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Overview

New rules have been proposed for the notice process under the Committee
on Foreign Investment in the U.S. (CFIUS) that must occur if acquisitions or
other transactions in U.S. firms result in control by foreign entities that could
threaten national security. The rules respond to growing concern about
sovereign wealth funds and similar investors, especially their growing role in
financial-services firms. Although the proposal provides more certainty — for
example, with regard to when “control” might occur — the process is extensive
and could discourage some foreign transactions. It could also expose foreign
financial institutions to unanticipated risks related to loans made to U.S. entities.
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Impact

This proposal would implement significant changes made to the CFIUS

process in legislation enacted last year® in response to growing concern about
sovereign wealth funds (SWFs). It replaces current CFIUS rules (generally
implemented in 1988) in whole, doing so in part to add clarity on when
takeovers with positions of less than ostensible control will still require scrutiny.
This would reduce the degree to which investments that could pose national-
security concerns avoid CFIUS review because they are structured below the
current passivity threshold of ten percent, enhancing the protections many sought
in last year’s legislation.

However, bringing more transactions under CFIUS could also slow them
down, perhaps reducing SWF interest in such acquisitions. Several SWF major
investments in recent months have been in financial-services firms in urgent
need of new funds and any such delays might thus present particular concern in
this sector. However, advocates of the tighter approach to assessing passivity —
which is akin to the “indicia of control” approach used by the FRB — believe it
will insulate troubled financial firms from short-term capital that could pose
long-term risk to the U.S. financial system or economy.

In connection with its proposed approach to defining “control,” the
preamble to the rule notes that it is a “functional” standard that avoids a bright-
line test that emphasizes control, rather than reflecting the ability of a foreign
investor to influence a firm’s activities. Thus, a decision by an investor to
forebear use of any controlling authority conveyed with the transaction will not
insulate the acquisition from CFIUS review. Importantly, all investments will be
reviewed to ensure they are only for passive purposes, with no shelter proposed
for investments made by certain entities — e.g., state-owned pension funds —
usually deemed passive or for those executed through third-party asset managers,
which could provide protection from any effort by the direct investor to exert
control.

Among the other proposed changes is one that, as required by the new law,
would require certification of all information in CFIUS notices and follow-up
communications. This would create an additional burden to ensure that all
material is complete and truthful, a change that would enhance CFIUS review
even as it subjected participants and their advisors to enforcement actions under
a range of U.S. laws (some of which include criminal sanctions).

The new rules would continue current practice of making all requests for
CFIUS review voluntary. However, the process for encouraging prior review
would now become explicit, likely subjecting any transaction that did not afford
itself of the opportunity to more skeptical review should CFIUS exercise its right
to examine the transaction. Pre-notice consultation may also facilitate CFIUS

1 See Client Report CFIUS7, Financial Services Managemewtugust 9, 2007.
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review, speeding approval and thus offsetting some of the potential concern
created by the review of transactions below the current passivity threshold. The
preamble to the proposal expressly encourages pre-notice discussions and
provides confidentiality for information provided in them. However, the
proposal significantly expands the information required in voluntary notices
(much of which would likely be requested in pre-notice discussions). This will
not only subject these notices to considerable additional research, but also
provide CFIUS with more detail on issues such as all parent and affiliate entities
and the personal background of foreign participants in the transaction. Although
confidentiality would protect this information, its sensitivity — not to mention the
role of Congress in final CFIUS oversight — may make these aspects of the
process of concern to foreign entities and, perhaps, limit their interest in U.S.
transactions.

It remains unclear the degree to which financial-services transactions would
come under CFIUS. Current law requires consideration of any transaction
related to “critical infrastructure,” leaving this term undefined. The rule would
define this by finding that any entity is part of the nation’s critical infrastructure
if the entity’s destruction would have a “debilitating impact on national
security.” This remains a subjective judgment, but would almost certainly
require CFIUS review of any transaction that created the potential for control as
now defined for large financial entities with a significant role in the nation’s
payment system or those that, if destroyed, would create systemic risk. It would
appear that smaller firms would, however, not come under CFIUS unless
participants in the transaction sought to ensure the acquisition through voluntary
review as discussed above.

Another issue specific to financial institutions is the degree to which foreign
firms could be deemed to assume control by virtue of ordinary financial-services
activities. The proposal addresses this by making clear that, for example,
securities held in the course of an underwriting do not convey control, nor would
lending do so. However, control could well be deemed to occur — and notice
thus be required — if borrower default transfers ownership to a lender or loan
syndicate. This could complicate loan work-outs and even endanger recoveries.
As a result, loan documentation going forward for foreign lenders may need to
be revised to anticipate this new risk. As long-term leases would now be
deemed potentially covered transactions, all financial institutions active in this
area would also need to review their procedures and transaction structures.

Federal Financial Analytics, Inc.
1121 14" Street, N.W., Washington, D.C. 20005
Phone: (202) 589-0880 Fax: (202) 589-0423
E-mail: info@fedfin.com Web Site: www.fedfin.com

©2008. All rights rese rved.



Review of Foreign Transactions
Federal Financial Analytics FSM for May 7, 2008

What 6s Next

The proposal was published on April 23, with comments due by June 9.
Treasury held a public meeting on May 2 at which comments on the proposal
were voiced, although the Department did not provide its views on any of the
opinions expressed at that time. In addition to the proposal, the Committee is
preparing guidance on topics such as the type of information companies could
provide to facilitate review.

Congress has had a strong interest in the CFIUS process based on the initial
issues raised in the new law and subsequent financial-industry transactions. At a
series of recent hearings,2 Congress has pressed for tough control standards
along the lines of those proposed here. It is, however, also looking at the need to
revise banking and securities laws to address issues specific to these industries.
The Administration has also focused on SWFs, working with international
groups to craft a set of best practices that address some of the issues in the
CFIUS proposal.

Analysis

T he rules discussed below would apply to all covered transactions after the
rule’s effective date. The proposal notes that any transaction designed to evade
the CFIUS process (providing examples of how this might be done) will still
come under it as applicable.

A. Definitions

Key definitions in the rule include:

o certification, which means a written statement from a CEO or other
senior officer (not just outside counsel) attesting to the fact that the
application is in full compliance with the procedural requirements and
is accurate and complete;

e control, which would mean the ability, either directly or indirectly and
whether or not exercised, to determine or direct important matters
(e.g., asset transfer, merger or dissolution, changes in research or
production, major expenditures or investments, budget or dividend
approval, selection of new business lines, treatment of non-public
information, appointment or dismissal of officers or personnel with
access to proprietary or secret information, and appointment or
dismissal of directors). In determining control, CFIUS will also look

2 See Client Reports in the SWF series.
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at the degree to which the parties seeking approval could act in
concert with others that might result in controlling influence. The
proposal does, however, detail minority-shareholder protections that
would not on their own result in a determination of control, with the
panel willing also to consider other minority protections on a case-by-
case basis;

e covered transaction, which includes those that could result in transfer
of interest in a U.S. entity to a foreign one that could result in foreign
control;

e critical infrastructure, which would be systems or assets so vital to the
U.S. that their destruction would have a debilitating impact on
national security;

o critical technology, which would mean certain defense articles, those
covered by export controls, certain nuclear equipment, and select
agents or toxins;

e entity, which would mean a business or related assets regardless of the
manner in which they are organized;

o foreign entity, which would cover foreign parties regardless of their
form of organization if foreign persons directly or indirectly own
more than a fifty percent share. Foreign government is similarly
broadly defined to include an array of entities and persons, including
individuals holding non-elected office under described circumstances,
with the term “foreign person” also defined broadly;

e solely for the purpose of investment would mean no plan or intent to
exercise control, does not have or develop a purpose other than
investment and does not take any action contrary to this purpose; and

e transaction, which would be more broadly defined than under current
rules (which are generally limited to acquisitions) also to cover
transactions with convertible shares, joint ventures and certain long-
term leases.

B. Coverage

Based on the definitions above, the proposal includes a detailed discussion
of when transactions are or are not “covered” and thus subject to CFIUS review,
basically determining this on when a foreign entity could assume control over a
U.S. business.

Absent any facts to the contrary, the following would not be covered:

o stock splits or pro-rata dividends that do not involve a change in
control,
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e an acquisition of convertible voting instruments without control;
e acquisitions of ten percent or less solely for investment purposes;
e acquisition of assets in the U.S. that are not a “U.S. business”;

e acquisition of securities in the course of ordinary underwriting;

e acquisitions in the ordinary course of insurance contracts; and

e acquisitions in connection with a loan unless control is conveyed. If
borrower default could leave a lender in a controlling position, then
notice would be required (with CFIUS in such cases considering the
degree to which the lender has de facto control). Default-related
control will generally not occur in syndicated loans if stipulated
conditions are met.

C. Notice

The proposal details how voluntary notices are to be filed and how CFIUS
or agencies within it may request review of a transaction. Agencies may not
request CFIUS review for transactions three years after consummation unless
Treasury concurs that review is warranted. As noted, participants are advised to
discuss transaction issues with CFIUS staff in advance of filing a notice and to
file voluntarily whenever appropriate. The proposal also provides a detailed
discussion of information that must be included in notices and how this
information is to be certified. Notices would need to include, among other
items:

e transaction structure, purpose and details;

e details on the foreign acquirer and all parents, affiliates and other
related entities;

e details on all financial institutions involved in the transaction;
o the business of the U.S. venture and its direct competitors;
e sensitive technologies, government relationships and similar matters;

e ownership details and related agreements, including any contingent
rights resulting from financing;

e biographical information on all foreign nationals involved in the
transaction and key personnel in a parent concern; and

o copies of all relevant transaction documents.

D. Process

The proposal details how CFIUS will consider notices and what would be
required in the event of requests for follow-up information, findings of material
misrepresentations and similar matters.

©2008, Federal Financial Analytics, Inc.



Review of Foreign Transactions
Federal Financial Analytics FSM for May 7, 2008

E. Penalties

Consistent with the new law, the rule details the significant penalties that
would apply if intentional or grossly-negligent material misstatements or other
failures to comply are made in the notice process. Civil money penalties would
be as much as $250,000 per violation, in addition to any other damages that may
apply.
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