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Over the last eighteen months, U.S. 
government contractors have 

become attractive targets for interna-
tional investors seeking to diversify their 
holdings and exploit the historically low 
exchange rate. The statistics speak for 
themselves: total merger and acquisition 
(“M&A”) activity in the aerospace and 
defense market increased by 5.5 percent 
between 2006 and 2007, while the 
level of foreign investment in the U.S. 
sector rose by 460 percent.1  European 
and Middle Eastern firms invested $8.4 
billion in U.S. companies during 2007, 
a sharp increase over their $1.5 billion 
the prior year. 2  Many financial analysts 
predict the level of foreign corporate 
investment in the U.S. market will 
continue to grow through mid-2009.3  
At the same time, government services 
industries have also become an attractive 
target for private equity funds, which 

are responsible for an increasing number 
of transactions in this space, and which 
often rely on foreign capital.4 

As foreign capital flows into the U.S. 
defense sector directly through foreign 
companies or indirectly through invest-

ment funds, the federal government’s 
requirements on foreign ownership, 
control, and influence (“FOCI”) have 
taken on new significance. Only U.S. 
entities are eligible to receive a facility 
security clearance allowing access to clas-
sified or sensitive materials.5 If a corpo-
rate recapitalization, merger, acquisition, 
or other transaction causes a cleared 
contractor to be under FOCI, the 
government will invalidate the clearance 
and terminate the company’s classified 
contracts unless appropriate safeguards 
are in place to protect the information.6   
Many investors do not realize that even 
as little as a 5 percent indirect foreign 
ownership interest requires that steps 
be taken to mitigate the FOCI. Thus, 
both foreign companies and even U.S. 
investment funds that rely on foreign 
capital should be mindful of the ap-
plicable requirements so that the target’s 
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ability to continue its existing classified 
business is not jeopardized.

Various FOCI mitigation approaches 
are available, depending on the level 
of foreign ownership or control. For 
example, foreign investments of less 
than 5 percent may be mitigated rather 
simply through Board of Directors reso-
lutions, so long as the entity does not 
have the ability to appoint members to 
the cleared company’s Board. However, 
when a foreign entity has greater than a 
5 percent ownership interest or has the 
power—direct or indirect—to control or 
influence the cleared company’s opera-
tions, additional mitigation steps may be 
required.  For example, a foreign entity 
may be required to enter into a Special 
Security Agreement under which, 
among other things, it agrees to appoint 
to its Board three independent Directors 
who are cleared U.S. citizens and to 
delegate responsibility for the classified 
business to those Directors. In a proxy 
or voting trust agreement, the foreign 
parent must relinquish control over the 
company’s operations to three indepen-
dent proxy-holders or trustees who are 
cleared U.S. citizens. In both situations 
mandatory information technology and 
visitation policies are required to ensure 
that the foreign parent does not have 
access to classified information or the 
ability to influence the performance of 
the classified business.7   

In addition to the need to mitigate 
FOCI, cleared companies—and their 
foreign parents—are subject to various 
reporting requirements, as well as audits 
by the Defense Security Service or other 
cognizant federal agency. The additional 
public scrutiny sometimes comes as a 
surprise to U.S. private equity funds that 
regularly partner with foreign entities, 
including banks, insurance companies, 

and high net worth individuals, to offset 
the reduction in available domestic 
credit. Most fund managers, who zeal-
ously guard the confidentiality of their 
financial information,8 find themselves 
required to disclose significant informa-
tion in order to demonstrate the absence 
of foreign control. 

Specifically, companies must disclose: 

(i) all foreign ownership in excess of 
5 percent; 

(ii) whether they own 10 percent or 
more of any foreign entity; 

(iii) whether the key management 
personnel and board of directors are 
U.S. citizens; (iv) the ability of foreign 
interests to appoint personnel or 
influence corporate operations; (v) any 
foreign contracts or agreements; 

(vi) indebtedness to foreign interests; 
(vii) 5 percent or more revenue from 

a single foreign person or 30 percent of 
revenue from foreign sources; 

(viii) whether greater than 10 percent 
of the corporate securities are held 
under a “street name;” (ix) any foreign 
relationships involving key management 
personnel and directors; and 

(x) all other information illustrating 
foreign control.9 

The amount of confidential infor-
mation that must be disclosed to the 
government during a security review is 
one of several issues that investors need 
to consider when pursuing a cleared 
U.S. government contractor. If a private 
equity fund, for example, purchases a 
controlling interest in a company, the 
contractor’s “Certificate Pertaining to 
Foreign Interests” must disclose if any 
of the private equity fund’s investors, 
including foreign limited partners, have 
a 5 percent interest in the fund even if 
the ownership is through one or more 

U.S. subsidiaries or affiliates. Private  
equity funds also need to review their 
formation documents to determine what 
powers foreign investors have to influ-
ence the cleared company’s operations, 
through approval of decision-making 
or otherwise. Additionally, the appoint-
ment of key management personnel 
and directors can also be an issue as any 
foreign citizens must be excluded from 
access to classified information.

Given these issues, the secret to 
successful investment in, or acquisition 
of, a company that does classified work 
is to make sure that the target’s classified 
business and potential FOCI issues are 
considered early in the diligence process. 
When there are FOCI issues, both the 
buyers and the sellers should understand 
the business options, and risks associated 
with possible mitigation approaches 
and be prepared to undertake the time 
and expense of putting in place mitiga-
tion plans that will be acceptable to the 
government.
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