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ETUDE DROIT BANCAIRE ET FINANCIER

FOREIGN INVESTMENTS

The consolidation of the defence sector in Europe will come. The recent adoption
by the french parliament of the Macron draft bill privatazing the french group
Nexter Systems in view of its partnership with the german group KMW is a sym-
bol. Beyond political stakes, mergers and strategic alliances in the defence in-
dustry present some legal specifics. Such specifics pertain in particular to the
specific nature of the activities falling under national defence interests, the requi-
rement to obtain certain permits or licences to conduct defence activities, which
may be challenged in case of a change of control, and the characteristic of the
contracts executed by defence groups, especially when co-contractors are public
bodies, such as ministries of defence. This article aims to provide an overview of
the legal framework of investments in the defence sector in France, the United
Kingdom and Germany.
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¥ Pailleret, Douglas Bryden i Du'c to several factors, in parhculm: relating t(? -thc
A and Burghard Hildebrand reduction of defence budgets and the high competition
between national defence groups, the consolidation
of the defence sector will come, especially in Europel,
There are some forerunners. In 2012, there has been
the merger attempt between BAE Systems and EADS/
Airbus group. More recently, in France, the Parliament
has adopted a draft bill privatising the French group
Nexter Systems in view of its partnership with the Ger-

1 Sce in particulor 2014 Reponi to Parliament on Fronch arms
exports, French Ministry of Defence, August 2014 and the Livre
blane sur la défense nationale, 2013.

LA SEMAING JURICNCUE - EMNTREPRIGE BT ARFAIRES N 27 2 JUILLET S0 &



VIMENMTAIRES AFFAIRES

man group Krauss-Maflei Wegmann (KMW) to create a lea-
ding European player in the land defence sector.? Also, BAE
Systems and Dassault Aviation entered into a partnership with
the UK and French governments to create new generation of
unmanned jet®.

Beyond political stakes, such mergers and strategic alliances
present some legal specifics. Such specifics pertain in particular
to (i) the specific nature of the activities falling under national
defenice interests, which may require the adoption of a parti-
cular regime for foreign investments in defence scctor, (i) the
requirement to obtain certain permits or licences to conduct
defence activities, which may be challenged in case of a change
of control, and (iii) the characteristic of the contracts executed
by defence groups, cspecially when co-contractors are public
badies, such as ministries of defence.

As a consequence, any investor wishing to acquire an interest or
partner with a defence group may face regulatory constraints.
These constraints will essentially depend on the precise activi-
ties of the concerned defence group, the jurisdictions in which
these activities are carried out and the nationality of the investor.
This article aims to provide an overview of the legal framework
of investments in the defence sector in France, the United
Kingdom and Germany.

- PFrench law is, unsurprisingly, quite strict. The control im-
plemented by public suthorities is carried out at several levels.
Thus, some acquisitions, even of a mnority intercst, may re-
quire the prior approval of the French Ministry of the Economy,
Furthermore, public authorities are also likcly to withdraw cer-
tain permits or licences required to conduct defence activities
in case of a change of control of defence groups. Lastly, public
procurement contracts regulations cnable public co-cuntrac-
tors to early terminate contracts for any reason of “public inte-
rests”, which could include a chanye of contrul of the private
co-contractor.

On the contrary, investments in the UK defence sector are Jess
regulated than in France. Moreover, such regulation does not
derive from statutory provisions.

Finally, the legal framework of foreign investments in the Ger-
man defence sector is akin to the French one: such investments
are subject to strict official control. The trigger for adoption of
this legislation was the takeover of the Howaldtswerke Deutsche
Werft AG group (HDW - construction of conventional subma-
rines) by US financial investor One Equity Partners in 2002 -
transaction that the German government was unable to exert
any influence on at the time.

2 Article 47-1 of the drafi bill “pour la croissance, I'activité ¢t 'egalité des
chances économiques” authorising the transfer fo the private sector ol
the majonity of the share capital of the Groupement Industriel des Arme-
menls Terrestres (GIAT) und its subsidiaries,

3 Such program also include Rolls Royce, Selex ES (a company of the
Finmeccanica group), Safran and Thales.

We will address, in order, the French (1), the UK (2) and the
German (3) legal frameworks of investments in the defence
sector,

1. Legal framework of foreign
investments in the French defence
sector — the protection of national
defence interests

A. - The prior approval of the French
Ministry of the Economy required even for
the acquisition of minority stakes

+ - What foreign investments are subject to prior approval.
- In order to be subject to the prior approval of the French
Ministry of the kconomy, investments must qualify as “foreign
investment” and relate to a “sensitive” activity, according to the
criteria defined by the French Monetary and Financial Code
(CME).

More specifically, the prior authorisation regime depends on
the origin of the investor (EU* or non-EU), as this determines
both (i) the scope of the operations considered as “foreign in-
vestments” and (ii) the list of “sensitive activities”. The regula-
tions arc more restrictive for a non-EU investor.

Investments by a non-EU investor qualify as forcign invest-
ments if they correspond with the following operations (a) the
acquisition of control, within the meaning of article L. 233-3
of the French Commercial Code, of an “entreprise” that has its
registered office in France, (b) the acquisition of all or part of
a line of business of a company that has jts registered office in
France, or (c) the acquisition of more than 33.33% of the sharcs
or voting rights of a company that has its registered office in
France.

For an EU investor, only investments under (a) or (b) above
qualify as foreign investments.

The list of sensitive activities applicable for EU and non-EU
investors is detailed by the French Monctary and Financial
Codc (FMFC, art. L. 151-3 and the implementing provisions ;
FMFC, art. R, 153-1 and seq.)5. Not only military activitics are

4 TLupal entitics that have their registered offices in a Member Stule of the
luropran Lconomic Area that has signed an administrative cooperation
ugrecment with Frunce with respect 1o certain tax matters are assimilaled
I:U investors for the purposes of the foreign investmient regime,

The term “enterprisc” is not defined by the French Commercial Code.
The EU Council defines it as the “transfer of an vconomic entity which
retns its identity, meaning an orpanised grouping of rosources which
has the objective of pursuing an economic activity, whether or not that
activity is central or ancillary” (Council dir, 77/187/FEC. 14 febr, 1977).
6 It s reminded that the list of sensitive activitics not relating to the de-
fence sector hus recently been extended by governmental deerec n°2014-
479 dated 14 May 2014, which refers to activities in anvas such as energy,
water, transport, health and telecommunications.
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the French Ministry of
Economy is required

considered “sensitive’, but also
activities pertaining to “dual-
use” equipment?, such as equip-
ment relating to the security of
information systems.

4 In what situations can a foreign investment consisting in
the acquisition of a minority shareholding in a defence group
be subject to prior approval? - Therc are at least three situations
pursuant to the regulations relating to foreign investments pro-
vided by the CME Firstly, as indicated above, where the acquisi-
tion by a non-EU investor consists in a 33.33% (or more) sha-
reholding or voting rights in a company that has its registered
office in Francc®,

Secondly, where the acquisition of a minority sharcholding
grants the foreign investor (whether EU or non-EU) “joint-
control” over the target company. A minority shareholder will
be considered to jointly control another company when it holds
veto rights on the strategic decisions of this company, e.g. the
approval of the business plan, the appointment of the mana-
gement, or other strategic decisions given the activities of the
company concerned®. On the contrary. if the governance rights
only aim at protecting the value of its investment, the forcign
investor will not be considered as jointly-controlling the targey
company.

Thirdly, it can also be the case where a foreign investor (whether
EU or non-EU) acquires a minority interest in a partnership
having no share capital governed by French faw.

Partnerships in the defence sector can be organized under Eco-
nomic Interest Grouping (Groupement d’Intérét Economigue
or GIE)'C,

The French Administration considered, under the previous
regulations on foreign investments, that the acquisition of a
minority interest in a GIE having no share capital could qualify
as a foreign investment!l. This analysis could still be relevant as

7 Dual-usc items are goods, software or technology normally used for
civibun purposes but which may have military applications. Fer a com-
plete definition of dual-use items, see Articles 2 and 4 and Appendix 1 of
Regulation (FC) No 428/2009.

8 On the face of t, such an acquisitm, if it was completed by an EU inws-
tor, would not be submitted to prior approval, except where it constitutes
a takeover of the target company within the meamny of article L. 233-3
of the French commercial Code(sec above the definition of "control”).

9 Vrench Conseil dFtal, 20 Oct. 2004, u° 260598 : JurisData n® 2004-
067542, - Yrench Consvil d'Frat, 6 july 2007, u° 283319 : Juns-Dawn
n® 2007-072117. - French Cass. Com., 29 june 2010 n° 09-16.112 : Jn-
ris-Data n® 2010-010642 ; JCP k 2010, 1778. - P. Kasparian, L control
conjoini : Joly Edinans, 2014

10 In light of its purpose, which is to “facilitate or develop the economic
activity of its members and 10 improve or increase the results of this
activity” pursuant to Article L 251-1 of the French Commercial Code,
the legal form of the GIE is well adapted to partnerships in the defence
sector. Airbus Industric (1970}, Euromissile GIE (1980) and Hurosam
GI1. (1989) formerly existed under the GIE structure.

}1 Ministeriol response to QE n® 23681, JOAN Q. 14 nov. 1983 p, 4883,
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even for the acquisition
of minority stakes in the
defence sector

the FMFC defines investments

as taking control over an “entre-
prise” (and not only companics
haviny sharc capital).

5 Could the French Adminis-
tration apply other criteria to submit an investment to prior
approval ?

French regulations provide that some forcign investments
not subject to prior approval must be declared to the French
Ministry of the Economy. According to these regulations, the
granting of material financing or guarantecs or the purchasc
of patents or licences can qualify as a “de facto” control!2, It
is not excluded that French regulations change such that “de
facto™ takeover of a defence group be subject to a prior approval
procedure,

Finally, other grounds, not specific to the regulations relating
to foreign investments, may require prior approval from the
French Ministry of the Economy. It is the case where the French
State holds a Golden Share, as it is the case for the Thalés group.
This Golden Share comes with specific rights, such as the pos-
sibility for the French Ministry of the Economy to approve or
refuse any increase of direct or indirect sharcholding in Thales,
as from 10% of the sharc capital or voting rights.

It is important to note that the draft bill for growth, activity and
equality of economic opportunities provides for the reinforce-
ment of the rights attached to Golden Shares (article 44). Hence-
forth, for transactions requiring the approval of the French Mi-
nistry of the Economy, a specific threshold may be determined
for acquisitions of stakes by foreign investors or under foreign
control acting alone or jointly. The approval shall not be denied
unless the transaction is likely to compromise France essential
interests that justified the creation of the Golden Share.

As a consequence, any foreign investor contemplating acqui-
ring or partnering with a defence group in France should, in the
event of doubt concerning the applicable procedure (approval
or declaration), seek confirmation from the French Administra-
tion. A ruling procedure is available for this purposc.

B - The withdrawal of permits and licences
required to carry out defence activities

in the event of a change of control of

the defence group in favour of a foreign
investor

6 The withdrawal of the permit to manufacture and sell war
materials if the nationality condition is not met. - Since a decree
dated 30 July 2013, the French Defence Code classifies defence

12 This approach was even expressed by a circular dated 15 January 1990
adopted for the implementation of decree n®89-938 relating to foreign
investment, as abrogated in 2003,
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products into 4 categories according to their level of danger,
ranging from “A" (war materials and other weapons that nobo-
dy may purchase or hold) to “D" (weapons that are subject to
registration and other weapons which may be frecly purchased
or held).

The manufacture or sale of cutegory A or B defence products
can only be carried out by companies having obtained autho-
risation from the French Ministry of Defence (French Defence
Code, art. L. 2332-1, I). The granting of this permit is subject
to certain prerequisites, including the French nationality of the
applicant company,

For applicant companies that are limited by shares (sociétés
par actions), the implementation regulations provide that the
majority of the share capital must be held by French natio-
nals or citizens of other EU or assimilated countries, and that
both the legal representutives and the members of their boards
shall be French nationals or citizens of other EU or assimilated
countries'3,

Any changes regarding the legal structure of the permit holder,
the nationality of its management or sharcholders and, in par-
ticular, any transfer of shares that is likely to transfer control of
the permit holder to foreign investors, must be notified imme-
diately to the Ministry of Defence, following which the Minister
may withdraw the permit}4.

The risk of withdrawal of licences relating to the importa-

tion and exportation of defence products. - The legal regime
applicable to the importation wnd exportation of war materials
and assimilated materials, in force since 2014, depends on the
countries of arigin and the destination countries for such mate-
rials, EU or non-FU countries.
The general principle is that importations of war materials in
France from non-EU countrics, or cxportations from France
to non-EU countries, as well as transfers within the EU, are
subject to the relevant compuny holding a licence. Such licence
is granted by the Ministry of Customs for importations from
non-EU countries and by the Ministry of Defence for exporta-
tions to non-EU countries and transfers hetween EU countries.
In principle, the granting of such licences is not conditional
on the nationality of the applicant, as the objective is more to
control the countries of origin or the destination countries of
such war materials than it is to control the nationality of the
importer or exporter.

13 Deeree n® 2013-700, 30 july. 2013, art, 73 11 (b), implementing 1., n° 2012-
304, 6 march 2012, « relative a {'établissetnont d'un contrdle des arms
moderne, simplifié ot préventsf » : JO 2 noit 2013, p. 13194, - For defence
products pertaining to the category "A2" (war materials), the nationality
crteria 15 even limited to French nationals,

14 Decree dated 30 July 2013, previously mentioned, art. 80 and 81,

However, the French Administration may impose at its sole dis-
cretion conditions when delivering these licences which, if no
longer satisfied, may result in the licence being withdrawn!®,
Morcover, exportation of war materials licences can be with-
drawn for reasons relating to France’s international underta-
kings, or to protect nationul security interests, public order, or
public security (French Defence Code, art L. 2335-4)

C. - The risk of early termination of defence
public procurement contracts for reasons of
public interest

# - Defence public procurement contracts, such as those with
the “Direction Générale de I'Armement” (DGA) may contain
provisions, which impose, in cuse of change of control, to no-
tify the public entity or to obtain from the public entity a prior
authorization.

In the frame of defence public procurement contracts, the
public entity may impose the application of General Adminis-
trative Terms (Cahier des clauses administratives generales)!®,
which shall be read in conjunction with the Particular Admi-
nistrative Terms, specific to the given public procurement, and
which derogate to the General Administrative Terms.

For instance, the General Administrative Terms Applicuble to
Trench Industrial Public Contracts (Marchés publics industriels)
provide the obligation for the co-contractor to notify the public
entity of certain facts or matters occurring during the perfor-
mance of the public contract, which do not make reference to
the occurrence of any change of control of the co-contractor,
However, in a comment under Article 3.4.2, the seid General
Administrative Terms state that the Particular Administrative
Terms can include the obligation to notify information relating
to the sharchelding, the persons or groups which control the
private co-contractor, or the group to which such co-contractor
belongs to, “especially for certain defence public procurements
concerned by restrictive provisions in terms of involvement of
Joreign companies or companies controlled by foreign groups”.
Then, pursuant to the said General Administrative Terms, the
French Administration may terminate the agreement for rea-

15 The same principle applivs to “dual- use™ licences which, in principle, are
not subject to nationality conditions. However, certain licences may be
subject to specific conditions contained in the licence itself, which may
refate to the identity or the nationality of the controlling sharcholder of
the licenee holder.

16 There are different General Administrative Terms, which may apply
depending on the noture of the public procurement = industrial public
procuremenls, day-to-day supply and service public procurements,
intellectual performance public procurements, public work contracis
and information and communication technologies public procuremenis
("Marchés publics industriels’, "Marches de fournttures covranics et ser-
vices', "Marchés publics de prestations intellectuclles”, *Marchés publics
de travaux” and " Marches publics de techniques de 'information et de la
communication”).

LA SEMAINE JURIDICIUE




ENTAIES AFFAIRES 1332

UK continues to take
a more « laissez faire »
approach on foreign

sons of “public interest”, to pro-
tect national defence interests??,
Also, even in the absence of
change of control provision or
application of the said Gencral Administrative Terms, the pu-
blic entity is also, as a matter of general administrative law prin-
ciples, entitled to terminate the contract for reasons of *public
interest” (résiliation pour motif d'intérét général)'®,

Indeed, case law considers that a change of control of a contrac-
tor could motivate a termination of the public procurement
contract by the public entity if the change of contral ¢ntails a
conflict of interest!s.

2. Foreign investment in the UK
defence sector - an unregulated
practice?

9 - Against a backdrop of ever more frequent calls for govern-
ments to impose tighter controls on foreign investment in the
defence sector, the UK continues to take a more laissez faire
approach.

This approach has encouraged growth in the defence scctor, as
an examination of the proportion of large defence companies
located in the UK displays 2, In the period 2007-2009 over half
of the total acquisitions of EU based arms producing compo-
nies involved or were in relation to UK based or incorporated
defence sector companies?!.

The ‘Defence Growth Partnership’, a public-private body tas-
ked with the development of the defence sector in the UK, has
recently stated that “as defence spending in some markets sta-
bilizes or decreases and other markets expand and emerge, the
UK Defence Industry needs to enhance its competitiveness™2.
The government has identified foreign investments in the de-
fence sector as a key driver to achicve this goal®,

17 Cahier des clauses administratives géncralvs applicnbles aux marches py-
blics indusiricls, art. 29,

18 Termination for reasons of general interest involves full compensation
bring granted to the contractor.

19 French Consull d’Eten, n° 126594, 31 July 1996, Sociéte dus telipheriques du
Mont-Blan,.

20 More than 10 per cent of the top 100 defence companies in the world
are located in the UK, and a further 20 have significant operations in the
country — JCD Rescarch 'The UK Defence Industry — Market Opportium-
ties and Entry Strategies, Analyses and Forveasts 1o 2017, fob. 2012 p, 18,

21 D. Fiott, Safeguarding the EDTIB: the Case for Supervisiug non-FU FDI
in the Defence Sector, Fgmont Royal Institute for International Relations,
Deceniber 2012, p. 3.

22 Defence Growth Portnership ‘Deliverning Growth — Implementing the Stm-
tegic Vision for the UK Defence Sector, July 2014, p. 9.

23 'The Kay Revicw of UK Fquity Markets and Long-Term Decisan Making'
HC 603 (2013) p.A7 ~ “Inward investment by foreign compamies can bene-
Jit the UK, bringing in uew ideas, technologics and skills, sttmulating pro-
ductivity and growth in UK business and opemng up markets for trade.

investments in the
defence sector

A. - The legislative
structure

10 As a general rule, and in
contrast to the position in France or Germany, there are no
legal provisions in the UK governing foreign investment in the
deferice scctor. This means that foreign investors are able to
acquire a UK incorporated company (or form a subsidiary in a
UK incorporated company) with the same relative ease enjoyed
by companies incorporated in the UK,

Although there is no over-arching legislation restricting forcign
investment in the UK generally, in the defence sector (amongst
others), certain restrictions may be imposed. The UK follows
what is referred to as ‘The Review Model'?, whereby acquisi-
tions of companies , where they give rise to certain specified
public interest considerations, may be subject to review by cur-
tain government ministries. The most relevant public interest
considerations in the defence sector are in relation to national
security?,

Specifically, under the Emerprisc Act 2002, the UK government
may intervene, at any point in the takeover/merger process,
where:

-it believes that the investment opportunity is one of impor-
tance and relevance to national security;

-one of the parties involved in the transaction is carrying out
activities in the UK; and

-the contemplated investment is in relation 10 a company which
is or has been privy to clussified information?.

Pursuant to EU Treaty?8, the UK government is not obliged to
disclose the grounds for intervention where the ‘public interest’
criteria is invoked?,

Attractnig imvestment to the UK from around the world is a vital clement of
the Gowermnent's strategy to cusure sustamable loug term growth”.

24 Notwithstanding this, forvign and UK mvestors are both subject lo va-
rious monopoly and merger rules.

25 Op. Cit. fn 20 above at p.5.

26 For further information, sce Y. Aubin and A. Idiart, "Export Control Law
and Regudations Hamlbook; A Practical Quide to Militury and Dunl Use
Goods Trade Restrictions and Conpliance, Kuwer Law, 2 Fd., 2011 p. I6.

27 Section 42(2) Enterprise Act 2002 : “The Secretary of State may give a no-
tice to the OFT (Office of Fair Trading) if he beheves thut ot 1s or nay be the
cuse that one or more public intercst consideration (as specified i scction
58) 15 relevant to a consideration of the special merger sitnation concernad”.
For the purposes of the Fnterprise Act 2002 (2002, c.40), ‘public intercst’
includes ‘the interests of I secarity (includi ) public sceurity’ os
outlined in section 58(2) of the Enterprise Act 2002, The legislation notes
that ‘ptbihe security’ has the same meaning as in Art. 2J(4) of Conncil
Regnlation No. 139/2004 on the control of concentritions between inder-
takings (the EC Mcrger Regulation),

28 Treaty on the Functiening of the European Union, 2012/C 326/01, art, 346.

29 For analysis of the inleraction between the "public interest’ intervention
and art. 346 TFEU, sce Case No.IV/M. 14348 British Acrospace/GEC Mar-
rom Of 1999 C.241/8,
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Notwithstanding the above, the provisions outlined arc - in
practice — scarcely used in relation to foreign investment in the
defence sector.

B. - Other non-statutory measures enabling
the control of foreign investments in the
defence sector

1 - Whilst, in contrast to France and Germany, there exist few
statutory restrictions on foreign investment in the defence in-
dustry, certain other non-statutory restrictions can exist which
may restrict forcign investment.

t2 - Corporate constitutional restrictions - Restrictions on the
level of foreign investments in a UK incorporated company
may be provided in the company's constitutional documents.
As, under UK company law, no foreign investment specific
restrictions exist on the drafting of an entity’s constitutional
documents®, this ‘softer’ non-legislative route has been used to
control foreign investment.

As an example, The Companies (Model Articles) Regulations
20083, outline three sets of ‘model’ form articles of associa-
tlon’? for UK incorporated companies. These apply as the de-
fault articles of association for companies incorporated under
Companies Act 2006, and do not contain any restrictions on
foreign investment??,

14 Golden Shares - The privatisation of a number of govern-
ment controlled companies, conducted in the 1980%, resulted 1n
the UK government fearing a loss of control over these former
"national treasures’. Accordingly, over the past thirty yean, the
UK government has purchased so-called ‘Golden Shares' in cer-
tain UK incorporated (newly privatized) companies, often for
nominal value (of £1 each).

The UK government currently holds golden shares in 24 com-
panies, with BAE Systems plc and Rolls-Royce Holdings plc re-
presented from the defence sector. This has meant that, despite
privatisation, the UK government has retained a powerful - and
often controlling - stake in the company in question.

The precise rights attached to the Golden Shares vary from
company to company however, as a general rule, these shares
provide the right to veto in the event of foreign investment. The
Golden Share typically grants the UK government a 15 per cent
sharcholding in the company, and consequentially the ability to
block any foreign investment.

30 Companies Act 2006 [2006, c.46].
3) 512008/322Y.

32 One'model’ furm for cach of (i) private companies limited by shares, (i)
private companies limited by guarantee, and (iif) pubhc companies.

33 11 1s importam to note that these ‘model’ articles can he amended in
favour of Tully bespoke articles of ussaciation, talored to the specific
requirements of the company in question.

In recent years, the European Commission hus challenged the
UK government's holding of golden shares in certain entities™,
In 2012, the UK Ministry of Defence agreed to modify the rights
attached to its golden share in the company QinctiQ ple, resul-
ting in it no longer being able to veto any (including foreign)
investment in the company*,

Ministry of Defence (MoD) Approval, - Where a defence
company, whether UK incorporated or otherwise, has ongoing
contractual relationships with the MoD, there is usually an in-
formal clearance process that is undertaken prior to any pro-
posed divestment or investment.

Although the current approval procedures are not publically
available, in practice, a defence compiny’s MaD ‘lisison offi-
cer’ would raisc the proposal with MoD in the first instunce to
obtain their initial view.

Notwithstanding the above statement, the MoD's powers to res-
trict and control the defence sector investment are broad and, as
noted above, are not limited by statute,

15 - Manufacturing, export and import of defence products
ander UK legislation

UK incorporated companics involved in the manufacture,
export and import of defence products are subject to nume-
rous regulations controlling these processes and shipments.In
relation to the above practice, companics are treated identically
regardless of whether their investor base is domestic or foreign.
Accordingly the granting of any rclevant licences depends on o
number of factors not connected to the nationality of the com-
pany shareholders.

3. Foreign investments in the German
defence sector

16 - In Germany, cross-border investments in defence compa-
nies are subject to extensive state control - unlike in the UK, The
Foreign Trade Act (Aufenwirtschaftsgesetz - AWG) in particular
and, indirectly, also the War Weapons Control Act (Kriegswaf-
Jenkontrollgeseiz - KrWaflG) as well as regulations issued on
the basis of these laws contain a number of provisions on the
control of foreign investments in the defence sector.

M Sec Commission of the Furopean Cormmunitivs v United Kingdon of Great
Britain and Northern Ireland CC-98/01 [2003-1-04641) - Rights attaching,
ta the United Kingdom's Special Share in BAA ple. Although not speci-
fically in the defence stctor the CJEU vbjected to the UK Government's
right to prevent the scquisition of move than 15% «f the voting shares
in the company (therchy objecting to the UK Government's right to pre-
vent FIX in BAA plc).

35 Additionally, in 2012, the UK Department for Business, Innovation ind
Skills agreed 1hiat its Golden Share 1n Rolls-Royce Holdings ple could be
amended in the event of shareholder approval.
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The acquisition of
German defence
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groups can be condi-

A. - Direct control of
foreign investments
the prior approval of
the Federal Ministry
for Economic Affairs

affairs

17 - Provisions of the AWG - Sec-

tion 5(3), sentence 1 AWG in conjunction with section 4(1),
no. 4 AWG allows for the restriction of the acquisition of Ger-
man companies that manufacture or develop war weapons or
other defence products, or for the restriction of the acquisition
of shares in such companies by non-EU buyers if these restric-
tions protect material security intcrests of the Federal Republic
of Germany.

) Provisions of the Foreign Trade Ordinance
(Auflenwirtschaftsverordnung - AWV), - The AWV sets forth
the details in this respect.

According to section 55(1) AWV, orders restricting the general
acquisition of German companies can be issued by the Federal
Ministry for Economic Affairs. This rmultisectoral review (i.c.
applying not only to the defence sector) presupposes that the
“public order or security of the Federal Republic” is impaired.
According to EC) case law this means, for example, the main-
tenance of state institutions, central public services and infras-
tructure as well as the existence of the population, This could
also be relevant for the defence sector.

In addition, section 60(1) AWV provides for a sector-specific re-
view for the defence industry in particular which can be initia-
ted by the Federal Ministry for Economic Affairs. This includes
companies that manufacture or develop goods within the mea-
ning of Part B of the War Weapons List {annex to the KrwWfiG)37
or specially constructed engines or transmissions to power
battle tanks or other armoured military tracked vehicles?,

The object of the review procedure pursuant to section 60(1)
AWV is to determine whether the relevant acquisition jeopar-
dises “material security interests of the Federal Republic of
Germany".

This concept has already been specified under European law
based on Article 346(1) of the Treaty for the Functioning of the
European Union (TFEU), which allows for national restrictions
as an exception to European free movement of capital,
Therefore, each Member State can take such measures as it
considers necessary for the protection of its material security
interests insofar as they concern the production of arms, mu-
nitions and war material or the trade with such products, In

36 EC], judgement of 10 July 1984— C72/43 -, margin n® 34/35.
37 AWY, Section 60(1), n° 1.

3B AWY, Section 60(1), n". 2. - Yor example, missiles, guns, antomatic wea-
pons as well as ammunition and other material components arc specifi-
cally listed here.
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tioned upon the prior
approval of the Federal
Ministry for Economic

this case it was important for the
EC] that an assessment of the
notion must be based on objec-
tive - and not discriminatory
- criteria®,

These prerequisites are strict. In
addition to the specified requi-
rements according to European
law, another reason for this is to avoid discouraging foreign
investors40,

1 - Transactions covered by the restrictions. - According to
section 60(1) AWV in conjunction with section 56(1) AWV, the
Federal Ministry for Economic Affairs can intervene in the case
of an acquisition of a German company or of a (direct or indi-
rect) participation in such a company by a foreign party. This can
be done by means of an acquisition of cither the activities of a
company (assct deal) or of a (direct or indirect) participation in u
company (share deal).

In the case of an “asset deal’, to be governed by such regulation,
the acquirer must end up with the actual disposal and decision-
making powers in the overall business organisation®!.

In the case of a “share deal"’, to be covered by the restrictions, the
acquirer must have direct or indirect voting rights in the Ger-
man company totalling at least 25%. The spirit and purpose of
this percentage is that the acquirer then generally has a bloc-
king minority under German corporate law which he can use to
influence the company.

An “indirect participation” refers to shares in a company that,
in turn, has shares in a German defence company, For clarifi-
cation purposcs, section 56(3) AWV stipulates to this end that,
together, the acquirer and the intermediate company must hold
at least 25% of the voting rights. If the acquirer has concluded
an agreement on the joint exercise of voting rights with another
shareholder, the shareholding of such other sharcholder can be
aggregated to the sharcholding of the investor.

2 The review procedure, possible obligations and restric-
tions. - When it is a matter of a gencral multisectoral review
(i.c. not only concerning the acquisition of defence companies),
a review procedure can be instituted up to three months after
the signing of the contract (section 55(3), sentence 1 AVW). In
practice, for the sake of certainty, it is advisable to obtain a cer-
tificate of non-objection (section 58(1) AVW) from the Federal
Ministry for Economic Affairs.

39 ECJ, judgement of 14 March 2000 - C-54/99 Associntion Fglise de sciento-
logie de Paris, margin n° 17/18,

40 Hocke/Friedrich, AWG- Kowmentar, 181° update, 02/2015, section 3,
margin n° 5,

41 Cf. Hocke/Friedrich, AWG- Konmentar, 181" updale, 02/2015, section 7,
margin n°2),
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The process is different in the case of “sector-specific review
procedures” (i.e. relating to the acquisition of defence compa-
nies), however. Here the direct acquirer has a duty to report to
the authorities under section 60(3), sentence 1 AWV. In accor-
dance with section 62 in conjunction with section 57(1) AWV
the report must set out basic details concerning the acquisition
and the acquirer, as well as the domestic company being pur-
chased and the sectors it operates in.

Under section 62 AWV, at the end of its review, which must not
take more than one month, the Federal Ministry for Economic
Affairs can either prohibit the acquisition altogether (alterna-
tive 1) or impose restrictions (alternative 2). However, if the
transaction is not at odds with Germany’s material security
interests, or if the transaction is not a relevant foreign acqui-
sition, it will be given clearance in accordance with section 61,
sentence 1 AWV, Clearance is presumed if no review procedure
has been opened one month after delivery of the report.

A defence-related transaction that is completed without the
required licence is provisionally invalid pursuant to section
15(3) in conjunction with section 5(3) AWG. The transaction
becomes legally valid {with retroactive effect) only after the
licence has been granted.

Pursuant to section 13(2), no. 2(d) AWG the Federal Ministry
for Economic Affairs must take its decision in consultation with
the Foreign Office and the Federal Ministry of Defence. For-
mally, decisions of this kind are immediately enforceable admi-
nistrative acts, against which, pursuant to section 14(2) AWG,
objections and actions for avoidance have no suspensory effect.
If prohibitions are deemed by the courts to be unlawful, they
can sue the authorities for damages®2,

B. - Indirect control of foreign investments:
licences required for the activities of
defence companies

1 - Besides the discussed direct restrictions on the acquisition
of German defence companies by foreign investors, there are
other - indirect - controls, like in France, These controls do
not apply at the level of the acquisition process itself, but “one
level higher”, so ta speak, namely at the level of the licences that
defence companies require to conduct their business. If need
be, these licences can be revoked in the event of acquisition by
foreign investors.

22 Licences required for the manufacture and sale, etc. of de-
fence products under the KrWaffG

Under section 2 KrWaffG both the manufacture and the sale
of war weapons are subject 1o a licence issued by the Federal
Government, represented by the Federal Ministry for Economic

42 Epping, Lenz: Entschidigungsanspriiche bei behordlicher Versagung,
NVwZ 2005, 858.

Affairs and the Federal Office for Economic Affairs and Export
Control (BAFA). Putting war weapons into circulation, .e, ce-
ding actual control over them, is also subject to a licence.

In addition, any import/export/transit of war weapons into/out
offthrough the territory of the Federal Republic of Germany is
subject to a licence under scction 3(1), (2) KrWaffG, as are the
carriage of war weapons outside of German territory (section
4 KrWaffG) and the trade in war weapons outside of German
territory (section 4° KrWaffG).

Under section 6(2), no. 2 KrWaflG granting of such licence may
be refused, if, in particular, the applicant (in case of a legal entity
applying for the licence: its body or member of its body) is not
German or has its residence or place of customary abode out-
side Germany,

In addition, a licence will be automatically refused pursnant to
section 6(3), no. 3 KrWaffG if the foreign applicant does not
possess the requisite reliability to conduct the planned business.
Persons who “based on their character as manifested in their
overall behaviour, provide no guarantee that the business will be
duly and properly conducted” are deemed unreliable®s,

:1+ - Possibilities for revoking a licence in the event of acqui-
sition by foreign investors. - Under scction 7(1) KrWaffG a
licence may be revoked at any time.

Under section 7(2) KrWaflG a licence must be revoked if one
of the grounds for refusal listed in section 6(3) KrWaffG sub-
sequently becomes evident or comes about, unless the situation
is redressed within a deadline to be determined. This may be
the case, for instance, if, following the acquisition, the applicant
no longer meets the reliability test within the meaning of sec-
tion 6(3), no. 3 KrWaffG, i.e. if following the acquisition, cer-
tain decisions are made by the foreign investor which would be
inconsistent with the objectives of the KrwWaffG.

Revocation is the last resort, however. Exercising their discre-
tion, the authorities must at lcast consider issuing a licence sub-
ject to substantive limitations, for a limited period of time, or
with attached conditions. Based on the principle of proportio-
nality, these are softer mcans, so a prohibition would be unlaw-
ful if equally suitable conditions would be a possibility.

Under section 3(1) KrWaflG the holder of a licence has to be
granted reasonable compensation if it is revoked, but this does
not apply if the licence is revoked on the grounds that a forcign
applicant/licence holder docs nat/no longer meets the relia-
bility test (section 9(2), no. 2, section 7(2), section 6(3), no. 3
KrWaffG).

43 Federal Administrative Court, decision of 2 nov. 1994, 1 B 215/93, head-
note I,




C. - Premature termination of existing
procurement contracts in case of
acquisition of the contracting party by a
foreign investor?

24 - Contracts entered into by the Federal Ministry of Defence,
for example, with defence companics for the procurement of
defence equipment usually do not contain a change-of-control
clausc to cover the eventuality of acquisition by a foreign investor.
Given the far-reaching powers of intervention as regards the
acquisition itself, but also as regards the company-specific li-
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cences (sce above), a contractual provision of this kind is not
actually really necessary.

It should be noted here, however, that any public subsidies the
defence company may have received for research and develop-
ment could be clawed back if a foreign investor takes control, m

44 Cf, for example, section 16.3 of the “Auxiliary Terms and Conditions
for Funds Pravided by the Federal Ministry of Education and Research to
Commercial Companies for Rescarch and Development Projects on Cost
Basis (NKBF 98)".
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