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THE SEC AND FOREIGN COMPANIES—A BALANCE OF
COMPETING INTERESTS

Kenneth B. Davis, Jr.*

I. INTRODUCTION

This Article examines the rules governing foreign companies that seek to
raise capital from U.S. investors or have their securities traded in the U.S.
markets. This may seem too remote a corner of securities law’s realm for a
general conference on the SEC’s “past, present, and future.” Bear in mind,
however, that this otherwise remote corner gave rise to the most visible and
vigorous policy debate over the basic orientation and direction of U.S.
securities law in the months preceding the recent financial crisis: the debate
over whether the strictness of U.S. regulation caused our capital markets to
lose some of their competitive advantage.1

The crisis may in turn contribute to competitiveness fears in its own
way—by tarnishing the global image of the effectiveness of U.S. regulation.
Whether or not this happens, it remains a safe bet that the momentum of
globalization will continue to encourage both 1) the allocation of an increasing
share of U.S. investor holdings to other parts of the world and 2) the growth,
liquidity, and openness of foreign securities markets, and with it the role of
those who regulate them. As a result, the SEC will likely find that
considerations of harmony with what the rest of the world is doing will play
a much greater role in shaping its policy agenda. Over the years ahead, the
themes of this paper may therefore represent a rare source of deregulatory
pressure in an otherwise re-regulatory environment.
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2. 1933 Act § 5, 15 U.S.C. § 77e (2006) (stating that the jurisdictional requirement of “interstate
commerce” specifically includes trade or commerce between a foreign country and the US as well as

between the individual states). See § 2(a)(7), 15 U.S.C. § 77b(a)(7).
3. See LOUIS LOSS ET AL., SECURITIES REGULATION 679 (4th ed. 2007).

4. Integrated Disclosure System for Foreign Private Issuers, Securities Act Release No. 6360,
Exchange Act Release No. 18274, 46 Fed. Reg. 58511, 58513 & n.19 (Dec. 2, 1981).

Because some of the law in this area may be unfamiliar even to the
securities regulation generalist, Sections II and III provide a basic background
on the regulation of the various ways in which foreign companies raise capital
from U.S. investors (Section II) and the U.S. trading of those companies’
securities (Section III). With a view to the competitiveness debate, these
sections will also consider how the level and means of foreign access to the
U.S. capital markets has changed in recent years. Section IV then addresses
the future. As a construct for identifying some of the issues that the SEC will
face in the years ahead, and how those issues might be resolved, this section
separately considers the (often conflicting) interests of the three U.S. groups
with the biggest stakes in the outcome—issuers, investors, and the financial
services industry. Section V contains a brief conclusion.

II. RAISING CAPITAL FROM U.S. INVESTORS

Foreign companies raise capital from U.S. investors in three basic
transactional settings—within the United States, both publicly and privately,
and outside the United States. This section briefly surveys the SEC’s approach
to each.

A. Registered Public Offerings under the 1933 Act

The registration requirements of section 5 of the 1933 Act apply to U.S.
securities offerings by domestic and foreign issuers alike.  While Schedule B2

of the Act details special disclosure requirements for offerings by foreign
governments, no comparable accommodation was initially made for foreign
private firms, perhaps because the volume of offerings by such firms was too
small to warrant attention.  Moreover, the SEC’s position has been that the3

legislative history of the 1933 Act indicated an intent to treat foreign private
issuers the same as their domestic counterparts.  This absence of a formal4

distinction notwithstanding, the SEC staff would on occasion tolerate
departures from U.S. accounting and auditing practices by foreign issuers
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5. LOSS, supra note 3, at 681 n.48.
6. See Means of Improving Disclosure by Certain Foreign Private Issuers, Exchange Act Release

No. 13056, 41 Fed. Reg. 55012, 55013 (Dec. 16, 1976).
7. 1934 Act § 12(g)(3), 15 U.S.C. § 78l(g)(3) (2006).

8. Foreign Private Issuers, Exchange Act Release No. 14128, 42 Fed. Reg. 58684–85 (Nov. 10,
1977).

9. Rules, Registration and Annual Report Form for Foreign Private Issuers, Exchange Act Release
No. 16371, 44 Fed. Reg. 70132, 70134 (Dec. 6, 1979). The accommodation as to segment data was

ultimately eliminated in 2008. See Foreign Issuer Reporting Enhancements, Securities Act No. 8959,
Exchange Act Release No. 58620, 73 Fed. Reg. 58300 (Oct. 6, 2008).

registering offerings under the 1933 Act.  Overall, however, disclosure policy5

in the offering context contrasted sharply with the trading-market context
where both (1) registration and annual reporting forms governing foreign
issuers required “substantially less information” than their domestic
counterparts,  and (2) upon extending 1934 Act reporting requirements to6

firms traded over the counter, Congress expressly recognized the need to
exempt at least some foreign securities.7

This basic scheme was substantially revised beginning in the late 1970s.
The SEC first proposed reducing the disclosure gap between domestic and
foreign 1934 Act reporting companies, both to better protect U.S. investors
and to address the competitive disadvantage incurred by U.S. firms.  Foreign8

issuers of securities actively traded in the United States were thus required to
provide more comprehensive annual reports, on present Form 20-F. Next, the
Commission used that expanded annual report as the basis for a system of
“integrated disclosure,” parallel to the one it had developed for domestic
companies. For the first time, a special set of 1933 Act disclosure
requirements (currently Forms F-1 and F-3) was available to foreign issuers.
Because the content of those forms was coordinated with the 20-F annual
report, foreign issuers contemplating a public offering in the United States
could now take advantage of at least some of the disclosure accommodations
that the SEC had accepted in response to the criticism generated by its original
20-F proposal. Thus, in recognition of the international differences in
disclosure law, practice, and custom, foreign issuers had been spared the need
to annually report such items as the profits of each separate business segment
and the compensation of senior executives,  with the latter accommodation9

extended to the public offering context as well.
Eligibility for these reduced disclosure obligations turns, then as now, on

the issuer’s status as a “foreign private issuer”—a defined term that looks not
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10. 1933 Act Rule 405, 17 C.F.R. § 230.405 (2009) (“The term foreign private issuer means any

foreign issuer other than a foreign government except an issuer meeting the following conditions as of the
last business day of its most recently completed second fiscal quarter: (i) More than 50% of the outstanding

voting securities of such issuer are directly or indirectly owned of record by residents of the United States;
and (ii) Any of the following: (A) The majority of the executive officers or directors are United States

citizens or residents; (B) More than 50% of the assets of the issuer are located in the United States; or
(C) The business of the issuer is administered principally in the United States.”).

11. Integrated Disclosure System for Foreign Private Issuers, supra note 4, at 58513.
12. Id.

13. Supporting a more market-based explanation is the fact that foreign company offerings
represented only 1.4% of registered offerings in the four years following adoption (1983–1986), compared

to 2.3% in the four years preceding it (1978–1981). Internationalization of the Securities Markets, SEC
Staff Report to Senate Comm. on Banking, Housing & Urban Affairs and House Comm. on Energy &

Commerce, at II-105 tbl.II-O (July 27, 1987).
14. 1992 SEC ANN. REP. 52 (1992), available at http://www.sec.gov/about/annual_report/1992.pdf

(last visited Feb. 16, 2010). The SEC ceased reporting detailed break downs on the amount of 1933 Act
registrations in early 1989. See Table M-370, Gross Proceeds from Primary Public Offerings by Industry:

only to the issuer’s place of incorporation, but also requires that a majority of
its shareholders and business be located outside of the United States.10

The SEC saw these accommodations as the product of its need to
“evaluate two competing policies.”11

One is the recognition that the investing public in the United States needs the same
type of basic information disclosed for an investment decision regardless of whether
the issuer is foreign or domestic. This view suggests that foreign registrants be
subject to exactly the same requirements as domestic ones. The other is that the
interests of the public are served by an opportunity to invest in a variety of securities,
including foreign securities. This policy implies that the imposition on foreign
issuers of the same disclosure standards applicable to domestic issuers could
discourage offerings of foreign securities in the United States, thereby depriving
United States investors of the opportunity to invest in foreign securities. According
to this reasoning, the public interest would be best served by encouraging foreign
issuers to register their securities with the Commission.12

Just how immediately effective the new integrated disclosure system was
in providing the necessary encouragement is not altogether clear, in part
because of the problem of finding consistent data over time. In 1983, the year
following adoption of the new rules, the volume of debt and equity offerings
by foreign issuers was $2.6 billion, double the year before, but still at roughly
the same level as 1980, suggesting that the 1983 jump might be due more to
market conditions than regulatory encouragement.  By 1992, however, when13

data on 1933 Act filings by foreign issuers was first included in the SEC’s
Annual Report, the annual volume of registered foreign offerings had reached
$34.6 billion  and continued to grow steadily through the ensuing decade.14
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1985–1988, SEC MONTHLY STATISTICAL REVIEW, 48, #2 (Feb. 1989).

15. International Disclosure Standards, Securities Act Release No. 7745, Exchange Act Release No.
41936, 64 Fed. Reg. 53900, 53900 (Oct. 5, 1999).

16. Acceptance from Foreign Private Issuers of Financial Statements Prepared in Accordance with
International Financial Reporting Standards without Reconciliation to U.S. GAAP, Securities Act Release

No. 8879, Exchange Act Release No. 57026, 73 Fed. Reg. 986, 986 (Jan. 4, 2008).
17. Cf. James D. Cox, Coping in a Global Marketplace: Survival Strategies for a 75-Year-Old SEC,

95 VA. L. REV. 941, 985–87 (2009) (evaluating SEC’s optimal strategy for dealing with the International
Accounting Standards Board).

18. Pub. L. No. 107–204, 116 Stat. 745 (2002). Little in Sarbanes-Oxley’s legislative history
suggests that Congress ever seriously considered the special status of foreign private issuers. See Michael

A. Perino, American Corporate Reform Abroad: Sarbanes-Oxley and the Foreign Private Issuer, 4 EUR.
BUS. ORG. L. REV. 213, 221–23 (2003). But cf. Roberta S. Karmel, The Securities and Exchange

Commission Goes Abroad to Regulate Corporate Governance, 33 STETSON L. REV. 849, 862–63 (2004)
(stating that Sarbanes-Oxley’s application to foreign issuers is consistent with SEC’s subtle shift in the

direction of greater “unilateralism”).
19. See, e.g., Management’s Report on Internal Control over Financial Reporting and Certification

of Disclosure in Exchange Act Periodic Reports, Securities Act Release No. 8392, Exchange Act Release
No. 49313, 69 Fed. Reg. 9722 (Mar. 1, 2004) (extending compliance date); Standards Relating to Listed

Company Audit Committees, Securities Act Release No. 8220, Exchange Act Release No. 47654, 68 Fed.
Reg. 18788, 18802–04 (Apr. 16, 2003).

Over the last decade, the SEC has made substantial strides in harmonizing
the U.S. disclosure requirements applicable to foreign private issuers with
emerging global norms. Thus, in 1999 it replaced the nonfinancial information
requirements of the 20-F annual report with those adopted by the International
Organization of Securities Commissions (“IOSCO”).  And beginning in 2007,15

it permitted foreign private issuers to prepare their financial statements in
accordance with International Financial Reporting Standards, without the
requirement that they be reconciled with U.S. GAAP.  To the extent that the16

U.S. public capital markets remain an attractive option for foreign companies,
the willingness to make these kinds of accommodations, in addition to
promoting global convergence, significantly strengthen the SEC’s hand in
shaping what the resulting norms will be.17

This spirit of accommodation stands in sharp contrast with Congress’
failure to draw any distinction between domestic and foreign issuers in the
Sarbanes-Oxley Act of 2002.  While the SEC has made some effort to temper18

the Act’s application to foreign private issuers,  its authority to do so is quite19

limited. Consequently, compliance with Sarbanes-Oxley remains a serious
concern for foreign companies contemplating offerings or listing in the United
States.

Important questions therefore exist about the ongoing viability of the
registered public offering as a means for foreign companies to raise capital in
the United States. From the 1992 level of $34.6 billion cited above, the annual
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20. 2001 SEC ANN. REP. 77 (2001), available at http://www.sec.gov/pdf/annrep01/ar01full.pdf (last
visited Feb. 16, 2010).

21. Again, there is a question of data comparability. For the years 1992–2002, the Annual Report
referred to the amount of public offerings filed. With the 2004 change in the report’s format, the description

changed to the dollar amount of securities registered under the 1933 and 1934 Acts. While these are two
different concepts, the data that bridge both formats are the same. See SEC, 2004 Performance &

Accountability Report 62 fig 2.7, available at http://www.sec.gov/about/secpar/secpar04.pdf. To the extent,
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Act, the fall of in the level of registered offerings becomes even steeper.
22. Comm. on Capital Mkts. Regulation, Share of Global IPOs (Narrowly Defined) Captured by

U.S. Exchanges, http://www.capmktsreg.org/competitiveness/2009Q2update/(2A)Share_of_Global_IPOs_
Captured_by_US_Exchanges(narrow).pdf. (last visited Nov. 14, 2009) The CCMR data reported

throughout this paper are taken from the quarterly updates to the various competitiveness measures
originally published in the CCMR Competitive Position Report, supra note 1.

23. Over the period from 1997 to mid-2009, the percentage of overall class actions brought against
companies headquartered outside the United States has steadily increased, even as the number of those

companies listed in the U.S. markets has declined. See Cornerstone Research, Securities Class Action
Filings-2009 Mid-Year Assessment 7 & fig. 6 (2009), available at http://securities.cornerstone.com/

pdfs/2009_Mid-Year_Assessment.pdf.
24. See, e.g., Howell E. Jackson & Eric J. Pan, Regulatory Competition in International Securities

Markets: Evidence from Europe-Part II, 3 VA. L. & BUS. REV. 207, 210 (2008) (finding that, by the late
1990s, European issuers had already begun to turn away from the U.S. public capital markets).

volume of registered foreign debt and equity offerings climbed steadily,
according to the SEC’s Annual Reports, to a high of $267 billion in fiscal year
2001.  In the years thereafter, however, new registrations fell to an annual20

average of 155 billion.  The recent reports of the Committee on Capital21

Markets Regulation (CCMR) portray an even more dramatic fall off. Using
Dealogic data, they compile the volume of “Global IPOs” (IPOs by foreign
companies listed on at least one exchange outside the issuer’s country of
domicile) listed on a U.S. exchange. That amount peaked at $35.3 billion in
2000, but has averaged only $6.7 billion in subsequent years.22

While this sharp downward trend in foreign registered offerings is clear,
the reasons for it are not. One hypothesis, favored by those who fear the
flagging competitiveness of U.S. capital markets, is that foreign issuers are
deterred by recent development that increase both the burden and risk posed
by U.S. securities law. In addition to Sarbanes-Oxley, they cite the threat of
securities class actions, which have been brought against foreign companies
at an increasing rate.  On the other hand, the trend is also no doubt due to the23

increased depth and liquidity of foreign securities markets as well as to the
subject to which we now turn—the alternative of a private U.S. offering.24
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25. See Private Resales of Securities to Institutions, 17 C.F.R. § 230.144A(b), (c), prelim. note 7

(2009).
26. 17 C.F.R. § 230.144A(a)(1)(i), (d)(1).

27. 17 C.F.R. § 230.144A(d)(3).
28. Resale of Restricted Securities International Series—104, Securities Act Release No. 6839, 54

Fed. Reg. 30076, 30077–78, 30081 (July 18, 1989).
29. Even though the U.S.-listed securities are in the form of ADRs (see infra Section III.A), they

would foreclose a 144A offering of the deposited securities—that is, the ordinary securities traded in the
issuer’s home market—as well. See Resale of Restricted Securities; Changes to Method of Determining

Holding Period of Restricted Securities under Rules 144 and 145, Securities Act Release No. 6862, 55 Fed.
Reg. 17933, 17935 (Apr. 30, 1990).

B. Offerings to Qualified Institutional Buyers under Rule 144A

Rule 144A is a testament to the SEC’s creativity in finding ways to
respond to the evolution of the financial marketplace within the confines of
seventy-five-year old statutory framework. The logic underlying the Rule is
without fault: Very large institutional investors should be permitted to choose
whether they require the protections afforded by 1933 Act registration.
Lacking an express statutory window to attain that result, the Commission
cobbled one together from concepts developed over the years under two of the
1933 Act’s most important exemptions—the section 4(1) exemption for
transactions not involving an issuer, underwriter or dealer, and the section 4(2)
private offering exemption. Specifically, sales pursuant to Rule 144A are
declared not to constitute a “distribution,” with the result that purchases of
securities from the issuer with a view to reselling them under the Rule does
not have the effect of negating either the issuer’s or reseller’s exemption from
registration.25

Eligibility for the Rule 144A exemption entails three conditions. First,
offers and sales may be made only to persons reasonably believed to meet the
definition of “qualified institutional buyer” (“QIB”)—generally traditional
institutional investors with $100 million or more in assets under
management.  Second, the securities being sold cannot be of the same class26

as listed on a U.S. national exchange or traded in a U.S. national quotation
system.  This requirement—that the securities be “non-fungible”—was27

included to prevent the risk of a side-by-side 144A market that might
undermine the liquidity and efficiency of the existing public market for the
issuer’s securities.  Listing on a foreign exchange, in contrast, poses no28

comparable impediment to the availability of Rule 144A. If, however, the
foreign issuer were to cross-list those securities in the United States, it could
no longer take advantage of Rule 144A for offerings of the same class.29
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30. Rule 230.144A(d)(4). In light of the possible duty to update any information furnished under

this requirement, one leading authority has suggested that eligible foreign private issuers give serious
consideration to availing themselves of the rule 12g3-2(b) exemption, discussed below in Section III.B.

EDWARD F. GREENE ET AL., U.S. REGULATION OF THE INTERNATIONAL SECURITIES AND DERIVATIVES

MARKETS § 4.03[d][ii] (9th ed. 2008).

31. Private Resales of Securities to Institutions, 17 C.F.R. § 230.144A prelim. note 6 (2009).
32. Exxon Capital Holdings Corp., SEC No-action Letter, 1988 WL 234336 (May 13, 1988). Unlike

domestic issuers, foreign issuers are allowed to use this procedure for equity as well as debt. See Robert G.
DeLaMater, Recent Trends in SEC Regulation of Foreign Issuers: How the U.S. Regulatory Regime Is

Affecting the United States’ Historic Position as the World’s Principal Capital Market, 39 CORNELL INT’L

L.J. 109, 112–13 (2006).

33. Resale of Restricted Securities, Securities Act Release No. 6806, 53 Fed. Reg. 44016, 44022
(Nov. 1, 1988).

Finally, unless the issuer is either subject to the 1934 Act’s reporting
requirements or exempt from those requirements under rule 12g3-2(b) (see
Section III.B below), it must provide investors, upon request, a brief
description of its business and its most recent financial statements.30

Securities acquired pursuant to Rule 144A have the status of Rule 144
“restricted securities” in the hands of the QIB.  Two important possibilities31

for immediate resale exist, however, so that Rule 144A securities enjoy
greater liquidity than other types of restricted securities, particularly for
foreign issuers. First, the securities can be sold to dealers for resale to other
QIBs under Rule 144A. Alternatively, the securities may be sold in offshore
transactions in the issuer’s home market (or other global markets) under
Regulation S, discussed in the next subsection, or exchanged for the issuer’s
publicly marketable securities in so-called Exxon Capital transactions.32

In proposing Rule 144A, the SEC clearly had in mind the opportunity for
foreign companies to use this new exemption as an attractive means of
entering the U.S. capital markets:

The Rule may have significant implications for offerings by foreign issuers. Foreign
issuers who previously may have foregone raising capital in the United States due
to the compliance costs and liability exposure associated with registered public
offerings, and the costs of financing inherent in placing restricted securities, may find
private placements in the United States a more viable capital-raising option as a
result of the combined effect of proposed Rule 144A and proposed Regulation S.
Greater participation by foreign issuers in the U.S. capital market also would have
the benefit of reducing the costs borne by U.S. institutional investors that wish to
invest in foreign securities and are compelled at present to go overseas to obtain such
securities. Moreover, U.S. intermediaries who may have lost business to foreign
competitors simply because such securities may be available only offshore may be
afforded more opportunities to participate in the internationalization of investment
strategies.33
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34. COMMITTEE ON CAPITAL MARKETS REGULATION, RULE 144A IPOS BY FOREIGN COMPANIES

AS A PERCENTAGE OF TOTAL GLOBAL IPOS IN THE U.S., http://www.capmktsreg.org/competitiveness/
2009Q2update/(4)Rule_144A_IPOs_by_Foreign_Companies_as_a_Percentage_of_Total_Global_IPOs

_in_the_US.pdf.
35. Resale of Restricted Securities, supra note 33, 53 Fed. Reg. at 44016.

36. See ADRs (American Depositary Receipts) descriptions infra Section III.A.
37. Committee on Capital Markets Regulation, “Equity Raised by Foreign Issuers in the U.S. via

Rule 144A ADRs as a Percentage of Equity Raised in the U.S. by Foreign Issuers in the Public Market,”
http://www.capmktsreg.org/competitiveness/2009Q2update/(7)Equity_Raised_by_Foreign_Issuers_Via

_Rule_144A.pdf.
38. See supra note 2.

Foreign private issuers have definitely taken advantage of the resulting
opportunity. According to the CCMR, in 2007, the year before the recent
financial crisis, foreign companies doing offerings that included the U.S.
markets raised $94.8 billion under Rule 144A—over 7 times the amount they
raised through IPOs listed on a U.S. exchange.  While the U.S. private34

placement market was historically a debt market, issuers had begun using it
to raise equity capital even before the adoption of Rule 144A.  For foreign35

issuers, Rule 144A has proven particularly advantageous for equity offerings.
Using data from the Bank of New York Mellon’s ADR  program, the CCMR36

estimates that foreign companies raised an annual average of $3.8 billion in
equity through Rule 144A ADR offerings over the period from 2000 to 2008,
with a high of $17 billion in 2006.37

C. Offshore Transactions

What if the offer and sale of securities occurs outside the United States?
Most of the law and lore in this area has developed in the context of sales by
U.S. issuers in foreign markets. This combination is, of course, the direct
opposite of offerings by foreign issuers to U.S. investors, the focus of this
paper. Yet many of the concepts developed in the former context apply alike
to foreign issuers, especially those with the existence or prospect of an
investor following in the United States.

The overarching issue is the extent to which the protections of the U.S.
securities laws follow U.S.-based investors into foreign capital markets. To be
sure, if the transaction at issue contains no element of “interstate commerce,”
it will fall outside the jurisdictional sweep of section 5’s registration
requirements.  But the prospect that negotiations and documentation could38

entail at least some communication back to the U.S. might understandably
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39. Registration of Foreign Offerings by Domestic Issuers; Registration of Underwriters of Foreign

Offerings as Broker-Dealers, Securities Act Release No. 4708, 29 Fed. Reg. 9828 (July 14, 1964).
40. 17 C.F.R. §§ 230.901–.905 (2009).

41. Offshore Offers and Sales, Securities Act Release No. 6779, 53 Fed. Reg. 22661, 22665 (June 7,
1988).

42. 17 C.F.R. § 230.903(a).
43. 17 C.F.R. § 230.902(h)(1).

dissuade the foreign issuer from allowing U.S. investors to participate in a
contemplated overseas offering.

The SEC addressed these questions in its 1964 Release 4708, during the
early days of the Eurobond market through which multinational companies
found it attractive to raise dollar-denominated debt capital abroad. The
Commission noted that notwithstanding the literal reach of section 5, its
traditional position was that registration under the 1933 Act was primarily
intended to protect U.S. investors, and therefore it had not taken action when
U.S. corporations distributed unregistered securities abroad to foreign
nationals. It added, however, that this position assumed “that the distribution
is to be effected in a manner which will result in the securities coming to rest
abroad.”  Through no action letters in the years following the adoption of39

4708, the SEC staff developed a system of “lock-up”
arrangements—procedures to prevent securities initially placed offshore from
flowing back to the U.S. market.

By the late 1980s, the dramatic growth of international financial markets
led the SEC to revisit its approach to offshore offerings. The result was
Regulation S,  a safe harbor based on a “territorial approach,” which sees the40

purpose of 1933 Act registration as protecting the U.S. capital markets and
those investors (domestic and foreign) who purchase securities within them.41

The core prerequisites for the safe harbor are that the offer or sale be made in
an “offshore transaction” and that no “directed selling efforts” be made in the
United States.  Both are elaborately defined terms, with “offshore42

transaction” of particular interest for our purposes. It requires (1) that the offer
not be made in the U.S. and (2) that either (a) the buyer is, or is reasonably
believed to be, outside the U.S. at the time of the buy order or (b) the
transaction is executed on an established foreign securities exchange or
designated offshore market.  For purposes of determining the buyer’s43

location, the SEC release adopting the safe harbor adds an important
qualification for U.S.-based institutional investors and investment funds.
Corporations and partnerships, including investment companies, will be
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44. Offshore Offers and Sales, Securities Act Release No. 6863, 55 Fed. Reg. 18306, 18310 & n.39
(May 2, 1990).
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49. See Offshore Offers and Sales, Securities Act Release No. 6863, supra note 44, at 18316–17.
50. See Securities Act of 1933, 17 C.F.R. § 230.902(k)(1)(vii) (by implication).

deemed outside the United States if an authorized employee places the buy
order while abroad—no matter where the actual investment decision is made.44

Whether additional requirements or restrictions apply under Reg. S
depends on the category of securities at issue. Offerings by foreign private
issuers could fall into any of the regulation’s three categories. Given the
SEC’s longstanding concern over securities that might flow back to the United
States, the threshold question in determining which category applies is
whether there is “substantial U.S. market interest” (“SUSMI”)—a term
separately defined for debt and equity —for the class of securities being45

offered. In the absence of SUSMI, the securities qualify for Category 1, and
therefore no further restrictions apply. Further, even for foreign private issuers
with SUSMI, “overseas directed offerings”—that is, offerings directed into a
single country other than the United States, conducted under local law, custom
and currency —fall under Category 1 as well.46

Categories 2 and 3, in contrast, impose restrictions on the period of time
during which the securities cannot be offered or sold to a “U.S. person.” The
length of the time period depends upon the class of securities involved and the
existing availability of U.S. information regarding the issuer. Specifically,
under Category 2, applicable in the case of foreign private issuers to both debt
securities and, if the issuer is a 1934 Act reporting company, equity securities
as well, the relevant compliance period is forty days.  For offerings of equity47

securities by foreign private issuers that do not file 1934 Act reports, the
compliance period is a full year, under Category 3.48

Various mechanisms exist, however, for U.S. investors to participate in
an offering of Category 2 or 3 securities, even during the restricted period.
Generally speaking, the definition of “U.S. person” looks to who is making the
investment decision, not who has the economic stake.  Thus, discretionary49

accounts held by a foreign fiduciary fall outside the definition, even if the
account is on behalf of a U.S. person.  And for at least some U.S. investors,50

the definition of “U.S. person” affords latitude even when they retain
investment authority. Specifically excluded from the definition of U.S. person
are the foreign branches of U.S. banks and insurance companies, so long as
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they are operated for valid business reasons.  The definition also indicates51

that a foreign partnership or corporation organized by a U.S. person for
purposes of investing in unregistered securities will not itself be deemed a
U.S. person, so long as the organizer and owner of the partnership or
corporation is an accredited investor who is not a natural person, estate or
trust.  Finally, in order not to place U.S. money managers under a competitive52

disadvantage, the definition departs from the general rule described above and
excludes any discretionary account (other than an estate or trust) held by a
U.S. professional fiduciary, if the beneficiary is not a U.S. person.53

What limitations apply to the resale of foreign securities acquired by a
U.S. investor in a Regulation S offering? Category 2 and 3 securities are
subject to the forty-day or one-year restriction on offers or sales to U.S.
persons. But by their terms, these restrictions apply only to offers or sales by
issuers, “distributors” (underwriters, dealers and other participants in the
distribution), their affiliates and those acting on their behalf. Further, Rule 905
was added to Reg. S in 1998 to provide that equity securities of domestic
issuers subject to these restrictions have the status of “restricted securities”
under Rule 144, but the SEC elected not to impose comparable treatment on
foreign securities, as it had originally proposed.54

U.S. investors should therefore be mindful of the fact that Reg. S contains
its own safe harbor for resales. As with Reg. S generally, it requires that the
securities be offered and sold in offshore transactions, and that there be no
directed selling efforts in the U.S. Importantly, the availability of this safe
harbor is not confined to securities acquired in Reg. S transactions.55

Securities acquired in Reg. D offerings or other private placements, as well as
under Rule 144A, can therefore also be resold under the safe harbor.

D. A Note on Integration

To be sure, the securities of foreign private issuers can generally be sold
to U.S. investors under the other exemptions available to their domestic
counterparts. Along with Rule 144A, private offerings under section 4(2) and
limited offerings under Regulation D are the most obvious examples. The
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contemporaneous use of multiple exemptions to sell similar securities
ordinarily creates the risk that the separate offerings might be integrated as
one, with the consequence that one or more of the exemptions will be lost.
Offshore offerings under Reg. S are treated differently, however. The SEC’s
position is that these offerings will not be integrated with U.S. registered or
exempt offerings of the same securities, even when the two offerings are
coincident.  Thus, global offerings by foreign companies often consist of56

separate Regulation S and Rule 144A tranches.

III. U.S. TRADING MARKETS

A. ADR Programs

American Depositary Receipts (ADRs) are the principal format used for
U.S. trading in the securities of foreign companies. Foreign shares are
deposited with a U.S. commercial bank, which in turn issues the ADRs, each
corresponding to a set number of the underlying shares. The ADRs then trade
and settle in dollars. ADR programs may be either “sponsored”—that is,
organized by the foreign issuer itself—or created without the issuer’s
participation (“unsponsored”). Beginning with Daimler Chrysler in 1998, the
U.S. markets developed “global share” arrangements as an alternative to
ADRs. Global shares trade in the same form in both the home and U.S.
market.

ADR programs are often characterized in terms of “Levels.” In a Level
I program, the ADRs trade in the over the counter market. Level I programs
may therefore be sponsored or unsponsored. Level II and III programs, in
contrast, require the issuer’s participation. Level II programs entail listing the
ADRs on a U.S. exchange and therefore require registration under the 1934
Act, as discussed in the next subsection. Level III programs involve raising
capital through a public offering, after which the ADRs are to be listed on an
exchange. Level III programs therefore require registration under both the
1933 and 1934 Acts.57
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B. 1934 Act Registration and Reporting

The 1934 Act requires the registration of any securities that are actively
traded in the U.S. markets. That registration serves as the triggering event for
ongoing disclosure and reporting obligations as well as rules governing
various corporate-shareholder matters such as proxy voting, tender offers and
short-swing profits. Specifically, registration requirements apply to issuers in
two situations. One is companies whose securities are traded on a U.S.
national securities exchange.  For foreign private issuers, this is the principal58

source of the obligation to register. As of December 31, 2008, the SEC
identified a total of 1024 companies as subject to the 1934 Act registration
and reporting requirements. Of these, 458 were listed on the New York or
American Stock Exchanges, while 248 were listed on the NASDAQ Global
or Capital Markets.59

The alternative registration requirement applies to companies with assets
in excess of $10 million and a class of equity securities held of record by 500
or more persons.  It is this second registration prong that creates the greater60

potential for undue hardship on foreign issuers. Foreign securities may, over
time, find their way into the hands of U.S. investors without any attempt or
desire on the issuer’s part to access the U.S. capital markets. Even more
daunting, the 500-person threshold is not by its terms limited to U.S. persons.
To address these sorts of problems, Congress, as a part of the 1964 legislation
extending the 1934 Act registration requirements to non-listed securities,
granted the SEC broad authority to exempt the securities of foreign issuers.61

Pursuant to this authority, the SEC has created two important exemptions
for foreign private issuers whose shares trade on an over-the-counter basis in
the United States. The first exempts any class of securities with fewer than
300 holders resident in the United States.  Second, under rule 12g3-2(b), even62

those foreign companies that exceed the 500-shareholder and 300-resident
thresholds could qualify for exemption if, prior to 2008, they applied to the
SEC and filed copies of any financial or other investment-related information
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that they file or make public in their home jurisdiction.  As of June 2005, the63

SEC’s most recent published listing, 672 foreign private issuers were claiming
the exemption.64

In recognition of the increased globalization of the securities markets, the
SEC substantially revised the terms of the second of these exemptions in
2008. As a result, the exemption is now limited to companies listed on one or
more foreign exchanges that represent their primary trading market, but
application to the SEC is no longer required. Instead, in order to maintain the
exemption, the company must provide English translations of its principal
disclosure documents (such as the annual report and financial statements) and
make them available on its web site.65

Elimination of the application requirement has produced an explosion in
the number of unsponsored ADR programs, because depositary banks no
longer require the issuer’s participation. The depositary is required only to
have a reasonable, good faith belief, after exercising reasonable diligence, that
the issuer satisfies the exemption’s English language information
requirements.  As a result, the number of unsponsored ADR programs has66

climbed from 217 to 1044 since September 2008, according to the directory
maintained by BNY Mellon.67

Finally, even if required to register under the 1934 Act, foreign private
issuers are excepted from many of the obligations imposed on domestic
companies. They are not required to file reports on a quarterly basis, and the
1934 Act rules governing proxy solicitations and short-swing profits do not
apply.  This longstanding pattern of relieving foreign private issuers from so68

many of the corporate governance components of the 1934 Act made
Congress’s 2002 decision to subject those issuers to Sarbanes-Oxley all the
more striking.
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C. Delisting and Deregistration

What if a foreign company wishes to exit the U.S. trading markets? This
became a matter of heightened concern as foreign issuers confronted the
prospect of compliance with the various demands of Sarbanes-Oxley.

Historically, the SEC has taken an asymmetric approach to the issues of
entry and exit. Even if an issuer terminated the listing of its securities on a
U.S. exchange, it continued to be subject to 1934 Act reporting requirements
so long as that class of securities was held by 300 or more U.S. residents.
Thus, even under circumstances in which a foreign private issuer would
otherwise have been eligible for the 12g3-2(b) exemption discussed above, the
fact of its previous listing required it to continue filing reports under the 1934
Act. Further, if the securities had been the subject of a 1933 Act registered
offering, the issuer’s reporting requirements were merely “suspended” when
its resident shareholders fell below 300, requiring the issuer to continually
monitor that number into the future. By thus making exit difficult, the SEC
assured prospective purchasers of the issuer’s securities that they would have
the benefits of mandatory disclosure on an ongoing basis.69

In 2005, recognizing that these obstacles to exit might dissuade some
foreign issuers from accessing the U.S. capital markets as an initial
proposition, the SEC proposed a substantial liberalization if its approach.
Instead of the number of U.S. shareholders, the new approach looks to the
relative U.S. market interest in the foreign company’s securities. The key issue
is whether the U.S. average daily trading volume does not exceed five percent
of the worldwide amount. If so, and subject to the other requirements of the
new rule, the issuer can terminate its obligation to file 1934 Act reports and
take advantage of the 12g3-2(b) exemption.  The resulting opportunity to70

walk away from the U.S. trading markets proved immediately popular for
foreign companies. According to data compiled by the CCMR, the number of
annual delistings from the NYSE, which had averaged 22.7 for the period
1997–2006, jumped to seventy-two in 2007, the year of the new rule’s initial
effectiveness. The rate has since returned to prior levels, however.  The71
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overall trend is nonetheless clear. The number of foreign companies registered
under the 1934 Act grew steadily and significantly throughout the 1990s,
reaching a year-end peak of 1,344 in 2001. Since then it has declined by
roughly a quarter to the 2008 level of 1,024.72

IV. ASSESSING THE FUTURE

Globalization presents a formidable threat to the SEC’s regulatory
primacy. Throughout most of its history, U.S. securities law and regulatory
philosophy has had the freedom to develop in relative isolation. Unrivaled in
terms of their depth or breadth of investor participation, our public capital
(especially equity capital) markets presented the SEC with not only unique
regulatory challenges but also the leverage to address those challenges with
the confidence that regulated parties lacked comparable opportunities
elsewhere. What resulted, especially in the 1933 Act setting, was an expansive
approach to investor protection. Consider, for example, the SEC’s
longstanding prohibition on any sort of publicity or other information
(advertisements, press releases, speeches, etc.) that, even though removed
from the formal securities distribution process, might nonetheless work to
“condition the market” for an upcoming offering.  Today, of course, the73

internet severely complicates any such endeavor to systematically regulate
information flow, particularly when that information emanates from outside
the United States.

At the same time, globalization has created viable competitive alternatives
where none previously existed. Information and communications technology
now allow both the bread and the butter of the securities business—capital and
information—to be delivered from one part of the world to another with
virtual immediacy. Besides the threat to the SEC’s regulatory effectiveness,
there also results a parallel threat to the various private actors regularly
affected by U.S. securities regulation. U.S.-based issuers, financial services
providers, and money managers increasingly compete, and are benchmarked,
on a global basis. Do the strictures of U.S. securities regulation place them at
a competitive disadvantage in relation to their foreign counterparts?
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Thus we have the elements of the basic tension that has defined the SEC’s
approach to foreign private issuers over the last three-plus decades, and will
no doubt continue to do so for the foreseeable future. On the one hand, the
SEC must be alert to the continuing emergence of new opportunities, created
by the globalized marketplace, to evade or undermine its established
regulatory objectives. On the other, it must be sensitive to confront those
opportunities in ways that do not unduly prejudice the competitive position of
U.S.-based participants in that marketplace.

Sections II and III have provided several illustrations of the kinds of
accommodations that have resulted, to date, from this fundamental tension. All
too often, such accommodations made in recognition of one set of U.S.
interests will impair those of another. While the title to this paper refers to the
“balance” of those competing interests, “web” or “knot” may be a more vivid
metaphor. Those metaphors, however, invoke the image of a static and
immutable set of entitlements. “Balance” was therefore chosen instead, to
reflect the importance of an equilibrium that, given the pace of globalization,
is in need of constant readjustment.

This challenge of dynamic rebalancing will be the key to the SEC’s role
in the years ahead. To reflect on some of the issues embodied in this
challenge, let us examine the separate perspectives of each of the U.S. groups
having an important stake in the enterprise—issuers, investors and the
financial services industry.74

A. U.S. Issuers

Consider the alternative approaches to regulatory jurisdiction and
philosophy available to the SEC in the international arena. If given their
choice, U.S. issuers would presumably prefer a strictly territorial
approach—regulate transactions within the United States, ignore those abroad,
whatever the nationality of the parties. These issuers are headquartered in the
country that continues to feature both the deepest capital markets and the
strictest securities regulation. Having been compelled to disclose all that is
required by U.S. law, U.S. companies would likely prefer that the foreign
companies that compete with them for capital in the U.S. marketplace be
compelled to do the same. Likewise, when they go abroad, should not U.S.
companies be free to raise capital on the same terms that apply to local firms?
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From a policy standpoint, such a purely territorial approach would afford
issuers and investors greater freedom to choose the laws governing their
offerings, and thereby promote a global competition among securities
regulators. The costs and benefits of such an approach have been the subject
of a lively scholarly debate.75

How does this theoretical perspective jibe with the U.S. experience to
date? While a territorial approach has been the starting point, Sections II and
III have catalogued numerous instances of nationality-based adjustments, all
for the purpose of easing access for the foreign issuer. These are evident in
each of the four transactional settings we surveyed: In registered public
offerings, special disclosure requirements apply. For private offerings under
Rule 144A, a mix of legal and practical considerations not available to
domestic issuers make it far more attractive for foreign issuers to use the Rule
to raise equity capital. These include the limitation of the fungibility concept
to securities traded in the U.S. markets; the availability of the 12g3-2(b)
exemption to avoid registration under the 1934 Act, and the opportunity for
resales under Reg. S into the issuer’s home trading market. When raising
capital abroad, the greater risk of flow back means that for equity and
convertible debt offerings, U.S. issuers will always be subject to offering
restrictions and a distribution compliance period,  and almost always so in the76

case of nonconvertible debt offerings.  The 1998 amendments to Reg. S gave77

us a direct example of the SEC’s attaching a higher priority to risk of abuse
and flow back than to treating U.S. and foreign issuers (even foreign issuers
whose principal securities market was the U.S.) alike.  Finally, in the U.S.78

trading markets, foreign issuers are spared the obligation to report their
financial results on a quarterly basis and to comply with U.S. proxy and short-
swing profit rules. Further, the U.S. exchanges have also generally exempted
foreign issuers from the corporate governance provisions of their listing
standards.79
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Consistent with our overall focus on the balance of competing interests,
these accommodations have frequently been grounded on concern for the
other two members of our tri-party equilibrium—U.S. investors and the
financial service industry.  Yet there is also a larger, multinational policy80

dimension that helps legitimize this particular balance. The concepts of mutual
recognition and harmonization now occupy a much more visible and
permanent place in the international dialogue over securities law reform.81

They also supply the basis for a pragmatic, ends-versus-means response to
U.S. issuers and others who might question why the SEC’s view of
appropriate investor protection varies based on the nationality of the issuer:
Conditional access to U.S. capital markets based on the level of home-country
regulation provides an important incentive for foreign countries to improve
their local laws, and thereby helps protect U.S. investors who deal directly in
those markets.

For capital-raising activities outside the United States, there is a separate
set of reasons why the SEC can be expected to treat U.S.-based issuers more
rigorously than their foreign counterparts. We saw in the case of Release 4708
and Reg. S that the SEC retains a regulatory interest in protecting U.S.
investors even when engaged in offshore transactions, and as a practical
matter, those investors are more likely to deal on a regular basis in securities
of home-country companies. Further, under principles of international law and
comity, the case for extraterritorial application of U.S. law no doubt grows
much stronger when both sides of an offshore transaction are U.S. persons.

Given this pervasive pattern of differential treatment, it is surprising that
U.S. issuers have not been more vocal about being competitively
disadvantaged. As we ponder the SEC’s future, can this spirit of acceptance
be expected to endure as U.S. companies finds themselves competing more
regularly for capital in a unified global marketplace?

Complicating the answer is the prospect that while U.S.-based issuers
may from time to time cite various components of the U.S. system as being
unduly burdensome (class actions and Sarbanes-Oxley are the two most
obvious candidates), the package as a whole may actually work to their net
competitive advantage by lowering their cost of capital. Some have portrayed
the comparative strictness of U.S. securities regulation as a source of



2010] THE SEC AND FOREIGN COMPANIES 477

82. See, e.g., John C. Coffee, Jr., The Future as History: The Prospects for Global Convergence

in Corporate Governance and Its Implications, 93 NW. U. L. REV. 641 (1999); René M. Stulz,
Globalization, Corporate Finance, and the Cost of Capital, J. APPLIED CORP. FIN., Fall 1999, at 8.

83. See, e.g., Craig Doidge et al., Has New York Become Less Competitive than London in Global
Markets? Evaluating Foreign Listing Choices over Time, 91 J. FIN. ECON. 253, 268–74 (2009); Luzi Hail

& Christian Leuz, Cost of Capital Effects and Changes in Growth Expectations around U.S. Cross-
Listings, 93 J. FIN. ECON. 428 (2009).

84. Foreign Issuer Reporting Enhancements, Securities Act Release No. 8959, Exchange Act
Release No. 58620, 73 Fed. Reg. 58300, 58301 (Sept. 23, 2008) (“[S]ome of the disclosure

accommodations that we provided to foreign private issuers almost 30 years ago may no longer be
appropriate or necessary in light of global market developments and advancements in technology”).

85. See id. (“[T]here has been a movement toward greater international agreement on the accounting
and other non-financial statement disclosures that should be provided by issuers. The Commission has

undertaken a number of initiatives that recognize this.”).
86. Pub. L. 95-213, 91 Stat. 1494 (1977).

opportunity for foreign companies to warrant the quality of their corporate
governance by cross-listing on U.S. markets and thereby submitting
themselves to SEC oversight.  This view draws support from the empirical82

studies demonstrating the significant positive valuation effects enjoyed by
foreign firms cross-listing on U.S. exchanges.  Extending this logic, the83

SEC’s various accommodations to foreign private issuers might actually work
to their disadvantage by undermining their ability to reassure investors that
they conform to the same high standards as their U.S. counterparts.

Advantage or disadvantage, what does the future portend? The SEC’s
most recent rulemaking on the subject suggests a move, at least in the case of
disclosure requirements, to narrow the differential treatment between domestic
and foreign private issuers.  But we should expect, as with any dynamic84

equilibrium, some give and take. As foreign securities markets mature,
become more fully integrated into the global financial environment and their
regulators gain more experience, there will be the understandable offsetting
tendencies to develop more confidence in the quality of home-country
regulation while perceiving less need to tolerate departures from emerging
international norms. Overall, absent a significant change in global sentiment,
the long-term trend will almost certainly be in favor of greater harmonization
in the treatment of issuers,  and with it, away from the need for mutual85

recognition or other forms of deference to the local law of the issuer’s
domicile.

Harmonization, to be sure, raises important issues of national sovereignty.
In particular, might it constrain Congress’s political inclination to address
domestic scandals through amendments to the federal securities laws, as it did
with both the Foreign Corrupt Practices Act of 1977  and Sarbanes-Oxley?86
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Conscious of the increasingly globalized marketplace, lawmakers should
appreciate the Hobson’s choice between, on the one hand, departing from the
spirit of international cooperation by subjecting foreign companies to a
uniquely U.S. policy prescription and, on the other, exempting those
companies to the possible competitive disadvantage of their U.S. counterparts
that likewise do business on a global basis.

B. U.S. Investors

Just as U.S. issuers might favor the flexibility and choice afforded by a
purely territorial approach, investors who desire access to the widest array of
international investment opportunities would favor an approach such as
mutual recognition, which entrusts regulation to the issuer’s home country and
market, even in cross-border transactions. Of course, whether U.S. investors
would in fact opt for this approach necessarily depends upon how much they
value the protections of U.S. regulation.

Thus far, the SEC’s response to the issue of investor choice in the face of
globalization is to draw a sharp line between institutional and retail investors.
While this segmentation is not confined to transactions in the securities of
foreign issuers,  it is especially well suited to the challenges of global87

investment. By employing the familiar “fend for themselves” rationale,  the88

SEC can assure U.S. institutions essentially the same access as their foreign
competitors to new offerings from around the world and the ability to provide
their (in most cases U.S.) clients with the full benefits of global
diversification. Illustrations of this selective treatment of institutions in
Section II include not only Rule 144A but also, more subtly, the ability to
engage in offshore transactions through foreign agents and branches under
Reg. S.

Section II described how this has produced a dramatic shift in the
composition of the new issue market, away from 1933 Act registered offerings
in favor of private placements under Rule 144A. It has had a comparable
effect on the distribution of securities in the secondary markets, so that
ordinary investors no longer have as convenient an opportunity to invest in,
or access to SEC-mandated disclosure on, the majority of foreign companies
trading in the U.S. markets. In a recent article, Doidge, Karolyi and Stulz
report the breakdown in foreign equity listed on the U.S. exchanges versus
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traded in the over-the counter and 144A markets for the period 1990–2005.89

Exchange—listed issuers dropped from 68% to 42% of the total.
There is every reason to believe this trend away from 1933 and 1934 Act

registration will continue. From a legal standpoint, Rule 144A seems to be
working for foreign issuers exactly as the SEC had hoped. While room exists
to adjust the definition of a QIB, most of the rule’s other components
(especially those of principal value to foreign equity issuers—fungibility and
the linkage to Reg. S resales and the 12g3-2(b) exemption) are relatively cut
and dried. Thus, neither the need not the ready mechanism exists for the kind
of regulatory give and take that characterizes the disclosure requirements, as
discussed in Subsection A above. From an economic standpoint, there is a
growing body of scholarship indicating that firms seeking to raise capital and
have their shares traded in foreign markets are less inclined than in years past
to do so through listing on a U.S. exchange. We will examine the debate over
the reasons for this phenomenon in the next Subsection. For present purposes,
it is important to recognize that we are talking not simply about the effects of
Sarbanes-Oxley or the availability of Rule 144A but also a shift in the kinds
of firms that pursue cross-listings.

If this trend does persist, one likely casualty over time will be the SEC’s
role as global standard-setter on matters of disclosure content and format. This
is the inevitable direct consequence of fewer foreign companies filing under
the 1933 and 1934 Acts, and those that do being increasingly governed by
more harmonized international standards. Yet the even more important
consequence may be the indirect one. Technically, the fact that an offering is
exempt from registration means that instead of the disclosures mandated by
the SEC, the issuer and underwriters are free to tell investors as much or as
little as they please, subject only to the antifraud rules. But the reality is very
different. In offerings under Rule 144A the practice is to provide disclosure
and supporting documentation closely resembling that required for a
registered offering.  This should hardly be surprising—professional investors90

are accustomed to seeing and evaluating certain kinds of information. And a
common format facilitates comparisons between firms. Thus, the disclosure
standards developed by the SEC in the registration context have spilled over
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into the exempt offering market, and have no doubt played an important role
in improving the level of disclosure and transparency globally. As new
disclosure issues and challenges arise in the years ahead, can the SEC’s
disclosure requirements realistically be expected to exercise the same
gravitational force in a world where, for foreign issuers, the 1933 Act
registered offering is much more the exception than the rule?

The other important consequence is that a smaller share of foreign
investment opportunities will be available to the ordinary investor through the
U.S. trading markets. As a political or public relations matter, this may not
have been as troublesome in an earlier time when investing in foreign
companies still had an exotic aura and outside participation in many foreign
markets was limited. That is clearly changing, with the changes posed to
accelerate.  Two messages from the recent financial crisis were not likely lost91

on most retail investors—the importance of diversification and the prediction
that in future years, opportunities for significant and sustained investment
growth will disproportionately be found in developing markets. The irony,
therefore, is that just as the lure of global investing is reaching Main Street,
Main Street finds its opportunities to act on it contracting.

Some will applaud this development, on the ground that unsophisticated
investors have no business trying to pick individual winners among foreign
stocks.  We are accustomed to many other types of investments (hedge funds,92

private equity and venture capital, for example) that are available only to
institutions and other limited classes of issuers through offerings that qualify
for exemption under the 1933 Act.  Foreign stocks are fundamentally93

different, however, because they are already traded at the retail level, so that
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expressly accepts responsibility for the content. See Registration Requirements for Foreign Broker-Dealers,
54 Fed. Reg. at 30,023.

U.S. investors can track their price movements and usually obtain
comprehensive English-language business and financial information prepared
under standards set by a foreign regulator. This in turn leads to the most
critical difference from a policy standpoint: Notwithstanding the lack of a U.S.
trading market, U.S. investors can increasingly purchase these shares any way,
either through their U.S. broker (who fills the order on the U.S. Level I ADR
market or through a foreign branch or broker) or by establishing an account
directly with a foreign broker.  This is, admittedly, hardly a substitute for94

domestic trading. Not all foreign markets are accessible, and additional fees
and expenses typically apply. Further, foreign brokers that routinely follow
local stocks are reluctant to make their research available in the United States,
lest they be charged with illegally soliciting orders.  Thus, the present state95

of affairs in the United States represents, at best, investor protection though
inconvenience.

While the prior subsection discussed the debate over issuer choice, the
more lasting consequence of globalization and the internet may be to force the
SEC to philosophically grapple with the issue of investor choice as never
before. One possible response is to maintain the present approach. As U.S.
retail demand for foreign securities grows, U.S. broker-dealers may find it
worthwhile to expand their services and compete more aggressively for this
business.  However, whether this would provide U.S. investors with anything96

approaching the level of research available from the local analysts in the
issuer’s home country or region is doubtful.  The alternative is to ease the97

current law to allow U.S. investors more direct access to foreign brokers and
markets. This is where the dimensions of investor choice become central.
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Should unregistered foreign brokers be given greater latitude to solicit
business from U.S. investors? Those investors already have some ability to opt
out of the SEC’s protections by placing an unsolicited order abroad. Under
what circumstances should the SEC now permit the foreign broker to solicit
that order within the United States?

Neither of the two answers to that question that have been proposed to
date is likely to satisfy most ordinary investors interested in actively buying
and selling foreign stocks. One is to amend Rule 15a-6 to expand the pool of
investors with whom a foreign broker can transact business without being
required to register with the SEC.  Individuals would now be eligible, but98

only if they have $25 million or more in personal investments.  Thus,99

segmentation of investors continues to be an important ingredient of SEC
policy toward foreign private issuers, though as a result of globalization, the
line of demarcation is shifting. The other proposal, first suggested by SEC
staff members, is a variation on mutual recognition, motivated in part by the
plight of the retail investor seeking greater access to global markets.  Termed100

“substituted compliance,” the proposal would allow foreign stock exchanges
and broker-dealers to provide service within the United States “based on their
compliance with substantively comparable foreign securities regulations and
laws and supervision by a foreign securities regulator with oversight powers
and a regulatory and enforcement philosophy substantively similar to the
SEC’s.”  In the wake of the proposal, the SEC announced a series of101

contemplated initiatives to implement the mutual recognition for “high-quality
regulatory regimes in other countries.”  While this may well lead to more102

available investment opportunities in the United Kingdom, Australia, Canada,
Japan, and Western Europe, it will add little in the areas of the world likely of
most interest to U.S. retail investors seeking diversification and growth in the
years ahead—developing and recently developed countries.

The specifics of an approach—one that enables greater investor access to
emerging markets—are beyond the scope of the paper, but consider three
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possible elements. First, enhanced access should be limited to the securities
of issuers whose market capitalization and free float exceed a prescribed
threshold—those about whom the greatest amount of public information is
likely to be available—and meet other governance-related criteria. Second, as
to those issuers, the approach should facilitate the distribution and availability
of research prepared by the well-established banks and brokerage houses in
the issuer’s region. Finally, and especially in smaller markets, the approach
could encourage and take advantage of opportunities for regional alliances of
regulators and stock exchanges to establish eligibility criteria for a category
of world-class issuers (those of most interest to foreign investors) that go
beyond the listing standards of the individual member countries.103

Collectively, these elements address a major limitation in the mutual
recognition proposals advanced to date. By testing for substantive similarity
at the exchange or regulator level, these proposals necessarily exclude,
country by country, the few well-established issuers that might trade locally
on a market that is not otherwise deep. The resulting incentive for these
companies to cross-list in a more SEC-like regulatory environment is likely to
divert substantial volume from the home market and impede its long-term
development.

C. U.S. Financial Services Industry

Although at the center of the pre-crisis focus on the competitiveness of
U.S. capital markets, the set of interests considered in this subsection are
much more challenging to translate into concrete policy choices facing the
SEC, than was the case with U.S. issuers and investors. One major source of
that uncertainty is, of course, the current political climate. For the foreseeable
future, it is difficult to imagine either the SEC or Congress being responsive
to the concerns of the firms whose greed and self-interest many blame for the
current crisis, and which were the principal beneficiaries of the bailout. The
industry’s case is hardly strengthened by the fact that in the period of most
concern from a competitiveness standpoint—the years following Sarbanes-
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Oxley—profits for the financial sector as a whole grew to unprecedented
levels.104

Public opinion aside, there is also the fundamental challenge of assessing
the causal connection between the kinds of regulatory issues we have been
considering and the industry’s overall competitive position. All major U.S.-
based providers of capital and services (investment and commercial banks,
law and accounting firms, etc.) now compete on a global basis. Even if U.S.
regulation drives new foreign offerings and listings abroad, aren’t the foreign
offices of these U.S. firms well positioned to pursue that business?  Indeed,105

this is the place where the specific interests of the U.S. financial industry loom
most visibly in the various proposed reforms discussed above—access to
foreign markets. This explains the importance of reciprocity as a condition for
allowing foreign securities firms access to the U.S. capital markets on the
basis of their local regulation.  As the debate on these proposals continues,106

it will make for an interesting horse trade—more flexible U.S. investor
protection in return for more open foreign markets.107

Finally, there is the issue at the heart of the causation inquiry: have U.S.
regulation in fact caused our capital markets to become less competitive? This
has been the subject of substantial recent attention in the scholarly literature,
with two principal groups of studies pointing in different directions. One
group considers the stock market reaction to the enactment of Sarbanes-Oxley
and finds that the stock prices of those foreign companies listed in the United
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States and subject to SEC regulation declined relative to comparable firms.108

This suggests that investors in those companies viewed the Act’s burdens as
exceeding its benefits, particularly for those headquartered in countries with
stronger local investor protection, where the adverse market reaction tended
to be greater. Somewhat conversely, several other studies find that the
valuation premium that results from listing on a U.S. exchange remains
substantial and has not been significantly affected by Sarbanes-Oxley.109

Further complicating the picture are the studies analyzing the market’s
reaction to foreign firms’ decisions to delist and deregister, which report
mixed results as to Sarbanes-Oxley effects.110

The challenge for all these studies is isolating the effects of the specific
event being evaluated (the enactment of Sarbanes-Oxley, listing, delisting,
etc.) from the many market-affecting circumstances that might accompany that
event. Thus, we can expect further rounds of studies taking different
approaches and controlling for different alternative explanations. Those recent
studies that have attempted to subdivide the listing premium into its multiple
possible causes have found that a least some of the increase can be attributed
to the greater protection afforded by U.S. regulation.111

Given these continuing benefits of a U.S. listing, why the recent fall-off
in those listings and accompanying increase in delistings? Two plausible
answers have emerged. One is that the listing decision is made by management
or controlling shareholders whose interests are not necessarily the same as the
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minority shareholders.  A comprehensive recent study documents that112

foreign companies with control arrangements that facilitate insider self-
enrichment are less likely to cross list on U.S. exchanges.  Thus, companies113

from countries with weaker corporate governance and more concentrated
insider control, whose shareholders might therefore stand to benefit the most
from Sarbanes-Oxley’s enhanced protection, are for that very reason less
inclined to cross-list on U.S. exchanges.  That leads to the second possible114

explanation—that the nature of foreign firms interested in alternative
securities markets may be changing. In response to the competitiveness
debate, two recent studies examine foreign firms choosing between listing in
the United States and the only other market to attract significant foreign
listings, London. Based on the characteristics of firms that opted for New
York over London before Sarbanes-Oxley, both studies found that post-
Sarbanes-Oxley changes in the profile of listing firms would by itself explain
a significant decline in U.S. exchange listings.115

The New York versus London comparisons also reveal that the one
trading market that has attracted a substantial number of firms that might have
previously listed in the U.S. is London’s Alternative Investment Market
(AIM). These tend to be small and less profitable companies, and less likely
to employ one of the Big Four accounting firms as their auditor.  Their116
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preference for AIM is consistent with the frequently voiced concern that the
compliance costs of Sarbanes-Oxley are particularly burdensome for smaller
firms, and the results of a recent SEC survey indicating that section 404 of the
Act has caused 46% of the small foreign firm respondents to very seriously
consider delisting from U.S. exchanges.  Coupled with AIM’s dramatic117

success, this presents Congress and the SEC with a difficult choice that the
Commission has thus far dealt with through deferral—whether to reserve U.S.
listing for those foreign firms willing and capable of complete compliance
with Sarbanes-Oxley, including section 404, or to exempt smaller firms in the
hope of maintaining existing listings and encouraging new ones. [Recent
House Adler amendment indicates a preference for the latter. Update]

V. CONCLUSION

The first part of this paper sought to trace the development of the SEC’s
regulatory approach to foreign private issuers, and how that regulation has
both responded, and contributed, to shifts in financing patterns as capital
markets have evolved from local to global over the last three-plus decades.
The second part looked to the future in an effort to identify some of the more
important challenges that globalization might create for the SEC. These
include the SEC’s continuing ability to shape global disclosure content and
format in light of the declining importance of 1933 and 1934 Act registration,
and how to meet the ordinary investor’s increasing desire for access to
emerging markets.

The phrase “grain of salt” has been applied to many efforts to predict the
future, but it is particularly apt in the case of securities law. The process of
accommodating U.S. regulation to the evolution of global capital markets has
predominantly consisted of advocacy and technical fine-tuning at the behest
of lawyers and other representatives of the various interests surveyed in
Section IV. Major securities regulation reform, in contrast, tends to be the
product of public outrage over scandal or crisis. One can imagine very
different regulatory futures depending on whether the next Enron and
WorldCom involve issuers (domestic or foreign) that are registered under the
1933 and 1934 Acts versus foreign issuers that have taken pains to avoid the
SEC’s regulatory jurisdiction.




