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Internationalization of the Securities
Markets: An Empirical Analysis

Barbara 5. Thomas*

Introduction

During the last few years, the Securities and Exchange Commission
(SEC or Comrnission) has been revising its rules for foreign compa-
nies that issue securities in the United States or that list securities
for trading on a United States securities exchange or thirough the Na-
tional Association of Securities Dealers Automated Quotations Sys-
tem (NASDAQ). The Commission in 1979 adopted a new set of rules
for periodic reporting by certain foreign issuers whose securities are
traded regularly in United States markets,! and in 1981 proposed new

Copyright © 1982 by Barbara 5. Thomas.
* B.A. 1964, University of Pennsylvanis; J.D. 1968, New York University Schoa! of
Law. M, Thomas has served as a Commissioner of the Securities end Exchange Com-
mizgion since the fall of 1580. She gratefully acknowledges the assistance provided by
Richard M. Starr, Legal Azsigtant to0 Commissioner Thomas, in the preparaticn of this
article. In addition, Thomas J. Murtagh, Joel &. Qrnstein, and F, Scott Reding, of Dean
t‘-l'-.:iistter Reynolds, Ine, were eapecially helpful in providing data necessaty to complete
The Securities and Exchange Commizssion, as a matter of policy, disclaims responsi-
bility for ahy private publication or statement by any of its members. The views ex-
pressed herein are those of the author, and do not necessarily reflect the views of the
Commission, the avthor's colleagues on the Commission, or i#s staff.
Copies of letters, memoranda, speeches, and interviews cited in this article are on
file with The Ge Washington Low Revisw,

1. BEC Exchange Act Releaze No. 16,371, 44 Fed. Reg. 70,132 (1979) [codified at 17
C.FR. 45 240.3a12-3, 240.13a-18, 240.15d-16, 249.290f, 249,308 (1981)) [hereinafter cited as
Relense No. 16,371). The Commnission's rules generally subject North American issuers
1o regisiration and repotting requirements applicable to domestic companies, and sub-
Ject hoan-Nerth American issvers to separate “foreign issuer” requirements, SEC Se-
cunties Act Reiease No. 6360, 46 Fed. Reg. 58,511 (1881) {to be codified at 37 C.F.R. pts.

Janiary 1662 Vol S0 Mo, 2
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rules for registration of securities issued by foreign companies in the
United States?2

In the 1979 rulemaking proceeding, the Commission adopted Form
20-F as a combination registration and reporting document under the
Securities Exchange Act of 1934 (*Exchange Act”}.? The form, which
is used primarily by foreign issuers who have recently offered securi-
ties in the United States or whose securities are listed on an Ameri-
can stock exchange,* substantially upgrades the previous disclosure
requirements for foreign issuers reporting under the Exchange Act’
The Commission, however, significantly accommodated foreign issu-
ers by modifying several reporting requirements that remain applica-
ble to domestic companies, Most importantly, Form 20-F permits
foreign issuers to provide disclosures about remuneration of manage-
ment as a group rather than individually; to report revenues, but not
profits, by industry and geographic segments, with a narrative discus-
sion if revenue and profit contributions from the respective segments
materially differ; and to use their foreign financial statements, adding
fooinote disclosures about material differences between foreign ac-
counting principles and generally accepted accounting prineiples in
the United States.®

In the subsequent rulemaking proceeding in November of 19817
the Commission proposed an integrated disclosure system for for-
eign issuers offering their securities in the United States, which par-
allels to a large extent the integrated disclosure scheme recently
adopted for domestic issuers.® The proposed rules permit foreign is-

;m. 00, 230, 239, 240, 245, 260) {proposed Nov. 2..‘0, 1941} [hereinafter cited as Release |

MNo. 6360]. This article focuses on the separate treatment accorded non-Norih American
issuers, thus, the term “foreign issuer” in this article refers to & non-North American
issusr unless otherwise gpecified. The term “American” refers to an entity, person, or
market in the United States.

2 Release No. 6360, supra note 1, at $#,511.

3. See Holease No. 1637], sugra note 1, at 70,133,

4 Foreign issuers must report under the Exchange Act using Form 20-F if they
disttibute their securities in the United States, list their securities on an American
exchange, or have at least $1 million in assets and 500 shareholders, 300 of whom are

residents of the United States. Foreign issuers in the last category, however, need not :

report on Form 20-F if they furnish all of the infermation to the Commission that is
made public about them pursuant to foreimm law. Sze rule 13g3-2(b} under the Ex-
change Act, 17T C.F.R. § 240.12g3-2(b) (1861).

5. Foreign issuers previously regictered under the Exchange Act on Ferm 20, 17
C.F.R § 249253}, and reparted on Form 20-K, 17 C.F.R. § 243320 (rescinded 1973). Se¢
Release No. 16,371, rupra note 1, at 70,134 Most of the upgraded requirements entail
natrative disclosures pertaining to form items such 85 description of the izsuer's bugi-
ness, description of praperty, beneficial ownership of voting securities, pending Jegal
proceedings, description of the registrant's principal trading market outside the United
States, and description of securities and taxes applicable to American securities hold-
erz. /d. at 70,335

8. Release No. 1657, supra note 1, at 70,135, The Commission made these accom-
modations in regponse to anguments that equivalent disclosure regquirements would
put fareign issuers at a competitive disadvantage with respect to other fareign corpora-
tiens and that some propoged requirements were inconsistent with the commercial
practices, privacy concepts, and accounting principles of ather countries. The Commis-
sion also found that these disclosure accommodations were consistent with the rules
and guidelines of the Organization for Economic Cooperation and Development, the
European Economic Community, and other internaticnal organizations. fd. at 70,1353
M.

7. See Release No. 6380, supra note 1,
8. For the new rules applicable to domestic issuers, see SEC Securities Act Re-
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suers meeting certzin criteria to use abbreviatied disclosure docu-
ments under the Securities Act of 1933 (“Securities Act") for
registration of newly offered securities. Certain “worid class issuers™®
may incorporaie by reference information from the Form 20-F into
the Securities Act prospectus, and foreign issuers who file periodic
reports with the Commission for three years may attach their Form
20-F to the Securities Act prospectus instead of adding certain infor-
mation to the prospectus.)? To effectuate this integrated disclosure
system, the proposed rules for foreign issuers generally upgrade the
current disclosure requirements of Form 20-F when it is used as part
of an integrated registration statement. This upgrading is designed to
ensure that the information disclosed in Form 20-F approximates
more closely the information required in registration statements
under the Securities Act.1! The Commission again has sought to ze-
commodate foreign issuers, however, by preposing to require less
disclosure in Form 20-F from certain world class issuers who offer
non-convertible debt securities!? and from foreign issuers who make
certain equity offerings to existing security halders,1d

lease No. 6343, 47 Fed. Reg. 11,380 (1881) (to be codified at 17 C.F.R. pts, 200, 201, 225 239
240, 249) [hereinafter cited as Release No. 383]. For a dizcussion of the concepi of
integrated disclosure, see infra note 11

9. A world class issuer is defined as & foreign private issuer that has an equity
fioat of no less than $380 million, at least ¥150 million of which is beneficially held by
United States residents, or that is registering “investment grade debt securities.” Re-
lenze No. 6360, supra note 1, at 58,515 & n.3], 58,51€. Investment grade debi securities
are those that at least one nationally recognized statistical rating agency has rated in
one of the four highest categories. Id. &t 58,516 137,

10. The proposed rules allow a world class issuer, see supra note 9, who has re-
ported with the Commission for three years to use abbreviated Fortn F-3 and to incor-
porate by reference information from Form 20-F. If the issuer either is world class or
reports for three years with the Commission, it may attach Form 20-F ta Form F-2,
another abbreviated prospectus. Other issuers must use Form F-1, which requires the
inclusion of Form 30-F information and other information in the prospectus. See Ro-
lease No. 5360, supra note !, at 58,517,

11. The eoncept of integrated disclosure is based upon the premise that disclo-
gures made in forms under the Exchange Act are substantially equivalent to the dis-
closures made in forms under the Securities Act. See Releaze No. 8380, supra nate 1, at
38,519, To reduce duplicative disclosyre, informmation from Exchange Act forms can be
uged in the Securities Aci offering prospectus. Accordingly, the proposed rules up-
grade the disclogure in Form 20-F to ensure that the Exchange Act reporting informa-
tion incerporated by reference inlo the Securities Act prospectus is substantially
equivalent to the information requirements under the Securities Act. See generadly
Release No. 6383, supra note 8; Release No. 6380, supra note L

12. See Release No. 6360, supra note 1, at 56,515,

13. Id ai 58,515. Although the proposed rules do not require foreign issuers to use
Anancial statetnents prepared in accordance with generally accepted accounting prin-
viples in the United States {“GAAP"), the rules require most foreign issuers to recon-
cile their Anancial statements with GAAP and SEC Regulation 5-X, 17 C.F.E. Part 210
{1881). This entails recomputing the numbers contained in the foreign financial state-
ments ag if the staternents were prepared under GAAP, and providing additional tex-
tua! disclosures that are uscally contained in the notes to fnancial statements
PPEDlII'Ed under GAAFP and Regulation 5-X These disclosuncs include full segment
‘}&Pﬁrhng, information pertaining to pengions, and reserve recognition accounting data.

The proposed rules accommodate certain world class issuers, however, by not re-
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In developing these new rules for foreign issuers with respect g
the amount and type of information they must disclose to Ameriean
investors, the Commission has been forced to grapple with complex
pelicy questions that continue to be the subject of intense debate,
For example, some commentators have argued that the Commission,
in order to discharge adequately its mandate of investor protection,
should require foreign issuers who voluntarily enter United Stateg
markets to disclese information absolutely equivalent to that re.
quired of domestic issuers. This requirement presumahly would en.
sure that investors are fully informed before making investment
decisions. Similarly, some have contended that reduced disclosure -
requirements for foreign issuers could place American companies at .
an unfzir competitive disadvantage.!4 :

In response to these arguments, some commentators have asserted E
that subjecting foreign issuers to domestic disclosure requirements
would, in practice, amount to unequal regulation because of the dif-
ferent business practices and customs of foreign countries. This re-
sult, it is argued, would be inconsistent with the international free
flow of capital ! the efficient allocation of world resources, and the '
traditional United States policy of neutrality and noninterference 3
with respect to foreign companies doing business in the United .:;
States.’® In addition, some flnancial experts suggest that the Com.'%
mission should seek to provide American investors with the opportu--
nity to invest in a wide array of securities, including foreign .3
securities. Imposing burdensome disclesure requirements upon for.*:
eign issuers might deprive American residents (especially noninsti
tutional investors) of investment oppartunities by deterring many :
foreign issuers from offering their securities in the United States 17

Underlying these policy arguments about the disclosure reguire
ments for foreign issuers entering the United States capital markets®:]
is the empirical question of whether the benefits of entry to Ameri-
can investors, brokers, and taxpayers outweigh the costs to Amerid,
cans. In an effort to begin the difficult task of answering thigZ
fundamental question, this article analyzes the available empiricalg
.data on significant categories of benefits and costs associated withhis
foreign entry into American capital markets, Specifically, Part 1 of 3
this article describes the extent to which American investors, both
individual and institutional, own and irade foreign securities and th
apparent reasons for the increasing American interest in such secuti

iR ARy s o T

quiring them to reconcile their financial statements fully through the textual discle-
sures diseussed above. Rather, these issuers need only recompute the numbetrs in
their financial statements as if GAAP were uged. The foreign issuers who are zécom- -
modated in this manner include world class issuers who report for three years and |
offer non-convertible debt securities and al! foreign issuers making cetrtain offerings to
existing security holders. 7d. at 58,515, 58,53-39. Ser suprg notes %, 12

14 E.p, address by Lee B. Spencer, Moring with the Flow: World Capital Forma
tion and the United States Securitiey Laws, Fordham Law Schoel 1580 Corporate Law
Institute (Nov. I8, 1980) [hereinafter cited] as Spencer address].

13. See Release No. 16371, supra note 1, at 70,134 ]

16, Note, Neutralizing the Regulaiory Burden: The ifse of Fguily Securities by For-
eigm Covporate Acquirers, B3 Yare LT, 1413, 142225 (1980). :

17. See Release No, 16371, supre note 1, at 70,134
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ties. Part 1I discusses the benefits, such as greater disclosure, lower
transaction costs, and higher tax revenues, that would accrue to
Americans if more foreign companies issued and listed securities in
the United States in addition to or instead of in their home countries.
Finally, Part Il evaluates certain disadvantages to the United States,
such as the possible diversion of needed capital from American com-
panies, if foreign companies were to issue and list their securities in
the United States,

At the outsef, one must note the paucity of hard data quantifying
the costs and benefits of foreign issuers offering and listing securities
in the United States. Several relevant studies have been made in this
area and graphs and statistics extracted from these studies appear in
this article, Much of the information contained in the article, how-
ever, has been gathered from interviews conducted with various ex-
perts in the field of international finance.1®

I American Qwnership of Foreign Securities
A. Extent and Nature

American investment in foreign stocks rose from $6.4 billion at the
end of 1970 to $18.9 billion by the end of 1980, Even more dramatically,
American investment in foreign bonds rose from $13.2 billion at the
end of 1870 to §43.2 billion by the end of 1980.'% Moereover, American
investors markedly increased their purchases and sales of foreign
stocks and bonds throughout the decade.

14. Informal surveys that produced data for this article were conducted by Joel A
Ornstein and F. Scott Reding of Dean Witter Reyneldz, Inc., Stan West and Lyn
Dominguer of the New York Stock Exchange (“NYSE"), and Robert C. Pozen of the
law firm Caplin & Drysdale. The author also conducted four meetings from May to
August 1821 at the NYSE with experts in the fleld of international finance.

19. See Scholl, The Mmternational fnvestment Position af the Untited States: Develop-
ments in 1950, 61 Surv. oF CurkENT Bus., Ang. 1881, at 52, 58 (Table 3) (1980 data);
Scholl, The International Investment Pogition of the United States: Developments in
1872 53 Sumv, oF CURRENT Bus., Aug. 1973, at 18, 21 {Table 3) (1970 data).
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Table I
GROSS TRANSACTIONS IN FOREIGN STOCKS AND r
BONDS BY AMERICAN RESIDENTS20 .
Value of Value of
Stock Transactions Bond Transactiong
Year {Millions ) {Millions)
1971 $2.819 $4,308
1972 4 653 4,833
1573 3,283 3,941
1974 2,630 4,290
1975 3,272 11,1463
1976 4,185 18,638
1977 4,820 21,176
1978 6,805 26,384
978 . 10,016 29,159
1580 17,978 34,960

American investors were most attracted by fareign stocks issueqd
by Canadian companies, with stocks from Japan and the United
Kingdom in second place. With respect to foreign bonds, American
investors were rmost attracted by bonds from the United Kingdom:
with Japan and Canada in second place, and the Netherlands an
France in third. The distribution by country during 1880, for example,
is displayed in Table 2 below,

Table 2

1980 DISTRIBUTION BY COUNTRY OF GROSS
TRANSACTIONS IN FOREIGN STOCKS AND
BONDS BY AMERICAN RESIDENTS?

Value ot Value of
* Sitock Transactions Bond Transaciions -

Country (Millions) {Millions}
Australis ¥ 158 $ 58
Belgium,/Luxemnbourg 180 925
Canada 6,682 4001
France 1,136 1,275
West Germany 459 876
Japan 2,656 4 625
Mexico 59 316
Netherlands 521 1485
Scandinavia 52 T21
Switzertand 1,526 1,003
United Kingdom 2,745 12,233
Ciher 1,764 7,395
Total 517,978 34,860

Table I include transactions in Canadian securities.

2l. U.5. DEP'T oF TREASURY, TREASURY BUrLeTIN 111 (July 1881). Tables A and
helow separate by nation the gross transactions of American investors in foreign debt
and equity securities from 1970 to 1989, Figures legs than $500.000 are rounded to ZeTe.
Raw data for these lables were compiled from numercus issues of LS, DepT oF
Treasury, Treasury Buyrierin E VI, Table CM-VI-10 {Capital Movements
Transactions in Long-Term Securities hy Foreigners Reported by Banks and Brokers:.;

160 [voL. 50:155-
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ican investors who buy or sell foreign securities, it is apparent that
both individual and institutional investors pariicipate significantly in
the market for foreign securities, One financial analyst estimates that
substantially more individuzals than institutions trade in this market,
though institutional investors have larger foreign securities holdings
than individual investors.®

Individual investers have reportedly been interested for a number
of years in gold stocks from South Africa and oil stocks from Canada,
and more recently in the stocks of Japanese companies.® This indi-
vidual interest in foreign stocks is reflected, for example, in the crea-
tion of a new "Foreign Stocks” section in the Value Line Investment
Swrvey, which is oriented mainly to individual investors and small

in_the United States — Foreign Purchases and Sales of Long-Term Securities by Type
and Couniry, During Calendar Year),
Tahie A
DISTRIBUTION BY COUNTRY QF GROSE TRANSACTIONS
IN FOREIGN STOCKY BY AMERICAN RESIDENTS
fIn Miltions of Dollars)

1870 irm 17 97 1874 1975 1974 1977 1978 1975 1360

Australia 4 ! 5 5 & i 7 1 14 40 184
Balgiuem/

Lusembaurg i 85 L1} &4 5 ] 8 kL ] kvl 16
Canada 815 1p0ed L5 115 PIs T™E 1288 L=+ LMS 4,510 .582
Frinee M " o4 137 190 e am 25T kT i L1346
Weat Garmany &7 Li} iod 7 30 140 218 BT 131 173 53
Japan 23 L ) a4 &M 53 I LME 1M LM 3596
Mexien n 1 H | 12 4 ] 18 17 4 # 58
Hatberlands 156 L52 29 »r ki ]| 250 350 248 23 521
Seamdinnvin o H g 5 o & 5 L] 9 A a2
Switzerlamd 1 1) B4 . =z 202 219 215 450 £13 1528
United Kingdom o b “i 450 863 587 L] a3 LMe L3 L7
Cher i al ) 284 am 458 L) 3 45 758 1784

Total 2030 ZMls AR5 1THT 3300 1390 w8 W00 &s05 I0DLE 1797

Tahla B

DISTRIBUTION BY COUNTRY OF QROSS TRANSACTIONS
IN FORENGN BONDS BY AMERICAN RESIDENTS

fIn Millions of Dollors)

1576 1871 1572 1673 194 1975 1976 1817 1o 1979 1580
Auniralia 13 36 k1 n 4 4 171 s 1 i o ]
Belgiumy
Lettepbrourg 16T 134 148 113 ] 158 b 1] 4 i) 29
Cansda 1560 LTS 1LE7 L4 223 RAIZ BB S48 4823 34E0 4001
Prioce 54 <3 L2 m it 179 LI# FLd) w3l H LITe
Weet Germany a4 T 144 85 ) 151 T 2 &7 o Ly
Japun 7 & 0 " B0 #H SAT  NAS AT8E 4En gEe
Mexico s 58 183 12 = n 153 =3 il 156 315
Nelherlanda 4 57 A a 1] TH FAL ) L) 183 4,0 1485
Scandlngvia &5 5 ~4 104 H 24l s Ll -1} it 21
Switzerland s Fo.r) k] E- 1L 141 S L1 1,488 BT B4 1,003
Uniltd Eingdam a4 471 1 -] L] bl L5 47 6761 L3 1R
Otrer LOW M LS LI MR a6 488 50 AT Sed 1M

Total I 40 AED AWl 4F0 10 INGE LI TEIM  I8IF 340
23 Letter from Walter A Eberstadt, Lazard Freres & Co. and NYSE Advisory
Committee on International Markets, to Commissioner Barbara S Thomas {Aug. 5,
1331} [hereinafter cited as Eberstadt letter].
23, Letter from Anthony M. O'Conhor, Anthony M. O'Conoor & Ca., Inc. {Invest-
ment Counsel), to Commissianer Barbara S, Thomas (July 14, 1981) | hereinafter cited
88 O'Connor letter|.
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institutions.?* The interest of American individuals in foreign stocks
is also revealed in the Public Transaction Study conducied by the
New York Stock Exchange (“NYSE") covering the fourth quarter gf
1980. During that period, individual investors accounted for 62.5%; of
the shares and 502% of the market value of foreign securities (in.
cluding American Depository Receipts) traded on stock exchanges oy
the over-the-counter market in the United States. Individuals made
B3.6% of the trades in the quarter.?®

The high proportion of American individual investors trading in
foreign securities on American markets is explained by the comman
praciice of institutional investors of purchasing and selling foreign
securities directly in foreign markets.?® Pension funds, managed by

banks and cther institutional investors, appear to represent the larg-

est group of investors in foreign securities, with $3.25 billion invested -
abroad at the end of 1880, This is an increase of eighty-five percent
from the end of 1979, when pensgion assets invested abroad were $1.75
billion.*” Pension funds as well as other institutional and fiduciary
accounts are the principal beneficiaries of the vast majority of foreign

securities traded by commercial banks and trust departments?s
Among the banks, the largest investor in foreign securities is Morgan
Guaranty Trust Co. with about $3 billion in foreign securities, a sig- |
nificant portion of which is held by pension funds.?® Like banks, in-
surance companies through their separate accounts invest pension -
and other assets in foreign securities. In addition, insurance compa-
nies through their own general accounis purchase foreign securities,

mainly through private placements.* Finally, at least fifteen invest.

24. id The Value Lire Fnvestment Surpey covers appraximately 17 stacks in its
special "Foreign Stocks” section, of which 10 are Japanese. Although a number of
other major foreign companies, such as Koyal Dutch Shell, and some smaller foreign - ..

mining and oil companies are included in the investment survey under their respective . %

industry categories, the recent ereation of the specia) “Foreign Stocks” section indi- -
cates the growing interest of individuale and small institutions in foreign shares.

25. Letter from Stan West, NYSE, to Robert C. Pozen, Caplin & Drysdale (Aug. 26,
1581} [hereinafter cited us Aug. 1981 West letter]. For a discussion of American Depos- .
itory Receipte, gee infra nobe 53 .

6. See infra text accompanying notes 42-47,

27. Hertzberg, Pervion Maragers Invest More Overseas, Aware of Risks bt Hope-
Jul About Frofits, Wall 5i. J., July 2, 1881, at 42, col. 1, Apparently, pensions Invest much -
maore in stocks than in bonds, in pert because of the effect cwTency fluctuations have
on fixed income securities. Fd. InterSec Research Corporation, a firrp that mondtors -
pensioh fund investments, predicted that by 1985 United Statez pension investments -
abroad could reach $23 billion. fd A study by the Federal Reserve Bank of New York -
indicated that in 1980 approximately $%-$10 billion of private penzion fund assets were
held in foreign securities. According to the stndy, international investments by private
United States pension funds are likely o reach $120 billion by 1990, Ehrlich, faterns-
tional Diversification by LS. Pension Funds, & FED. REs. Bavx or NY. Q. Rev, Au-
turmn 1381, at 1, 12. The Federal Reserve study noted that certain historieal barriers to
foreign investing by pensions, such as unfarmiliarity with foreign markets and the per-
ception of investrnent abroad as being "un-American," were reduced by factors such as -
increased international trade and expanded internaticnal capabilities of money roan-

agers, In addition, the report stated: "Undoubtedly, there is also the consideration that :

foreign diversification hes by and iarge proved attractive.” 7d. at 4.

28 Aug 1361 West letter, supra note 13 interview with Martin Shea, Vice Presi-
dent of Mergan Guaranty Trust Co., in New York City (July 22, 1521).

2. Interview with Martin Shea, rupra note 28.

3. Interview with Ronald Gayld, Director of International Investments for Con-
necticut General, in New York City (July 13, 1851); letter from Robert V. Roosa, Brown
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American investors have been attracted to foreign securiiies for twa
main reasons: higher expected returns on investments and lower risk
levels through portfolio diversification. As detailed below, returns on

five percent: . \ .
d wege $1 .}.t foreign stocks were higher than returns on American stocks during
ad fiduei the last decade. Although it is uncertain whether such higher returns
ty of foreign will be obtained during the next decade, Americans apparently be-
yartments 26 lieve that their investments in foreign securities are an appropriate
< ig Murga;.ﬁ' nedge for their United States investments. By obtaining foreign se-
rities, a sig- g curities, Americans hope to lower the aggregate risk of their securi-
e banks, in- ties portfolios.
est pension Ta compare the returns from stocks in different countries, analysts
nee compa- have developed the concept of “holding period yield."? This yvield is
1 securities, . computed as if an investor bought at the beginning of a specified time
teen invest-.." _ S ; :
Bros. Harriman & Co., to Commisgioher Barbara 5. Thomas (Aug. 6 198}) [hereinafter
_ cited as Roosa letier].
T stocks in its 3l. Memorandum of Michael Abrams, NYSE Survey on Foreign Stock Purchazes
I & number of {Sepi 21, 18813, at 7 [hereinafier cited a5 Abrams memea|. The Abrams memo presents
foreign - the following table illustrating United States mutual fupd investments in foreign
9eir regpactive stocks:
" gection indi-. Table C
o shares, UNITED STATES MUTUAL FUNDS SPECIALIZING
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wrican Depas:.
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6/30,/51 of Agzets
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1= invest much Templeton Growth Fund $646.9 864;
Hustions have international Invesiors 2666 67
that monitors United Services Fund 7B.4 81
n investments T. Rowe Price International Fund 63,0 N.A
t of New York Seudder International Fund 56.3 B3
1d assets were Research Capital Fund 521 78
ntg by private Putnam International Equities Fund 422 H
rlich, Friterra- Canadian Fund 284 a5
L& Rxv, Au- Strategic Investments Fund 20 a5
cal barriers to Merrill Lynch Pacific Fund 20.1 19
s and the pers - G.T. Pacific Fund 14.7 88
actors such as - LGoleonda Investars 1.7 81
[ money mu-::t- ; Closed-End Invesunent Companies
ideration ?SA, Led £87.1 ™
. . apan Fund 246.1 T3
4, Vice Presi- U.gﬂ Forelgn Securities Fund 167.4 @1

&nts for Con-
Booga, Brown
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32. Greenbaum, Sharing in the Growth of Companies Abroad, ForTune, July 13,

1881, at 145 56.

8. Abrams & Kimbsll, U.5. Favestment in Foreign Equity Markets, EcoN. Rev,

Apr, 1981, at 24.
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period and sold at the end of such period. The analysts measure the
capital gain {or loss) on stock prices, add dividends, and subtract
taxes due at the time of sale. The holding period yield may also ha
adjusted ta reflect changes in exchange rates, hecause the American
investor is interested in dellar returns and most foreign securities gre
denominated in the curreney of the issuer's home country,

During the 1970-1980 period American stocks yielded on the aver
age less than stocks in the six foreign countries with the most active
secutities markets — Australia, Canada, Japan, Switzerland, Uniteq
Kingdom, and West Germany. In the 1970%s, the average annual yield
on American stocks was 5.8%. In comparison, only Switzerland ang -
West Germany had lower average annual yields before adjusting for
exchange rates. More significantly, after adjusting for exchange rates
during this period, the average annual yield on American stocks was .
lower than the average annual yield on stocks in any of the gix
countries. '

Table 3

STOCK PRICE AND EXCHANGE RATE EFFECTS ON
NATIONAL MARKET RETURNS 1670-1598034
fArnual Percentage Rate)

Unadjusted Exchange
Country Yield Rate Adjustment Yield
Australia 6.7 0.3 1.0
Canada 12.3 — o7 11.6
Japan 11.8 48 16.7
Switzerlatid 2.0 0.3 11.3
United Kingdom 10.1 ~ 03 9.8
West Germany 34 T.1 10.5
United States 5.8 2.0 8.4

Although it is impossible to predict whether returns on foreign
stocks will be higher than returns on American stocks during the
next decade, economists have generally concluded that purchases of
foreign stocks will yield substantial benefits to American investors in
terms of diversification of risk.35 This conclusion is based on two facts
—- the heavy influence exerted by the domestic economy on the per-
formance of domestic stocks, and the considerable variation in eco-
nomic performance among the major industrialized countries. Thus,
if an American investor diversifles a portfolio by purchasing stocks of
issuers from several different countries, he or she will reduce the to-
tal risk associated with that portfolic because gains from stocks in
some countries are likely to offset losses from stocks in other
countries,

4. Id at 20

35. See Agmon & Lezsard, favestor Recognition of Corporate International Divern-
SAcarion, 32 J. Fov. 1049 (1877); Bergstrom, A New Route to Higher Return and Lower -5
Risk, I. oF PorTroLao Mo, Fall 1975, at 30, Lessard, nternational Porgfolia Diversifi - |
cation: A Muliivariate Analysis for o Group of Latin American Countries, 28 J, Fi. 620
(1973} Lessard, World, Country, and Industry Relationships in Eguity Returns, Fv
ARALYST J., Jan-Feb. 1976, at 33, Solnik, Way Not Diversify Internationally Rather
Than Domestically? Fm. ARatyst I, July-Aug. 1977, st 48
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Specifically, economists have found that from twenty to ffty per-
cent of the variation in returns from an individual stock can be ex-
plained by changes in the stock index of the national market.3 At the
same time, as illustrated by Table 4 below, several economists have
independently found low correlations between the stock index of the
United States and the stock indexes of many foreign countries (with
the notable exception of Canada). As a result of these national differ-
ences, a portfolic composed of stocks from the United States and
these sixteen countries would show less price fuctuation than a
stock portfolio composed only of American stocks.3?

Table 4

DEGREE OF CORRELATION BEI'WEEN STOCK INDEX
OF FOREIGN COUNTRY AND UNITED

STATES STOCK INDEX M
Grubel Data Saolnik Data Lessard Data

Stock Market (1959-1966) (3/66-4,71) (1/59-10/73)
Australia 6 — 23
Austria — —_ 12
Belgium A1 47 46
Canada .10 —_ B0
Denmark — — i
France 19 OF 25
West Germany 30 22 38
Italy 15 A 21
Japan g1 19 13
Netherlands 21 b1 Bl
Norway — — A7
South African

Gold Mines .16 —_ —_
Spain — — 4
Sweden —_ 28 ek
Switzerland — A4 49
TUnited Kingdom .3 20 29

Moreover, economists recently have concluded that the benefits
available from an internationatly diversified portiolio cannot be ob-
tained by investing in the securities of American corporations with
rmaultinational operations.®® Americans who invest in such a company

3335 Lessard, World, Country, and Industry Relationships in Equity Returns, mupra
note 33, at 33

37. One ecgnomist, Brung Solnik, found that an internationally well-diversifled
partfclio would be one-tenth as risky as a typical [American] security and one-half as
ritky as a well-diversified portfolio of United States stocks in terms of variability of
refurn. Solnik, supra note 35, at 51,

3. Bergstrom, siipra note 33, at 31

3%. Senchack & Beedles, fr Indireet Fnternationa! Diversification Desirable? J.
PortFoLio Mesr, Winter 1980, ot 4%, Jacquillat & Solnik, Multinarionals dre Poor Tools
for Diversifivation, 1. PorTrouo Mor., Winter 1978, at 8.

Jacguillat and Solnik examined 300 Eyropean and 100 American firms wheose stock
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apparently hypothesize that its stock price reflects to a significant de.
gree the economic conditions in the various countries in which it op.
erates,® This hypothesis, however, is not supported by empirieg)
evidence. As one article stated:

The multinational stock prices do not seemn to be extensively af.
fected by foreign factors and behave much like the stock price of a
pureiy domestic firm. 3everal explanations could be propesed, rang.
ing from the importance of national control, government constraints,
ihe influence of the major stock market where the stock is traded, or
investors' poor judgment.®!

Il Benefits from Foreign Companies Entering American
Securities Markets

As demonstrated in Part I, American investors are for sound epg
rnomic reasons increasingly interested in owning foreign securities,
Thus, the question 15 not whether Americans will purchase foreign
securities; the question is where they will purchase foreign securities
— in the securities markets of the United States, or in the securities
markets of Europe, Asia, Africa, and Latin America.

At present, relatively few foreign securities are actively traded in.
the United States and registered with the Commission.®? Only 113
foreign corporate issuers are listed on any stock exchange in th
United States. About half of the listed issuers are Canadian compa-:
nies, which de not provide American investors with significant diver-
sification of risk because stock prices in Canada are closel
correlated with stock prices in the United States.® Of the other half-
of the listed foreign issuers, very few are companies frem major in-
dustrialized countries such as Australia, France, and West Ger
many. 4 In addition, fifty-seven foreign issuers (forty-one Nort
American) file periodic reports with the Commission because at on
time they engaged in a securities offering registered with the Com:
mission. Their securities, however, are not currently listed on a stock:
exchange in the United States, Finally, fifty-two foreign issuers:
(thirty-one North American) that have never made a public offering

prices were available from April 1988 to June 1974 From thiz group, the econamis
analyzed 40 European firms and 23 American firms as a4 subgroup of companies w
the greatest multinational activities. Jacquillat and Solnik compared the total variab
ity of returns of a portfelio (1) invested in American companies with little foreign ac-
tvity; {2) invested in multinational firms, and (3) equally Invested on the maje
nationa! stock exchanges. This comparison re ed that the multinational portfoly
had 8% of the risk of ihe purely domestic portiolic of the same size. The rigk for 2
international portfolic of the same gize, however, was only 309%-50% of that of the de
mestic portiolio. Thus, the authors concluded: *Although multinational firms de per
form some international diversification for the investor, [the data] would suggest tha
{multinational firm] portfolios are poor substitutes for internatienal portfolio diversid
catign." Id. at 3.

4, See Jucquillat & Solnik swprg note 39, at 4, 10,

q1. Jid. at 12,

42, See Spencer address, sipra note 14,

43, See supra Table 4.

44, These gtatistics regarding foreipn jgsuers were vided by Carl Bodolus
Chief, Oflce of International Corporate Finance, Securities and Exchange
Commission
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fiy,a?i in the United States flle periodic reports with the Commission be-
1, rang- rause they have more than $1 million in assets and 500 sharehoiders
traints, of record (including at least 300 Americans), and do not come within
ded, or one of the several exemptions from periadic reporting provided for

foreign issuers by Exchange Act rule 12g3.2.%

Because 50 few foreign securities are listed on stock exchanges in
the United States, American investors purchase rmost foreign securi-
E: es on foreign securiiies markets in one of three ways: (1) directly
r  through a member of a foreign exchange (including banks in certain
B . countries), {2) indirectly through an American broker who for a com-
mission purchases foreigh securities through a member of a foreign
exchange, or (3} indireetly through an American dealer who
purchases foreign securities through a member of a foreign stock ex-
change and resells at a mark up.% As a general rule, institutional in-
g yestors purchase foreign securities directly in the foreign markets,
:  whereas individual investors tend to make such purchases indirectly
through American broker-dealers.t’ To trade directly in foreign se-
curities markets, institutional investors establish relationships with
- members of foreign exchanges, communication networks with for-

" eign markets, and permanent custodians in foreign countries, These
7" {asks are beyond the resources of most individuals.

merican -,

se foreign =g
securities

E A Benefits to American Fnvestors

Nest Ger- ‘. If more foreign securities were issued and listed in the United States,
me North ; &J B Amencan investors would benefit through better disclosure, greater
use at one ‘g investment opportunities, lower transaction costs, more research

it services hy brokers, and reduced risks in foreign investment. These

on a stock " benefits would be conferred to a large degree on individual investors,

mo issuers.; . although institutional investors also would receive some benefits.

ic offering - i/-SR" Both individuals and institutions would nc longer have to purchase
’ ®* - foreign securities on foreign markets.

. ecapam:igts. <

apanies with 1. Imcreased Disclosure

© foreign & Foreign securities issued in the United States are subject to the

nal portfolie - - registration requirerents of the Securities Act. Likewise, foreign se-

c t":fktﬁ‘f;n_" curities listed on stock exchanges in the United States are subject to

irms do per- the periedic reporting requirements of the Exchange Act as well as

s!;:gﬁfst ﬂ!lgf the rules of the relevant exchange. In addition, foreign debt securities

oo civers offered in the United States are often evaiuated by American rating

i B 45 Id. f‘ur a discussion of rule 12g3-2, see infra note 52 and accum#ﬁ}fing text.
- 46, Letter from Maurits Edersheim, Drexel Burmnhsm Lambert, Inc., to Commis-
| Bodalus, 4 eloner Barbara 5. Thomas (Aug 3, 1981} {hereinafier cited as Edersheim letter|.
f‘rE hange B i 47. O'Connor letter, suprs note 23; Aug. 1981 West letter, supra note 25, interview
xc g *I-\ga‘t.h Welter Stern, Capital Regcarch and Management, in New York City (June 22,

.-...- l},




organizations to help investors assess the likelihood that the issuerg
will be able to comply with their debt obligations. Thus, regardless of
the modifications made by the Commission in its requirernents with
respect to foreign issuers, the disclosure system in the United Stateg
ig still more extensive than that found in the home countries of most
foreign issuers. As a result, American investors would receive more
substantial and timely disclosure about foreign securities if theze se.
curities were issued and listed in the United States.

Admittedly, certain foreign countries have increased some disclg.
sure requirements to levels that are roughly comparable to the level
in the United States. For example, the Sixth Directive of the Eurg-
pean Economic Community (“EEC”) is quite sirnilar to Form 20-F of . i
the Commission®® Comparable disclosure rules are still relatively
rare, however. Moreover, even foreign nations that reguire substan. .
tial disclosure do not provide investors with remedies equivalent to
those granted by American securities law. Legal action for damages
and rescission is not available as a practical matter in most foreign -
countries.®® For instance, although France bans insider trading, the
only mechanism for enforcement is a eritninal proceeding brought by -
the French government. Other countries, such as Switzerland, do net
even prohibit this form of trading abuse % :

In theory, the Commission’s reporting rules could apply to a for-:
eign issuer who has never offered or listed securities in the United
States. The Securities Act Amendments of 1964 require, subject tg
Commission exemption, disclosure by foreign issuers whose securi-
tieg are traded in the American over-the-counter market and whe.
have more than $1 miilion in assets and 560 shareholders.®! In prac-
tice, however, the Commission has provided these foreign issuers

LS

h

48. See memorandum from Douglas W. Hawes, LeBeeuf, Lamhb, Leiby & MacKae,
1o Members of the Subcommittee on International Securities Matters, Comparison of
S£0C' Form 20-F and Annexes A & B of the EEC's Draft Sixth Directive, at 2 (Jan. 2,
1980),
49, ¢f. letter of Merrili Lynch, Pierce, Fenner & Smith, Inc., to George A. Fitzsim:
mons, Secretary, Securities Exchange Commission (Jan. 15, 1981) (contained in the ;
SGEC's Pubiic File No. 87-849) (encouraging foreign issuers to use United States mar
kets would give investors “gdded protections of the federa) securities laws and corre
sponding benefit of being able to sue under U.5. law in the U.S. courts rathet than
OVETEERE ).
=0, Inierview with Marie Clande Robert, Commission des Operations de Bourse,”
in London (Qct. 27, 1881); Louis, The Ifmwinnable War on Insider Trading, FORTUNE,
July 13, 1381, at 72, 82
Recently a United States delegation, represented by officials from the SEC and the
11.8. Department of State, met with Swiss govetnment officials to discuss prohlems the :
SEC hag encountered, as a result of Swiss bank secrecy laws, in investigating sus-.
pected, insider trading violations hy persons trading in American markets through :
Swiss banks. A joint statement issued in Bern at the conclusicn of the first round of
the talks stated, inter alia, that it was hoped that the discussions would lead to “muty-
ally accepiable procedures to agsist in the investigation and prosecution of insider-
trading activities” in American markets. wall St. J., Mar. 4, 1982, at 33, col. 2. It was
also stated that further talks would be necessary because of the complexity of the 15 - h:

aue, Jd.

51 Prior to 1964, only companies that offered their gecurities in the United Stated
or listed them gn an American exchange had to file reports with the Commission under
the Exchange Act. In 1964, however, Congress enacted § 12(g)(1), which requires 2o .
pahies with over $1 miilion in assets and over 500 shareholders to report to the Com- . 98
nission, 15 U.S.C. & T&{g}(1} (1981). Congress also authcrized the Commission 12 748
exempt a foreign issuer from § 12(g) if such action is in the public interest and consiF
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with several exemptions from its reporting requirements, the most
important of which is rule 12g3-2(ly}. It provides that a foreign issuer,
regardless of the number of its American shareholders, is exempt
from all Commissicn reporting requirements if it furnishes to the
Commission for public inspection copies of all material information it
makes public in its home country or sends tc shareholders pursuant
to foreign law or exchange rule,52 [n shert, if foreign securities are not
jssued or listed in the United States, Amnerican investors will receive
only the information about such securities mandated by foreign re-
quitements, which are generally lower than Commission

requirements.

2. Greater Investment Opportunities

The increased offering and listing of foreign securities in the United
States would provide American investors with greater opportunities
to purchase foreign securities not traded by American brokers.®?

tent with investar protection. fd. & T&I{g){3). The Commizsion has exercized this ex-
empting authority in rule 12g3-2, 17 C.F.R. § 240.12g3-2 (1581},

52, Rule 12g3-2 also exempts foreign issuers from § 12{g) reporting requirements if
the issuer has fewer than 300 shareholders residing in the United States. 17 C.F.R.
§ 240.12g3-2¢a) (1) (1921). Although holders of American Depgsitory Receipts
{"ADR's"), see infra note 53, are included in determining the number of shareholders
reziding in the United States, ADR's themselves are axempi from the reporting re-
quirements under § 12{g). 17T C.F.R § 240.12p3-2(c) {1981).

53. Some fereign securities are traded in the United States through American De-
pository Receipts ("ADR's"). Typically, an American bank will establizh a foreign de-
pository that aceepts foreign securities. The bank will then sell ADR's, reprezenting a
beneficial interest in the foreign securities deposited abroad, in American investors
and will perform certain services for the ADR holder, such as converting dividends
inte dollars and transmitting information concerning rights offerings. An ADR trading
mechanism established by parties other than the izzuer of the fareign security under-
lying the ADR, such as an American bank or broker, is referred to as an “unsponsored”
ADR See generally McGuinness, Fmpact af United States Securities Latos on Distribu-
tion and Trading of Foreign Securities, 12 INT'L Law. 132 {1578); Moxley, The ADR: Axn
fasrtrsiment of Inferaational Finanee and a Toal of Arbitrage, § Vil L. REV. 13 {1862);
Tomlinseh, Federal Regulation of Secondary Trading in Foreign Securities, 32 Bus.
Law. 463 (1977); Note, SEC Regulation of American Depositary Receipts: Disolosure,
Lid, 65 WaLe L.J, 562 (1356).

The unsponsored ADR may regclve some of the problems with trading in foreign
securities. For example, an ADR will provide Amertican investors with the opportunity
to trade in {oreign securities in the dermnestic market and will obviate many of the in-
conveniences attendant to executing securitics trangactions in a foreign country.
These inconvenienees include physical transfar of bearer certificates, collection of divi-
dends in foreign funds, delays in ransit and in obtaining proceeds from sales, and
ascertaining information concerning rights offerings.

On the other hand, less disclosure will occur if the securities of foreign issuers are
traded through unsponscred ADR's than if the underlying foreign securities are issued
or listed in the United Stetes. The Commission has exempted ADR's from the report-
ing requirements of the Exchange Act, 17 C.F.R. § 240.12g3-2 (1961), reasoning in part
that investors are interested in information about the issuets of the underiying foreign
security, not the issuers of the ADR. Sep SEC Releaze No. 8065, 32 Fed. Reg. TB45, 7845-
45 (1967). Issuers of the underlying (oreign securities, however, are also exempt from
the reporting requirements of the Exchange Aet if they do not issue or list their gecuri-
ties in the United States and if they fumish to the Commission information made pub-
lic in their home country purguant te foreign law. See 1T CF.R. § 240.12¢3-2 (1D8]1).
Therefore, if a foreign security is traded in the Uhited States threugh an unepansored
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Many small individual investors, unlike institutional investars, can-
not afford to establish a trading network with a foreign market. Simi.
larly, small individual investors cannot easily obtain information
about the merits of foreign stock offerings or corporate developments
affecting trading prices. Thus, investmeént in foreign securities woulg
be more feasible for many individuals if these securities were offereqd
or listed in the United States,

In particular, the voluntary entry of foreign issuers into United
States markets would allow American investors to enjoy the benefits
of rights offerings by such issuers. For example, many foreign compa.
nies, especially those in the United Kingdom and Australia, make sig-
nificant distributicns through rights offerings to existing .
shareholders. I the foreign company has issued and listed its securi-
ties in the United States, it may use a short and relatively inexpen.
sive registration form to offer rights to its existing American
shareholders.® If the foreign company has never issued or listed its
securities in the United States, however, the offering of rights to its
American shareholders entails a costly and time-consuming registra-
tion process, Faced with this registration process, many foreign com- .
panies routinely have decided not to make their rights offerings in
the United States to American shareholders.™ This decision has
been to the detriment of American shareholders (especially noninsti-

tutional) holding foreign securities.

3. Reduced Transaction Cosis

In general, the transaction costs for purchasing foreign securities in
foreign markets are higher than the costs for purchasing foreign se- |
curities listed on a stock exchange in the United States. An American -

ADR and the foreign issuer of the underlying security has not issued or listed the se-
curity in the United Staies, American investors probably will receive only the informa-
tion disclosed pursuant to foreign securitiee laws. These statutes generally are much -
less demanding than United States disclogure requirements. See supro notes 43-30 and - ¥
accompanying text. )
Ancther problem in trading ADR's is that rights offerings of the foreign izsuer of the

underlying securities cannot be farwardad to American ADR holders unless the for- 3
eign issuer regisiers the affered secuarities under the Socurities Act. Because of this - 4
registration requirement, ADR helders usually do not have an opportunity to acceept
rights offerings by foreign issuers. Letter from Dean Egly, Vice President, Morgan
Guaranty Trugt Ceo., to Commissicner Barbara 8. Thomas (Aug- 10, 1981}, ]

54. See Release Ne. 5383, supra note 8. This Release promulgates a new general "N
integrated diselosure system for domestic issuers. Eligible foreign private issuers who -
meet certain requirements will be able to register rights efferings using new Form 5-3 -
unti] the Commission approves an integrated disclosure aystem for foreign private is- -,
suers. fd. at 11384-85. To use Form 5-3, foreign issuers must furnish all security holders
residing in the United States with a copy of the isauer’s latest annual report to shave-
holders, if in Englich, and must send a copy of its latest Form 20-F filed with the Com-
miesion upon the written reguest of any United States security holder. As an .
alternative, the issuer may furnish a copy of Form 20-F {v shareholders with the 5-3
prospectus. Form 5-3, Instruction D, éd. at 11,455 (to be codified at 17 C.F.R. § 239.12). -
Form 5-3 replaces Form S-16, 17T CF.R. § 3827 (rescinded by Release No, G383, suprd -
ticle 8, at 11,365, 11,401), which had similar advantlages and requirements for foreign
izsuers.

85. Interview with Dean Egly, Vice President, Morgan Guaranty Trust Co., in New
York City (July 13, 1581}, interview with Juris Padegs, Scudder, Stevens & Clark, in
New York City (June 22, 1881} [hereinafter cited as Padegs interview]. Far a diecus-
zion of similar problems of American ADR holders, see supra note 53.

B [voL. 50:155



itors, can.
‘ket. Simij-
formation
xlopments
les would
e offered

to Uniteq
e benefitg
gn compa.
make sig. ;
existing
its securi. -

ghis to 1ts
g registra- .

‘eign com-
flerings in
cision has ¢
y noninstj- %

curities in
‘oreign se-
Americsn

the informa- .
Iy are much
teg 48-50 and

izzsuer of the
ezs the for-
cause of this 2%
ity to seeept

lent, Morgan

new general
s isguers who
ew Form 53 "
Zh private is- -
urity hoiders
wart to share-
ith the Com-
ilder, As an .
with the 5-3 .
TR §239.12). -
1, 5383, supra
& for foraipm

£ Co., in New

g & Clark, in
For a discus-

vor., 50:195

Foreign Issuers
THE GGEQORGE WASHINGTON LAW REVIEW

investor who purchases directly on a foreign exchange without an
American broker must pay a foreign brokerage commission, eurrency
conversion charges, cable and shipping charges, and any taxes and
exchange charges imposed in the foreign market.58 If an American
investor purchases foreign securities through an American broker,
the investor may pay slightly more in commission fees, but conver-
sion, cable, and shipping charges are usually absorbed by the bro-
ker.S” When an American investor purchases foreign securities from
an American dealer, the investor pays a mark up that includes a

rofit margin in addition te the commissions and other charges in-
curred by the dealer in purchasing foreign securities on foreign
markets, 3

Obviously, there are no charges for currency conversion, cable, or
shipping in domestic trades. Furthermore, commission rates on most,
if not all, foreign exchanges are filxed, whereas commission rates in
the United States are negotiated,™ A 1978 survey® quantified the dif-
ference in fransaction costs between domestic and foreign trades as
well as the differences in transaction ¢osts among foreign securities
markets. The weighted average of total transaction casts for foreign
trades was 1.3% of the purchase price. This average cost broke down
as follows: .94% commissions and fees and .36% price disturbance %!
By contrast, the survey found that the weighted average of total
transaction costs in comparable domestic trades was .79%, of which
commissions and fees constituted .38%, while price disturbance com.

prised 41%.

Jf. Letter from Stan West, NYSE, to Robert €. Pozen, Caplin & Drysdale (June 17,
1381y [hereinafter cited as Jun¢ 1981 West letter],

57, Id

. Id.

59. Padegs interview, suprg nate 55,

6. Address by C. Richard Bartels, Keystone Custodian Funds, Ine., Transaction
Costs and the Trading Experience, Financial Analyats Federation International Invest-
ment Seminar (Fek. 5, 1970) [hercinafter cited as Bartels address).

§il. Price disturbance represents the difference in the price of stock from the time
ao order iz entered by the customer to the time the order is executed in full. The price
disturbanee in lhe Bartels study is expressed as a percentage of the total dollar
amount of the trade. The price disturbance period in many of the transactions included
in the Bartels study was one week. This relatively long execution pericd was caused by
factors such as large institutional orders and less liquid internationsl markets.
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Table 5

TRANSACTION COSTS FOR SAMPLE OF TRADES IN
FOREIGN MARKETS DURING 19805

Tﬂt&l iy £
Number Value Cormmissions Price Transaction .'1 2
Countyy of Trades (Thousands) and Fees Disturbance Costs G o
Japan 52 $4,835 0,719 0.929% 1.63% o
United Kingdom 17 3,058 145 0.08 1.54
West Germany 16 2,44 0.47 —0.52 —~0.05
Netherlands 6 3% 0.21 0.0 02
Switzerland 8 1,720 0.43 4.53 4.96
Hong Kong 10 9 1.30 =135 =005
South Africs § B3 0.0 -523 -5.23
France 3 256 1.24 =049 0.75
Australia ] o7s 025 467 4.92

Securities professionals generally agree that the listing of more for-
eign securities on stock exchanges in the United States would sub. |
stantially reduce transaction costs for individual investors.®™ The
expense of purchasing directly in foreign securities markets is simply
too great for most individual investors.® Because the typical pur- -
chaser of foreign securities buys indirectly, he or she often must pay
commissions to botk an Amnerican broker-dealer and to a foreign bro- -
ker-deater acting in the principal market.®® If the foreign securities
were listed on American stock exchanges, the American investor
would pay only one negotiated commission to an American broker.
dealer. As mentioned above, the transaction costs would not inelude .3
currency conversion, cable or shipping charges. -

Although all investors would benefit if more foreign securities weré 2
offered in the United States or listed on American exchanges, institu- .
ticnal investors would henefit less than individuals. Foreign broker-
dealers court institutional investors by providing research and other
services that in effect reduce the fixed commission rate for purchas--
ing foreign securities.®® Institutional investors also have established:
communication networks and custodial relationships that substan
tially reduce the marginal cost of any foreign trade.5” Nevertheles!
even institutional investors would welcome more listings of foreign
securities on stock exchanges in the United States. These listings
would provide a competitive alternative to executing trades in fo
eign markets and thereby would keep down the transaction costs ¢
trading foreign secunities.® More listings would alse lead to in
creased liguidity and depth in the markets for the sale of foreign se

62. Bartels address, sugprg note §0,

63. Interview with Nicholas Rey, Merrill Lynch, Pierce, Fenner & Smith, Inc. {In--
ternational}, in Wew York City (July I3, 1881) [hereinafter cited as Rey interview], .
interview with Yves-Andre [stel, Lehman Bros, Kuhn & Loeb, Inc, in Hew York City
(July 13, 1581}, :

61 See suprg text accompanying note 56.

$5, O'Connar letter, sipra note 23,

88, Jd.

67, Id. g

68, Interview with Howard Moass, 1.5, Trust Co., in New York City (June 22, 1881}
interview with Howard Frantzen, Teachers Insurance and Annuity Association Culle.ge b,
Retirement Equities Fund, in New York City {June Z2, 1981); interview with Frederick
B. Whittemors, Morgsn Stanley, in New York City {June 22, 1981).
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TS IN
Total
: T’“Sﬂiﬂ‘““ curities.®® Although professional money managers can easily buy
163 {foreign securities in foreign markets, they feel more secure about the
1:54% ability to sell such securities if these are Ysted on an American ex-
~0.05 change or the NASDAQ.?™
a2]
4.5G
—0.05 4 Research Services
=523 . ,
075 Retszil investers have little American-based research svailable on for-
492 eign issuers.”! A limited number of American securities Arms offer
of more for. . research coverage of these issuers. International brokerage houses
would sub- | that have overseas branches occasionally follow actively traded for-
stors.® The eign stocks. Three or four American brokers have established re-
s is simply search staffs overseas, primarily in London and Tokyo. Num_etheless,
ypical pur- major American brokerage firms follow fewer than fifty foreign com-
n must pay panies as compared to their coverage of over one thousand United
foreign bro- & States concerns,™
1 securitieg Domestic research on foreign stocks is particularly important to
an investor  American retail investors in properly assessing the risks inherent in
¢an broker-. trading foreign securities. In addition to putting historical and antici-

pated earning levels on a basis comparable to United States firms,
the research reports provide comparisons of industry data, insights
into foreign currency factors, and corporate information commaonly
obtained by securities analysts in interviews with management,

not include %4

irities were |

ges, institu- - ) h
ign broket- Moreover, foreign-based research does not address the differences
h and other between foreign and American acceunting principles, procedures,

If more foreign securities were issued and listed in the United
States, retail investors certainly would receive the benefit of more re-
search on these securities. Research departments of Atnerican
brokerage firms generally caver & foreign stock only when the stock is
expected to generate sufficient commission revenues to justify the
coverage. Research coverage is usually initiated when a market is es-
tablished in the United States as a result of a public offering, a listing
on an American exchange, or active trading on the NASDAGQ, Typi-

eztablished
at substan--
wertheless, s

ese ligtings
ides in for-
ion costs of

lead to in- .
foreign se- ,
6. Memorandum from Joel A. Ornstein and F. Scott Reding, Dean Witter Reyn-
dlds, Inc., to Commissioner Barbara 8. Thomas (Nov. 21, 1981), at 16 {hereinafter cited
mith, Inc. (In- a5 Omstein mema|. ) .
By interview|; 70, Interview with Frederick B. Whittemore, supra note 83, A recent study indi-
lew York Citj: cated that greater liquidity in securities and shorter periods between entry of a
purchase or sell order and execution penerally lower transaction costs. See Condon,
P Measuring Equity Transaction Costs, Fin, ANALYST J., Sept.-Qct. 1981, at 60. Therefore,
s -3 greater listings of foreign securities on American exchanges, by increasing liquidity in
these securities and by reducing the petiod between order entry and execution, could
0 -3 lower transaction costs for institutional and individual investors. See Fuprg note 61,
fune 22, 1981); - e 71 Generally, only institutional investors can £ain aceess to research coverage
iation Collegl&: - provided by fereign brokers and banks on foreign stocks, Ornstein memo, supre note
vith Fregerick . DAL

T .
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cally, the research departments of the investment banking firms thay
manage a foreign stock offering in the United States provide research
coverage of the foreign issuers after completion of the offering.’ T,
research is subsequently available for brokers and traders.

3. Reduction of Other Risks

When American investors purchase foreign securities in foreign map.
kets, they assume three risks in addition to the normal risk of poor
price performance; variation in exchange rates, imposition of capital
controls, and illiquidity upon resale, Each of these risks may be mit;-
gated, though not eliminated, by the listing of foreign securities on 4.
sfock exchange in the United States. L

If a foreign stock is bought in a foreign market, its return is always
dencminated in local currency and therefore its return to the Ameri.-
can investor always depends on the rate of exchange between the:
dollar and the local currency. The listing of a foreign stock on an -
American exchange does not necessarily lessen the risk. The price o
the stock may still derive from its price in the fﬂ.‘l‘Elgn market. If, how-;
ever, & foreign stock develops a larger market in the United States'
than in its home country, there may be some reduction in exchange
risk to the extent that the price is no longer purely a derivative ¢f the’:
price denomnated in a foreign currency.”™ Further, if the return on'a’;
foreign bond issued and listed in the TTnited States is denﬂmmated
dollars, trading in the bond entails no exchange risk.”

One risk in buying a foreign security in a foreign market is that t
Issuer’s government may impose capital contrels. These may take t
form of prohibitions on extraterritorial remiftance of proceeds from
security sales oxr of culright confiscation of the securities.”” If the for-
eign security is listed on a stock exchange in the United States, the
foreign government may experience more difficulty in prnh.lbltmg the
remittance or in conflscating the security. Nevertheless, if these con-
trols are imposed they will depress the price even of a security h_e'i:'la'
outside the foreign coun

Finally, whenever American investors purchase foreign securitigs:
in foreign markets, there is always the risk that the securities cannot
be readily resold in that market.”™ In some foreign securities markets,
large blocks cannot be sold without disrupting trading; in others, th

4. Id.
75. Edersheim letter, sripra note 46, International arbitrage, however, may neutral-:
ize the effect of the larger American market. Jd.

6. O'Connor letter, suprq note 23,
T7. Capital vonirols are not synonymous with confiscation; the American owner 01‘

foreign securities located in the foreign country does not genera]l;,r lose proprietary:
rights when controls are imposed. Rather, the investor usually has the right to sell the:
gecurities and reinvest the procesds in the foreign market, Edersheim letter, .s-upm
note 46, 2
78. When a fareign government imposes capital controls, the currency of tha
country also typically comes under pressure. The market price of the foreign sioc
may decrease and the value of the stock may depreciate on the books of the American:
investor as a result of curre translations. Jd.

T9. Interview with Huw;ﬂ‘ Levine, Morgan Stanley, in New York City (June 225,

15813,
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resale side of the market may dry up fom time to time.3° By contrast,
if a foreign security is listed on a stock exchange in the United States,
a specialist is often available to purchase the security from investors
who want to sell. Exchange rules in the United States are also
designed to minimize {rading disruptions and to prevent manipula-
tive practices.

B. Benefits to Other American Groups

Besides investors, other American groups would benefit if foreign se-
curities were more easily issued and listed in the United States.
These greups include American employees, taxpayers, and
regulators,

1. Employment and Income

The most obvious beneficiaries would be the employees of the securi-
ties industry and related service industries. The securities industry
employs investment harkers, research analysts, brokers, supervisory
staff, secretaries, and clerks, The related service industries include
lawyers, accountants, printers, advertising firms, and banks. In adds-
tion, employment and income would be created in financial centers
like New York, Boston, Los Angeles, Chicago, and San Francisco
through increased foreign use of hotels, restaurants, and
entertainment.®

As an international financial center, London has historically gener-
ated employment and income for the United Kingdom.®? In recent
years, L.ondon has replaced New York as the center of the interna-
tional bond market. New York is still the favored place for interna-
tienal stock offerings, however, because of the depth and liquidity of
the United States equity markets. If New York is to retain its predom-
jinant position in international stock markets — and the employment
and income associated with that position — the United States must
maintain an environment receptive to the flow of offerings and trad-
ing of foreign stocks.

Table 6 below is derived from a hypothetical case study of a typical
equity or debt offering made by a foreign corporate issuer in the
United States. The table quantifies the benefits in gross revenues
flowing to various American industries. The equity and debt offerings
are assumed to be of average size, $30 million and $75 million, respec-
tively.8* As demonstrated in Table 6, the primary heneficiaries of
these public offerings are the brokerage and brokerage-related indus-

—_—

B0. See Hertzberg, supra note 27, at 42, col 2

81, Rocsa letter, supra note 30,

8% Ebersiodt letter, supra note 22 .

3. The equity and debt offering case study assumes, infer alia, the fcllowing: the
equsty offering amount is $30 million, with 1.5 million shares priced at $20; there is a
gross spread of 6.5%, broken down into 1.5% for the management fee, 1¥% for the
underwriting fee, snd a 3.5% selling concession, The debt offering amount is $75 mil-
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tries, which receive appreximately seventy percent of the gross reve.
nues generated by the equity offering and fifty-five percent of the
revenues from the debt offering. The printing and publishing indus-
try is the next major beneficiary, followed closely by the legal ang
accounting professions, These four industries receive approximately
ninety-five percent of the gross revenues attributable to the public
offering of the equity is5ue and ninety percent of the revenues of the
debt issue, One must also note one possible heneflt to the Uniteg
States that is not reflectied in Table 6 thé gross revenues to the
United States generated by secondary trading once a security is is.
sued or listed in the United States might equal or exceed the reve.
nues from an initial offering. ¢

Table §

FLOW-THROUGH OF BENEFITS ATTRIBUTABLE TO
PUBLIC OFFERINGS BY FOREIGN
CORPORATIONS ANALYZED BY

INDUSTRY %
Equity Offering Debt Offering
Percentage of Amount Percentage of Amount

Industry ¥ million  (Thousands)  $75 millien  {Thousands) -
Erokerage and

Brokerage-Related 70.3%, $1,527 54,477, $ 658
Printing and Pablishing a9 132 147 174
Legal Profession 7.6 163 11 122
Accounting Profession .0 150 7.8 g5
Hotel and Reataurant 13 29 2.4 2q
Gavernment Fees 12 7 3.9 4%
Communications 0.6 14 1.1 13
Transpartation 0.6 12 Lo 12
Commercial Banking a2 4 15 ao
Miscellanequs ! 50 20 24

Tiotal 100. 0% 2170 100,09 £1,210
2 Tares

Increased foreign offerings and listings in the United States would’:
generate not only employment and income for those in the securities %
industiries and related flelds, but alse tax revenues for the Unite
States and the individual states where offerings are consummated of
activities related to the offerings take place. The increased incomé,

lion, with a raturity of 10 years, and a groses spread of 1.0%, 0.2% of which ie the man:
agement fee, 0.2% the underwriting fee, and 0.6% the selling concezsion. -
With respect to both the equity and debt offering, the foreign issuing entity is non-

Canadizn. Three representatives of the company take two ane-week trips to New York
City to interview investment bankers, consult with attorneys and accountants, and be-
gin organizing the details related to the contemplated offering, In addition, three repre-
sentatives fromn the issuer and two underwriter representatives vigit eight Americen
cities in approximately one week for informational meetings with American analysts
and institutional investors. The meetings consist of a series of luncheons, cocktail re--
ceptions and dinners at which the representatives introduce the company and discuss:
its history, strategies and prospects. The company alse conducts private meetings with
selecled institutional investors. Also assumed is an underwriter's pricing meeting in
Hew York over & two-day and two-night period. See Omnstein memo, supra note 69,
App. I, A-1to A4

B4 Jd at 13-14

83, id. et 1%
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earned by brokers, bankers, and restaurant owners would lead to

eater income taxes; the increased volume of securities transactions
and related activity would lead tc greater sales taxes. For example,
the federal corporate and personal income taxes attributable to an
average public debt offering of §75 millien by a fereign corporation
have been estimated to range from $150,000 to $400,000; similarly, the
taxes from an average publie equity offering of $30 million have been
estimated to range from $300,000 to $600,000.%% This tax revenue would

penefit all American taxpayers.

3 Regulators

Finally, the Commission as a regulator would benefit from increased
offerings and listings of foreign gecurities in the United States. The
Commission has little regulatory jurisdiction over trading by Ameri-
can investors in foreign securities on foreign markets. i often does
not have the right to demand a registration statement for the securi-
ties, nor does it have the authority to bring enforcement actions in
response to fraudulent or manipulative practices.

Moreover, United States courts are becoming more sengitive to the
international repercussions engendered by overzealous assertion of
extraterritarial jurisdiction. The federal courts are exhibiting concern
over alienating other couniries that have substantial interests in reg-
ulating transactions abread.®” At the same time, at least one foreign
country recently enacted a statute that authorizes certain govern-
ment officials to prohibit the country's citizens and corporations from
cooperating with American investigations.®®

If foreign securities are issued and listed in the United States, how-
ever, more transactions in the securities of foreign issuers will occur
in the United States. The propriety and legality of applying the Amer-
ican securities laws to these transactions will be beyond question.
Accordingly, the Commission could ensure that American investors
receive adequate disclosure with respect te these securities, and

86. These estimates are based upon an assumed average pretax proflt range of

M. 40% on gross revenues and a marginal corporate and personal income tax rate
ranging from 30%:-30%. See memo from Joel A, Ornstein and F. Scott Reding, Desn

Witter Reynolds, Inc., t¢ Commissioner Barbara 5. Thomas (Dec. 11, 1881) for the in-
come estimates upon which these caleulations are baged,

&%, Cf ITT v, Cornfeld, 619 F.2d 868, 921 {2d Cir. 1960) {carefully examining Luxem-
bourg's interests before applying antifraud provisions of the United States securities
laws even though foreign entity was plaintiff rather than defendant). Thus, American
investors who trade securities sbroad may receive less protection in the future from
American courts. See address by Commissioner Barbara 5. Thomas, Extrateritorial
Application of the United States Securities Laws: The Need for o Balanced Policy,
Sinth Multi-Choice International Corporate Finance Conference, London (Oct. 26,
ﬁg;) reprinted in 1 ). Corr. L, _ {Winter 1882}; 2 InT'L ConT. L. & Fmi. BEv. 545-50

ISR

88. Protection of Trading Interests Act, 1980, enacted by the United Kingdom. For
turther discussion of this Act, see generally Note, Erjoining the Application of the Brit-
Wk Protection of Trading Interests Aet i% Private American Antitrust Litigation, 19
Mich. L. Rev. 1574 (1881).
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could supervise the trading of the securities in conjunction with the
self-regulatory organizations subject to the Commission’s oversight,

Notwithstanding this increased regulatory control, however, the
Cornmission still may encounter problems in gaining jurisdiction and
asserting subpoena authority over parties located ouiside the tniteqd
States who are affiliated with foreign issuers offering and listing their
securities here, Thus, some observers have suggested that the Com-
mission should at least consider requiring foreign issuers and related
parties, as a condition to offering securities in the United States, tg
consent to service of process in American judicial proceedings con-
cerning the federal securities laws and in Commission investigations
and administrative actions.?® The desirahbility of mandatory consent
to service of process, however, remains an unsettled question, Such
consent may not provide American investors with any greater protec-
tion than is otherwise available to them. Further, foreign issuers may
be deterred from offering and listing their securities in the United
States because of a fear of increased American jurisdiction over
them. The Commission i= presently considering this issue with re.
spect to the proposed integrated disclosure rules for foreign
issuers®

. N
IR R Jﬁ;m

NEPTLLIY e
ERSV FRNTE-HE T

Il Alleged Capital Drain from American Companies

Although increased foreign participation in American securities mar-
kets would bestow significant benefits on American investors, em-::
ployees, and taxpayers, it arguably could injure one group of’
Americans — United States companies proposing to raise capital
The specific assertion is that if more foreign companies issue and list
their securities in the United States, American investors would allol
their limited eapital to foreign companies, which would export this
capital to their respective foreign countries. As a result, America
companies would be able to raise less capital from American inv
tors for use in American operations cr would pay higher prices fp
this capital.
As explained below, however, this fear appears to be based on at
unrealistic and parochial view of the capital-raising process. An as:j
sessment of the effects of foreign capital-raising on American capi
raising must take into account the international character of toda
securities markets, The capital raised through foreign cfferings in t .
United States is partly supplied by foreign investors and partly usegi;
in American operations. In addition, the capital raised by foreign
suets in the United States markets is minhiscule compared to the ca
tal raiged by American issuers in United States markets. Moreov
the net flow of capital on an international basis histerically has beenii
toward American issuers, rather than toward foreign issuers. X

86. See Release No, 6360, supra note 1, at 58,520-21.
90, Id. at 58513, 56,520-21,
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e United A Anatomy of Foreign Offerings

hmegg;f:: In calculating the impact of_ foreign offerings on Ameri-::ap capital
: needs, the threshold questions are (i) what types of investors

:lrelated purchase foreign securities in United States markets; and (2) where

ates, to W are the proceeds from the sales utilized? Unfortunately, the availakie

ngs con- - . data do not definitively answer either of these questions, although

hiﬁzﬁ . some preliminary conciusions can be drawn on the basis of extensive

. interviews with securities protessionals.
" Foreign investers purchase a significant propertion of foreign se-
f:.' curities offered in the United States. Estimates of this proportion
B vary from twenty to sixty percent for foreign offerings as 2 whole 81 In
E"regard to a specific offering, this proportion will vary according to sevy-
eral factors, such as the composition of the syndicate underwriting
- the foreign offering. If the syndicate includes numerous foreign bro-
& ker-dealers, the proportion of foreign buyers will be higher than in
:' dicates composed sclely or mostly of American broker-dealers.
S‘Another key factor affecting the distribution of an issue is its matur
;lty Foreign investors are typically interested in intermediate-term
gobligations {five to seven years), but not in long-term obligations (fif-
Eicen years or more).%? Special features of a foreign offering are also
important. For example, several Japanese convertible debentures
were recently sold in the United States mainly to American investors,
EThe bonds featured very attractive conversion prices and were quick-
B¢ converted; upon conversion, Japanese investors purchased most of
: gthe stock.® A final factor is the relative popularity of the foreign com-
vould aligig ®any in its home country and in the United States. If a company is
Popular with investors in the home country, but unknown to most
ATE . Bmerican investors, its securities offerings will be purchased more
lcan 1n Wtien by foreign investors, %
B8 This final point suggests that a foreign company will not attempt to
.::Ti the American securities markets unless it has or intends to
. gave a significant presence in the United States. In fact, the over-
ess. AQl prhelming majority of foreign companies that issue securities in the
:an a Rltited States have substantial operations here or are seeking to es-
¢ of todk golish such operations.”® For example, of the eight offerings be-
en 1875 and 1980 by Japanese companies for which Merrill Lynch
partly : : ed as the managing underwriter, six were for Japanese compa-

group .0
se capital

to the call ; - June 1981 West letter, supra note 56 Rey inlerview, supra note 63
g&. ﬁ;e June 1981 West letter, supra note 56.

. Domestic and foreign offeringe are oflen made simultaneously, Popularity in
Ome country may facilitate angd creste some foreign dermnand for the American
Hlnitian. At the same time, an issue unpopular in a foreign country is less likely to
td in the United States, Although American investors will comprige a large per-
B¢ of the purchasers, a large part of the offering, being unattractive to foreign
ora, will probably not be sold. Jd.

Lein memo, supra note 69, at 18,
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nies with substantial operations here.® According to Dean Witter,

securities offerings in the United States provide foreign issuers with

a source of United States dollars that can be used to finance Ameri.

can-based operations, international transactions denominated ip
. American dollars, or maturing dollar-dencminated debt,®”

Investment bankers in Eurcpe emphasize that the nexus to Amenr.
can operations is particularly close in the case of debt offerings by
foreign issuers in the United States.® These offerings currently com.
prise the overwhelming bulk of foreign offerings in the United Stateg -
The bankers point out that the Euromarket for debt offerings is ag 3
good if not better than the American debt market and that the ;3
Euromarket is much less regulated than the United States market 3
Thus, given roughly equivalent interest rates in the Euromarket and.
the United States market, the foreign issver will choose to enter th
United States market only if it has a present or near-term interest in
establishing an American base. This can take the form of a physical
plant, cormmercial distribution, or acquisition through exchange ¢
securities,

B Crowding out

Although foreigners may purchase a significant proportion of the =z
curities offered by foreign issuers in the United States and foreig
companies may channel much of the proceeds from these sales in
American operations, the argument still remains that foreign issue
are crowding some American issuers out of the United States capi
markets.?® As explained below, however, the level of foreign sec
ties offerings in the United States has been so low relative to the lev
of domestic securities offerings that the potential threat to Americ:
issuers is quite modest. In 1980, for example, the total foreign secuiit
ties offerings in the United States were about $1.4 billion, whereas t,
total domestic securities offerings in the United States were abo
$202 billion.!™ Further, most foreign securities offerings in the Uni

States are for bonds, these offerings do not affect the ability of Ame
can companies to issue stock here.’ Maoreover, because the Uni
States government heavily dominates the American bond mark

86. See Rey Interview, supra note 53.

97. See Ornstein mema, supra note 63, at 18, A foreign corporation may also
access to the United States markets for numercus other reasons. First, the breadth ng
depth of the American capital market is attractive, Second, foreign corporations 5223
to diversify their funding sources; once a company is known in the United States, ré j‘Fr
lar access to American markets becomes more feasible, Third, and most obviousi¥
Awaerican markets may provide more favorakle interest rates than the Eurod
bond markets,

g8, Interview with Rodney Ward, 5.G. Warburg & Ce., Ltd,, in Landon {Oct
1981); interview with Ted Buotts, Goldman Sachs, in Londen {Oect. 27, 15981); interd
with Jacob Rothschild, J. Rochsehild & Co., Ltd, in London {Nov. 2, 1981}, intervi
with Jason Bacon, Kidder Peabedy & Co., Lid,, in London (Oct. 28, 1981); interview witly
Milan Kerne, Dean Witter Reynolds O'verseas Ltd., in London {Dct 30, 1941},
3. Interview with Lawrence Dickey, Pepsmu Corp in New York Clt:,r {July lxd
1881). .
100. See Omstelh mema, supra note 69, at 2 {citing INVESTMENT DEaLeks' Dy
Conk. FIN. DIRECTORY (March 1976-1980; Cet. 1501) 3.

101. Bebween 1976 and 1980, foreign stock offerings in the United States ranged fro
less than $100 million per year to $400 million per year, During this same period, foIN
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foreign bond offerings of such relatively modest amounts probahly do
not significantly hmit the ability of American companies to issue debt
securities. 1%

Table 7 demonstrates that from 1976 to 1980 the capital raised by
{oreign issuers, including governmental entities, ranged from 0.7% to
3.4% of the total capital raised in the United States markets. Takles 8
and 9 separate these figures further into debt and equity offerings,
Table 8 indicates that foreign issuers never attracted more than 3.2
of the debt capital raised in the United States from 1576 to 1980. Dur-
ing this period, the figure dropped as low as 0.6%. Table 9 reveals that
equity capital raised by foreign issuers between 1976 and 1980 gener-
ally comprised between 1% and 3% of the total United States equity
market, except in 1977 when the figure was 6.19;.103

Table 7

PUBLIC DEBT AND EQUITY RAISED BY FOREIGN
ISSUERS IN THE UNITED STATES CAPITAL
MARKETS (1976-1980) 1™

Percentage of Totzl Equity
and Debt Capitai

Year Amount Raised Raized in American Market
{Billions)

1976 =7 3.0,

1577 4.6 14

1978 2.0 1.2

1979 21 1.5

1980 14 0.7

iiign debt offerings in the United States ranged from $1 billion to $4.5 billien per year.

102 See eg., Debt fsruee Dominant This Week on Securitios Calendar,
Wall Bt. I, Aug, 31, 1981, at 19, col. §; Ornstein memao, supra note 69, at 7-10. See qlso
infra note 107,

163. As discussed previously, the category “foreign issuers” does not include North
American companies. See supra note 1,

14 See Orngiein memo, supra note @3, at 3 {citing INvestMENT DEALERS' Dha.,
Corp. Fin. DIRzcToRY (Mar. 1976-1880; Oct. 1981)).
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Tabie &

PUBLIC DEBT RAISED BY FOREIGN ISSUERS IN THE
UNITED STATES CAPITAL MARKETS
{ I1976-1980) 100

Percentage of Total Debt
Capital Raised

Year Amount Raised in the American Market
(Billions)

1976 M5 3.1%

1477 4.2 32

1578 15 13

1974 2.0 15

1680 1.1 0.5

Table 9

PUBRLIC EQUITY RAISED BY FOREIGN ISSUERS IN
THE UNITED STATES CAPITAL MARKETS
{1976 to 6/30/81) 106

Fercentage of

Total Equity
Capital Raised
Year Amount Rajsed in the U.5. Market
{Billions)

1976 0.2 2.4%

1877 0.4 6.1

1978 0.1 1.8

1474 0.1 17

198G 0.3 2.2

1981 (to 6/30) 0.2 2.9

Some may suspect that for debt offerings these aggregate market:?
figures are misleading because the massive levels of borrowing b
American federal, state, and local governments!"” may disguise
crowding-out effects in narrower sectors of the market. Table 10, how:
ever, compares public debt offerings among nongovernmental corpy 2@
rations of both foreign countries and the United States, andéd
demonstrates that the foreign issuers’ share of the American corpd
rate deht market is minute, From 1576 to 1981, nongovernmental ¢
porate foreign issuers attracted less than cne percent of the Unit
States debt capital raised during this period by private

105, fd.

106, fd at 4.
1%7. The following table hresks down American entities raiging debt into three cate:

gories, and indicates that United $tates povernmental issuers raised over 75% of ﬂmr
debt capital in the Ametican markets from 1576 to 1980.
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'THE
al Debt corporations 1%
ed o ]
Market Table [
TOral PUBLIC DERT QOFFERINGS IN THE
UNITED STATES CAPITAL MARKETS
Curmnulative 1876-1940
Ameount Percentage
: {Billions)
‘Non-Canadian Carporations $ 0d —
Canadian Corporatons 2.1 0.3
Total Foreign Corporate Borrowings* 2.5 0.3
Inlernational Organizations 6.8 0.8
Hen-Canadian Governments and
§IN : Governinent Guarantees 7.8 L0
. Canadian Governments and
Government Guarantees 11.2 1.5
¢ Total Foreign Noncorporate Borrawings 25.8 34
g€ o . Total Foreign Borrowings 28.3 17
Juty -American Corparations 150.6 105
Hised Federal Government 4780 62.1
Market - Btate and Local Governments 11340 14.7
: Total United States Borrowings T4l6 95.9
- “Total Public Debi Securities $ 769.0 1060.09%

¥ *ncludes all corporate isgves that bear no governmental puarantee,
¥ See Ornstein mema, supra note 68, at 5.
. 108, Nongovernmental corporationsz are defined as those offering securities that
¥ bear no governmental guarantee,
¥ | Because debt securities with long maturities are not typically availabie in the
. Ewromarkets snd foreign national maricets, one might hypethesize that any increase in
¢ foreign corporate borrowings would be primarily in the long-maturity ranges. Table E

ite marke {3’ . ‘below ansiyzes by maturity all public foreign bormowings in the United States debt
Towing by _ market from 1976 through June 30, 1581,

disguise Although roughly one-half of foreign borrawings heve occewrred in the 15-years-and-
¥ gU15 b over maturity band, over 35% of these borrowings were atiributable to foreign entitias
Je 10, ho that are nancorporate or that have governmental guarantees. The non-Canadian corpo-

EDI'P-’ﬁ’ Tate issues in the 15-plus yesr maturity range account for less than one percent of all
?T; anid! foreign berrowings in this maturity range.
ates, ar : Tabie E
can I ' MATURITIES OF PUBLIC DEBT QFFERINGS BY FOREIGN
aental cor- ENTITIES IN THE UNITED STATES CAPITAL MARKETS
‘he United = ‘Cumulative 1976-1981
7 priv ate 1 Amount {Billions) Percentage
: 0-7 B-15 15+ 07 8-15 15+

Yeare VYears Years Years Years Years

Canadian Corporations* — $0.2 $ 20D —% 7.7 T
to three cate- . Non-Canzdian Corporations® — 0.3 0.2 — 1.1 0.7
s 79% of the Total Foreign Corporations - 0.5 22 —_ B8 7.7
_ Cther Canadian Entities 24 1.7 71 B4 6.4 249
Cther Non-Canadian Entities b.a 43 4.8 228 11.6 168
Total Foreign Noncorporate
- Entities 8.9 ik} 11.5 31.2 17.6 4.7
. Total Foreign Entities $99  $55  $141 3129 26490  494%

*Includes all corporate issues that bear no governmental guaraniees,

Omstein memo, stpre note 69, at B,

_Table F below compares the cumulative totals of public debt offerings with maturi-
ties of 15 years or Jonger by American and foreign corporate issuers in the United
States markets from 1976 to 1981, Table F does not support the theory that American
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Table 10

PUBLIC DEBT OFFERINGS BY FOREIGN CORPORATE
ISSUERS IN THE UNITED STATES CAPITAL
MARKETS (1976 to 6/30/81)1%8

Percentage of
Total Public
Corporate Debt
Raised
in the American
Year Amount Raised Market
(Billions}
1976 302 0.85%
1957 —_ —
1878 Gl 0.5
1478 —_ —
1980 —_ —_
1981 f{to €730} 02 0.0

Table 11 similarly indicates the negligible percentage of capiial:
raised by foreign corporate issuers from 1976 to 1981 in the corporate
equity market in the United States, During this period, foreign issu-:
ers attracted less than 1.4% of the corporate equity capital raised in-
the United States each year, except in 1977, when these issuers ats
tracted 5.99% of the totsl.

companies are being crowded out in the long-maturity market. The Jevels of foreign
corporate bortowings ave (.29 of the total United States and foreign borrowings with
meturities exceeding 15 years. N
Tabie F
UNITED STATES PUBLIC GEBT QFFERINGS WITH
MATURITIES OF 15 YEARS OR LONGER BY
FOREIGN AND AMERICAN CORPORATIONS .

Cumulative 1976-1951

Ainount
{Billions} Perr:entaﬁ*
Foreign Carporate [ssuers®
Canadian £ 20
Non-Canadian 0.2
Subtotal 22
LS, Corporate Issuers
Indusirials 43.0
Bank & Finance 19,1
Trtilities 45,1
Subtotal 108.1
Total 1.5, Public Debt Offerings $110.3

*Includes all corporate issues that bear no governmental guarantees.

Ornstein memo, supra note 69, at 9,
108, See Ornstein mema, supra note 6§, at 7 (citing INVESTMENT DEALERS' Di

Corr, Fiv. Dmmecrory [Mer. 1976-1980; Cet. 1581)).
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ge of Table i1

1blic TOTAL PUBLIC EQUITY OFFERINGS BY FOREIGN

!d CORPORATIONS IN THE UNITED STATES
CAPITAL MARKETS (1976-1981)310

et Percentage of Total

Corporate Public Capital
Raised in the United States

Year Amount Raiged Capital Markets
{Millions)*

1976 5105 1.3%

1977 392 5.8

1978 10 0.2

1979 — 0

1680 144 11

1981 BT 0.9

*Includes initial public offerings of equity by foreign corporate issuers and
excludes convertible debt offerings.

The statistics set out in Tables 7 through 12 indicate that the
amount of capital raised in the United States through debt and equity
offerings by foreign corporations during the past five years generally
ranged from cne to three percent of the total debt and equity capital
¥ raised in the American market. Accordingly, even a doubling in the
& volume of foreign securities offered in the American market would
divert only a modest amount of capital from American issuers.

C. Net Copital Flows

- Even if foreign securities offerings entail some modest capital out-
. flow from the United States, one must recognize that the ability of
~ American issuers to raise capital from foreign investors depends ulti-
. mately cn the viability of the international securities markets. This in
" turn depends partly on the ability of foreign issuers to raise capital
within the United States. During the past decade, the net internation-
al flow of capital clearly has been toward American companies, rather
thar away from them. Although American investors have been in-
creasing their holdings of foreign securities, foreign investors have
_ been increasing their holdings of American securities at an even
JALERS' DnG, by greater rate. Accordingly, American companies have a strong stake in
i ;  the elimination of barriers to the free flow of international capital,
any movement toward protectionism in the international securities
markets would injure American companies more than foreign
companies.
Table 12 below summarizes the figures of the United States Treas-
wry on the net flow of capital toward American companies in terms of

110. rd.
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stock transactions over the last decade. During this period, net
purchases of foreign stocks by foreigners were almost ten times the
net purchases of United States stocks by American residents. More.
over, a recent economic analysis showed that the figures in Table 12
an foreign purchases of American stocks were toe low, 111 As a result,
the net flow of capital toward American companies in terms of stock
transactions was probably greater during the 1970’s than that showp
in Table 12.

Table 12
CAPITAL FLOWS FROM INTERNATIONAL
TRANSACTIONS IN STOCK S112
{In Millions of Dollars)

Neat Purchases of
Fereign Stocks by Het Purchases of Ket United States

United States United States Stock Capital Inflow in

Year Residents by Foreigners Stocks

1971 +5 45 +§ T3 +§ 682
1972 - 408 + 2,188 + 2,387
1973 - 176 + 2,790 + 2,866
1574 — 184 + 50 + 724
1575 + 184 + 4678 + 4,49
1978 + 323 + 2,753 + 2430
1977 + 410 + 2675 + 2,265
1978 - 527 + 2423 + 2,950
1973 + 786 + 1,658 + 872
1580 + 2,084 + 5,358 + 3214
Total +52,544 +$25,7M +3523,250

Similarly, in terms of bond transactions, the net flow of capital dur-
ing the last decade was markedly inh favor of American companies, As .
shown by Table 13 below, net purchases of United States bonds by
foreigners were twice as high as net purchases of foreign bonds by
American residents,

111. Willingham, Extimating Foreign Holdings of U.S. Eguities, 7 SEC. Irmrug.
Taenns, June 14, 1881, &t 1,
112, .S'ee .5 DEP‘T oF TREASURY, TREASURY BULLETIN 103 {July 1581). The figurea
include primary offerings and secondary trading in stecks {including North Americafi
stock), thm:gh the primaty offericge in American and foreign stocks were very small
during this peried.
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Table 13

CAPITAL FLOWS FROM INTERNATIONAL
TRANSACTIONS IN BONDS 113
(fr Millions of Dollars)

Net Purchases of

Foreign Bonds by Met Purchases of Net United States

United States United States Bonds Capital Inflow in
Year Residents by Foreigners Bonds
1971 +§ 935 +$ 2,375 +§ 1,440
1972 + 1031 + 5,197 + 4,166
1973 + 503 + 2266 + 1273
1574 + 2,218 + 667 — 1,661
1975 + 6,338 + 2,761 - 35T
1976 + BT + 9299 + 524
1977 + 3,09 + 27022 + 231,926
157 + 4,182 + 1007 + 2,825
1979 + 3,855 + 3956 + 101
15680 + Bdb + 10,355 + 0509
Total +$34,268 +§70,804 +$36,536

Conclusion

Both individual and institutional American investors are increasing
their holdings in securities of foreign issuers. This trend is largely
attributable to the higher returns and greater diversificaticn of risk
that foreign securities have provided over the past decade in compar-
ison to American securities.

At present, anly a small number of foreign securities are listed on a
United States national stock exchange or on the NASDAQ, As a re-

113. See id. These figures include primary offerings and secondary trading in bends.
Table G below indicates the amount of Eurabonds and foreign bonds {including Narth
American bords), issued frorm 1976 to 1980 by American carporgtions in private and
public offerings. Table H indicates the amount of bonds issued in the United States
from 1976 to 1980 by foreign corporations in private and public offerings.

Table G
BONDS [S5UVED OVERSEAS BY AMERICAN CORPORATIONS
fin Millions of Dollars)

14976 19777 1878 1974 1980
Eurobonds 35 31,130 §1,122 L2812 M,147
Foreign Bonds _@ 40 245 21% _ E
Total M3 £L170 $1,367 3,084 414
See MoRGAN GuaranTy TrusT Co., WoRLD Foiancial, MAarkeTs 15 (Dec. 15410,
Table H

BONDS JSSUED IN THE UNITED STATES
BY FOREIGN CORPORATIONS

fin Millions of Dollars)
1576 1971 1978 1979 1880
$3,072 $1,874 §1.841 $1.558 £1,212

f;';l;ﬂter from Lyn Dominguez, NYSE, to Robert C. Pozen, Caplin & Drysdale (Nov. 6,
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sult, American investors generally purchase foreign securities in for.
eign markets. Accordingly, assuming that American investors will
continue to trade in foreign securities, the question is where the trad.
ing should occur.

On the basis of the available data, this article concludes that Amer.
icans will receive greater benefits from increased participation by for-
gign companies in the United States markets than from continued
American purchases of foreign securities in the foreign markets.
These benefits include more and better disclosure, lower transaction
costs, and greater brokerage services for United States investors;
higher employment and income for gsecurities professionals and re-
lated service industries; and increased tax revenues for the United
States government and the American public in general Although
these beneflts are relatively modest compared with the United States
gross national product, the significant point is that the costs to the
United States of expanding foreign participation in American mar-
kets are probably even more modest.

The major argument against encouraging foreign issuers to offer -
their securities in the United States is that American capital will be
diverted from American cotnpanies to foreign issuers. The available
evidence strongly suggests, however, that foreign investors purchase
A a substantial portion of the securities offered by foreign issuers in the

o United States. The evidence also indicates that some foreign compa-
h nies utilize a considerable portion of the proceeds from these offer-
ings in their American operations. Moreover, securities offerings hy
o foreign issuers do not appear to crowd American issuers out of the
1 United States capital market. The securities offerings of foreign com-
panies comprise such a small part of the total capital raised in the.
United States market that even a marked increase in these offerings
. would probably have a negligible effect on American participants i
that market. At the same time, American companies have been able
to raise substantial capital in the overseas markets. American finn
is have become so attractive to foreign investors that the net intern
" tional flow of capital consistently has been toward these compane
- rather than away from them.

In evaluating the policy arguments for and against increased par
ticipation of foreign issuers in the United States markets, one musi.
bear in mind that the SEC rules are only one of many consideration
influencing a foreign issuer’s decision as to whether to offer and trade
securities in the United States, Numerous other factors, such as the:
United States tax laws!14 and fluctuating interest rates,!1® have as sig- 3

114 For example, an important reason for the growth of American investrnent in’
foreign equity securities aver the past decade was the ﬂ%iratiun of the Interest Equal-
ization Tax in 1974. See Interest Equalization Act § 2(a), 78 Stat. 809, amended by Inter-
est Equalization Tax Extension Act of 1973, § 2, 87 Stat. 12, repealed by Tax Reform A
of 1976, § 1904{a) (21} (A), 30 Stat. 1814 This was & tax ¢n the differential in yleld be-
tween foveign and American investments, making foreign securities less attractive &
consequently deterring foreign issuers from entering the United States markets. Seé %
Abrams memo, sigre note 31, at 12-13.

115. The most important factor determining the type of financing a foreign firm nses:
is the cost of capital. See U.S. DEPT. oF COMMERCE, BUREAU OF ECOROMIC ANALYSIS,
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es in for-

tors will THE GEORGE WASHINGTON LAW REVIEW
the trad-

at Amer. nificant an impact en 2 foreign issuer's decision. In addition, the for-
m by for- eign issuer’s perception of the Commission’s attitude toward foreign
ontinued concerns will heavily influence its decision, regardless of the content
markets, of the Commisgion’s rules.18 Thus, the foreign corporate community
nsaction will probably perceive the Commission’s deliberations during the
nvestors; next few months regarding its integrated disclosure rules as presag-
s and re- ing the Commission’s regulatory direction for the next few years.

e United
Although -
ed States

There is no guestion, however, that the content of the Commis-
sien's proposed rules and the burdens they impose upon foreign issu-
ers will figure prominently when foreign issuers determine whether
to enter the United States market. The empirical analysis set forth in
this article suggesis that the benefits to American investors and to
the United States economy associated with the entry of foreign issu-
ers into the United States market outweigh the costs of such entry.
Accordingly, it is incumbent upon the Commission to examine
whether it can reduce the legal barrers to entry by foreign issuers
into United States markets, while ensuring that American investors
still receive material disclosures.

- In this effort, the Commission should not be content to assure that
" the legal rules for capital-raising by foreign issuers in the United
States are similar in form to the legal rules for capital-raising by
American issuers in the United States. As others have demonstrated
persuasively, facially equal rules create significant barriers to foreign
entry into the United States capital markets because of numercus
practical differences between foreign issuers and American issu-
ers.)!7 Nor should the Commission assume that every line item in its
. prospectus requirements for American issuers is necessarily mate-
:' rial with respect to foreign issuers.11?

g - Rather, the Commission needs to take an empirical appreach in
¥ reaching conclusions about its proposed rules for foreign companies
£ issuing securities in the United States. The Commission should
closely examine the economic data on American investment in for-
f.. eign securities and international flows of capital, as set forth in this
B - article and other sources. The Commission should also carefully

f - study the comments on its rule proposals from participants in the
international securities markets — investors, issuers, and broker-
dealers, With the benefit of these data and these comments, the Com-

!Jmmn STATES DMRECT INVESTMENT ABRCAD 117 {1951). Thus, as interest rates increase
in the United States, the desirability of raising money in the United Statea through
debt securities diminizhes,

118, See O"Connor letter, supra note 23; Edersheim letter, supra note 46,

119, See Note, supra note 16, at 141520

118. [ndeed, modifications in disclosure requiremeats for foreign issuers, see supra
text sccompanying notes 16, may stimulate the Commission to reexamine the efficacy
of thege requirements for Armerican issuers.
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mission should be able to reach an appropriate balance between the
need to accommodate foreign issuers and the need te provide Amer.
can investors with material information about these issuers.

i
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