PRATT’S GOVERNMENT
CONTRACTING LAW
REPORT

VOLUME 9 NUMBER 6 June 2023

195

198
203
Proposed Rule from U.S. Commerce Department on National Security
Guardrails for CHIPS Act Funding: Restrictions on China and Other Countries

of Concern 206
Maria Alejandra (Jana) del-Cerro, Byron R. Brown, Jeremy Iloulian and Kelsey Clinton

212

215

219

225

f(ﬁ° LexisNexis’



QUESTIONS ABOUT THIS PUBLICATION?

For questions about the Editorial Content appearing in these volumes or reprint permission,
please call or email:

Heidi A. LIitMan At ....ccocooeeininiieiineeieeeeeeeceee et 516-771-2169
Email: ..o heidi.a.litman @lexisnexis.com

For assistance with replacement pages, shipments, billing or other customer service matters,
please call:

Customer Services Department at . .. ...................... (800) 833-9844
Outside the United States and Canada, please call .. ............ (518) 487-3385
Fax Number . . . ... ... . (800) 828-8341
Customer Service Website . ... ............. http://www.lexisnexis.com/custserv/
For information on other Matthew Bender publications, please call

Your account Manager OF . . . . . v v vt v vt vt et e et (800) 223-1940
Outside the United States and Canada, please call . .. ............ (937) 247-0293

Library of Congress Card Number:
ISBN: 978-1-6328-2705-0 (print)
ISSN: 2688-7290

Cite this publication as:

[author name], [article title], [vol. no.] PRATT’S GOVERNMENT CONTRACTING LAW
REPORT [page number] (LexisNexis A.S. Pratt).

Michelle E. Litteken, GAO Holds NASA Exceeded Its Discretion in Protest of FSS Task
Order, 1 PRATT’S GOVERNMENT CONTRACTING LAW REPORT 30 (LexisNexis A.S.
Pratt)

Because the section you are citing may be revised in a later release, you may wish to
photocopy or print out the section for convenient future reference.

This publication is designed to provide authoritative information in regard to the subject matter covered.
It is sold with the understanding that the publisher is not engaged in rendering legal, accounting, or other
professional services. If legal advice or other expert assistance is required, the services of a competent
professional should be sought.

LexisNexis and the Knowledge Burst logo are registered trademarks of RELX Inc. Matthew Bender, the
Matthew Bender Flame Design, and A.S. Pratt are registered trademarks of Matthew Bender Properties
Inc.

Copyright © 2023 Matthew Bender & Company, Inc., a member of LexisNexis. All Rights Reserved.
Originally published in: 2017

No copyright is claimed by LexisNexis or Matthew Bender & Company, Inc., in the text of statutes,
regulations, and excerpts from court opinions quoted within this work. Permission to copy material may
be licensed for a fee from the Copyright Clearance Center, 222 Rosewood Drive, Danvers, Mass. 01923,
telephone (978) 750-8400.

Editorial Office
230 Park Ave., 7th Floor, New York, NY 10169 (800) 543-6862
www.lexisnexis.com

MATTHEW BENDER



Editor-in-Chief, Editor & Board
of Editors

EDITOR-IN-CHIEF
STEVEN A. MEYEROWITZ
President, Meyerowitz Communications Inc.

EDITOR
VICTORIA PRUSSEN SPEARS
Senior Vice President, Meyerowitz Communications Inc.

BOARD OF EDITORS
MARY BETH BOsco

Partner, Holland & Knight LLP

PABLO J. DAVIS
Of Counsel, Dinsmore & Shohl LLP

MERLE M. DELANCEY JR.
Partner, Blank Rome LLP

J. ANDREW HOWARD
Partner, Alston & Bird LLP

KYLE R. JEFCOAT
Counsel, Latham & Watkins LLP

JOHN E. JENSEN
Partner, Pillsbury Winthrop Shaw Pittman LLP

DISMAS LOCARIA
Partner, Venable LLP

MARCIA G. MADSEN
Partner, Mayer Brown LLP

KEVIN P. MULLEN
Partner, Morrison & Foerster LLP

VINCENT J. NAPOLEON
Partner, Nixon Peabody LLP

KEITH SZELIGA
Partner, Sheppard Mullin

STUART W. TURNER
Counsel, Arnold & Porter

ERIC WHYTSELL
Partner, Stinson Leonard Street LLP

iii



Pratt’s Government Contracting Law Report is published 12 times a year by Matthew Bender
& Company, Inc. Copyright © 2023 Matthew Bender & Company, Inc., a member of
LexisNexis. All Rights Reserved. No part of this journal may be reproduced in any form—by
microfilm, xerography, or otherwise—or incorporated into any information retrieval system
without the written permission of the copyright owner. For customer support, please contact
LexisNexis Matthew Bender, 9443 Springboro Pike, Miamisburg, OH 45342 or call
Customer Support at 1-800-833-9844. Direct any editorial inquiries and send any material for
publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz Communications Inc.,
26910 Grand Central Parkway Suite 18R, Floral Park, New York 11005,
smeyerowitz@meyerowitzcommunications.com, 631.291.5541. Material for publication is
welcomed—articles, decisions, or other items of interest to lawyers and law firms, in-house
counsel, government lawyers, senior business executives, and anyone interested in privacy
and cybersecurity related issues and legal developments. This publication is designed to be
accurate and authoritative, but neither the publisher nor the authors are rendering legal,
accounting, or other professional services in this publication. If legal or other expert advice
is desired, retain the services of an appropriate professional. The articles and columns reflect
only the present considerations and views of the authors and do not necessarily reflect those
of the firms or organizations with which they are affiliated, any of the former or present clients
of the authors or their firms or organizations, or the editors or publisher.

POSTMASTER: Send address changes to Pratt’s Government Contracting Law Report,
LexisNexis Matthew Bender, 230 Park Ave. 7th Floor, New York NY 10169.

v



GOVERNMENT CONTRACTING Law REPORT

Proposed Rule from U.S. Commerce
Department on National Security Guardrails

for CHIPS Act Funding: Restrictions on
China and Other Countries of Concern

By Maria Alejandra (Jana) del-Cerro, Byron R. Brown, Jeremy Iloulian and
Kelsey Clinton”

In this article, the authors examine a rule proposed by the U.S. Commerce Department
in connection with the financial incentive program established under the CHIPS and
Science Act.

The U.S. Department of Commerce (Commerce) is seeking public comment
on how to protect national security while boosting investment in the domestic
semiconductor manufacturing industry as part of a new financial incentive
program established under the CHIPS and Science Act. Commerce has issued
a proposed rule (the Proposed Rule)? that would define key terms used by the
incentives program, such as “legacy semiconductors” and “semiconductor
manufacturing,” while also outlining the criteria Commerce would use to claw
back funding from companies that make certain investments in semiconductor
manufacturing in China and other foreign countries of concern.

OVERVIEW OF CHIPS ACT

The proposal follows Commerce’s recent announcement that it would begin
accepting applications for CHIPS Act assistance on a rolling basis beginning
March 31, 2023 for leading-edge manufacturing facilities and June 26, 2023 for
current-generation, mature-node, or back-end manufacturing facilities. The
CHIPS Act will provide nearly $39 billion in direct funding and $75 billion on
loans and loan guarantees to support the construction, expansion, or modern-
ization of a domestic semiconductor manufacturing facility, or equipment for
that facility; support workforce development for a domestic semiconductor
manufacturing facility; or pay reasonable operating expenses for a domestic
semiconductor manufacturing facility, as determined by Commerce.

* The authors, attorneys with Crowell & Moring LLP, may be contacted at mdel-
cerro@crowell.com, bbrown@crowell.com, jiloulian@crowell.com and kclinton@crowell.com,
respectively.

1 hitps:/fwww.federalregister.gov/documents/2023/03/23/2023-05869/preventing-the-improper-
use-of-chips-act-funding.
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However, the CHIPS Act? imposes two main national security restrictions on
any recipients of program funding: recipients are restricted from investing in
advanced semiconductor manufacturing in foreign countries of concern for 10
years; and recipients may not engage in national security-adjacent joint research
or technology licensing efforts with a foreign entity of concern. If funding
recipients violate either of these prohibitions, they are subject to a “clawback”
of the full amount (plus interest) of any provided funding. The law left several
key program terms and procedures undefined and up to Commerce to decide,
including which semiconductor technologies are critical to national security
and cannot be exported to foreign companies of concern by program
participants. The Proposed Rule provide additional details and key definitions
for these “national security guardrails.”

These rules are wide reaching, and purposefully so, according to Commerce.
We recommend any person considering applying for funding to understand if
receiving funding will affect their current operations in China, or affiliate
companies, in case an exception is available (which will require reporting to
Commerce).

Finally, because this is a Proposed Rule, Commerce asked for comments in
60 days, but did not set out a time for issuing final rules.

Concurrent with this proposal, the Treasury Department (Treasury) and IRS
issued a proposed rule for implementing a new Section 48D tax credit for
investment in semiconductor manufacturing under the CHIPS Act.

PROHIBITION ON EXPANDING FACILITIES FOR ADVANCED
SEMICONDUCTOR MANUFACTURING

Prohibited Activity

The CHIPS Act prohibits, among other things, funding recipients or their
“affiliates” from engaging in “significant transactions” involving the “material
expansion” of “semiconductor manufacturing capacity” in a foreign country of
concern (i.e., China, Russia, Iran, or North Korea) for 10 years, once the
funding agreement is finalized. The Proposed Rule provides the key definitions:

* “Affiliate” means any direct or indirect subsidiary, parent, or affiliate (it
shares a common parent of the funding recipient) of the funding
recipient. Each is determined based on a 50% voting ownership

threshold.

2 https://www.commerce.senate.gov/services/files/ CFC99CC6-CE84-4B1A-8BBE-
8D2E84BD7965.
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e “Significant Transaction” means transactions with an aggregate mon-
etary value of $100,000 or more. This can include mergers, acquisi-
tions, or takeovers (e.g., or consolidations, joint ventures, long term
leases) or any other investments (e.g., capital expenditures, formations
of subsidiaries).

*  “Material Expansion” means when the significant transaction has either
the purpose or the effect of expanding an existing facility’s production
capacity, in the aggregate, by more than five (5) percent, compared to
that facility’s product when the funding agreement was finalized.

*  “Semiconductor Manufacturing Capacity” means semiconductor fab-
rication and/or packaging, and includes both front-end fabrication as
well as back-end manufacturing (assembly, testing, and packaging of
semiconductors).

Exceptions

Under the proposal, Commerce would allow funding recipients to make
limited investments in an “existing facility” for “legacy semiconductors” (which
the funding recipient will need to identify to Commerce prior to finalizing the
agreement to receive funding) or a new facility that produces “legacy semicon-
ductors,” that “predominately serves the market,” i.e., 85% of the output (or
more) of that facility will be incorporated into final products for use in China,
Russia, Iran, or North Korea.

Legacy Semiconductors

The proposal includes definitions for legacy semiconductors but clarifies that
Commerce has discretion to designate certain legacy technologies as “semicon-
ductors critical to national security” that may stll trigger the clawback
provisions. Currently, “legacy semiconductors” is defined to include two type of
semiconductors:

e A digital or analog logic semiconductor that is of the 28-nanometer
generation or older (i.e., has a gate length of 28 nanometers or more
for a planar transistor); and

* A memory semiconductor with a half-pitch greater than 18 nanome-
ters for Dynamic Random Access Memory (DRAM) or less than 128
layers for Not AND (NAND) flash that does not utilize emerging
memory technologies, such as transition metal oxides, phase-change
memory, perovskites, or ferromagnetics relevant to advanced memory
fabrication.

In addition to providing the definition of a legacy semiconductor, the
Proposed Rule is explicit as to what is not covered, such as:
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* A semiconductor with a post-planar transistor architecture (such as
fin-shaped field field-effect transistor (FinFET) or gate all around
field-effect transistor); and

e “Semiconductors critical to national security,” listed as:
o Compound semiconductors;

o Semiconductor utilizing nanomaterials, including 1D and 2D
carbon allotropes such as graphene and carbon nanotubes;

o Wide-bandgap/ultra-wide bandgap semiconductors;

o Radiation-hardened by process (RHBP) semiconductors;

o Fully depleted silicon on insulator (FD-SOI) semiconductors;
o Silicon photonic semiconductors;

o Semiconductors designed for quantum information systems; and

o Semiconductors designed for operation in cryogenic environ-
ments (at or below 77 Kelvin)

What Happens in the Event of a Violation

The Proposed Rule also establishes a process by which Commerce, in
coordination with the Department of Defense and Director of National
Intelligence, can review transactions that may be prohibited by the above
restrictions. Commerce will notify the funding recipient of the review,
potentially ask for additional information, and within 90 days, provide an
initial determination whether a violation has occurred. The funding recipient
will have 14 days to ask Commerce to reconsider, to which Commerce will issue
a final determination.

After issuing its final determination, Commerce will either require the
funding recipient to return the full amount provided, with interest, or waive the
clawback and potentially require other mitigation requirements.

PROHIBITION ON JOINT RESEARCH AND TECHNOLOGY
LICENSING EFFORTS

Prohibited Activity

As noted, the CHIPS Act also restricts funding recipients and their affiliates
from engaging in “joint research” or “technology licensing” efforts with a
“foreign entity of concern” related to a “technology or product that raises

national security concerns.” The Proposed Rule provides the key definitions for
this restriction:

*  “Joint Research” means any research and development undertaken by
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WO Or more persons;

e “Technology Licensing” means an agreement to make patents, trade
secrets, or know-how available to another party;

*  “Foreign Entity of Concern” was already defined to include “foreign
entities” (i) on the SDN List administered by Treasury; (ii) designated
foreign terror organizations; (iii) having been convicted under a
number of U.S. espionage, export control, and sanctions laws; or (iv)
owned by, controlled by, or subject to the jurisdiction or direction of
the Chinese, Russian, Iranian, or North Korean governments or
political parties.

o In the Proposed Rule, Commerce clarifies that persons described
in (iv) include persons that are (a) citizens, nationals or residents
of that country; (b) persons organized under the laws or has its
principal place of business in that country; (c) at least 25% of
that person’s voting interest is held by that government or
political party.

o  Commerce also added to this definition: persons on Commerce’s
Entity List, Treasury’s Chinese Military Industrial Complex
Companies (CMIC) List, and persons on the FCC’s Trusted

Communications Network Act.

e “Technology or Product that Raises National Security Concerns”
means any “semiconductors critical to national security” (see above), or
any item in Category 3 of the Commerce Control List that are
controlled for “National Security” or “Regional Security reasons.”

What Happens in the Event of a Violation

The Proposed Rule creates a distinct process for a violation of the joint
research and technology licensing criteria. Here, Commerce will also notify the
funding recipient but is not bound to give an initial determination in 90 days.
However, once Commerce issues an initial determination, the funding recipient
will have 14 days to ask Commerce to reconsider as well, to which Commerce
will issue a final determination.

Unlike the semiconductor facility expansion prohibition, Commerce is
unable to waive the clawback provision and impose distinct mitigation
measures.

KEY TAKEAWAYS
*  Wide Scope: Commerce explicitly noted that these rules are intended to

210


xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:para,  Default,  para-list,  style_01
xpath-> core:generic-hd,  Default,  core_generic_hd,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
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be wide in scope, and even the use of an exception would require
notification to Commerce.

o Application ro Affiliates Under Common Control: These controls apply to
the person receiving the funds, its parent entity, its subsidiaries, and
anyone under common control. Based on the current definitions, if one
portfolio company of an investment fund received CHIPS Act funding,
other portfolio companies could be subject to these controls as well.

o Listing Facilities. For a facility to qualify as an existing facility,
Commerce must be notified in advance. For those persons considering
applying for CHIPS Act funding, they should take stock of current
facilities that may be covered and their current outputs.

o Comparison to U.S. Export Controls: The controls identified in the
Proposed Rule apply to less advanced logic semiconductors than
compared to Commerce’s October 2022 U.S. export controls® (e.g., 28
nm chips are controlled in the Proposed Rule, compared to 16/14 nm
chips in the Commerce export controls). However, the performance
parameters identified for controlled memory semiconductors are the
same in this proposed rule as with the October U.S. export controls.

*  Only a “Proposed” Rule: This is a proposed rule, and Commerce is
soliciting public comments over the next 60 days. Given the similarity
of the Proposed Rule to some U.S. export controls, it is likely that any
modifications to the proposed rule will involve the definition of
“significant transaction” or those subject to the controls, rather than the
types of chips or technologies controlled.

3 hetps://www.federalregister.gov/documents/2022/10/13/2022-21658/implementation-of-
additional-export-controls-certain-advanced-computing-and-semiconductor.
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xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> core:enum,  core:listitem/core:enum,  para-list,  style_01
xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
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xpath-> core:para,  core:listitem/core:para,  para-list,  style_01
xpath-> fn:para,  fn:footnote/fn:para,  footnote,  style_03
xpath-> core:url,  core:url,  endmatter,  style_01
xpath-> core:url,  core:url,  endmatter,  style_01



