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The Internatinnaf'izating of the Securities Markets

By CARL T. BODOLUS®
Washington, D.C.

My sEMarXs and the views expressed are, of course, my own and should
not be reparded as necessarily reflecting the views of the Commission which,
as a matter of policy, disclaims responsibility for the private remarks of its
employees, '

Ay already indicated, in February of this year, the Administration an-
nounced that the investment controls in the form of the Emerest Equalization
Tax and the Foreign Direct Investment Regulations will be phased ont in
1974. Hopefully, this will be feasible. In any event, these controls, imposed
bepinning in 1943, sparked ceriainly what can be called the revolutionary
development of international securities markets, The first stage of thiz de-
velopment took the form of the so-called Eurg-market, or more commonly
and more appropriately, the Euro-bond market. I think g little background
on the development of this market is in order.

First of all, conditions were right for the creation of an European capital
or sccurities market, By the late Gfties and early sixties, cxternal curvency
vonvertibility had been accomplished; the Western European economics were
maturing and generating capital; massive amounts of United States dollars

.had been accumuiated as a result of the United States deficit spending pro-
grams, oulright grants, and the substantiai direct foreign investment of United
States multi-national corporations.

Although New York prior to 1963 could be called the only real interna-
tional capital market, increasingly the investment capital for such offerings
was coming from outside the United States—mainly Europe. When the IET,
in 1963, as practical matter, closed the New York market for international
offerings for dollars, the natural swing was to Europe. The real take-off point
came ip 1968 when the mandatory foreign direct investment controls were
established. This added the necessary [ucl as the United States multi-national
corporzlions, revealing such controls as only a financing program, mercly
shifted their capital-raising activities to the overseas markets in Eurppe.

To reach the available capital in Europe, however, a vchicle was needed
to by-pass the diverse fiscal and polifical reguiations and controls on capital

" existing in the varicus countries, This vehicle emerged as the Buro-market
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miechanism, an intcraational phenomenon, which is essentially nnregulated.
By denominating issues in currencies other than that of the conntcies in which
the offcrings are made, the individual countries have been able to acquiesce
in the fiction that such effcrings are either “restricted,” ie., “private place-
ments” or only pass through transactions and thus not subject to national
securities regulations, Other factors of importance in the development of the
Euro-market have bedn the high quality of the issues and issuers, the practice
of providing full disclosure by the international corporations who arc ae-
customed to providing such disclosures, the addition of the United States
marketing techniques to distributions, and the fact—one of the most im-
portant facts—that the market is essentially a debt and not an equity market.

The removal of the United States investment capital controls, if and when
fzasible, should make the United States markets more internationally com-
petitive, but the international Evro-marckst, or certainly some form of an
intepraied or unified European market, should remain, but probably on 2
much reduced scale. The Enro-market has proved viable despite an apparent
Jack of an efficicnt secondary market, at least in its initial years. Nor is it
likely that the huge oversess investment in Europe of United States and other
international financial institogons, banks and brokerage houses will just
wither away. Additionally, Japan, which has the third most developed se-
curities market in the world, has and is opening her domestic capital markets
to outside borrowers and investors, and should emerge in a short time as
another major international market, The conversion of Arab countries’ il
Teserves into cmrrency reserves—the so-called petro-dollars-—is likely to
stimulate all international markets in yet unascertainable ways. More and
more, companies are secking international stock exchange listings for their
securities, Investment capital, both direct and portfolio, is crossing national
boundartes in increasing amounts in all directions.

It is clear, then, that viable competitive alterpatives to New York do and
will exist unlike pre-1963, even thouph certainly they will lack the overall
efficiency and capability of the United States market. However, the cotner-
stones for truly international markets have been and are being laid. More-
over, a5 the practicable as well as desirable limilations on the level of world
debt capital are reached, more resort will have to be made to equity capital
financiog to meet the anticipated vast world capital requirements in the fu-
ture. This, realistically, will require more direct access to all capital markets
of the warld. Is this more feasible now than in the sixties? How do these over-
seas securities markets and their repulation difier from ours in terms of
regulations? The answers 1o these questions could have a bearing on our
present and fuiuce policies reparding foreign 1ssuers and foreipm participation
in the United States markets and our market siructure,

The Office of Intemational Corporation Finance established in the Com-
mission's Division of Corporation Finance early this year is presently enpaged,
with the voluntary aid of outside professional bodies, including the ABA,
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io just such a study of a select few of the more representative European coun-
tries as well as Japan and Mexico, This study is only in its very initial stages
but I would like to share some obscrvatiops based on the very limited study
input to date and on other available information which, unfortunately, may
be somewhat dated. These observations of necessity are very general, pertain
essentially to the countries in Enrepe, especially Continental Eurepe, and do
not relate necassanly in all respects to each and every individual country,

The systems of securities repulation in Europe, of course, reflect the de-
velopment of the legal and economic systems as well as the customs of the
individual countrics. In my opinion, three basic differences are notable in any
comparison of foreign sccurities regulation to the federal regulation here in
the United States. First, except perhaps in the area of mutual funds, there
are no separate nalional securitics Jaws as such. The laws perfaining o se-
curitics regulations are found in various commercial, corporation and penal
laws and codes, in banking laws and in the private rules of ihe varicus stock
exchanges. This kelps to explain, perhaps, the dearth of readily available
information on such regulations and on administrative delerminations and
court decisions relating thereto. Second, European countries do not; as a
role, have a single povernmental agency like the SEC with the direct authotity
and responsibility for enforcing securities regulations and which actively nses
that authority especially in the areas of establishing and enforcing required
disclosures to investors and in the trading practices of those in the industry.
Third, there does not appear to be any counterpart to the highly developed
system of both the direct regulation by the SEC and the supervised coopera-
tiva self-regulation by the various segments in the market structure,

In Europe, the concept of full and widespread corporate disclosures has
been late in develeping. Traditionally, corporations there have been willing
to disclose coly the barest details on operaticns for compediive reasons and
because of the possible impairment of negotiations with trade unions. In 2ddi-
tion, corporations traditionally were small, often family owned and debt
rather than equity financing was the rade. As a result, full disclosures were
limited e creditors and mapagement. The slow development of disclosures
in turn also delayed the full development of independent bodics of profes-
sional accountants and financial analysts—essential ingredients in any capital
investment system based on full and open disclosure to investors, Substap-
tial progress in these areas, however, has been and is being made, prompted
probably by the need of European companigs to resort to equity financing for
expansion purposes to meet foreign competition coupled with the ncreased
sophistication of foreign investors who want and demand not cnly increased
but more accurate disclosures.

Netwithstanding this continued progress, however, generally the corporate
Iaws in Europe arc still not premiscd on the belief that investors are best
protected by full disclosure as in our sysiem. Rights offerings and secondary
offerings of securities which are outstanding and trading usually are not sub-
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ject to registration of repulation nor are other noacash offermps. A prospecies
as such is required usually only in connection with listings which may occur,
in some instances, after a public offering, as we know it, has been made.
Important stockholder rights such as the receipt of a Jetailed proxy stalement,
one of the most infermative and widely disseminzated documents we have, are
not provided for; in fact, in some counirics manapement cannot solicit or
vote proxies. The use of bearer shares, prevalent in Europe, further retards
such full dissemination of information. A continuous disclosure system, other
than perhaps ior annnal reports, H one exists, apparently is not always strictly
eaforced. The disclosures required by corporate laws and the exchanges,
although covering essentially the same areas as those in thé United States,
are not as demanding or detailed. This has beén especially true in the areas
of line of business reporting, competitive condilions and comparisons, pro-
ductive capacity and utilization of resources and transactions with and includ-
ing management and other insiders.

I the area of accounting or financial reporting, there is no strict require-
ment in many countries that the auditor be financially independent and in
others, the azudits may be performed by internal accountants. Important
auditing standards of accounts receivable and verification and observation
of physicai inventories are not always required. Imporiant investment tools
such as consolidated financial statements, sales and gross profit fipurcs, re-
serves composition and analyses and the inclusion of detsiled explanatory
notes are stll not all that common, Statements of source and application of
funds usoally are not required, and rarely are disclosed,

Repulation-wise, in contrast to the United States, the securities markets
in Eurcpe are almost completely self regidated, if not in theory, in fact. In
the United Kingdem, the London Stock Exchange is the dominant repulatory
factor; in Coatinental Evrope, the banks and other financial institutions,
directly or indirectly, control the securities markets, With few exceptions,
these institutions decide what securities are traded, how much gets traded,
how they are traded and by whom they are traded. Since banks in Europe
engage in both commercial and investment banking, including brokerage,
the potential for conflicts of interest is obvions, especially when coupled with
the general proscription in Furope against the marketing of securities as we
know it.

The concept of misuse of inside information which the SEC acd the courts
here have been pushing hard is a concept that is just now developing in
Europe. Even in England, admittedly one of the most sophisticated capital
markets in the world, the government is only now proposing legislation to
provide not only more clearly defined civil but also penal sanctions for the
misuse of confidential price sensitive information by insiders. Whether be-
cause of the lack of specific securities laws defining or establishing the rights
of investors and/or the obligations of issucrs and oihers in the market struc-
ture, the lack of effective enforcement by direct governmental authorities and
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hy the self-regulatory bodies ar otherwise, thers is a decided paucity of public
mformation available in Europe regarding formal administrative proceedings
or civil suits involving registration and reporting violations. or insider fravds.
There is evidence, however, that chioks are beginning to show in the armor
of what has been characterized in some countries as “the tradition of discrete
self-policing by tighly knit financial communities.” It s beginning to be
realized that complete self regulation by the market industry is not always
in the best interests of all investors.

In recognition of the differcnces existing in regulztion among the world
capital markets and the classic economic theory that effective mobilization
of the world’s resources will require also an cffective mobilization of the
world's capital, thers have been sugpestions and recommendalions made over
the years, and with increasing frequency lately, for the establishment of an
international SEC type body with autharity ta establisk 2nd enforce uniform
worldwide rules and standards for disclosures, practices and opver-all centrel
of all sccuritics markets. This may be &8 worthwhile long-term goal but one
which, I think, may be more illusive than the attainment of a2 common world
cwrrency, Control of joeal capital market institutions and enforeement under
local tepal systems are sacred cows of national sovereignty. Even if obtain-
able, international vniformity in all respects in the world markets may not
be practicable or even desirable,

The more realistic and plausible approach in the short term ligs in increased
cooperation, coordination and accommodation among the world securities
markeis in the areas of establishing uniform minimum standards of dis-
closures and replacing present informal international cooperation i regula-
tory and enforcement activitics with more specific reciprocal legal aszistance
agreements. Io this latter respect, the United States just recently has ne-
gotiated such a treaty with Switzerland. Although perhaps we may not have
gotten all we wanted in the treaty, as propesed for adeption, it's at least a
start and a very important one. Countries are recognizing, and must recog-
nize, that they can no longer act in isolation in securities markets which are
not bottnd by national borders,

Notable in the efforts to establish muki-national uniform standards of
minimum disclosure have been the Organization for Economic Coordina-
tion and Development and the European Economic Community. Both are
presently engaged in attempting to establish for their member countries mini-
mum standards for the issuance of securities, the listing of securities and the
periodic reporting of financial and other information to investors. Similar
efforts have becn and are being made by the International Federation of
Stock Exchanges. The EEC also bas been working for years on the estab-
lishment of a European company law——one corporation faw for all of the
states in the EEC. Despite the perhaps limited success of the efforts of these
orgspizatioas to date because of the difficulties of harmonizing political and
economic differences and problems, thE}.r should be cncouraged in the interest
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of internationalization. The SEC has, should and will continue to support
such activities. Incidentally, Alan Levenson, the Director of the SEC"s Divi-
sion of Corporation Finance, is a member of the Working Party vwnder the
OECD Committee engaged in activities in this area, More recently, in Juae,
1973, as an outgrowth of the Congress of Accountants held in Australia in
1972, a new international accounting standards committes was established to
promote worldwide accounting standards. The committee consists of nine of
the leading capital market countries in the free world, and it is expected that
. forty to fifty other countries wili join as associate members. At the Commis-
sion, we wiil continue to accommaodate the ever increasing number of foreipn
study groups that are coming to study pur system of regulation,

In a4 more direct rele in the international area, although 1 do not believe
it is the direct responsibility of the SEC to encourage or discourage interna-
tional investment capital movements, | do believe it has a responsibility,
in line with national policies, to facilitate the flow of investment capital and
the exchanpe of investment oppormnitics within our framework of fair and
equitable practices. We must consider, as we hawve in the past, the flexible
application of our securities laws, consistent with the protection of investors,
in order to encourage all issuers and iovestors, foreign or domaestic, to operate
within the framework of our regulaton sysiem.

In this connection, we have made accommodations to fure:lgn of interna-
tional issuers and issues under both the 1933 and 1934 Acts, or basic securi-
ties laws, Under the Securities Act, procecding on a case-by-case basis, we do
- ncoept less prospectus disclosures in such arcas as management remunera-
tion. We have accepted foreign accountanis’ certificates where no material
question of independence is involved, and we have accepted financial state-
ments prepared under different accounting principles when any material
differences that cxist can be disclosed and reconciled to ensure readability,
comparability and rebabitity. To facilitate the trading in foreign securities
by United States investors, we have adopted a short form registration state-
ment for American Depositary receipts. Finally, we have attempied to iso-
late bona fide forcign placements of afferings by either U. 5. or foreign issuers
in prder to avoid the requirement of registration with the Commission,

Under the Securities Exchange Act of 1934, because the Commission
has been given greater latimde in dealing with outstanding securities, even
greater concessions have been made to accommodate the practices and cus-
toms of foreign.issuers on the one hand as balanced against the interests of
United States investors on the other. These concessions are premised on the
basis that eventually, as a practical matter, forcign companies will meet our
requirements on a voluntary basis. We have separate registration and re-
porting forms for most foreign issners which are somewhat less demanding
in disclosures, although the gap is and should be narrowing. Foreign issuers,
with exceptions, are exempt from the proxy and short-term trading provi-
sions of the Act, Foreign issuets generally are excmpt from the over-the-
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counter registration requirements provided they furnish, without liability
under Scetion 18, whatever material investment information is made or is
required to be made public abroad. Shert of prohibiting the trading of for-
cign securities or samchow isolating such securites to only the most sephisti-
cated of investors, the accommodation made appear to be both reasonable
and practicable. But, perhaps, we have gone as {ar as we can under present
statutory mandates.

Clearly, then, the SEC has not and need pot apply blindly all the techrical
requirements of our Acts, nor should we apply blindly United Statés securi-
ties laws extraterritorially, This could tend to restrict the flow of capital inter-
naticnally, continue the compelitive disadvantages of the United States se-
curities markets and, in the long run, perhaps opcrate te the detriment of
United States investors. However, neither can we pretend that national
securities markets can be conveniently isolated to conform 1o neat legal joris-
dictions. We must seek to broaden our direct role and responsibilities to
Foster the establishment of internationa} disclosure standards and means of
effective inlernalional regulation and enfarcement

Manny Coben, jn a recent article, I think sammed up thiz revolutionary

trend toward the internationalization of securitics markets very well when
" be said the concept is quite simply one whose fime bas come, Only when
this apparently inevitable concept, and perhaps necessity, of internationaliza-
tion of the wozld's securities markess is recognized and accepted will we be
able to deal eflectively on both a national and international basis with the
obvious problems that are already preseat and those surely to come.



