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LURO-CAPITAL MARKETS AFTER THE REMOVAL OF AMERICAN RESTRICTIONS

‘A. A. Sommer, Jr. *
Commissioner
Securities and [Exchange Commission
Washington, D. C.

Ladieé and Gentlemen:

I am simply delighted to be here among you at this very impressive
meeting of those most active in thc.Eurobond Market. It not only has given me
a chance to mecet many of you, but in additiun.to that it has given me a chance
to renew an acquaintance which T commenced.in Washington a couple of months
ago when your Chairman, Peter Sorg, and Walter Koller and Max Studerus visited
the Securities and Exchange Commission. At that time, I had the opportunity to
sit next to Peter during luncheon and learned with genuine amazement of the
tremendous achievements of your orgamization during a short six years. That so
much could be done in such a short time, and with.no regular paid staff, is a
tremendoué credit to your initiative and that of youf leaders. Quite candidly,
in the United States i{ somconec had cﬁnceivcd the idea of organiéing such a
group, the very first thing tﬁat wouid have Beén done would have been to hire
people to do the hard work! You hafu avoided that and, coﬁsequently, the
measure of your achicvement Is even greater and mo%e cémﬁendable. |

You have done this withoﬁt Legislative authﬁrify, éanction or command.
The orgaﬁization.mosﬁ.clﬁsély resembling.yours thaf we héve in the United Stétes
is the National Association of Seéufifiéé Dealéré, en tﬁé Board.of wﬁich 1 was

honored to serve as a public governor prior to becoming a Commissioner. The NASD

*

The Securities and Exchange Commission, as a matter of policy, disclaims
responsibility for any private publication or speech by any of its members
or employees. The views expressed here are my own and do not necessarily
“teflect: the views of the Commission or .of my fellow Commissioners.
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exists pursuant to statutory authurify coﬁtained in the Sccurities Exchange Act o
1934 and derives considerable of its.powcr from that source. It is, as many

of you know, subject to the oversight of the Securities and Exchange Commission.
0f course, 1 should also candidly mention that given the fairly stringent in-
terprétations of our antitrust laws which are current today, probably if you

had undertaken to do in the United States many of the things that you have done
several of you might very well be in jail for violating these laws!

Be all that as it may, your achievement is onc¢ of which you may be
proud. Certainly much of the strength of the Eurobond Market is the conseque;ce
of thosc farsightcd men who conceived of this organization and of those who have
been its members, made its rules and have then abided by them. This achievement
magnifies my sense of satisfaction in being able to speak to you today.

Being a member of an agency which is concerned with developing and
enforcing rather stringent rules with regard to '"full disclosure' concerning
corporate matters, it wouid be unseemly for me to go any further without dis-
closing that the competence of my agency -- and my own competence -- is not
really directed toward the problems of thé Furobond Market; in fact, the SEC
deals only tangentially with the substantive problems of capital markets. Many
of vyou are familiar with thc operations and responsibilities of the Securities
and Exchange Commission. We are an independent regulatory agency -- that is,
we answer nmeither to the President nor any of his executive departmcﬁts nor,
in the usual sense, Congress, mor anyone else in the government, although ob-
viously, since Congress and the Administration are the source of our money, we
must satisfy them annually that we are doing competently and well the tasks whicl

the statules under which we exist commanded us to do. We are concerned with the



regulation of the securitics markets, both exch_ange_ and pver-_ﬂm-cgunter, the
integrity of those_iqvplyed?in the. process, and in }a;gg_mea§urg”Fh§§lep§ailg en-
forcement of our standards of di§C}QSU?Cf_ We: do not makquoliyy WiEh=FEBEFd;t0
interest rates or. cr:ed_it or_monet__ary_[_)lqiicie.s_ at 31‘1-::_,.31’51’_10“%]}_1_: qu1te va.iously
much -of what wg_do:may haye an indircct imp@gt:ppon:monetary:andlgconpgigvt”
matters and, in turn, we must in_making our @gcisiqns take intq_a;g?u§t th9fg
policies as made by other agencies and by the AQminigtration_gnq Qpng;ess._ Io
be very concrete, although the Commissioners as in.(!]__ivid.uals_ may .very_tfaell have
ideas with respect to the Interest Equalization Tax and the fpreiggVQi?ecﬁ
investment restraints, we have had no official influencc or ;mpact:gpqp_eipher
the imposition of those_rcstraipfs or thelr removal. .Butlgn:pufﬂrglg‘ag
regulatnrs of thu_segupitigs ma;kets_obviogslyuwc must_tgkg“iQFQ_agFopnt ;hgz
Administration and Congressional policies with regard to those matters. WQ_are
very concerned with other related matters, such as:thg_accesgjof_ﬁoreign.dealers
to American exchanges, the conditions under which they may become such, and
similar problems. In fact, we have recently Publishcdifo?_ﬁommEU? By_;nterested
parties an extensiﬁe_series of questions that relate to prqb}ems of foreign

access, including membership on exchanges, exchange listings and the like.

Having made all these disclaimers, I am going to be beld enough to
express some notions with regard to tﬁe topic listed in the program, '"Euro-.
Capital Markets after\the Removal of American Restrictions." 1. emphasize that
these are indeed'onlymmy own opinions, they are not the expressions of the
Commission, and they suffer from the infirmities that I have mentiened, absence
of involvement in and direct responsibility for the matters te which these

American capital controls relate.



The Intecrest Equalization Tax was imposed in 1963 and the foreign
direct investment restrictions imposed in 1968 represented a repudiation by
the United States of a longstanding conviction that all nations arc well
served, including the United States, when there is a free flow of capital
throughout the world. That had been the historic stance of the United States.
However, national concern over an ominous continuing and unprcecedented un-
favorable balance of trade led the government, with the utmost reluctance, to
impose the most severe restraints on the movement of capital which we had
ever known. While we ncver felt comfortable with these restraints, nonetheless
“fmericans who felt their impact adapted to them and lived and conducted their
business among them. Howeﬁer, there was a strong wish on the part of major
parts of the American financial world that these be eliminated as quickly and
expeditiously as possible. That has now been done. The authorizing legisla-
tion for the intérest Equalization Tax cxpires on June 30, 1974 There may
be Lhose who entertain the expectation or hope that this legislation will be
extended, even though the Administration has evidenced ne desire to reimpose
the tax, but I know of no significant pressure to securc such an extension
and, therefore, 1 would expect that the legislative authority will expire in
mid-year. Thus, barring a most unusual set of circumstances, I would not
foresee cither the extension of authority or the utilization of any such

authority down the road.

The consequences of the imposition of these controls were clear. It
became economically undesirable, although not impossible, for American investors
to invest in foreign securitics, including Eurcbonds. As this Eurobond Market

developed, it developed almost exclusively offshore and very little American



money found its way into these securities. Thus, American investors could no
longer become a part of the world securities.market-énd foreign nations were,
for the most part, particularly devclopéd ones,.deniéd American resources in
their financings. As é part of that phenomenon American_cofporations could
not export their surplus capital to further foreign operations and they could
not engage in financings in the United States and then utilize the proceeds
abroad. Thus, in erder to maintain and expand their growing interna;ional
activity, they had to have recoursc to financing outside of the United States
and this, of course, was one of the principal stimuli of the Eurobond Market.
That these restraints did not significantly adversely affect the ability of
American corporations to finance their overseas operations was evident in the
testimony of the Deputy Director of the Office of Foreign Direct Investment

who said in 1971:

""So far there has been no significant change in the rate
of accumulation of assets abroad that can be attributed
to the imposition of the program. Indeed, the assets
of foreign affiliates of U. S. parents have grown at a
vigorous rate during the period of the mandatory program

“"The reason that direct investors have been able te carry
out their plans while meeting the restrictions cf the
program is because they have made substantial amounts of
foreign borrowings, usually in place of domestic borrow-
irgs that would otherwise have taken place. The [program],
therefore, should be considered primarily as a financing
program,"

Not only were American investors barred from foreign securities
markets, but the restraints also made it difficult for non-Americans to pene-
trate American capital markets and offerings in the United States by foreign
issuers declined markedly. Thus, the American securities markets became, in

effcct, domestic securities markets with its huge resources frozen inside the

the borders and only a minimal flow out of it.
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liowever, in onc particular the market remained unrestrained and that
related to the capacity of foreign interests to acquire American securities.
This investment has continued unabated and, in fact, if anything increased. For
instance, during 1973 some 20 tender offers were made for American companies
by foreign interests, a much larger number I.helieve than had ever occurred
before. In some measure, this obviously reflected both accumulations of re-
sources ahbroad and the depressed staile of American securities markets. Thus,
the historic relationship was significanfly reversed: America, instead of
exporting capital, now became for the most part an imperter.

One of the consequences of all this, of course, was the diminution
of New York City as a world capital market. Not only did this advéfsely affect
the cconomic prusperity of many New York £irms which had historically been in-
strumental in channeling American funds oversecas and in bringing foreign invest-
ment opportunitics to American investors, but it was also damaging to the ego
not only of New York City but of the nation, and a {requent argument heard for
the removal of restrictions was the necessity of restoring New York to its posi-
tion as the prime world capital market. Whether the removal of the restraints
will bring about such a restoration is a question that remains open at the
present time,

Largely, but, 1 think, not cxclusively, as a comsequence of these
strictures, the Eurobond Market developed. As it developed, it was not confined
to mited States companics seeking financing for foreign operations, but it
became the medium through which companies of other countries, as well as non-
American public bodies, sought financing. 1t devcloped mechanisms and technique
and 1t Ungcndcred organizations like yours, uas well as clearing systems, to do

rhe business of the market elficiently and well. While the prime users of this



market were American companies, nonetheless I think it is terribly important
in analyzing the consequences of the removal of Americanm restraints to realize
that these were not the only ones who utilized this. resource.

Something else to bear in mind is this. Many American companics
sought financing in the Eurobond Marketr [or reasoné.bther.tﬁén.the difficulty
of financing foreign subsidiaries with Américén-fofiéinatcaféépital. I know
from my expericnce when 1 was practiciﬁg law prior to jbiﬁiﬁgithe Commission
last Adgﬁst that mahy'igsuersisought Dﬁ? finagcing in tHéiﬁﬁfoﬁond Market for
~many reasons Uﬁher thgn that. Fruquently,.lénée¥s iﬁ the Eﬁ;abond Market pro-
vided American businesses with.gre%ter fiéxibility.éf.géfmSJLEQn ﬁéré:ﬁfocufable
in the domestic market. Often the re& fapé,.and thefefdré thézcbst of.borrow-
ing, was.significantly iess. i musf.admit.tﬁat often tﬁis.wasla.result of the
Iaék of neccssity.for registration undefhthe Fedérai ;ecuritiés laws wHich tﬁe
Securitics.and-Exchénge Commission aéministér, a pféééSS wﬁich i ﬁuét in all
candor.confeéé is frequentiy aifficult, timé coﬁsuﬁing and e#ﬁénsiéé;.IOfféﬁ
res;rictious inulending agreements enLered iﬁto witﬁ.Aﬁefiééﬁ.ieﬁéers.expiicitly
:?1luwed, or.%.waiver.ﬁight be segured ta alloﬁ, éfféﬁofé.éofrowi;é..

As tl..le. E;.lrobotlld“Mélrket..de\.r;lc;pe.(;..i.t.be::l;'.s..m;: ‘several things. First,
it qbviQusiy became bkig. In 1972;.it ;e;cééa ééfm;iii;ﬁ; éiﬁéé.igéé; ifnreﬁfe_
senéédu$2§ gliiiﬁn.iﬁ L,éOO ié%uéé; “éeééhd;-it:Béééﬁ'deééibpihéathelchéfsc:”
téfi;;ics of thefﬁéafkefél:p;rtfcﬁiarl§.a sééoﬁdaryimafkét;"élthdughfag all-
of us kx.:mw.thils.s' secondary market has had blemished and seaknesses which will'
Ee.éhé.subjéct bedlscﬁssion'iatefbiﬂsybur'méeﬁiﬁéitbdaytn Thifd,'if was in-
creasiﬁéif.utilized'ﬁ§ noﬁ:Aﬁericaﬁlin&ugtriéi Eompéﬂies seéking financing. -

Fourtii, the issuers in the Eurobond Market were for the most part characterized



by high reputation and quality:. Perhaps to some extent we may claim vicarious
credit at the Securities and Exchange Commission for this characteristic.
Manuel F. Cohen, a former Chairman of the Commission, has stated in this regard:
"One reason [it has thrived] is the high gquality of disclosure
made by Euro-bond issuers, either because they are large
international companies listed on the New York or London
stock exchanges and, accordingly, accustomed to making ade-
quate disclosure, or because the purchascrs of Euro-bond
obligations arc sophisticated investors who demand such dis-
closure. Whatever the reason, adequate disclosure has played
a significant role in the ability of issuers to gain the
public's confidence and raise large amounts of capital through
the Euro-bond vehicle."
And, finally, there developed cfficient clearing systems which now are "bridged,”
and techniques and skills in the execution of transactions.
We are, if I might lightly paraphrase the words of a very great
American, met to determine whether this market, conceived in the needs of the
sixties to serve especially the demands of American industry, can survive in a
world market from which the restraints which were largely instrumental in its
creation have disappeared. And this question arises in a rapidly changing
economic world. First, there is the Lremendous world-wide need of capital, a
nced that has been aggravated and accentuated by the recent energy crisis. In

the United States alone between now and 1985 it is estimated that somewhere

between two and three trillion dollars of capital will be necessary, based on

1971 dollars; when the effects of a five percent rate of inflation are added

in this the figure goes past three to four trillion dollars. A very large por-

tion of this need, and an increasingly large onc,.is created by the President's

determination that by 1980 the United States will have energy independence. The
American nceds for capital are paralleled in every nation, developed or unde-

veloped.



There is the specter of inflation, the bounds of which no man knows
today. Confident predictions and expectations have perished and no one can
say tomorrow whether those that we now have, even though more tentative than
before, will be realized. We are witnessing massive shifts of currency and
financial resources from the developed countries toe the Middle Eastern countries
and obviously the flow of those funds into investments wiltl havg a tremendous
impact on securities markels .throughout the world and upon economic values.

All of these economic circumstances have caused great fear concerning
the capacity of the world capital markets to respond to the needs of the world.
In the United States there is wide and deep concern with this problem. 1In the
tast couple of months I have attended innumerable meetings of people concerned
with capital and securities problems and almost invariably it is suggested, in
the most urgent terms, that this is the prime problem with which we must come
to grips. In the United States we are witnessing a weakening of the financial
structures of securities houses; in the last two years approximately 300 have
gone out of existence. Most of them that have survived have suffered and are
continuing to suffer severe losses as a consequence of the generally declining
securities markets, the unavailability of underwritings, the aggravated with-
drawal of individuals from the securities markets and other phenomena which are
paralleled throughout the world. There is a great concern whether a securities
industry, thus weakened, can be the instrumentality through which these enormous
demands of United States industry for capital can be met.

| Specifically, what does the removal of the Interest Equalization Tax

and the other restraints on .investment by Americans mean in cconomic terms?
First, it means that American companies can now finance the needs of their

overseas operations directly, cither by taking accumulated earnings in the



United States.and sending them abroad or by doing.financing\in'thé United States,

either on a public or private basis, and sending the proceeds dbroad. Thus,
unquestionably the necessity of depending upon markets abroad is geoing to be far
less compelling.

Another obvious vesult of this change in the restrictive complex will
be the ability of non-Americans to tap the American capital markets and make
offerings there and, thus, once more make available for their enterprises
American capital resources,

Both of thesc conscquences, of course, are adverse to the Burobond
Market. From your standpoint, on the other side of the balance sheet, United
States investors will now be able to buy foreign offerings either in the United
or abread, and that of course includes Eurobond offerings. It would appear
that through most of the history of the Eurobond Market the yields on those
offerings have been somewhat above those on comparable offerings in the United
States. 1f this situation were to continue -- and, of course, that possibility
must be dealt With cautiously since the ability to move capital freely neces-
sarily results in a leveling of yields -- it may well be that American- investors
will tind the opportunities afforded by the Furobond Market. attractive. At
worst, these changes will open up the potential of a vast number of additional
investors, possessed of considerable resources, as likely candidates for
Furobond Market investments. Whether the advantages of this will overshadow
the disadvantages to the Furobond Market will depend upon a lot of circumstances
that are presently highly unpredictable.

Thus, with this elimination of artificial restraints the capital market
will become more truly international and each portion of this increasingly

unitary market will compele with the other portions without the benefit or the



detriment derived from now defunct United States capital restraints. The terms
of this competition will be those that have characterized competiten in free
markets for ages. E[Eiciency.will be ome basis upon wﬁich this competition will
be carried out. Thus,lthe market which cén offer ﬁhe best in the way of clearance
and settlement facilities, ease and speed of execution, and the general overall
gervice to the investor will be an adﬁantaggous markét in this new competition.
Furthermore, it seems to me that the existence and the.liquidity of the secondary;
market for secufities Wili hecome evén ﬁore.impurtant. It is a te#t book.

axiom that éf[icient markefs are char&ctérized by easé ﬁf transférring owner-
ship of securities at prices enjoying reasonable stability.and rglétignéhip to
preceding prices.. Obﬁiouély an? strengthening of theée.éharactcfistics of the
Eurobond Market will be of tremcndéus_signifiéaﬁce. In ﬁhat parfiéhlar, it may
wéll be that £hé proposals tﬁ be considered.this afferﬁooﬁ will be.of enourmous
importance in determining liquidity in-deﬁfh of the Eurobond Market in the
future. .Another factor that should not be minimized is the confiaence of in-
vestors in the integrity of the market. If a market ié characterized by
confidence that all material inférmation aﬁout the issuers of securities in the
market is available.aﬁd disseﬁiﬁated, that it is reliable, that it is correct,

. then it seems to me that thét market has an ad?antage.. I think it is weil
accgpted by many people, pefhaps most commentators, that one of the commendable
characteristicé of the American secﬁrities markets hés been the beneficial
presence of ﬁigh disciosure standards, 3ith0ugh recenf debacles have probably
to some exﬁent impaired that confidencé. .Thus far, aé.I indicated earlier, it
may weilzbe tﬁat the Eurobona.Market has been tﬁe inégrect beneficiary of

Amcrican disclosure standards. Many of the American companies offering securities
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in that market have been substantial issuers about whom huge aﬁounts of informa-
tion are available, information which has been utilized by investors in the
Eurobond Market as wcll as in éthér classes of securities of such issuers in
thé American market. 1f the Eurobond Market becomes the market for securities
of other issuers wio are.not subject to such rvigid disclosure requirements and
which do not choose voluntarily te ﬁomply with such requiféments, then it.seems
to me that the Eurobond mérket may.be at a disadvantage as compared with the
Américan capital markeﬁs.

This brings us, of course, to the final'qucstién: Can the Eufobond
.Market survive in this new climate? I would Suggesf that it can. During the
period ﬁhcn Ameriéan capital controls have.existed, the Eurobond Market has cx-
panded and built a pdsition of”cunéiderable strehgth.. During that time the
professionals.inVOivéd in it have deQeiUped'efficienciés and skills, as witnesse
by the Qork'bf this Associatioﬁ. Too,.High caliber clearance systems which now

' between cach other have come into existence. Vigorous

have erccted a "bridge'
cfforts arc Being made to sfrengthén the Secondary'markét'for these securities.
In addition to tﬁat, 1 think that probably ﬁdét of thosé'wﬁo ére involvea in thi
market héue.léarned a goﬁd deal about ﬁhc American system'éf disclosure and have
realizéd tﬂé ﬁcnefits to bc.secured:ffum it. 1In addition to thét, thé market
has been cﬁaracterized by thé abscnce of the procedural problems that character-
ize the Americéﬁ market in which the necessities of rcgisfration are bften 4
significant factor in manégement decisions ag to financing plaﬁs.' Thus, I.thini.
it would be grossly pfemature to suggest fhaf.fhis sturdy.giaht, less fhén ten
years ago a rather struggling infant, caﬁ bé washed éway'or will be washed'away

by change in American .capital export policies. Thus, I would caution you agains



an unworthy and unnecessary pessimism. Among other circumstances which 1 think
should give you encouragement is the fact that in recent ycars only one-third

of the issucrs, expressed in terms of total value of offerings, have been
American companies, a clear indication that significant numbers of other issuers
have found the advantages of the Eurobond Market. And as I indicated earlier,

in many instances American entrepreneurs sought money in the Eurobond Market

not because of the capital restraints, but For other reasons which T have sug-
gested. Furthermore, there is as I have mentioned considerable concern as to
whether the capital markets in the United States can meet the tremendous demands
of the [uture, and it may well be that the dollar resources accumulated in the
Furopean market, in some mcasuré as a consequence of the shifts cccasioned by

the energy crisis, may provide relief Erom the tightness cof American markets.
Non-Americans seeking financing will not, in my estimation, quickly flee the
Eurobond Markct and seek capital in the United States, again one of the principal
reasons being the necessity of compliance with the rigorous registration and dis-
closure standards which prevail there. They will, I imagine, continue to find

in the Eurobond Market many advantages which will continue to make that market
appealing.

It is true that many Institutions are subject to additional restraints
of long standing which might tend to impede investment in Eurobonds. Banks, of
course, are very rigidly contrelled as to investments they can make for their
own account. They and other fiduciaries are likewise restrained by such rules
as the so-called "prudent man rule" from exercising uncontrolled discretion with
regard to their investments as fiduciaries. Those who administer pension funds,

which are the largest accumulation of investable resources In the United States



and which are also the most rapidly growing, are usually afforded by the trust
instruments extensive flexibility and, thus, would be prime candidates for
investments in markets outside the United States. 1f anything may be said about
these additional restraiﬁtsJ it is rhat there is presently a greater willingness
to expand the latitude for such prolessional investors. As an example, Senator
Bentsen has introduced legistation which would immunize from the "prudent man
rule"™ up to one percent of institutiomal portfolios, thus permitting considerabl;
greater freedom for fiduciaries in their investments.

A story is told that there was a widespread rumor at one time that
Samuel 1. Clemens, more popularly known as Mark Twain, the distinguished American
writer of the late 1800's and carly 20th Century, had died. Mr. Clemens being
reached by a reporter and asked about the rumer stated, "The rumors of my death
are grossly exaggerated.”" T think the same can be said about rumors about the
death or demise of the Eurcbond Market. 1 think it is wvery true that changes
will have to be made and greater attention given to those characteristics of the
market which limit its competitive ability and greater exploitation of the
strengths which make it a formidable competitor.

in short, then, the disappearance of Inited States restraints of
dircet foreipgn inyestment by its Citizcns marks the.beginning of a new stage
in the development of truly international capital markets. These markets, 1
betieve, will be increasingly efiicient in meeting the wotld's capital needs
as programs of inlernational co-~operation by the participants in the market
develop compatible mechanisms fov securitics transactions guided by policies
desiyned to insure investor conf{idence and interest in the markets by full and

fair disclosure of the relevani matcerial information required to make informed



investment decisions. As I learn of the tremendous growth of this Association
and the work it has done, I have no doubt of the ability of this market to

survive and more than survive, thrive in the newly competitive international

capital markets.



