens; and

“(ii) coordinate reporting requirements under teection with reporting requirements

under any other provision of Federal law; and

“(C) provide for an appropriate role for the Sdarg of Labor with respect to

mitigation agreements.”.

SEC. 10. EFFECT ON OTHER LAW.
Section 721(i) of the Defense Production Act of 0950 U.S.C.
App. 2170(i)) is amended to read as follows:

“(i) EFFECT ON OTHER LAW.—No provision of this sgon shall be construed as
altering or affecting any other authority, procesggulation, investigation,
enforcement measure, or review provided by or ésteddl under any other provision
of Federal law, including the International Emergeiconomic Powers Act, or any
other authority of the President or the Congresteuthe Constitution of the United
States.”.
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SEC. 11. CLERICAL AMENDMENTS.

(a) TITLE 31.—Section 301(e) of title 31, Unitedafds Code, is amended by striking
“8 Assistant” and inserting 9 Assistant”.

(b) TITLE 5.—Section 5315 of title 5, United Stat€sde, is amended in the item

relating to “Assistant Secretaries of the TreaSutyy striking “(8)” and inserting
“(9)".
SEC. 12. EFFECTIVE DATE.

The amendments made by this Act shall apply afterend of the 90-day period

beginning on the date of enactment of this Act.

Approved July 26, 2007.
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1 INTRODUCTION

In an attempt to get coverage of practices actassvhole of the European Union, the
project team conducted a questionnaire survey asefEU Member States who are
not the nine case study countries, conducted deldniesk research and contacted
experts by telephone or email to gather additiorfakrmation.

These “non-case study” countries examined in theeguare Austria, Belgium,
Bulgaria, Cyprus, the Czech Republic, Denmark, iatoFinland, Greece, Hungary,
Ireland, Latvia, Lithuania, Luxembourg, Malta, Rmgyal, Rumania, Slovak Republic

and Slovenia.

As agreed with the Commission the questionnaire eas$ out to the EDA Points of
Contacts of National Armaments Directors (NAD PaG5)list of contacts had by
courtesy of the EDA been made available to theystedm. The NAD PoCs had been
requested to serve as an entry point for the suameyto forward the questionnaire to
the expert on the issue of State control. In adidito the addressing the NAD PoCs
the team asked representatives of National Deferthestry Associations (NDIAS) to
fill in the questionnaire. Both questionnaires weskowed up by email to ensure a

higher response rate.

All'in all about a third of the people contacteltefl in and returned the questionnaire,
a response rate that is well above the expectat®mad based on similar surveys
conducted in other projects. Despite the impressesponse rate the additional
information we could gather from the survey hasnbkeited, as many responses
have come mainly from countries with a small deéemclustry (Austria, Hungary) or

almost no defence industry (Cyprus, Estonia, Imldratvia), the main exceptions
being Greece and Finland. The information on Romaamd Greece has been
complemented by desk research and partly on infiomabtained from experts via

telephone and email.
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2 STATE OWNERSHIP

Based on our survey we conclude that State owneishised as a means of control
in Belgium, Finland, Greece and Portugal but alsdastern European countries:
Estonia, Bulgaria, Hungary, Romania, the Slovak uRép and Slovenia. Austria,

Cyprus, Ireland and Latvia reported that thereasState ownership in the defence

industry (if it exists).

Country/name of Sector of activity Nature of Turnover (€
company (e.g. land ownership million) in 2008
armaments, structure (No. of
electronics) employees)
Military and security 1
AS Erika Neli maintenance andOwned by MOB®’
electronics (n.a)

Wallonia regional

FN Herstal Light weapons
government

Vazovski
Machinotroitelmi
Zavodi — VMZ Co.

Ammunition, antitank 100% Governmen
missiles, ordnance | owned

Small arms,| 100% Government

Arsenal J. S. Co. . )
ammunition, artillery | owned

Trading agency for
Kintex Co. defence  productg.100% Government
Also provides| owned
technical support to

287 Shares will be transferred to the Ministry of Fina and might be dissolved entirely depending on a
strategic review currently conducted. {InterviewttwiEstonian MoD representative, 2009 #2319}

28 |SDEFE and ISI (2009) Study “Level Playing Fielst European Defence Industries: the Role of
Ownership and Public Aid Practices” EDA contraderence: 08-1&M-001 (Brussels: European
Defence Agency).

289 |pid.
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army
- 0
Teraton Co. Import-export agency 100% Government
for defence products| owned
Sector of activity Nature of Turnover (€
Country/name of (e.g. land . million) in 2008
ownership
company armaments, (No. of
) structure
electronics) employees)
FINLAND
Land armaments, State owns
. . aircraft and helicoptey 73.296° 539
Patria Oyj ; .
maintenance, remainder held by 2g10)
command and contrgl EADS
Raskone Oy Vehicle maintenance, g0 gwns 8568t | n.a.
mainly civil sector
GREECE
HDS (Hellenic Defense¢ Weaponry & n.a.
Systems) ammunition n.a.
http://www.eas.gr (2,000)
HAI (Hellenic n.a.
Aerospace Industry) Military aerospace n.a.
http://www.haicorp.com (5,000)
HVI' (Hellenic Vehicle| wilitary  logistics | n.a. / 47.5% held 40
Industry) vehicles & Armoured by MYTILINEOS
http:/hwww.elvo.ar/ Fighting Vehicles | S.A. (640)
20 patria Oyj (2010) 'Annual Report'. available at

<http://www.patria.fi/Patria_ WWW_EN_ Sisalto/Pati&WW _EN/Financials/Annual+Report/ind
ex.html>.and Nammo Group (2006) 'Sell out of SaaB shares in Nammo'. available at
<http://www.nammo.com/templates/page.aspx?id=338>.

21 HELSINGIN SANOMAT INTERNATIONAL EDITION - BUSINESS & FINANCE (2009)
'‘Major political row brewing over ownership of stadwned companies. Government wants
permission from Parliament to divest from three pames'. available at
<http://www.hs.fi/english/article/Major+politicalew+brewing+over+ownership+of+state-
owned+companies/1135249222103>.
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Sector of activity

Turnover (€

(e.g. land Nature of million) in 2008
Name of company ownership
armaments, (No. of
) structure
electronics) employees)
HUNGARY 2%
FEG Army Arms Small arms n.a n.a
Manufacturing Ltd. e e
Mechanical Works Co.
T n.a. n.a.
Special Division.
MFS 2000 Ammunition Ammunition rivatised n.a
Manufacturing Ltd. P e
MIKI Research and Electronics
; n.a. n.a.
Innovation Co. (computers)

MoD “Currus” Combat

0,
Vehicle Technical Co. Land armaments 100% State owned n.a.
MoD Arm. Com. — 0 L
Communication Ltd. Communications 100% State owned n.a.
MoD Arzenal . Air defence 100% State owned n.a.
Electromechanical Co.
MoD Electronics,
Logistics and Property | Electronics 100% State owned n.a.
Management Co.
TKI Innovation Co. Communications n.a. n.a.

292 The following information, if not referenced othése, is taken from ISDEFE and ISI (2009) Study
“Level Playing Field for European Defence Industrithe Role of Ownership and Public Aid

Practices” EDA contract reference: 08-1&M-001 (Bsels: European Defence Agency).
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Sector of activity Nature of Turnover (€
(e.g. land . million) in 2008
Name of company ownership
armaments, (No. of
. structure
electronics) employees)
PORTUGAL %%
EDIS_OFT - Empresa_de c2. software
Servicos e Desenvolvimento develooment n.a.
de Software, SA P
EID - Empresa de
Investigacdo e Electronics,
X N n.a.
Desenvolvimento de communications
Electrénica, SA
ENVC - Estaleiros Navais d€ Naval shiobuildin na
Viana do Castelo, SA P 9 e
IDD — IndUstria de .
e Ammunitions and
Desmilitarizacéo e Defesa, e n.a.
demilitarisation
SA
NAVALROCHA - Sociedade
de Construcbes e ReparacdpNaval shipbuilding n.a.
Navais, SA
OGMA - Industria Aeronautics n.a
Aeronautica de Portugal,S.A. e
DEFAERLOC - Locacéo de Aeronautics na
Aeronaves Militares, SA o
DEFLOC - Locacéao de Iéoglis%::n(t Defence na
Equipamentos de Defesa, SA quip . o
location™)
OGMA - IMOBILIARIA | €@ estats na.
(management)
RIBEIRA D'ATALAIA Civil construction

293

(*) All companies are held bmpresa Portuguesa de Defesehich is fully owned by the State

and reports to the Ministries of Finance and of dbek. The following information, if not
referenced otherwise, is taken from ISDEFE and (B09) Study “Level Playing Field for
European Defence Industries: the Role of Ownersimng Public Aid Practices” EDA contract
reference: 08-1&M-001 (Brussels: European Defengeriky).
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Sector of activity Turnover (€
Nature of - .
(e.g. land ; million) in 2008
Name of company ownership
armaments, (No. of
: structure
electronics) employees)
ROMANIA 2%
19.07%;
Avioane Craiova SA Aerospace remainder held 4.7
by Aero
Vodochody
SC Constructii AeronauticL&'A‘eron"imIcal Majority State
structures 1.6
SA owned
manufacture
49%,;
. . remainder  ig
Eurocopter Romania Helicopter held by EADS n.a.
Eurocopter
64.8%;
IAR SA Brasov Aerospace remainder 55.3
publicly held
Military optical
equipment such as,,_ . .
IOR SA opto-electronics, Majority - State 4.7
owned
lasers, metrology,
thermo vision
27%;
Romaero SA Aerospace remalnder_ helc n.a.
by Britain-
Norman Group
ROMARM SA with 16| L3nd —armaments,
o air defence| 100% 58.8
subsidaries
ordnance
Maintenance, repair
and overhaul for
SC Santierul Naval Mangalia SpCivil and military Majority - State| ;
vessels owned

29 Information on Romania is based on data provigethe Romanian Ministry of Defence and taken
from ISDEFE and ISI (2009) Study “Level Playing [Eiéor European Defence Industries: the Role
of Ownership and Public Aid Practices” EDA contreeference: 08-1&M-001 (Brussels: European
Defence Agency).
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Sector of activity Nature of Turnover (€
(e.g. land . million) in 2008
Name of company ownership
armaments, (No. of
. structure
electronics) employees)
SLOVAK REPUBLIC 2%
Slovak
Letecké opravovne Trém, Aircraft Republic -
; 14.6
a.s. maintenance 100%
shareholder
Repairing and Slovak
Vojensky opravarensky production of| Republic [ 21
podnik Trerin, a.s. military tracked and 100%
wheeled technics | shareholder
Revision, Slovak
Vojensky opravarensky dismantling and Republic a5
podnik Novéaky, a.s. destruction off 100% '
ammunition shareholder
100%
DMD GROUP, a.s. Government 2,2
ownership
R&D land and air
~ 0,
KONSTRUKTA-Defence, | défence  weapons100%
as systems, Government 7,0
e ammunitions, ownership
electronic systems
= < Land armamentg 100%
ZTS-SPECIAL, a.s. "Government 9,2
cannons, barrels .
ownership
50%
ZVS holding, a.s. Ammunition Government 20,4
ownership
SLOVENIA
Fotona d.d. Ljubljana Fire control 68%
systems
Light armoured
Gorenje Indop, d.o.o. . 26.04%
vehicles

295 A comparison with the EDA level playing field gushows that the information we obtained does
only partly correspond to the information of the ABeport.
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3 SPECIAL RIGHTS

Among non-case study countries only the Finish Guwent uses special rights. The
golden share in Millog Oy, a firm providing maintgrce and support functions,
allows the government, for example to name a Daredbd veto certain decisions and
provides it a right to buy back shares in the camypa

The following governments have reported that theydt hold special rights: Austria,

Cyprus, Estonia, Greece, Ireland, Latvia, the S{dRapublic and Romania.

As for Romania the situation is not conclusive, csinthe publicly available
information disagrees with the data provided by MeD. A publication in the
Romanian Journal of Economic Forecasting from 26G8ed that “Romania has
limited, but not fully eliminated, the use of gotdshare to affect strategic decisions
of firms”, without specifying the sectors in whitheses shares were hé¥dIn 2009

it was reported that the government held speagitsiin the following eight defence

companies?’

* Aerostar SA,

* Aerothermm Electronics,
* Avioane Cairova SA,

* Eurocopter Romania,

* |AR Brasov,

* Romaero SA,

* Romarm SA,

» SC AE Elctronics SA.

The Romanian MoD, however, stated in the surveymmil 2010 that all special

rights in defence companies had been abandonezhtsjdtion adopted in 2006.

2% (Fay, De Rosa and Calalin, 2008: 12).
29 (Bialos and Fischer, 2009).
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4 NATIONAL REGULATION OF INVESTMENT
CONTROL: FINLAND

Only Finland has reported to have legislative meaar=ontrol foreign investments in
defence assets. A summary of the Finish law isigeavin the following part of the

Annex.

National legislation for investment control in Firdnd

The “Act on the monitoring of foreigners' corporatguisitions in Finland” regulates

the review of foreign investments in strategic defeassets in Finlarfd®

The Act contains provisions for the monitoring gksific “entities” that can touch

upon “important national interests”.

For the purposes of the Act, “important nationakrasts” refers to “(1) securing
national defence; (2) preventing such serious ewmirjosocial or environmental
sectoral or geographic troubles as are likely tgpbemanent, and (3) safeguarding

public order and the population's safety and heafth

The provisions differ slightly depending on whettte “entity” is a defence company
or any other company. For sake of clarity we theeefdistinguish between a wider

security regime and a defence regime.

A monitored entity is any company with either

e Sales > € 170 million/year;

* Employees >1,000; or

e Balance sheet total > € 170 million (Section 3)

These limitations don’t apply to the defence indusdte. in respect of defence
industry there are no limitations as for sales orpeyees. Thus any foreign
acquisitions of defence companies (organisationsbusiness undertakings that
produce defence material referred to in the ActlenExport and Transit of Defence

2% Ministry of Trade and Industry of the Republic Binland (1992) 'Act on the monitoring of
foreigners' corporate acquisitions in Finland (1/8992; amendments up to 623/1999 included)'.
available at <http://www.finlex.fi/fen/laki/kaannak#1992/>.

299 1hid., Section 2.
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Material (242/1990) or provide for the purposesndfitary national defence vital
ancillary services or goods such as maintenanseareh, development services or
spare parts) is subject to MoD’s confirmation (appl) if it exceeds certain threshold

conditions.

The threshold for notifying an acquisition and atitag an approval is an acquisition
of 33 % of voting rights or if the investor becomas owner of the monitored
business undertaking. In case of defence indudoyifithe investor obtains dominant
control in any other type of an organisation ilee &ct covers also acquisition of

business unit or business unit other than a company

The Ministry of Employment and the Economy (formfeade and Industry) handles
the review for non-defence related cases and thasily of Defence for defence
related cases. Both Ministries can only approvenffom) an acquisition. If they
consider that important national interests areopgrdy, the case will be reviewed by

the State Council who may decide not to approvafion) the acquisition.

No mitigation agreements are used. The decisiotddoowever include issues like
abandoning part of the acquisition.

Predominately the Finish Government does not comsth other governments before

approving such transactions.

Applicants can appeal a decision of the CounciStpreme Administrative Court.
Section 13 of the Act stipulates that no appeal banmade against Ministry’s
decision to elevate the case to the State Coundilll other cases, e.g. that the State

Council denies the confirmation, an appeal can hden
Since 2005 less than 10 transactions have takee,at of which none was rejected.

The decisions are in practice only made availablée¢ applicant. as the decisions are
not published in any open media. Formally they sleos of the Government are
public, unless provisions of the Act on Publicitypsalate otherwise. The Act on
Publicity defines that these decisions have toibelased, if it is asked so. The Act
contains exceptions to this principle, e.g. if dhecision contains business or trade
secrets or classified information. In these casasay be kept confidential i.e. it will

not be disclosed to any other than the applicant.
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5 NATIONAL REGULATION OF INVESTMENT
CONTROL: GREECE

We circulated our questionnaire to the Greek Migistf Defence and the National
Defence Industry Association. Only the latter rexped stating that the Greek
defence industry association reported that no 8peovestment control legislation

for the defence sector exists.

However, since 2008 the Commission contests theelGtaaw on investment in

strategic companies (Law 3631/2008) which provittgsan ex-ante authorisation
system, according to which the acquisition of vptilghts by shareholders other than
the State is limited to 20%, unless prior approvas been granted by the Inter-

ministerial Privatization Committee.

Since the study team did not succeed in obtainmgfarther information about the
legislation we quote here the press release oEtmemission of 27 November 2008,

in which the Commission informs about the contémtadf the Greek law.

“Free movement of capital: Commission contests kelaw on investment in

strategic companies

The European Commission has sent Greece a formgest to eliminate the
restrictions on investment in strategic companigsoduced by Law 3631/2008. The
infringement procedure was initiated by a lettefaminal notice in May 2008. Having
analysed the Greek government's reply, the Comwonissionsiders that the
restrictions represent unjustified obstacles to E@aty rules on free movement of
capital and freedom of establishment. The Commissi@quest takes the form of a
'reasoned opinion’, the second stage of infringadrpeocedures under Article 226 of
the EC Treaty. If there is no satisfactory replythvi two months, the Commission

may decide to refer the case to the European Gufutustice.

The law in question establishes (i) an ex-ante @nghtion system, according to
which the acquisition of voting rights by shareleskl other than the State is limited
to 20%, unless prior approval has been grantedhaylhter-ministerial Privatization

Committee; and (ii) an ex-post approval systemopediag to which certain important
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corporate decisions as well as certain decisionaceoning specific management

matters need, for their validity, the approval lo¢ tMinister of Economy and Finance.

The Commission considers that both authorisatiostesys are not suitable and
proportionate measures. The criteria for grantitg tauthorities' prior approval are
imprecise, and no criteria exist for the ex-posprval by the Minister of Economy
and Finance. This situation gives the administetauthorities a wide margin of
discretion, which in the Commission's view ressrittte rights of potential investors
deriving from Article 56 of the EC Treaty on thedmrmovement of capital.

In addition, the Commission considers that the ¢tn&s not provide a clear definition
of the scope of the measure, thus creating legaemainty as to which companies
and sectors are currently subject to these mechasisr might be covered by them in
the future.

Consequently, it is considered that the schemesatedbased on objective criteria
known in advance to the undertakings concerned suigect to judicial review.

Therefore, in the Commission's opinion, both thame authorisation regime and the
ex-post approval system go beyond what is necessanysure the objective pursued
by the Greek government, i.e. ensuring that thera continuous and uninterrupted

supply of services and that the networks functiet.

30 European Commission, Free movement of capitain@ission contests Greek law on investment
in strategic companies, Press release " 2MNovember 2008, available online
http://europa.eu/rapid/pressReleasesAction.dozneter1P/08/1784&format=HTML&aged=0&la
nguage=EN&guiLanguage=en
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1 Introduction 347

2 Acquisitions by a company from another EU country 503
2.1 Germany: Thales and Diehl create German joint ventu2006 350
2.2 Poland: Agusta Westland acquires majority of PZLdgwk in 2009 351
2.3 Spain: 3i acquires a majority share of Tecnobit 351
2.4 Sweden: BAE acquires 30% of Saab AB in 1998 352
2.5 UK: Atlas Elektronik acquires QinetiQ's Under WaBgrstems in 2009 353
2.6 U.S.: Finmeccanica acquires DRS in 2008 355

3 Acquisitions by a company from a non-EU country 357
3.1Germany: OEP acquires control of HDW 357
3.2Poland: United Technologies acquires majority ol Rzeszow 358
3.3Spain: General Dynamics acquires Santa Barbaransast 359
3.4 Sweden: UDI acquires Bofors in 1999 359

3.5UK: General Electric acquires the aerospace busioeSmiths in 2007 360

4  Rejected attempted acquisition 362
4.1 Poland: Patria attempts to bwZM Siemianowice &kiein 2002 362

5 Acquisitions controlled despite the lack of direontrol legislation 363
5.1ltaly: Carlye and Cinven acquire AVIO in 2003 ar@D8 respectively 363

5.2Italy: Finmeccanica & Alcatel create Thales AleBipace and Telespazio in
2004 366

1 INTRODUCTION

The European Commission asked for cases of actaetige which we present here.

There are some limitations that need to be expdaine
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Acquisitions are rarely “rejected” but are moreeoftwithdrawn when it becomes
apparent that they are likely to face significapipaosition from the authorities.
Equally, they may never be put forward in the fpkice if there is a perception that
the Government is likely to be hostile. Hence, veeilld not find case studies of

actually rejected transactions.

Some countries are more transparent than others vith&omes to reporting
transactions. For instance, under U.S. law, Goveninofficials are expressly
forbidden from discussing in public details of santions that fall under CFIUS. In
contrast, the United Kingdom Office of Fair Tradif@FT) publishes its reports to the
Secretary of State for Business Innovation and ISkihcluding the proposed
mitigation arrangement. In turn, the agreed mitayaagreement signed by all parties
is published.

There are relatively few cases in Europe and we \wgghly dependent upon those for

which there is information in the public domain.

In the following we present selected case studidsreign investments in strategic
defence assets taken from the different CountryoRemttached in the Annex. They

illustrate the practice of the application of intreent control legislation.

Irrespective of the country in which the target pamies involved were located, we
have grouped the case studies according to twerieritlocation of the company
initiating the transaction (another EU country onfEU country) and reaction to the

attempted transaction (acceptance (with and withonditions) or rejection).
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Table 6.1: Four categories of case studies

Accepted transactions Rejected transactions

Diehl&Thales form Eurofuze Patria [ WZIM

(land) Siemianowice
3i / Tecnobit (electronic) Skskie
EU country Finmeccanica / PZL Swidnik

(air, helicopter)
Alcatel&Finmeccanica/Alenia
Space&Telespazio

BAE Systems / Saab

OEP / HDW (naval)

Sikorsky Aircraft / PZL
Mielec (air, helicopter)
Carlye Group & Finmeccanica

/ Avio

United Defence Industries
Bofors

Non-EU country

These case studies illustrate several points., Rinst main investors from non-EU
countries are U.S. firms. Investors from other d¢oas have only very recently
attempted to invest in strategic defence assethidrcontext the activity of Sovereign
Wealth Funds from countries such as Russia, Caméthe Middle East has received

much attention and at times been a subject foraronc

Second, the overwhelming number of illustratingesasoncern accepted transactions.
The number of rejected cases has been all in gyl small as compared to the cases
that have been accepted. This finding is in linthvihe sparse quantitative data we

were able to gather.

In addition to the case studies that show the peadf the application of investment
control legislation we also present two case stidiehow the Italian Government

currently safeguards its interests vis-a-vis fanaigzestors.
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2 ACQUISITIONS BY A COMPANY FROM ANOTHER EU
COUNTRY

2.1 Germany: Thales and Diehl create German joint vergun 2006

In 2006 Thales SA and Diehl Stiftung set out toatgea joint control of the fuze
businesses of the groups of Diehl and Thales. Shislea French group active in
defence, aerospace and civilian security technoldigy total worldwide turnover
amounted to approximately €11 billion. Diehl Stiftuis a German group active in
metals, controls, defence and aviation. Its totaklewide turnover amounted to

approximately €2 billion.

The joint venture Microtec GmbH & co KG, Germanywhich 49% are held by
Thales and 51 by Diehl, brought together the fuetviies of the firms: TDA

Armements SAS, Thales Munitronic BV, Forges de Zeghe, Junghans
Feinwerktechnik GmbH & Co KG, all active in the &zdusiness. When the

transaction was announced it became subject togwews.

The European Commission reviewed the case undeM#rger Regulation as the
thresholds of regulation 139/2004 on merger costnare met. It did not object to the

transaction.

The German Government reviewed the case underl|&rii¢2)5 FTP Act read
together with Article 52 of the German FTP Reguolati the defence-related regime -
because the joint venture was concerned with tbdyamtion of “war material” and

thereby met the criteria given in the German ledish for a review.

The creation of the joint venture by Thales andhDimplied the direct acquisition by
Thales SA of 49 %, i.e. more than 25 %, of the Garroompany Microtec and the
indirect acquisition by Thales of the abovementdbreompanies now held by
Microtec which Thales did not own before, among akhthe German company

Junghans Feinwerktechnik in which Microtec hold8%0

The German Government examined whether the adguidiireatened the essential

security interests of Germany and did not raisecigns to it either.
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2.2Poland: Agusta Westland acquires majority of PZL ik in 2009

In June 2008 ARP published a press announcemeitingiwnvestors to purchase
87.62% of the equity of PZL Swidnik, an aviationngmany specialized with
helicopter production. PZL Swidnik had had a fevargerecord of co-operation with
Agusta Westland producing helicopters’ fuselagdsiclv stood for one third overall
production worth PLN 150 million (company’s overaltome in 2008 was PLN 420
million, but consolidated revenue was only PLN ##lion). Total workforce was

4,000 staff.

Two investors entered the bid: Italian Agusta Waestl (Finnmechanica holding) —
revenue more than 15 billion Euro, total workfomeer 73,000 staif* - and Czech
Penta Investment — a private equity fund — revel@ebillion of Euro, controlling 30

companies with total workforce 25,000 staff.

After a year of negotiations ARP choose Agusta Véedtas it offered PLN 4per
sharewhich made almost 340,000 million PLZ for 87,62%shares. In August 2009
ARP signed with Agusta Westland a preliminary cacttrand in January 2010 the
final agreemnt was signed. Since almost 7% of shAgrista Westland bought from
other subjects (e.g. city of Swidnik) it today pesses in effect almost 94% of shares.
The rest was offered to PZL Swidnik staff as padarial packet. In the privatization

agreement the investor accepted a SOS clause.

2.3 Spain: 3i acquires a majority share of Tecnobit

Tecnobit has been for many years a leading defelectronic company in Spain with
sales of about € 60 million in 2008 (€ 40 million2005). In November 1999, a few
months after the publication of the Royal Decregulating the control of foreign
investments, 3i, a UK dominated venture capitahfirought a 75% share of Tecnobit,
without asking for any authorisation.

The issue was unknown for several months. The Govent did not interfere in
terms of demanding the reversal of the transactiather, in 2001, in order to

regularize the situation, the Caja Castilla-La Msndook a 34% share of the

301 Agusta Westland (2010) ‘Company information'.ilabée at <www.agustawestalnd.com >.
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company, and an authorisation ex post was demaaagcccorded. Today Tecnobit

is hold by OEASIA, the leasing Spanish companyridwrmation Technology.

2.4 Sweden: BAE acquires 30% of Saab AB in 1998

In 1995, Saab AB and BAE Systems (then British Apexe or BAe) created a 50/50
Joint Venture. The partnership had been activelgkbby Saab who had informally
sounded out the Swedish Government on this projéet. intentions were fivefold,
out of which the exploration of export opporturstief the JAS-39 Grippen has been
cited most often. BAE offered access and experiamo@imerous export markets that
had formerly been closed for the Swedish defendestnry but were now in reach due
to a change in export policy. Additionally, the fpership also promised access to the
larger UK defence market and would elevate thetiegigechnological collaboration
with BAE in the area of aircraft wings. Moreovengttransaction was considered as
part of a wider restructuring of the European gasos industry — joining the EU in
that year Sweden saw a chance to demonstrate meniment. Finally, BAE’s

commitment promised to increase Saab’s financiahgth3’?

When Saab AB went public in 1998, the then main ewthe Wallenberg family
contemplated several industrial partners for S&sdssault, Northrop, Boeing, and
BAE Systems, with which Saab had the fewest ovatapmost complementarities in
terms of product rang®® BAE acquired 35.1 percent of the capital and 3®&f&ent
of the voting rights in the company from Investd8.An 2005 BAE Systems reduced
its ownership in Saab AB to 20.5 percent of thetahpnd 20.3 percent of the votes;
and to even lower levels in 201Y.

%92 Though the cooperation with BAE is generally sasra success the hopes regarding exports did
not materialize, as “BAE gave priority to the Eugbfer each and every time it came to a
competition between the Typhoon and the Grippeninathe case of Finland” Interview Saab
(2010) Interview conducted on 1st March with representiof the Swedish defence industry in
Stockholm

%93 The Grippen could fill the gap as an interim siolutfor a fighter jet as long as the Eurofighter
would not be available, so the official reasoniygBAE Ibid.

%94 |nvestor (2010) 'Investor acquires 10.2 percentSahb AB from BAE Systems'. available at
<http://www.cisionwire.com/investor/investor-acosr10-2-percent-of-saab-ab-from-bae-
systems>.; on the details see above under “Defecestry”.
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Back in 1998 the transaction was informally predatbrough contacts of the
company with FMV. As the permit to manufacture angply military equipment had
to be renewed for Saab the FMV prepared this dpemaie in close cooperation with
other departments of the Government and allowedréimsaction, imposing particular
conditions. The conditions include, for examplatttihe Board of Directors has to be
manned by Swedish citizens and resident in Sw&efhere was no wider public
debate on this issue at any point in tifffeln addition, a specific Memorandum of
Understanding was signed between the UK and thaiStvgovernments to regulate

the export activities.

2.5 UK: Atlas Elektronik acquires QinetiQ's Under WateSystems
in 2009

The acquisition of QinetiQ's Under Water Systemadbon by Atlas Elektronik is an
example of the acquisition of a UK defence asset By company.

In May 2009, Atlas Elektronik UK (AEUK) a UK subsaty of the German company
Atlas Elektronik GmbH (Atlas Elektronik) announcets attention to acquire
Underwater Systems Winfrith (UWS Winfrith), a dime of QinetiQ plc. UWS

Winfrith is a key supplier of research, advice, ldimy technology, systems and
support for a number of current and future maritiph@forms for the UK's armed

forces.

On 15 May 2009, the Secretary of State for Busiriesevation and Skills issued a
special intervention notice to the Office of Famading (OFT) under section 59(2) of
the Enterprise Act 2002. The OFT subsequently cmefil that the transaction would
lead to a special merger situation since the UWS8fiith was a relevant Government

contractor under section 59(8) of the Enterprise Ac

Following receipt of the special intervention netiche OFT consulted and invited
comments on the national security public interemsaeration identified in that

notice. In response to the consultation, repreientaon national security issues

395 The precise conditions were not revealed to thiecauduring the interviews at ISP and Saab AB.

%% |nterview Saab (2010)nterview conducted on 1st March with represenestivf the Swedish
defence industry in Stockhalm
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were received from the MoD and a third party (whieais not named in the OFT’s

report to the Secretary of State).

The MoD expressed concerns because UWS Winfritlsges®s unique capabilities
that could not be replicated in other onshore cidipab operating in similar and
analogous sectors without significant MoD investm@&ime concern is that following
the acquisition, Atlas Elektronik might choose atignalise its defence activities with
the potential consequence that these essential &fiabdities could either be run
down, sold off or transferred abroad to be combingith Atlas Elektronik's other
foreign based business activities. In addition, theve to ultimate control by a
German parent company raises concerns for the MaDtal the potential for day-to-
day management of programmes in support of the Meibg moved to Germany,
and for application of German export control regaless to UWS Winfrith's output
for the MoD. MoD consider that this would have jpuariid implications for the UK's
security of supply, as well as the timely delivenf, advice or systems, if UK
information and technology were to be combined wheign information and
technology without UK knowledge or approval and¥oD supply became subject to

German export control.

MOD went on to express further detailed concerrganding the impact on UK
national security, maintenance of strategic UK bdjes, protection of technology
and information, independence and impartialityesfearch outputs and advice.

In its report to the Secretary of State, the OFTeddhat the MOD had proposed
undertakings in lieu of reference to the Compeiit@ommission to mitigate the
national security issues raised by the transactidine OFT noted that the MoD
believed that it would be necessary to establiskcigp security arrangements to
ensure that the UK's national security interesteeviieing adequately protected post
merger. The aim of these arrangements would betisfys the MoD that sensitive
information could not be passed to foreign natisnaithout the MoD's express
approval and that the MoD would be informed befoit¢ military capability was

adversely affected, enabling it to take appropréateon.

In its report to the Secretary of State, the ORa&chied draft undertakings intended to
remedy, mitigate or prevent the particular effeathbrerse to the public interest
identified by the MoD which may be expected to le$tom the creation of the
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special merger situation concerned. The OFT ndtatd AEUK and Atlas Elektronik
have confirmed to the MoD that they are willingsign the undertakings in the form

attached in the appendix.

Consequently, on 28th September 2009 the Secretaéyate cleared the acquisition
of QinetiQ's Under Water Systems Division by AtlEgktronik UK subject to those
Statutory Undertakings.

2.6 U.S.: Finmeccanica acquires DRS in 2008

In May 2008, the Italian company Finmeccanica ameed its intention to acquire
the U.S. defence electronics firm DRS for U.S.4&lRon (€3.4 billion). DRS was a

mid-tier U.S. defence contractor that describeelfita leading supplier of integrated
products, services and support to military forad8syernment agencies and prime
contractors worldwide. The company employed apmpnexely 10,000 people and in
FY2007 generated revenues of U.S. $2.821 millioRSDconducted a number of

highly sensitive programmes for the U.S. government

The financial media had also reported that both BAINd Thales had examined the
possibility of acquiring DRS. EADS confirmed to theedia that it had re-examined
DRS as a potential acquisition after the U.S. camgpannounced a merger with
Finmeccanica but EADS “decided the electronics igiist was too sensitive a target
for the European group”. EADS explained that otecia it used for U.S. acquisitions
was that it would be “acceptable as owners” anithi;nacceptability area, there was a
difference between sensitive and that which wageéetkchnology,” which EADS
viewed as effectively putting a company beyondetsch. EADS judged that DRS fell
into that category’’ Thales entered into negotiations with DRS and icowefd that it

was interested in buying DRS before being out Iniggdce by Finmeccanici®

The mitigation of potential FOCI concerns was aterathat was addressed by DRS
and Finmeccanica from the outset. For instancenvthe two companies announced

their intention to pursue the deal, the press seléhat they issued stated that: “DRS

%97 Tran, P. (2008) 'EADS: DRS was too hot to targetkquisition’. Defense News, 14 July, available
at <http://www.defensenews.com/osd_story.php?sh=R&3E8624401>.

%8 pDas, J.C. (2008) ‘'hales keeps an eye out forsde@buters UK, 16 December, available at
<http://uk.reuters.com/article/idUKTRE4BF4Q22008&231
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will operate as a wholly-owned subsidiary, maintagnits current management and
headquarters. As is customary in this type of tatisn, DRS and Finmeccanica will
comply with all national security requirements awdl propose to the Defense
Security Service (DSS) that the company operatemuadspecial Security Agreement
(SSA), with its own board of directors comprisecggominantly of U.S. citizens

holding security clearances and a Government sgaommittee™"°

FOCI mitigation became a major issue during negotia with the U.S. Government
as it became clear that the sensitivity of some DB&nologies and business
activities meant that the Defense Security Serwioald insist on a Proxy Board for
certain of its activities. Mitigation through a RyoBoard would effectively seal off
those parts of DRS covered by the Proxy from angagament control or scrutiny by
non-U.S. citizens. Finmeccanica made clear thatvauld not proceed with the
acquisition should more than 40% of DRS by revdmieovered by the proxy Board.

Ultimately, Finmeccanica reached an agreement with U.S. Government under
which two companies were created. One is DRS, wiscbubject to a standard
special security agreement. The other entity, 10@%6trolled by DRS, is DRS
Defense Solutions, which is under a proxy agreermaadtcontains around one-third
of DRS activity, as calculated at the time of theision. The proxy agreement
activity includes nuclear programmes and suppoog@mmes for the U.S. armed
forces. DRS Defense Solutions has an all-Ameritaee-man board, while DRS has

a majority American boardf°

%99 DRS (2008) 'Finmeccanica to Acquire DRS for U.S2#illion (€3.4 billion)'. DRS, available at
<http://drs-cs.com/MediaCenter/51208 2press.aspx>.

310 Guarguaglini, P. (2009 ) 'Finmeccanica’ interviéw Defense News'. Defence News, 1 June,
available at <http://www.defensenews.com/story.|#?16290>.
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3 ACQUISITIONS BY A COMPANY FROM A NON-EU
COUNTRY

3.1 Germany: OEP acquires control of HDW

The German company HDW has been in 2002 and in 2884ow again is the target
of a purchaser from a third country.

In 2002 One Equity Partners LLC (OEP) acquired 1@fi%lowaldtwerke Deutsche
Werft GmbH (HDW). This was (and still is) a shipgaactive in naval construction,
repairs, upgrades and mid-life conversions. Thepaom is known in particular for its

construction of non nuclear submarines with airepehdent fuel-cell drive.

The acquirer OEP is a U.S. finance investor whicth@ material time was affiliated

to the J.P.Morgan Chase Corporation, USA. It wagadly transaction.

The operation was completed prior to the entry fotee of the German rules on the

control of foreign acquisitions of defence assets.

A public political debate arose as to the necesdity control of foreign investment in
strategic defence assets. The public reaction athgmr negative. In particular the fact
was criticised that an important German companyirfgavdeveloped a novel
technology was going to be “sold odt’. The German authorities feared the loss of
military know-how and technology. This debate cimited to the adoption of Article
7(2)5 FTP Act on the control of certain defenceetss#/hich entered into force in July
2004.

In October 2004, OEP and ThyssenKrupp AG (TK), Mbragreed on the creation of
an alliance of shipyards according to which TK webtdrm a new group under the
command of its affiliate ThyssenKrupp Marine Systeh® (TKMS), Hamburg. OEP
agreed to contribute to TKMS 100% of the sharégld in HDW. TKMS had in 2008

a turnover of some 2 billion €2

311 See e.g. Editorial (2002) 'Berlin tolerates thie®et of HDW'. Handelsblatt, 2 June

%12 Bundesministerium fiir Wirtschaft und Technolog2®@9) Report of the Federal Government on
the maritime coordination polic{Berlin: BMWI).
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In return for this sale of HDW, OEP obtained 25% thé shares in TKM&®
(controlling HDW) in 2005.

The EU Commission cleared the acquisition of cdrfoHDW by TK by decision
M.3596 of 10.12.2004 under the merger control ragoh. The FTP Act was
inapplicable to TK as a German purchaser but agipliécto the acquisition by OEP of
25% in TKMS.

The German authorities examined the transactiodsruvhich OEP had initially full
direct control of HDW and acquired subsequentlyagigipation of 25% in HDW's

parent company under the defence-related rules.

The transaction was subject to European mergeralobécause the thresholds of
Regulation 139/2004 were met and to a review umdécle 7(2)5 FTP Act read
together with Article 52 of the German FTP Regolatbecause it was within the

scope the defence-related regime.

The Ministry of Economics and Technology enterdd errangements with OEP that
were aimed at preventing any transfer to OEP ofertsd-related technology
developed by HDW, as well as any use of such tdolggdoy OEP and others. Under

these conditions the transaction was cleared.

3.2 Poland: United Technologies acquires majority BZL Rzeszow

On 16 March, 2007 the U.S. United Technologies khgsl S.A. (UTH), a United
Technologies Corporation (UTC) company (58,700daillrevenue in 2008, 223,100
employees) — parent company of Sikorsky Aircraftgooation - bought from ARP
100% of the shares in PZL Mielec Ltd. for PLN 25dlion. PZL Mielec was an
aviation company specializing with production ofptanes. UTC was the only
investor interested in PZL Mielec. It needs to beea, however, that in September
2006 the Mielec site had been selected as a stgiagner and assembly centre for
the International Black Hawk programme.

%13 See European Commission (200@8pmmission decision COMP/M.3590 ThyssenKrupp/HDW
(Brussels: European Commission).
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In 2001 UTC bought also from ARP 85% shares in HZdeszOw — a company

producing engines for airplanes.

3.3 Spain: General Dynamics acquires Santa Barbarateémas

General Dynamics, a U.S. American defence compaoygit Santa Barbara
Sistemas, the Spanish leading land armaments peadinc2001. At this time, the
Spanish Government presided by José Maria Aznar wawlucting a large
privatisation policy, aimed at strengthening theu@gh industrial base. Competitive

companies were sold, in order to better insert thremternational markets.

A tender for the privatisation of Santa Barbara wablished by the public holding
SEPI. Two companies expressed their interest fer $3jpanish company: Krauss
Maffei Wegmann, a long-term industrial partner adnga Barbara, and General
Dynamics. Many observers expected a deal betweata &arbara and KMW, the
latter having sold a licence for the productiontsfLeopard tank, to Santa Barbara at
the occasion of the purchasing of those tanks éysihanish MoD.

However, the Spanish Government decided to seltdingpany to General Dynamics,
after receiving larger offers of offsets by the Aiman company. Some analysts
feared that the General Dynamics offer to purclfseseta Barbara was linked to its
interest in Leopard tanks technology. General Dyinamespected the procedure
indicated in the Royal Decree of 1999, but the a@eision was political, and Mr.

Aznar himself had a leading role in the negotiatamal the decision-making process.
The public debate focused on a transatlantic c@bjperversus European cooperation
debate, indicating that the Aznar decision was dirmag strengthening the U.S.-

Spanish alliance.

A few years later, Spanish MoD officials interviedvdor this study expressed
disappointment with the industrial offsets receibgdSpain through the sale of Santa
Barbara. The company did not develop a strongiposi international markets.

3.4 Sweden: UDI acquires Bofors in 1999

After Saab AB had acquired Bofors in 1999 it soédtf the business — its artillery
arm — to United Defence Industries (UDI), an U.3neékican armaments company
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specialized in land armametif. While divesting the artillery arm of Bofors SaaB A

retained the missile business.

This transaction too was a friendly takeover. Iswagarded in Sweden more as an
opportunity to safe know how, industrial facilitiaad jobs in an area where Sweden
had traditionally been strong. Moreover, it faailéd the link to a strong financial and

marketing partnet->

The transaction proceeded along the same linelseaaférementioned investment of
British Aerospace. The same experts in the FMV andthe industrial side were
involved and used “the blueprint” of the permitrfréthe BAE casé'®

The only concern back then was about the abilitBafbrs to proceed with its export
business to India. After being acquired by a U@ngany and India being subject of
a U.S. embargo, the continued sale of defence rahterindia was in jeopardy. The
problem was solved, however, by the formation obeparate legal entity that

managed Borfors’ exporfs’

3.5 UK: General Electric acquires the aerospace buseef Smiths
in 2007

In January 2007, the U.S. company General Ele@noounced its intention to
acquire the aerospace business of Smiths Group LC$4.8 billion. Smiths

Aerospace was active in the supply of various typésaerospace systems and
equipment. It had critically important capabilitiegthin the UK in the areas of

combat, weapon and communications system integratid research capabilities.

On 20 March 2007, the Secretary of State for Tl Industry issued a European

intervention notice to the Office of Fair Tradin@QKT) under section 67(2) of the

314 1n 2004, BAE acquired Alvis, which had bought Sigadmanufacture of amoured vehicles
Héagglunds, and in 2005 United Defence Industrieende, Bofors and Hagglunds are now part of
BAE Systems Land and Armaments.

315 Interview Saab (2010)nterview conducted on 1st March with represenestivof the Swedish
defence industry in Stockhalm

%1% |Interview SOFF (2010)nterview conducted on 2nd March with a represeméadf the Swedish
defence industry in Stockhalm

317 |bid.
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Enterprise Act 2002 citing Article 21 (4) of the MR to take appropriate measures

to protect public security as a legitimate interest

The Ministry of Defence (MOD) made the representetion national security issues
to the OFT and in particular identified three maneas of concern arising from the
proposed transaction: the transfer of ownershifrafths Aerospace outside the UK,
the maintenance of strategic UK capabilities ané firotection of classified
technology and information. Regarding the transédér ownership of Smiths
Aerospace, the MOD stated that GE may be ablefloeimce Smiths Aerospace in
ways that could prejudice national security unlg®sMOD obtains assurances over
certain aspects of its behaviour. With regard te thaintenance of strategic UK
capabilities, the MOD stated that Smiths Aerospace key supplier of sub-systems
for a number of important current and future weapphatforms and that it was
essential for the protection of the UK's nationadwgity that these capabilities were
retained within the UK.

Interestingly, the MOD also expressed concern thatmove to U.S. control might
create difficulties due to the U.S. Internationahffic in Arms Regulations (U.S.
ITAR) which would have profound implications for Ugecurity of supply if UK

information and technology was combined with U.&oimation and technology

without UK knowledge or approval.

The MOD argued that it was necessary to obtainssarance from GE that it will
continue to make available to the UK the capabditihat Smith Aerospace possesses
in these areas, and that, in the event of any pexpagationalisation by GE, such
capabilities will be maintained within the UK anditter run down, nor transferred
abroad, following the Transaction without prior saltation with the

MOD. In relation to the protection of classifiedh®ology and information the MOD
notes that the above described capabilities arerdiEmt, to different extents, on
classified technology and information. The ‘leakagé such information or

technology outside the UK could directly prejuditbe UK armed forces' operational

security and capability.

The MOD proposed undertakings in lieu of referetocihe Competition Commission.

In particular, legally binding undertakings from Géombined with an appropriate
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compliance regime) were proposed to assure the WkefBment that sensitive

information and technology was adequately protected

In its report to the Secretary of State, the OFpempled draft undertakings intended
to remedy, mitigate or prevent the particular éfeadverse to the public interest
identified by the MOD. The OFT noted that GE andt8mAerospace had confirmed

that they were willing to give the undertakings dinel secretary of State subsequently

authorized the transaction subject to those unkiaga.

4 REJECTED ATTEMPTED ACQUISITION

Poland: Patria attempts to bulWWZM Siemianowice Shskie in
2002

There was only one reported attempted acquisitipnabEU company that was

rejected, although formal negotiations did not tpleee.

Finnish Patria was interested in purchasiigM Siemianowice &kie**® (overhaul-
and-production company). In 2002 Patria won a terole 690 Armoured Modular
Vehicle for Polish Land Forces. As part of an affsgreement it was obliged to move
production line to WZM where AMV were to be asseetblPatria sought to buy
WZM but the Government was not interested in thagaction and WZM remained

state-owned company, supervised by Ministry of dfal Defence.

The reasons seem to have been purely economic \6f8d: was in a good economic
shape, with a full portfolio of Government ordesisd access to Patria’s technologies.

There was, hence, no need to seek privatizatidheofompany.

For the last twenty years there has been one afteintansaction targeting a French
company that was rejected. It concerned a Europeegle source in a very specific
defence domain, which was intended to be taken ¢wyerone of its American

competitor. The French authorities denied this daation in order to sustain the

security of supply in this sensitive technical area

318 WZMS (2010) ‘Company information'. available atww.wzms.pl >.
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Authorities in Finland, Germany, Sweden and Spaimehnot rejected any of the

transactions they reviewed.

5 ACQUISITIONS CONTROLLED DESPITE THE LACK OF
DIRECT CONTROL LEGISLATION

The following two cases are not an example of {h@ieation of investment control
legislation but of other means of State controsivhtegic defence assets taken from
Italy. The first refers to two transactions witlgaed to Avio, an Italian aeronautical
company. Parts of its shares were first acquirec€Castyle Group from the U.S. and
later by Cinven, a European investment fund. Theorsg example represents the
establishment of joint ventures between an Itaiad a French firm. Both examples
demonstrate how the Italian Government safeguasdaterests via the (state-owned)
company Finmeccanica and special rights that ameedgin the Articles of

Association and not anchored in law.

5.1 Iltaly: Carlye and Cinven acquire AVIO in 2003 and0R6

respectively

In 2003 Fiat Group decided to sell Avio, a manufeet of aircraft engines for
commercial and military programs; aero-derivatdings and electronic automation
propulsion systems for naval use; maintenancejmegral overhaul activities for civil

and military aeronautical and launchers engines.

Immediately, proposals came from American and #ritinvestment funds, Carlyle
Group and Doughty Hanson (together with the Itapiartner Piaggio Aero Industries)
respectively, as well as from the French State omomenpany Snecma (together with
Finmeccanica), specialized in aeronautical andspaice engines and from General
Electric. The Italian Government preferred a soltthat allowed Avio to remain
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under partial Italian control; it requested theemention of Finmeccanica in the

financial operatiori*®

Because of disagreements between Snecma and Ria prnice of Avio and between
Snecma and Finmeccanica on risk values and busthesses, Snecma withdrew its
offer. Beside economic and financial reasons fer féiled operation, the national
media highlighted causes related to internationalitips, such as the different
positions adopted by the Italian and French govemimin the occasion of U.S.

intervention in Iraq.

The withdrawal of the Franco-Italian proposal akoivCarlyle Group to advance its
offer together with Finmeccanica, which was at tinaiment no longer engaged with
Snecma. The new deal envisaged Carlyle as theipaintnancial shareholder with
70% of the equity and Finmeccanica as the indugiagner holding the remaining
30%. In April 2003 the two companies acquired Afao€ 1.5 billion. Finmeccanica,
although a minority shareholder, was going to pdagrucial role in defining the
strategy and managerial decisions of the Avio Hgds.p.A. thanks to the fact that it
was granted shares with multiples voting rightsleled, Finmeccanica benefited from
veto rights on strategic decisions such as the resipa of activities and/or the

prospect of alliances with other companies.

Concerning the final outcome, the State appearhawe carefully assessed the
political-strategic impact of the financial opeaati In fact, Carlyle was a valuable
partner, and the Italian Government was unwillingentirely hand over a company

operating in the defence sector to foreign investor

The issue was also debated in the Parliament, whatember of members expressed
reasons for concerns regarding an Italian compaeyabing in an advanced industrial

sector and high-tech know-how being acquired bgraign investment fund lacking

319 Editorial (2003a) 'Fiat Avio: francese Snecmaed®@ sull’acquisto, [Fiat Avio: French Snecma
speed up on the acquisition]. Il Sole 24 Ore, 28huary, available at <http://archivio-
radiocor.ilsole24ore.com/articolo-265886/fiat-afiancese-snecma-accelera/>.

320 Editorial (2003b) ' Finmeccanica Sacrifica Stm P&t Avio [Finmeccanica renounces to Stm for
Fiat Avio]". La Repubblica, 29 March 2003, availbl at
<http://ricerca.repubblica.it/repubblica/archivepubblica/2003/03/29/finmeccanica-sacrifica-stm-
per-fiat-avio.html>, Editorial (2003c) 'Finmeccamicda cda ok quota minoranza Fiat Avio,
[Finmeccanica: from CEO ok on minority share Fiatid}. Il Sole 24 Ore, 8 April, available at
<http://archivio-radiocor.ilsole24ore.com/articd@285632/fiat-avio-bersani-ds-serve-
urgente/#ixzz0fcuyNZEz>.
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expertise and experience in industrial managemehpeoduction. Adding to this, the

Parliamentarians opposed the expected negativeqgoesces for employmeift:

In the process of the initial public offering of lavin March 2006 the European
investment fund Cinven, originally British, expredsan interest in the company. In
August 2006 Cinven acquired the shares from Cadyleé Finmeccanica for € 2.57
billion and established Avio Investments. As pdrtttte transaction, Finmeccanica
gained € 430 million and agreed to reinvest € 130am in the company, alongside

Cinven, acquiring 15 % of shares.

At the national level, Finmeccanica’s choices mis®ncerns about an eventual
demerging, leaving former ltalian shares to a seécfameign investor and making

Avio totally owned by non-ltalian investors. Hen@®me parliamentarians warned
the Government about the industrial consequencdseffiects on employment of

Finmeccanica’s financial disengagem@&at. In this respect, the Government
confirmed its strong interest in the strategic @ed¢h which Avio operated and

excluded to have received signals that Finmeccanas about to cede its shares.
Moreover, it committed to organize talks with th@rpany to examine development

lines for the futuré®®

In conclusion, the Government exerted control oreifm investment in defence
strategic asset in three indirect ways. First, skea the state-owned company
Finmeccanica to intervene in the transaction intneaship with foreign investors
from an allied country. Secondly, in the ArticlelsAssociation of the Avio Holding
Finmeccanica was granted special rights such as gt on strategic decisions.
Finally, Finmeccanica became a minority sharehoidehe transaction with Cinven
to guarantee the Italian role in Avio. As a resitltyas avoided a foreign control on

this strategic asset, even if it accepted investsngom both, a non-EU country (by

%21 Chamber of Deputies of the Republic (2003) ‘'Hegrinl April. available at
<http://wai.camera.it/_dati/legl4/lavori/stenogcafed290/pdfbt0l.pdf>, Senate of the Republic
(2003a) 'Hearing, 9 April'. available at
<http://www.senato.it/japp/bgt/showdoc/frame.jsp8tioc=Resaula&leg=14&id=00114286&part=
doc_dc&parse=no>, Senate of the Republic (2003bg¢aridg, 11 March'. available at
<http://www.senato.it/japp/bgt/showdoc/showText@tipc=Sindisp&leg=14&id=64032>.

%2 genate  of the Republic (2006b) 'Hearing, 26 Selpgem available at
<http://www.senato.it/service/PDF/PDFServer/BGT/R249.pdf>.

323 gSenate of the Republic (2006a) 'Answer by theeBawent, 19 December'.

Volume 2 of 2 365/388



EUROCON Appendix 3 Case studies

the American investment fund Carlyle) and a EU ¢gu(by the British investment

fund Cinven).

5.2 Italy: Finmeccanica & Alcatel create Thales Alenig&pace and

Telespazio in 2004

In 2004, Finmeccanica and Alcatel became protagoro$ the so-called “space
alliance”. They established a Franco-Italian nicfieexcellence in the space sector,

which represents a major European operator inlgatgystems and services.

Both companies created two new firms, establisl@ngyoss-shareholding structure.
On one hand, Alcatel Alenia Space, 67% controllgd Alcatel and 33% by
Finmeccanica, gathered manufacturing activitiedloatel Space and Alenia Spazio,
specializing in the development, production andigie®f space systems, satellites
and ground systems. On the other hand Telespaz¥o, &@ntrolled by Finmeccanica
and 33% by Alcatel, drew together the operationetiviies and services of
Telespazio and Alcatel Space, focusing on actwiied satellite services like the
monitoring and the exploitation of space systerhg, metwork-supply, and earth
observation. The two companies were involved Ewsopspace programs such as
Cosmo Skymed and Galileo, and later GMES.

According to Guarguaglini, the president and CECFmimeccanica, the agreement
concluded with Alcatel was adjusted to ensure timéeption of domestic investment
and the respect by all the contracting partiehefgolden share held by Italy. Indeed,
corporate governance agreements safeguarded Fiameac as a minority
shareholder of Alcatel Alenia Space. As a mattdiaof, they protected the centres of
technological excellence for research and developreebjected to Italian rules: in
fact, even if the content of the above mentionaéagents are not public, it is known
that the military activities of the agreement di@ ‘hational eyes only***

324 “The agreement has been shaped so as to setimeahinvestments. In this respect, | would recall
that the Italian State holds Finmeccanica’'s golslesre, which implies the respect of certain rules,
included in the agreement and accepted by the equant, concerning our most relevant research
and development centres. It is always difficult neake foreign investors understand this,
considering the difference of the Italian policyrgmared to that of other countries. Finmeccanica’'s
statute comprises such an aspect, contrarily teratbmpanies such as Fiat Avio, which can freely
sell its own assets. When we acquired one thirfiaf Avio we imposed on Carlyle the Italian
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Nevertheless, during the completion of the alliasmee concerns about the impact of
cross-holdings emerged at the national level: abaimf members of the Parliament
interpreted the minority role of Alenia Spazio, quared to the one hold by Alcatel
Space, as a risk, a “clearance sale of nationahtdogy estate in a strategic sector
like the space industry’® In face of what they regard to be a risk, the
Parliamentarians proposed the creation of a sioghepany in which Finmeccanica
could have asserted its competence in services witlsubstantial financial
commitment. At the same time, the Italian Governnaard the Italian Space Agency
would have had to increase orders directed to gmepany to strengthen the Italian
role within the alliance. Nonetheless, they recpgdithe importance to stipulate
alliances between European companies in orderdorerstability and development of
the Italian industry in this strategic and basicaligopolistic sector®

Confronted with these problems, the Italian Govesntrargued that its strategy did
not only defend Italian interests by exercisingtiigats and obligations deriving from
the golden share but also support the internatipogiented strategy of

Finmeccanica?’

In 2006, following Thales acquisition of Alcatehet shares of the two joint ventures
have been transferred to the new company. Thusitéllélenia Space was renamed
Thales Alenia Space, while the allocation of shasédoth companies remained
unchanged in accordance with the conditions posedibmeccanica. Indeed, the
Italian group retained a veto right, provided bypmrate governance agreements with

Alcatel, on a possible transfer of shares of the jivint ventures to a third company.

rules, but our interlocutor couldn’t understand whgse were necessary. Confronted with the fact
that the agreement with us could only be concludespecting such conditions, the deal was
eventually reached. Italy should maintain its cétyao secure certain technologies and industrial
realities.” Pier Francesco Guarguaglini, Presigamtt CEO of Finmeccanica, Chamber of Deputies
(2005) 'Public Hearing of Finmeccanica represeveatiin front of Commission V, 8 February'.
available at
<http://documenti.camera.it/_dati/legl4/lavori/stemm/05/indag/privatizzazione/2005/0208/pdf0
01.pdf>. Translation by the authors of this report.

35 Chamber  of  Deputies  (2004) 'Hearing, 15  December'available  at
<http://wai.camera.it/_dati/legl4/lavori/stenogcafed560/pdfbt31.pdf>, Senate of the Republic
(2004b) 'Hearing, 9 December'. available at

<http://www.senato.it/service/PDF/PDFServer/BGTAZ2.pdf>.

3% Senate  of the Republic  (2004b) 'Hearing, 9 Deeemb available at
<http://www.senato.it/service/PDF/PDFServer/BGTAZ2.pdf>.

%7 genate of the Republic (2004a) 'Answer by the @uwent, 22 April. available at
<http://documenti.camera.it/_dati/legl4/lavori/sigrafici/sed455/s370r.htm>.
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In conclusion, the Thales Alenia Space and Telespease can be classified as
acceptance of investments from a EU country. Likévio, the control on foreign
investment by the Italian Government is exertedupgh the presence of state-owned
Finmeccanica in the two companies, and the spaajts guaranteed by the
corporate governance of Thales Alenia Space to &wcanica as minority
shareholder. This control instrument is buttressgda cross-shareholding structure

between Finmeccanica and Thales via the two sudrsdi
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France — Interviewed experts

List of interviewed experts and consulted stakeholders

Category Organisation Department/division Position

OFFICIALS FROM Ministry of defence DGA, strategy directorate| Director

GOVERNMENT control of investment and| Deputy director Industrial affairs
DEPARTMENTS economic intelligence Head of industry supervision office

Head of industrial strategy-partnership (formerj an
(new)

Desk officer industrial affairs

Desk officer industrial strategy

Government commissioner

Ministry of economy
industry and employment

DGTPE, control of
investment

DGTPE, State
participation agency,

DGTPE multicom 2

Desk officer of the State shareholding agency

NATIONAL INDUSTRY | GICAT General manager (Land Manufacturers Assmriat
ASSOCIATION Manager of economic studies

Director International & Strategic Affairs

Advisor to GICAT
KEY INDUSTRIAL EADS General secretary

COMPANIES

Senior VP director for EU and NATO
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List of interviewed experts and consulted stakeholders

KEY INDUSTRIAL Thales Department for Legal Director
COMPANIES (cont.) Affairs
Corporate Department Director
Defence France
Strategy Department Director
Safran Director European affairs
DCNS Secretary General

LEGAL EXPERTS &
DEFENCE INDUSTRY
ANALYSTS

Relians consulting

Consultant public affairs

Hogan and Hartson lawye

=

Legal counsel

INVESTMENT BANK
ANALYSTS

Fonds stratégique
d’'investissement (FSI)

Legal counsel for public affairs

Banque Lazard

Advisor and former official of DGA
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France — Consulted stakeholders

OFFICIALS FROM Ministry of Defence DGA Head of industry supervisioffice

GOVERNMENT

DEPARTMENTS

NATIONAL INDUSTRY | GIFAS European and internationaDirector

ASSOCIATION affairs

KEY INDUSTRIAL Thales Corporate Department | Director

COMPANIES Defence France
MBDA Legal for institutional affairs
Defense consell Counsel for institutional affairs

International (DCI)

Finland- Consulted stakeholders

OFFICIALS FROM Ministry of Defence of Resource Policy Department Senior GovernmentaleSagr
GOVERNMENT Finlan
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Germany — Interviewed experts

List of interviewed experts and consulted stakeholders

OFFICIALS FROM
GOVERNMENT
DEPARTMENTS

Bundesministerium fur
Wirtschaft und Technologie
Bundesministerium der
Verteidigung

Division V B3
Foreign economic policy

RIl'1

Ministerial Director

Head of Unit

NATIONAL INDUSTRY
ASSOCIATION

Bundesverband der Deutschen
Sicherheits-
u.Verteidigungsindustrie BDS\
:Federation of German Security
& Defence Industries

~ O~

Bundesverband der Deutschen
Luft- und Raumfahrtindustrie
BDLI/German Aerospace
Industries Associaton

Deputy Director

Desk officer Defence and Space

KEY INDUSTRIAL
COMPANIES

[%2)

Thyssen Krupp Marine System
Diehl
Rheinmetall

EADS Munich

Corporate Counsel
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Germany — Consulted stakeholders

OFFICIALS FROM
GOVERNMENT
DEPARTMENTS

Federal Ministry of
Economics and
Technology

Federal Ministry of
Defence

Ministry of Foreign
Affairs

List of interviewed experts and consulted stakeholders

Armaments Export Policy
Control of foreign
investments

Division Armament
Economics and Industrial
Affairs

Export Control Division

Deputy Head of Unit

Head of Division

Legal Advisor

NATIONAL INDUSTRY
ASSOCIATION

German Defence and
Security Industry
Association (BDSV)

Deputy Director

LEGAL EXPERTS &
DEFENCE INDUSTRY
ANALYSTS

European Security Forum

Legal department

Author in the field of defence and procurement law

Founding Member, Former MEP
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Italy — Interviewed experts

OFFICIALS FROM| Ministry of Defence National Armaments Vice Secretary of Defence and Vice National Armatsg¢
GOVERNMENT Directorate Director
DEPARTMENTS
Cabinet of the Minister of Head of the Military Policy Office:
Defence
Armed Forces Joint Staff | Chief of Staff
Ministry  of  Foreign| Unita Sistema Paese dell&lead
Affairs Segreteria Generale del
MAE
NATIONAL INDUSTRY | AIAD - Federazione President
ASSOCIATION Aziende Italiane  per
I’Aerospazio, la Difesa e la
Sicurezza Secretary General
(Federation of Italian
Industries for Aerospace,
Defence and Security)
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Italy — Interviewed experts (cont.)

KEY INDUSTRIAL | Finmeccanica Legal and  CorporateDirector
COMPANIES Affairs Department
Finmeccanica Deputy General Managehlessandro Pansa
Fincantieri CEO
Iveco DVD General Manager
Avio CEO
Former CEO:
Telespazio CEOQO: prof.
Elettronica CEO
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The Netherlands — Interviewed experts

List of interviewed experts and consulted stakeholders

Category

Organisation

Department/division

Position

OFFICIALS FROM
GOVERNMENT
DEPARTMENTS

Ministerie van
Economische Zaken

Ministerie van Defensie

Department for
Enterprise/Commissariat
Military Production

Directorate-General for

Entrepreneurship and
Innovation

Directie juridische zaken

Advisor International Affairs

Military Production

Desk officer

NATIONAL INDUSTRY
ASSOCIATION

Stichting Nederlandse
Industrie voor Defensie el
Veiligheid NIDV
Dutch Defence and
Security Industries
Association

Director of the Netherlands Defence Manufacturers
Association

KEY INDUSTRIAL
COMPANIES

Stork Group
Thales Nederland

EADS NV

Director governmental Affairs
Director governmental Affairs

Director governmental Affairs

LEGAL EXPERTS &
DEFENCE INDUSTRY
ANALYSTS

AeroSpace and Defence
Industries Association of

Europe ASD

Member of Economic and
Legal Committee

Dutch delegate
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The Netherlands — Consulted stakeholders

NATIONAL INDUSTRY | Netherlands Industries fo

ASSOCIATION

Defence and Security

List of interviewed experts and consulted stakeholders

Advisor External Affairs

Poland - Interviewed experts

OFFICIALS FROM
GOVERNMENT
DEPARTMENTS

Ministry of Economics

Ministry of Treasury

Ministry of National
Defence

Dep. for Defence Issues

Dep. for Offset Programmes

Department of Ownership

Supervision and Privatisation V

Department for Armed Policy

Director
Director

Director

Director

KEY INDUSTRIAL
COMPANIES

BUMAR Holding
Industrial Development
Agency

Strategy and Management Office

Department of Ownership
Supervision

» Director
Director

Poland - Consulted stakeholders

OFFICIALS FROM
GOVERNMENT

Ministry of National
Defence

Department for Armed Policy,

Supervision Unit

Director
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Spain — Interviewed experts

OFFICIALS FROM Ministry of Foreign DG. Relaciones Jefe de Area. Armas Convencionales
GOVERNMENT Affairs Econdmicas
DEPARTMENTS Internacionales y Asuntos

Energéticos

Cabinet of the Minister Asesoria Parlamentaria
Gabinete del Ministro

Military Councel

NATIONAL INDUSTRY | ISDEFE Legal Adviser
ASSOCIATION
KEY INDUSTRIAL SEPI Director of participated companies (between them
COMPANIES Navantia)
Tecnobit Consultant Security and Defence

Director of Business Development

LEGAL EXPERTS & Real Instituto Elcano Investigador Principal Seguridad y Defensa
DEFENCE INDUSTRY

ANALYSTS

OTHERS French Embassy Defence Attaché
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Spain — Consulted stakeholders

Spanish stakeholders contacted for the study, kiadtepted to exchange their views on the issuthefstudy, during a research mission
conducted in Madrid. Since then, it has been imptesto obtain further returns, on the “stakeholdegagement” document, on options drafted

by the study team, as well as on the perceptiapehness of case study countries to defence FDI
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Sweden — Interviewed experts

OFFICIALS FROM Ministry of Foreign Inspektionen for Head of Military Equipment, Deputy Director-General
GOVERNMENT Affairs strategiska produkter Legal Expert
DEPARTMENTS (Swedish Agency for Nont
Proliferation and Export
Controls)
Swedish Defence Materiel Head of Unit for Defence Industrial Analysis
Administration Strategic Analysis and International Relations €affi
(Forsvarets materielverk
FMV)
NATIONAL INDUSTRY | Swedish Organisation for Director General
ASSOCIATION Defence & Security
Companies
KEY INDUSTRIAL SAAB Legal Council
COMPANIES Strategy Advisor

Sweden — Consulted stakeholders

NATIONAL INDUSTRY | Swedish Organisation for| Defence Director General
ASSOCIATION Defence & Security
Companies
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United Kingdom — Interviewed experts

List of interviewed experts and consulted stakeholders

Category

Organisation

Department/division

Position

OFFICIALS FROM
GOVERNMENT
DEPARTMENTS

Ministry of Defence

Ministry of Defence

Ministry of Defence

Department for Business
Innovation & Skills

Defence Equipment &
Supply

Industrial Policy
Secretariat

DE&S International
Relations Group

Aerospace, Marine &
Defence

Mergers & Acquisitions Adviser,
Supplier Relations Team
Official

Assistant Head, Armamanets

Deputy Director

NATIONAL INDUSTRY | ADS (UK Aerospace Defence Director, Defence & Homeland Security
ASSOCIATION Defence & Security Assistant Secretary Defence Industry Council (DIC)
industries association) Assistant Director — Overseas & Exports
KEY INDUSTRIAL BAE Systems Director, European Affairs
COMPANIES Director of Government Affairs
Counsel Programmes & Support
Thales UK VP Strategy & External Relations
QinetiQ
LEGAL EXPERTS & University of Birmingham | Law School Professor Martin Trybus

DEFENCE INDUSTRY
ANALYSTS
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United Kingdom — Consulted stakeholders

OFFICIALS FROM

Ministry of Defence

List of interviewed experts and consulted stakeholders

Defence Equipment &

Mergers & Acquisitions Adviser,

COMPANIES

GOVERNMENT Supply Supplier Relations Team
DEPARTMENTS

Ministry of Defence Industrial Policy Official

Secretariat

NATIONAL INDUSTRY | ADS (UK Aerospace Defence Director of Aerospace Defence & HomelancLi8ty
ASSOCIATION Defence & Security Assistant Director Overseas & Exports

industries association) Commercial Policy Co-ordinator

Assistant Secretary Defence Industry Council (DIC)

KEY INDUSTRIAL BAE Systems Public Affairs
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United States — Interviewed experts

List of

interviewed experts and consulted stakeholders

Category

Organisation

Department/division

Name or Position

OFFICIALS FROM
GOVERNMENT
DEPARTMENTS

Department of Defense

Department of the
Treasury

Office of the Under
Secretary of Defense for
Acquisition, Technology
and Logistics (AT&L)

International Affairs
Bureau, Inward Investmer
Policy & Security

Lead officer for CFIUS reviews

Senior Advisor, Inward Investment Policy
ntSenior Policy Analyst

KEY INDUSTRIAL
COMPANIES

Finmeccanica North
America

Lockheed Martin

Washington Operations

President

Director, Federal Acquisition Policy

LEGAL EXPERTS &
DEFENCE INDUSTRY
ANALYSTS

Aspen Sutherland LLP

Covington & Burling LLP

Center for Strategic &
International Studies

Teal Group Corporation

Defense Industrial
Initiatives Group

Partner (Jeff Bialos (Jeff Bialos was author of EH@D-
sponsered studyortresses & Icebergs

Partner

Executive Director — International

INVESTMENT BANK
ANALYSTS & OTHERS

Charles River Associates

Aerospace, Defence &

Vice President

Security practice
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List of interviewed experts and consulted stakeholders

European organizations and EU institutions — Inteexwed experts

GOVERNMENT Permanent Representation Counsel for Armament
REPRESENTATION of France at the EU Deputy Counsel for Armaments
Counsel for Competition State Aid
EUROPEAN AGENCY EDA Industry and market Director
INDUSTRY AeroSpace and Defence Secretary General
ASSOCIATION Industries Association of
Europe

European organizations and EU institutions — Consedl stakeholders

INDUSTRY AeroSpace and Defence | Economic and Legal 12 Members of the ELC with representatives from BOF

ASSOCIATION Industries Association of | Committee (ELC) Finmeccanica, Thales, ASD, BAE Systems, EADS,
Europe Safrran, Alenia, Navantia, NIDV and SAAb

MEMBERS OF European Parliament SEDE Subcommittee onMember

EUROPEAN Security and Defence Member

PARLIAMENT

EU institutions

Former European Commissioner
Former official of DG MARKT, working on Transfer
Directive

LEGAL EXPERTS &
DEFENCE INDUSTRY
ANALYSTS

European Security Forum

Legal department

Author in the field of defence and procurement law
Founding Member, Former MEP
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comparison to the EUROCON study
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The 2008 European Defence Agency study entitledéLPlaying Field for European
Defence Industries: the Role of Ownership and leublid Practices” has some
limited overlap with the current study. Howevererth are considerable differences
with regards to the objectives, methodology, arlibgnce of the two studies.

The objective of the EDA study was to analyse thpdct of public ownership and
State aid polices of the participating Member State a “level playing field” for the
European defence industries. The emphasis wasrptlieoimpact of this ownership
and these policies on competition and industrygserance. Moreover, a particular
concern was the interconnection between public ostiye and public aid practices.
In contrast, as outlined in Volume 1 of this Reptine three main objectives of the
current study are (1) the examination of MemberteStagimes on the control of
defence assets and their actual examination, €)dintification of options for the
introduction of a European dimension in the contbbefence assets and to assess
the advantages and disadvantages of each identd@tdn, and (3) making

recommendations on the best option available t&tmamission.

The limited overlap is rooted in the fact that amse Member States public ownership
is still a prevalent means of controlling defensseds. However, as outlined in
Volume 1, the Member States have developed insmtsy@her than State ownership,
namely ‘golden shares’, mitigations, and regulgtitncontrol their defence assets.
While these alternative means of control potentidave an impact on a “level

playing field” and therefore also feature in theAEtudy, they are only related issues
in the context of an analysis of State ownership @ds. In contrast, the second main

element of the EDA study, State aids, is only atesl issue in the current study.

The entirely different points of departure of theotStudies are already clear from
their respective titles and reflect the differemtickgrounds of the institutions the
Studies are conducted for. Both focus on issuesvfach the other institution claims
competence. The EDA study looked at a “level plgyireld”, an EDA term for a

competitive “internal market” for armaments, andS#éate aids, both regimes of the
TFEU, subject to Article 346 TFEU. In contrast, tberrent study looks at State
control of strategic defence assets, an issue natil subject to exclusive Member
State control, potentially to intergovernmental rchioation, and possibly an

important obstacle for the establishment of anrmastemarket for defence goods and

services.
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The current study also differs from the 2008 stulyits methodology and with
regards to its second task of identifying optioos the introduction of a European
dimension of the control of defence assets. Therled also a reflection of the wider
range of competences of the Commission in the aeleareas.

Read together the two studies could provide a cerappicture of important
remaining obstacles for creation of a competitiverdpean defence equipment
market, covering the competences and tasks of &M\ and the European
Commission.
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