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ABSTRACT

The rapid growth of international equities trading appears certain to con-
tinue. Such markets provide additional profit opportunities for investors and
expanded sources of capital for entrepreneurs. Computer and communications
technology, improvements in links between exchanges and other financial institu-
tions, deregulation, and an increasingly interdependent world economy have con—
tributed to this growth. Problems remain, among others, as to the proper degree
of regulation of this trading, the extent of protection or favorable considera-
tion that should be accorded domestic as against foreign interests, and such

technical difficulties as rapid and accurate clearance mechanisms.
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THE INTERNATIONALIZATION OF SECURITIES TRADING MARKETS

INTRODUCTION AND SUMMARY

One of the striking phenomena of today's world economy has been the spirited
growth of trading of equity securities across national boundaries. This is, of
course, only part of the growth in international financial transactions of all
kinds, including notably that of Eurobonds, other foreign bonds, and foreign cur-
rencies. More and more investors are seeking profit, through diversification
and hedging opportunities, by trading in equities of foreign companies. Simi-
larly, corporations, when seeking capital funds, are often finding such capital
on better terms abroad than in their domestic markets. Rapid advances in commun-—
ications and computer technology are accelerating the ability of stock exchanges
and security dealers to access stock information and negotiate transactions in
markets around the world, and, increasingly, on a 24-hour-a—-day basis. Links be-
tween stock exchanges across national boundaries and among stock information and
clearing firms are being developed in many parts of the world. WMajor stock ex-
changes are listing stock of more foreign companies on their boards and are per-
nitting foreigners to become members. Mutual funds and instruments such as Amer—
ican Depository Receipts (ADRs) have been created to facilitate purchases of for-
eign company equities. Large institutional investors, notably pension funds,
have greatly increased their investment in foreign stocks. The gradual deregu-
lation of national capital markets around the globe, together with the efforts of
key regulatory agencies in major nations to bring their security regulations into

closer alignment, have been both cause and effect of greater international equity
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trading. Legislation, such as the 1984 repeal by the United States of the with-
holding tax on interest paid to foreign holders of U.S. bonds, has helped busi-
nesses tap capital abroad. Hardly a day passes when one cannot note in the fi-
nancial press some item relating to the acceleration in the growth of interna-
tional securities trading and in the instrumentalitieé and technology that makes
such growth pessible.

Nonetheless, it should mnot be overlooked that significant risks in foreign
investment and stock transactions, when compared to investments in domestic
equity securities, remain. There is no internatiomal regulatory agency to coor-
dinate market regulation by independent nations. Disclosure regulatiomns and
monitoring procedures for market transactons in many countries are much laxer
than U.S. requirements and practices., Investors, in general, are far less famil-
iar with foreign companies, their securities, and economic prospects than With
domestic firms, and often find essential investment information difficult to ob-
tain and interxrpret. The fluctuation of foreign exchange rates can significantly
increase .the risks and uncertainty of engaging in equity transactions across na-
tional boundaries. Some of the technology and transaction procedures that have
been developed to speed international transactions and make them more accurate
may prove to be costlier than the additionmal business they might create would
justify. Clearing of international stock transactions remains time-consuming
and frustrating to many investors and dealers. Finally, many national govern-—
ments still provide more favorable treatment for domestic dealers or investors
than they do for foreign companies. It should also 5e recognized that there will
always be private and public institutions that will interpret stens to accelerate
internationalization of securities trading as a threat to their own profitabili-
ty or power and will. therefore, attempt to thwart, or at least slow down, speci-

fic measures designed to further such internationalization.

.
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This report deals primarily with only a small segment of international capi-
tal flows, namely internationally-traded equities and the markets and investors
dealing with these securities. There are several reasons for this focus. First,
it 1s an area of growing importance as more and more U.S. investors are attracted
to investing in foreign securities. Second, there is increasing interaction
among the world's securities markets, reflected both in more and more ties among
them which permit wider aad more effective markets for investors, and in height-
ened competition among the world's stock exchanges. Third, and perhaps most im-
portant, is the problem of how much further the U.S. Government should go in pro-
tecting individual investors who participate, directly or indirectly, in over-
seas transactions. Such transgctions often require dealing with foreign ex-
changes or brokerage firms with different rules from those prevailing in the
United States. Frequently, they involve the additional risks of fluctuating
foreign exchange rates. In addition, they commonly involve securities of compa-
nies with whose management and operations the U.S. investor is less familiar than
with comparable domestic firms. Such protection might require either or both in-
creased authority of the Securities and Exchange Commission or further interna-
tional agreements and international machinery to settle disputes.

This report is intended to provide basic information on the following as-—
pects of international equity trading, its expansion and its problems: a review
of statistics on the growth of international financial transactions in general
and equity trading in particular; the development of Eurobonds as the most sig-
nificant precursor of international equity trading on a large scale; instrumen—
talities that have been developed to facilitate trading in equities across na-
tional boundaries; steps taken by stock exchanges and other institutions to in-
crease their capacity to trade equities internationally; links established be-

tween exchanges and other institutions of different countries; problems related

‘A
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to protecting investors and other market participants in the growing interna-

tional stock market; and possible approaches to resolving such problems.

n
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I. GROWTH IN INTERNATIONAL CAPITAL MOVEMENTS BETWEEN THE UNITED STATES AND
OTHER COUNTRIES

The post—-World War II period has been one of an enormous increase in capital
flows between the United States and the rest of the world, flows in both direc—
tions. On the one hand, there has been a substantial cutflow of capital from the
United States to foreign countries, including direct investment abroad by Ameri-
can corporation3, American purchases of foreign securities, both bonds and
stocks, and govermment loans and government purchases of foreign currencies.

Even greater has been the rise in foreign investment in this country in
terms of both private investment and foreign government assets in this country.
Both the Federal Government deficit and the trade deficit, as well as the attrac=
tions of the U.S. economy to foreign investors and business corporations, have
contributed to this rise. Every year, a sizeable proportion of the borrowing by
the Federal Government as a result of the fiscal deficit comes from foreign
lenders. Today, the biggest market for U.S. Government securities outside New
York is Tokyo. 1/ Similarly, the vast trade deficit means that foreigners are
obtaining substantial dollar surpluses, much of which is invested in this coun-
try. The rise in foreign investment in the United States has, in fact, been so
substantial that, combined with a decline in U.S. investment abroad, in 1985 we
became a net debtor nation for the first time since 1914, as has been widely

noted in the business press.

l/ Calvin, Donald L. Testimony before the Committee on Banking, Housing,
and Urban Affairs, United States Senate. Washington, February 26, 1986. p. 3.
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TABLE 1. International Investment Position of the United States
At Year—-End, Selected Years, 1970-1984
($ millions)

1970 1973 1976 1979 1982 1983 1984
U.S. Assets Abroad $165,385  $22%,430 $347,160 §$510,563  $838,962  $893,826 ' 3$914,693
U.S. Private Asset’s 118,755 169,245 282,418 433,184 730,676 780,833 795,125
Direct Investment Abroad 75,480 101,313 136,809 187,858 221,843 226,962 233,412
Foreign Securities 20,892 27,446 44,157 56,800 75,672 84,270 89,875
Bonds 14,319 17,420 34,704 41,966 56,698 57,719 - 61,973
Corporate Stocks 6,573 10,026 9,453 14,834 18,974 26,551 27,902
U.S. Claims a/ 22,383 40,486 101,452 188,526 433,161 469,601 471,838
U.S. Official Reserve Assets b/ 14,487 14,378 18,747 18,956 33,957 33,748 34,933
Other U.S. Govt. Assets ¢/ 32,143 38,807 45,944 58,423 74,329 79,246 84,635
Foreign Assets in the United States 106,912 174,536 263,582 416,106 691,975 787,611 886,448
Foreign Assets, Excluding
Official Assets 80,761 105,270 159,137 256,254 502,787 593,106 687,447
Direct Investment in the U.S. 13,270 20,556 30,770 54,462 124,677 137,061 159,571
U.S. Treasury Securities 1,194 958 7,028 14,210 25,802 33,922 56,870
Other U.S. Securities 34,786 46,116 54,913 58,587 93,567 114,710 128,201
Corporate and Other Bonds 7,577 12,600 11,964 10,269 16,805 17,454 32,290
Corporate Stock 27,209 33,516 42,949 48,318 76,762 97,256 95,911
U.S. Liabilities to Unaffiliated
Foreigners reported by U.S.
Nonbanking Concerns 8,831 11,712 12,961 18,669 27,459 26,790 30,488
Other U.S. Liabilities Reported
by U.S. Banks 22,680 25,928 53,465 110,326 231,282 280,623 312,297
Foreign Official Assets in the U.S. d/ 26,151 69,266 104,445 159,852 189,188 194,505 199,021
Net International Investment Position
of the United States $58,473 $47,894 $83,578 §94,457  $146,987 106,215 28,245

a/ Consists of U.S. claims on unaffiliated foreigners reported by U.S.
nonbanking concerns and U,S. claims reported by U.S. banks not included else-
where.

2/ Consists of gold, special drawing rights, reserve position in the Inter-
national Monetary Fund, and foreign currencies.

¢/ Consists of U.S. loans and other long-term assets, U.S. foreign currency
holdings, and U.S. short—term assets.

d/ Consists U.S. Government securities, other U.S. Government liabilities,
largely associated with military sales contracts, U.S. liabilities not included
elsewhere, and other foreign official assets.

Source: U.S. Department of Commerce. Bureau of Economic Analysis. Sur-
vey of Current Business, June 1985.  p. 27.
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Some of the basic statistics of international capital movements for the per-
iod” from year-end 1970 to year—end 1984 are shown in table 1. As that table
shows, the total of U.S. assets abroad rose from $165 billion at the end of 1970
to $914 billion on December 31, 1984, while, for the same period, foreign assets
in the United States increased from $107 billion to $886 billion. The net inter-
national investment position of the United States (U.S. assets abroad minus for-
eign assets in the United States) reached a high of $147 billion at the end of
1982, but has been dropping sharply since then, down to $28 billion by Decem—
ber 31, 1984, and became a minus quantity in 1985.

Among the major segments of U.S. assets abroad, the growth from the end of
1970 to the end of 1984 is noteworthy in the folldwing areas: direct investment
abroad up from $75 billion to $233 billion, foreign securities up from $21 bil-
lion to $90 billion; and bank loans to industrial and third-world countries up
from $14 billion to $443 billion.

Similarly, the even greater relative growth of foreign assets in the United
States for the same period, from the end of 1970 to the end of 1984, includes di-
rect investment of foreign firms in the United States up from $13 billion to $160
billion, investment in corporate securities up from $35 biliion to $124 billion,
private holdings of U.S. Government securities up from $1 billion to $57 billion,
foreign bank loans to U.S. firms up from $23 billion to $312 billion, and foreign
government holdings of U.S. government securities up from $18 billion to $143
billion.

In 1985, Arthur Andersen and Company and the Securities Industry Associa-~
tion estimated that annual foreign activity in domestic securities would in-
crease from $134 billion in 1983 to $167 billion by 1988, with domestic activity

in foreign securities increasing from $30 billion in 1983 to $62 billion in
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1988, g/ This would, as noted by Gordon Macklin, President of the National Asso-
ciation of Securities Dealers (NASD), mean an increase in the cross~border share
of world equity trading from less than 12 percent to more than 16 percent of the
total. 3/ The New York Stock Exchange reports that 200 U.S. companies were
listed on the London Stock Fxchange (as of September 1985), 45 on the Paris
Bourse (as of December 1984), and 10 on the Tokyo Stock Exchange (as of June
1984).

All told, United States brokerage firms now have over 250 branches in 30
countries (exclusive of Canada and Mexico), while nearly 100 foreign brokerage
firms have branches in the United States. 4/

Merrill Lynch International has 6ver 600 international account executives
in 48 offices in 28 countries other than those in the United States and Canada.
It has enlarged its internztional research department from 8 to 30 analysts in
the last two years. Merrill Lynch trades Japanese, Amsterdam, Singapore, and
Hong Kong stocks on a 2Z4~hour basis. 5/

InterSec Research Corporation estimates that U.S. pensicn funds have been
increasing their investments in foreign securities at a rapid rate. In 1981 such
funds were estimated at $6 billion; they rose to $16 billion in 1984, $26 billion

in 1985 and are expected to reach over $33 billion in 1986. 6/ Nonetheless, the

g/ Arthur Andersen & Co. and Securities Industry Association. Keys to a
Changing Securities World. Chicago, 1985, p. 8-9.

gj Macklin, Gordon. Lette? to John Wheeler, Secretary, Securities and Ex-—
change Commission. November 4, 1985. p. 1.

4/ 1Ibid., p. 3.
5/ 1bid., p. 2, 3.

6/ Feder, Barnaby J. Foreign Equities Gain Favor. New York Times, Janu-

ary 3, 1986. p. Dl.

L

*

S



e

CRS-9

$26 billion invested abroad in 1985 represented only about 1 percent of the total
retirement funds in the United States. Nineteen percent of U.S. pension funds
made investments in overseas securities during 1983 and another 9 percent were
expected to begin making such investments in 1984.

On the other hand, the Securities Industry Association in October 1985 esti-
mated that about 10 percent of the volume on the New York Stock Exchange is now
attributable to foreign investors. 7/ The Japanese have been rapidly increasing
their purchases of foreign, especially American, equities. A monthly record was
established in June 1985 when $533 million in foreign equities was purchased by
Japanese investors.

There has been a rapid increase in the number of stock issues which are
termed international equities, i.e., stock having an active and liquid market in
at least one center outside of the home base of their corporate issuers. Accord-
ing to the monthly Euromoney, there were 236 international equities in December
1983 and 328 at the end of 1984, John Shad, Chairmsn of the Securities and Ex~
change Commission, estimates that double the 1984 figure of 328 international se-
curities are likely to be actively traded around the clock and around the world
within five years. 8/

| As may be seen from table 2, the home base for the largest number of these
corporations issuing equities that are traded internationally in 1984 and 1985
was the United States, followed by Japan. Combined, these two countries ac-—
counted for 56 percent of all the corporations with international equities in

December 1983 and 47 percent in December 1984,

Zj Securities Industry Association. Federal Regulation Committee and Cor-
porate Finance Committee. Letter to John Wheeler, Secretary, Securities and Ex-
change Commission. October 17, 1985. p. 2.

8/ Shad, John. Major Efforts and Issues at the SEC. Address before the
Council of Institutional Investors. Atlanta, Georgia, October 29, 1985. p. 5.
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Table 3 gives a further breakdown of the 328 leading international equities ’Q
at the end of 1984, giving both the number of companies involved and the market
value at year end of the equities of these companies both by country and by in-
dustry. Data are shown for 13 separate countries znd 20 industry groups. As can
be seen, the total market value of all the international equities, as defined by
Euromoney, at the end of 1984 was over $1 trillion. The leading industries, by
market size, were energy ($187 billion), computers, copying equipment and photo-

graphic equipment ($156 billion), electronics ($102 billion), consumables (food,

TABLE 2. Number of International Equities a/
by Home Base Country of Issuing Corporation

1984~1985
1984 1985
Number Percent Number Percent .
Total 236 100% 328

United States 84 35.6% 85 25.9%
Japan 49 20.8% 65 19.8%
Australia 16 6.8% 25 7.6%
United Kingdom 13 5.5% 25 7.6%
West Germany 17 7.2% 22 6.7%
Canada 12 5.1% 15 4,67
Netherlands 7 3.0% 13 4,07
Hong Kong 5 2.17% 11 3.4%
France 1 0.47% T 11 3.4%
Sweden 10 4,27 10 3.0%
South Africa 7 3.0% 10 3.0%
Italy 2 0.8% 9 2.7%
Switzerland 5 2.1% 9 2.7%
All other b/ 8 3.47% 18 5.5%

a/ Stock having an active and liquid market in at least one center outside
of home base of its corporate issuer.

b/ 1Includes Belgium, New Zealand, Denmark, Norway, Singapore, and Malaysia .
for 1984 and 1985, and Spain and Mexico for 1985 only. .

Source: Euromoney. May 1984 and May 1985.



TABLE 3.

Leading International Equities a/
by Country and Industry, 1984

(number of companies and market value at year—end 1984, § billions)

Total
All

United

Countries States

Japan

tralia Kingdom Cermany Canada lands

South
Africa

All
Italy Other

Total,
All Industries

Automobiles
Business and
Public Sectors
Cheamicals
Consumables
(Food, beverages,
tobacco)
Computers, Copying
Equipment, and

Photographic Equipment

Electronics
Energy
Financial
Services

Forest Products,
Housing, and
Construction
Health and
Personal

Care

Industrial
Components

Industrial
Equipment
Leisure
Merchandising
Metals

Hining

Multi-Industry
(“onglomerates)

Real Estate
Telecommun{cations
Tranaportation —-

Shipping and Airlines

Utflities

328

$1,027.0

15
§72.9
$5.2

24
$58.6

24
$82.6

32
§156.1

Y
$45.0

8
$15.6

8
$19.4

85
$554.6

4
$37.5

0

6
$26.7

12
$60.5

10
§117.6

65

$201.7

3
$21.9

o

10

$9.6

(]

9 18
$6.7  $11.6
1 0
$1.5 —
0 0
1 1
$0.7  $0.5
0 0
1 1
$1.2  $0.5
0 0
0 2
- $2.6
0 3
- $3.1
0 G
1 1
$0.4  $0.6
1 0
50,3  —
0 0
0 1
- $0.5
1 1
$0.3  §0.2
0 1
- 0.1
0 0

"] 1
- $0.1
L
sl.7 $0.2
"] 0
0 2
- sl.8

a/ Corporate stock having an active and liquid market
ket outside the home base of the company issuing the stock.

Source:
porate List:
151,

Greig, Katherine, Charles Hildeburn, and Quek Peck Lim.
The Surge in International Equities.,

in at least one mar-

Euromoney, May 1985,

The Cor-

p. 121-
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beverages, tobacco) ($83 billion), and automobiles ($73 billion). These six in- ‘
dustries accounted for 68 percent of the market value of all international equi- -
ties at the end of 1984, United States and Japanese—based corporations accounted
for 75 percent of the market value of all international equities.,

Tables 2 and 3, above, provide one indication of the dominance that the
United States, followed by Japan, exercises in international equity trading.
Another measure, shown in chart 1, shows the percent share of the world equity
market by the major stock exchange in each country. The measure of the world
equity market in this chart is the total market value of equities traded on each
of the exchanges shown. The New York Stock Exchange (NYSE) is, of course, far
‘and away the world's largest financial market, embracing a little over half of
the globe's $3.5 trillion in equity capital. 9/ Tokyo comes in second, with 21
percent of the world equity market, followed by London with nearly 8 percent.
These three thus account for 80 percent of the equity trading on the major ex- ‘
changes of the world.

It is, thus, not surprising that New York, London, and Tokyo are increasing-
ly being recognized as the three fccal centers for international equity trading,
each predominarnt in its particular segment of the globe. This position is being
viewed with some apprehension by officials of other stock exchanges and of gov-
ernments of countries who find their own stock exchanges' business and influence
shrinking.

As Richard Kirkland, Jr., writing in Fortune in 1985, stated:

The worldwide market will crystallize into three centers, each
dominant in its own time zone -— New York, London, and Tokyo. If

Europe's other exchanges continue to liberalize and modernize, they
can become strong regional markets, bearing the same relationship to -

9/ Rerss, Marcia. Tomorrow the World. Forbes, July 2, 1984. p. 104, ’
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Percent Share of World Equity Market

- (Value of Listed Shares, by Exchange)
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London as, say, the New Orleans exchange to New York. If they don't, ‘
they could travel swiftly from irrelevance to extinction. 10/

10/ Kirkland, Richard I., Jr. The Stock Market...Upheaval in Europe. ‘
Fortune, October 14, 1985, p. 158. \
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I1. THE EUROBONDS AND EUROCURRENCIES SINCE THE EARLY 19608

The phenomenal increase in Eurobond and Eurocurrency transactions since the
early 1960s has been a major development in international finance and has, in
many ways, been a model for the rise in international equities trading, the in-
crease of which, in general, came m&re recently than the bond increase. As was
shown in table 1, both U.S, investment in foreign bouds exceeded investment in
foreign stocks, and foreign investment in U.S. corporate bonds exceeded foreign

investment in U.S. corporate stockes.

A. Eurobonds

There have been various definitions of a Eurobond, definitions which, rath-
er than contradicting each other, simply stress various characteristics it pos-
sesses. Perhaps the simplest definition is that a Eurobond is a bond denominated
in currencies other than that of the country in which the bond is sold, such as
dollar—denominated Eurobonds sold in London. A Eurobond has alsoc been defined as
a long-term bond underwritten by an international syndicate of banks and marketed
internationally in countries other than the country of the currency in which it
is denominated. The issue is, thus, not subject to national restrictions, It is
important to note that Eurobonds are not limited to bonds issued in Europe. More
properly, the word "external" should be substituted for the prefix "Euro." This
holds true not only for the term Eurobond, but for the related terms, Euromarkets

and Eurocurrencies.
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Since a Eurobond is5 usually offered for sale simultanecusly in a number of
countries, its currency denomination is foreign to a large number of buyers.
This characteristic of Eurobonds, being offered for sale in a number of countries
at the same time, 1s one that distinguishes them from foreign bonds, which have
been in existence far longer than Eurobonds. Eurobonds first made their appear-
ance in 1958. The foreign bond is a long~term security issued by a borrower com—
pany of one country in the national market of one other country. Underwritten by
a syndicate from that other country alone, and sold only on that country's capi-
tal market, the foreign bond is denominated in the currency of the single country
in which it is marketed. An example of a foreign bond is the so—called Yankee
bond, which is a dollar obligation of a non-U.S. firm underwritten and sold in
the United States.

Although the beginnings of Eurobonds can be traced back to 1958, the first
main impetus to their growth was the imposition by the United States Congress of
the Interest Equalization Tax (IET) in July 1963. As a 1983 CRS Report has

noted,

Prior to 1963, many foreign governments and companies had issued for-
eign bonds in the United States because of the lower interest rates
and the more highly developed capital market in the United States.
The IET, however, reduced the after—tax yield on foreign bonds to U.S.
investors, and foreign borrowers began issuing bonds in European cap-
ital markets. 11/

Even after the IET and controls on U.S. direct investment abroad were terminated
in 1974, foreign companies and governments continued to be important issuers of
Eurobonds and the by then firmly established Eurobond markets have continued to

flourish.

11/ U.S. Library of Congress. Congressional Research Service. Eurodol-
lars, Eurocurrencies and Eurobonds: Description and Growth. Typed Report, by
Arlene Wilson. Washington, August 31, 1983. »p. 10.



..4 )

CRS-17

The rapid rise in the issuance of Eurobonds and other international bonds
since 1970 is shown in table 4. Total Eurobond issues rose from under $3 billion
in 1970 to nearly $80 billion in 1984 and to over $67 billion in the first half
of 1985. During most of the years in this period, Eurobonds denominated in Unit-
ed States dollars accounted for over half of all Eurobonds. Over the three-year
period, 1982-1984, they accounted for over 80 percent of all Eurobonds.

There are important reasons for this rise in Eurobonds, both on the demand
and supply sides. The supply of Eurobonds was originally created primarily as a
more efficient way to help finance national payment deficits and, increasingly,
as a source of funds by corporations when such funds are obtainable at more ad-
vantageous terms than from domestic markets. Demand for Eurobonds by investors
reflected the significant growth in world savings, plus the relatively greater
attraction of fixed—-income securities over other such forms of investment as
property and equities. As M.S. Mendelsohn noted in 1980:

Fixed-interest investment in strong currencies, for which the
international bond market provides an opportunity, was actually one

of the few investments which proved profitable in real terms in the

world climate of the late 1960s to the late 1970s. It was that con—

sideration which attracted a growing proportion of institutional in-

vestment into Eurobonds and other international bonds during the dec-

ade. And it did so without any special tax advantage for institu-

tional investors, most of which were exempt from tax liability by

their official status or offshore domicile. But in the case of in-

dividual investors, exemption from withholding for tax on the income

from all classes of Iinternational bonds is an overriding considera-

tion, far outweighing any other attractions. 12/

The rise in Eurobond markets has certainly been expedited by important tech-
nological advances in computerization and communications. For example, two or-

ganizations, Euro—clear and Cedel, have developed highly efficient systems for

clearing Eurcocbond transactions. "Euro-clear 1is now probably the 1largest

lgj Mendelsohn, M.S. Money on the Move, the Modern International Capital
Market. New York, McGraw-Hill, 1980. p. 182,
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TABLE 4. International Bond Issues
1970-1985
($ U.S. millions)

(1) (2) (3) (4) (5) (6)

Eurobonds Eurobonds Foreign Bonds Foreign Total

Total Eurobonds (Other (outside Bonds (cols.
(cols. 2+3) ($ U.S.) Currencies) U.S.) (inside U.S.) 1+4+5)

1970 $2, 966 1,775 $1,191 3378 $1,216 84,560
1971 3,642 2,221 1,421 1,538 1,104 6,284
1972 6,335 3,908 2,427 2,060 1,353 9,748
1973 4,193 2,447 1,746 2,626 1,019 7,838
1974 2,134 996 1,138 1,432 3,291 6,857
1975 8,567 3,738 4,829 4,884 6,460 19,911
1976 14,328 9,125 5,203 7,586 10,602 32,516
1977 17,735 11,628 6,107 7,185 7,286 32,206
1978 14,125 7,290 6,835 14,359 5,795 34,279
1979 18,726 12,565 6,161 17,749 4,515 40,990
1980 23,970 16,427 7,543 14,521 3,429 41,920
1981 31,616 26,830 4,786 13,817 7,552 52,985
1982 51,645 43,959 7,686 20,451 5,946 78,042
1983 48,501 38,428 10,073 23,283 4,545 76,329
1984 79,458 63,593 15,865 22,466 5,487 107,411
1985 136,746 97,782 38,964 26,318 4,655 167,719

Source: Morgan Guaranty Trust Co. World Financial Markets, various is—-
sues.

securities settlement system in the world, clearing more than $1 trillion a year
in negotiable securities, almost as much as the New York and Tokyo Stock Ex-
changes combined.” 13/

Although Euro—-clear was established as a Eurobond clearing institution, it
now. is planning to provide the service of clearing equities through its network
of 1,600 participating financial institutions around the world. Cedel already

handles the clearing of some 400 stocks. For both, bond clearing remains the

13/ Clearing the Way to Globalization. Euromoney, October 1985. p. 268.
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predominant portion of their business. This, of course, reflects in part the
fact that bond trading internationally still greatly exceeds stock trading.

(See table 1 on page 6, and page 15 above.)

B. Eurocurrencies

The growth in Eurocurrency markets has, in large measure, paralleled that of
Eurobond markets, and, for purposes of this report, is dealt with only brief-
1ly. lﬁ/ This growth can be seen from an examination of table 5.

A Eurocurrency can be defined generally as a currency deposited in banks lo-
cated outside the country issuing the currency. Thus, Eurodollars are dollar de-
posits in banks located outside the United States. - The Eurodollar market is, in
fact, the major component of the Eurocurrency market. Financial institutions
dealing in Eurocurrencies are called Eurobanks. They simultaneously bid for
time deposits and make loans in one or more currencies other than that of the
country in which they are located. lé/

As a 1983 CRS report has stated:

Eurobanking markets locate and grow in particular areas because
of favorable regulatory and tax climates (often conscious decisions
on the part of governments to attract Eurocurrency business), time
zone considerations, political and economic stability of host coun-
tries, and the availability of communications facilities and experi-
enced personnel. Eurobanks are located in major financial and indus-
trial centres such as London, as well as in off-shore banking centres
such as the Bahamas and the Caymans, Hong Kong and Singapore. . . .
The main attractiveness of the Euro[currency] markets is that inter-
est rates on deposits are higher, while rates on loans are lower than
in domestic markets. 16/

14/ For a more comprehensive treatment, see Eurodollars, Eurocurrencies,
and Eurobonds.

15/ George, Abraham M., and Ian H. Giddy. International Finance Handbook.
v. 2. New York, John Wiley, 1983. p. G-7.

16/ Eurodollars, Eurocurrencies, and Eurobonds, p. 2, 3.
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TABLE 5. Estimated Size of the Eurocurrency Market, 1964-1984
($ U.S. billions)

Year Gross Annual Net Annual
End Size a/ Growth Rate Size b/ Growth Rate
1964 $20 —— $14 -
1965 24 20% 17 217%
1966 29 217 21 247
1967 36 24% 25 197
1968 50 39% 34 36%
1969 85 70% 50 47%
1970 115 35% 65 30%
1971 150 307 85 31%
1972 210 40% 110 297
1973 315 507 160 457
1974 395 25% 220 38%
1975 485 23% 255 167
1976 595 237 320 25%
1977 740 247 390 227
1978 950 28% 495 277
1979 1,235 30% 590 19%
1980 1,525 23% 730 247
1981 1,860 22% 890 22%
1982 2,055 10% 960 8%
1983 2,148 5% N.A. N.A.
1984 ¢/ 2,222 3% N.A. N.A.

a/ Total foreign currency liabilities of banking offices in major European
countries, the Bahamas, Bahrain, Canada, Cayman Islands, Hong Kong, Japan, Neth-—
erlands Antilles, Panama, Singapore, and the United States (international bank-
ing facilities only). Statistics prior to 1972 exclude the Netherlands
Antilles.

Q/ Gross size minus interbank deposits within and betweeen market centers
listed in the footnote above.

c/ June.
Source: World Financial Markets, various issues; Dufey, Gunter, and Ian H.

Giddy. The International Money Market. Engelwood Cliffs, Prentice Hall, 1978.
p. 22,
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C. An Example of Globalization of Currency Markets

An example of how the globalization of currency markets has been occurring
can be seen from the specific way in which foreign currency futures markets re-
acted at the time of the announcement on Sunday, September 22, 1985, of the plan
by five leading industrial nations gradually to lower the value of the dollar.
Traders wanting to take advantage of the market, especially those who were long
on the dollar (i.e., holding dollars in their accounts), or short on yen (i.e.,
committed to deliver yen they don't own), would not have been able to offset
their position until Monday if they were limited to action on U.S. or European
markets. However, it was possible for them to act because of the established
forelign currency futures linkage between the Chicago Mercantile Exchange and the
Singapore International Monetary Exchange (SIMEX). By the time trading ended in
Singapore, traders on the Singapore Exchange in Eurodollar, West German mark and
Japanese yen futures had their busiest day since since the exchange opened on
September 7, 1984, As William J. Brodsky, President of the Chicago Mercantile
Exchange, said:

The record 5,556 contracts traded on the Simex last Monday may not

have been much, compared with our daily volume in these futures, but

it did give alert traders who were long the dollar a chance to offset

their positions when our market was closed. And that is what exchange

linkages are supposed to do. 17/

While this example concerns currency futures rather than corporate equi-
ties, the principle involved is similar. It should be noted in addition that the

success of such linkages as the one cited depends, in large measure, on uniform-

ity of regulations on the exchanges involved. In the case of the Chicago and

17/ Maidenberg, H.J. Linked Boards Pass Big Test. New York Times, Septem-
ber 30, 1985. p. D7.
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Singapore Exchanges, both have agreed to abide by American exchange regulations.
The prospect of similar agreement among some of the other, especially the larger,
exchanges, involving different national regulatory laws and procedures, is ex-
pected to be more difficult. (For further discussion of the difficulties in such

linkages, see p. 32-33, below.)
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III. CAUSES OF INCREASES IN INTERNATIONAL EQUITY TRADING

The growtl in international trading in equities, especially in the most re-
cent decade, has been substantial, as already noted. This growth has had many
causes, the more important of which can be noted at this point. These include
(1) such economic factors as the growing profitability of trading in foreign
equities, the large investment funds available for such investment, particularly
by pension funds, and the availability of funds desired by corporations for in-
vestment purposes when available overseas on better terms than at home, (2) tech-
nological progress making international equity trading much more practical than
it had been, and (3) such institutional changes as the development of American
depository receipts and of international mﬁtual funds, and financial deregula-

tion affecting major financial centers of the world.

A. Economic Factors

Often, especially in 1985, gains on many foreign stock markets have outpaced
those of U.S. markets. According to the Morgan Stanley Capital International in-
dexes, there was, in 1985, an increase in the value of stocks of 172 percent in
Austria, 132 percent in West Germany, 128 percent in Italy, 103 percent in Swit-

zerland, 78 percent in France, and 27 percent in the United States. 18/

l§/ In dollar terms, including capital appreciation and dividends.
Source: Sebastian, Pamela. Latest Strategy of Mutual Funds: Invest in Securi-
ties of One Country. Wall Street Journal, January 6, 1986. p. 23.
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Besides the potential for greater return by investing in foreign exchanges,
many investors. are attracted to foreign security markets by the greater diver-
sification it affords their portfolios, and the opportunity to hedge against po-~
tentially adverse developments in home markets. Similarly, industrialists and
other venture capitalists often find funds on more favorable terms abroad than at
home.

This increase in supply of and demand forrinvestment capital crossing na-
tional boundaries has begun to bring about many other changes in marketing prac-—
tices. Trading hours in many exchanges have been lengthened and international
linkages created that make it possible for broker—-dealers to trade continuously
around the clock. As already noted, more and more U.S. securities are being
listed on foreign exchanges and foreign securities on U.S. exchanges.

Finally, it may be noted that the 1984 repeal of the withholding tax on in-
terest paid to foreign holders of U.S. bonds has helped American businesses to

tap an extra supply of capital in foreign markets.

B. Technological Advances

Probably even more fundamental than the development of these trading de-
vices is the whole new revolution in communications and computer technology which
makes possible fast and accurate transactions of unprecedented volume and cover—
ing the entire world in a way inconceivable two or three decades ago. As David
C. Batten of First Boston Corporation said in May 1985:

The physical location of market participants is largely irrele-
vant given the current capability of computers to manipulate data at

formerly incredible speeds and to transmit it worldwide instantane-
ously. 19/

19/ U.S. Congress. House. Committee on Energy and Commerce. Subcommit-
tee on Telecommunications, Consumer Protection and Finance. (continued)
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The increasing use and sophistication of computers and communications tech-
nology is a major factor in the growing internationalization of trading not only
in securities, bond and equity, but also in such instruments as futures, options,

and currencies. As the New York Times reported in October 1985,

What is dawning, say experts, is a new generation of financial
interchange stemming not just from the instant awareness of informa-
tion but from the ability to act upon data by trading through a com-
puter. 20/

Euromoney reported in May 1985 that it expected that within two to three
years eight of the top ten stock markets in the world will be operating with some
kind of computerized trading system, 21/

Competition among these communications systems will help lower costs. To
what extent or when it would lead to a relative weakening of existing stock ex~
changes is not yet clear. Some argue that the existing exchanges can use the new

automated systems to their advantage. As Euromoney recently reported,

Most stock exchange managers believe that automated quotation
systems will improve trading activity both on and off the trading
floor. The removal of the less actively traded stocks into a compu-
ter-assisted trading system will leave traders free to concentrate on
the bigger volume stocks. That is the way most exchanges see the har-
monization of computer and trader in the initial stages. gg/

Gordon S. Macklin, President of NASD, sees technology shaping the world mar-

ket for equities along the following lines:

(continued) Financial Restructuring. Hearings, May 2, 1985, Washington, U.S.
Govt. Print. Off., 1985. p. 295.

20/ Kristof, Nicholas D. Computers Reshape Markets. New York Times, Oc-
tober.7, 1985. p. Dl.

.Zi/ The World's Traders Get Off the Floor. Euromorey, May 1985. p. 159.

22/ 1Ibid.
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Market center—to-market center linkages will share up~to-the-
second price and trade information and thus provide the basic data for
decentralized trading. Dissemination of this information to the
worldwide investor ccmmunity will be wvital to market depth and 1i-
quidity. Surveillance and regulation in the market centers will be
facilitated by these linkages and information flows. Networks paral-
lel to this structure will link clearing and depository information
and inject essential foreign exchange information into the whole sys-
tem.

Multiple trading locations, multiple clearing and depository lo-
cations,; multiple currency settlement facilities and multiple cooper-
ating self-regulatory organizations will be the principal building
blocks of the world market for equities. 23/

C. Institutional Changes

In addition to the fundamental economic and technological changes just re-
ferred to, there have been important institutional changes that have also encour-
aged international equity trading. Among the most important are the introduc-
tion of American Depository Receipts, the growth of international mutual funds,

and the growing deregulation of financial markei:s, both here and abroad.

1. American Depository Receipts

An American Depository Receipt is

a negotiable receipt, registered in the name of the owner, for shares
of a foreign corporation held in the vault of a foreign branch of an
American bank. The receipt may or may not be on a share-for-share ba-
sis with the underlying security. . . . Because of ease of transfer
and resale, ADRs are a popular form of domestic equity ownership of
foreign corporations. 24/

23/ Macklin, Gordon S. Testimony of Gordon S. Macklin before the Committee
on Banking, Housing and Urban Affairs, United States Senate, February 26, 1986.
p. 16.

gﬁ/ Pessin, Allan H., and Joseph A. Ross. Words of Wall Street. Homewood,
I11., Dow Jones-Irwin, 1983. p. 10.

/‘
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ADRs are traded over the counter in the United States and can be bought in
the same way as domestic corporate equity shares. Transactions are all in dol-
lars, the banking firms undertaking the conversion into dollars from foreign cur-
rencies.

ADRs were first devised in 1927 and have become the most widely used form
of trading foreign securities in the United States. In 1961, there were about
150 foreign companies whose securities were traded in the United States by means
of ADRs. By 1978, this number had grown to 400 companies, and by early 1984, to
over 500. 25/ Today, ADR trading is so active that turnover in some foreign
stocks is, at times, larger in New York than it is for the same stocks in major
foreign markets.

Since January 1983, 16 foreign companies have raised over $1 billion in new
equity financing by issuing ADRs in the United States. 26/

ADRS are seen to be advantageous both to American investors and to foreign
companieg sponsoring them. For the investor they provide a quick, convenient way
of transferring ownership, receiving dividends and taking care of other routine
transactions which would prove complicéted and time consuming if carried out us-
ing the actual shares. The impact of foreign taxes or exchange control laws are
minimized since transactons are undertaken domestically. ADRs also provide U.S.
investors with the opportunity to buy stocks in foreign companies having issued
ADRs, which may have achieved a favorable competitive position compared with

competitive U.S. companies.

gé/ Royston, Jonathan W. The Regulation of American Depository Receipts:
Americanization of the International Capital Markets. North Carolina Journal of
International Law and Commercial Regulatioa, v. 10, winter 1985, p. 87-88.

26/ Chew, Lillian, and Liz Hecht. Bulls Find New Pastures. Euromoney Cor-—
porate Finance, no. 13, December 1985, p. 20.
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For foreign companies, the advantages include access to American capital
markets, facilitating U.S. acquisitions, providing a means «f compensating U.S.
management with stock option programs, serving as a prestigious form of adver-
tisement for a company's products and services, and, at times, providing a com-

pany with a higher stock price than is available domestically. gZ/

2. International Mutual Funds

Mutual funds specializing in foreign securities have also grown apace and
are currently thriving, on the average, more than most other mutual.funds. Ac—
cording to Lipper Analytical Services, in 1982 there were 20 mutual funds spe-
cializing in investing abroad, 38 in 1984, ;nd 41 by September 30, 1985, By that
date, total assets of these 41 mutual funds reached over $7 billion, 28/ up from
$4,6 billion at the end of 1984. By now, many of the major mutual fund groups
-include one fund consisting entirely or largely of equities of foreign corpora-
tions. Among the most prominent of these are (1) Dean Witter World Wide Invest-
ments; (2) Fidelity Overseas Investments; (3) IDS International Fund; (4) Mer-
rill Lynch International Holdings; (5) Prudential Bache Global Fund; (6) Kemper
International Fund; (7) Keystone International Fund; (8) Merrill Lynch Pacific
Fund; (9) Putnam International Fund; (10) T. Rowe Price Internatiomal Fund; (11)
Scudder International Fund; and (12) United Internatiomal Growth Fund. The
first five of these have been established since January 1983. There aré also a
growing number of mutual funds investing in the securities of a single foreign

country, such as Australia, Canada, Jaﬁan and Korea.

gZ/ Hecht, Liz. American Depository Receipts. Euromoney Corporate Fi-
nance, no. 12, November 1985. p. 16.

28/ New York Times, January 3, 1986. p. Dl.
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These mutual funds have; in recent years, often outpaced comparable domes-—
tic funds and provide a means for individual investors with little personal ex-
perience in international business or finance to take advantage of the experience
of managers with expertise in international equity markets. A. Michael Lipper,
President of Lipper Analytical Services, reported in February 1986 that, of all
the groups of mutual funds, internatiomal funds, which invest only outside the
United States, increased in value 39 percent in 1985, more than any other mutual
fund group except mutual health funds which rose in value by 43 percent. Just
behind international funds were global funds (those investing anywhere, but with
at least 25 percent outside the United States), which increased in value by 37

percent in 1985. 29/

3. Deregulation

The general movement in many industrialized nations to deregulate national
capital markets and the parallel effort of key regulatory agencies of major na—
tions, including the United States, Great Britain, Japan, and Canada, to bring
their security regulations into closer alignment has also stimulated interna-
tional financial trading. This lessening of regulation is reflected in the in-
creasing willingness of many of the developed countries to permit foreign inves-
tors to participate directly in domestic markets. For example, more and more
European countries are reducing restrictions on the involvement of foreign brok-
ers in their markets. In addition, in several countries foreign exchange

controls have been relaxed. Many American bankers and others involved in

29/ Lipper Says Mutual Fund Industry Is Growing Rapidly. Washington Post,
February 9, 1986. p. F3.
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international equity trading are urging further deregulation that would facili- ‘
tate American participation in international equity markets. (See p. 48-49 be- ,
low.)
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IV. FACTORS LIMITING GROWTH OF INTERNATIONAL FINANCIAL MARKETS

The previous chapter surveyed some ¢f the factors that help explain the vast
increase in international trading of corporate securities. There are, of.
course, other factors that still act as a deterrent to, or at least cause a slow-
ing down of, this rise. Many of them reflect the relatively greater risk that is
involved in international as compared fo domestic trading in equity securities.,
The more important would include the following.

Investor; have, in general, a much more difficult time obtaining and, above
all, interpreting information on foreign companies, their stocks, and their eco~
nomic prospects, as compared to getting such information on domestic corpora-
tions. Different accounting methods, foreign regulations, and government poli-
cies, some of which may act as a subsidy and others as a hindrance to the opera-
-tions of a particuiar firm, are among the factors that make it difficult for in-
vestors to accurately assess the earnings' prospects of a foreign company.

Fluctuating exchange rates are an additional element that increases the
risks of many foreign investments. A rise in the value of a foreign currency as
compared to the dollar can largely or entirely offset the gains of a company
measured in its domestic currency. The revérse is, of course, also true. A rise
in the value of a foreign currency can lower the value of a foreign investment in
dollar terms. But, in any case, the uncertainties of currency movements are an
added element of risk in foreign investment.

There is no uniformity among nations as to disclosure regulations for market
transactions. Probably no major nation has as rigorous disclosure regulations

as the United States.
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Government monitoring of international equity trading is far less compre-
hensive than oversight of domestic equity trading. Some argue that more monitor-—
ing is not needed since most international traders are relatively knowledgeable
and sophisticated and that the self-regulation by international markets is ade-
quate. Others believe that, especially with the growth in international trading
and its growing attractiveness to many individuals, the risks of fraud, misrepre-
sentation, and deception will grow and the risk resulting from lack of governmen-
tal regulation are likely to rise.

Closely related is the fact that there is no internétional regulatory agency
to coordinate the market regulations by various mnations, or adjudicatory agency
to. resolve international disputes. Many believe that such an agency or agencies
should be considered, although opinions differ as to the extent or nature of au-
thority such agency or agencies should have. Others feel that, at the present
time, with changes rapidly occurring 1in trading methods and technology, estab-
lishment of any such agency would be premature.

In some areas, particularly in transaction clearing procedures, there re—
main difficulties and delays that have been negative factors for many traders.
Differing regulations of stock trading in major trading nations account for a

considerable part of this difficulty. As Euromoney claimed, in October 1985:

The absence of a speedy settlement system is perhaps the principal
constraint on the emergence of an international secondary market for
equities on the scale of that for Eurobonds. . . . Brokers dealing
in international equity investments lament the time wasted. Institu-—
tional investors go on waiting for their scrip or cash, as capital
markets around the world grope their way towards a common clearing
system for the growing business in international share dealings. 30/

Although computer and communications technology clearly has accelerated the

growth in international financial transactions, it is still in a stage where the

30/ Clearing the Way to Globalization, p. 268,

»
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profitability of its utilization 1s uncertain in many instances. For example,
where there is a relatively low volume of international transactions on a par-
ticular exchange, the costs of speeding up such transactions may prove to be
prohibitive.

Policies of some national governments provide more favorable treatment for
domestic over foreign investors or dealers. As Thomas A. Russo ¢f the law firm,

Cadwalader, Wickersham and Taft, stated recently:

The two biggest hurdles [to globalization of securjties trading] con-
cern national sovereignty and protection against fraud. No nation
will readily agree to have its citizens subjected to foreign laws.
This applies to criminal acts such as fraud. While the Chicago Merc
[Mercantile Exchange] and Simex [Singapore International Monetary Ex-
change] have agreed to a uniform set of rules, this may not be the
case with the much older, much larger and more powerful London mar-
kets. 31/

The risks involved in international equity trading are well illustrated in
the following cautionary note included by T. Rowe Price and Company in its May 1,
1985, prospectus to its new International Fund which lists the following risks

involved in foreign versus domestic stock transactions:

e« ¢« o the fluctuation in exchange rates of foreign currencies; the
possible imposition of exchange control regulation or a currency
blockage which would prevent cash from being brought back to the
United States; less public information with respect to issuers of
securities; less governmental supervision of stock exchanges, securi-
ty brokers and issuvers of securities; lack of uniform accounting,
auditing and financial reporting standards; less liquidity as a rule
in foreign markets as compared to U.S. markets; the possible imposi-
tion of foreign taxes; and the possible utilization of securities of
companies in developing as well as developed countries.

31/ Maidenburg, Linked Boards Pass Big Test, p. D7.
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V. INSTITUTIONS DIRECTLY INVOLVED IN GROWTH OF INTERNATIONAL EQUITY SECURITY
TRADING

The development of the internationalization of securities trading may be
seen as involving three discrete, although interrelated, types of activities.
First, there is evidence of substantial growfh in international business by ex-
isting brokerage firms and mutual funds and stock exchanges. Second, linkages
between stock exchanges and other securities marketing organizations, such as
over-the~-counter markets, are being developed at an increasingly rapid pace.
Third, servicing ér vendor organizations are developing facilities to expand and
improve such services as providing securities information worldwide and provid-
ing network linkage services between clearing organizations and depositories.
Several examples of each of these three kinds of developments can be shown. More

are being announced almost daily in the financial media throughout the world.

A. Stock Exchange Moves

It seems clear that the major stock markets of the world are, virtually
without exception, taking action that, in one way or another, will facilitate
worid ;rading of equity securities. In many cases, exchanges are limiting their
focus to regional growth of trading, primarily to adjacent or nearby countries,
and often priority treatment is accorded native dealers. Nonetheless, the trend
towards broader international trading efforts by the world's exchanges is unmis—

takable. Several examples can be cited.
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1. London Stock Exchange

The London Stock Exchange is in the process of preparing to eliminate fixed
minimum commission rates in 1986, and, effective January 1987, will permit finan-
cial institutions, Including foreign and domestic banks, to become members and
engage in the full range of securities transactions, Richard Kirkland believes
that the London Stock Exchange's announced abandonment of fixed commission
rates, after long holding out aga;nst such a move, will have such an impact that
"three years from now, there won't be a major market in the world that doesn't

allow negotiated commissions for institutional buyers." 32/

2. Tokyo Stock Exchange

The Tokyo Stock Exchange announced on November 29, 1985, that it was, for
the first time, permitting foreign brokerage firms to become members. Although
it had revised its rules several years ago to permit foreign firms to become mem-
bers of the exchange, no seats were available until the exchange agreed last sum-—-
mer to increase its membership from 83 to 93. Of the ten new seats that became
available, three went to American, three to British, and féur to Japanese firms.
The three American companies that obtained seats on the Tokyve Exchange were
Goldman, Sachs International, Merrill Lynch Securities Co., and Morgan Stanley
International. These firms will no longer need to patronize Japanese brokers and
pay them commissions to trade on the Tokyo Exchange. Major Japanese financial
companies hope that this presence of foreign members on the Tokyo Stock Exchange
will persuade more foreign companies to list their stocks on the Tokyo Exchange

and to bring in more foreign capital. At present, there are 18 foreign companies

32/ Kirkland, The Stock Market ... Upheaval in Europe, p. 160.
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whose stock is listed on the Tokyo Exchange, most of them being American. It may
be noted also that three of the four largest Japanese brokerage houses (Nomura,
Nikko, Daiwa) have seats on the New York Stock Exchange.

Japan provides a sizable and growing market for foreign stocks, and also at-
tracts foreign buyers of Japanese stock. According to the Tokyo Stock Exchange,
Japanese investors bought $1.6 billion of foreign stocks and $56.3 billion of
foreign bonds and debentures in 1984 -— 1.5 times and 2.8 times as much as in
1979, respectively. Foreign investment in Japanese securities has grown even
more. During 1984, foreign investors purchased $35.9 billion in Japanese stocks
and $63 billion in Japanese bonds and debentgres, 6.5 times and 6.1 times as much
respectively as in 1979. 33/ These movements of equity and bond trading have
been facilitated by a lowering of barriers to the movement of money into and out
cf Japan. This has encouraged Japanese and other brokerage firms to become more

aggressive in international stock transactions.

3. New York Stock Exchange

While the New York Stock Exchange has been less communicative in its moves
to encourage international stock trading, it has taken several steps that are
clearly indicative of its desire to participate in this growing enterprise. Its
lengthening of its stock trading hours, by opening at 9:30 a.m. dinstead of 10
a.m., effective on September 30, 1985, was designed, in considerable measure, to
increase participation in its trading by London investors and institutions. As

the Washington Post noted on September 29, 1985, this change in hours "is part

of an effort by the New York exchange to expand its role in the growing, and

33/ Tokyo Stock Exchange. Letter to U.S. Securities and Exchange Commis-—
sion, June 29, 1985,
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increasingly competitive, billion-dollar international equities market." 34/
Many of the technological innovations it introduced in the past two decades have,
even if not introduced primarily for that purpose, had a major impact in increas-
ing its potential in international trading. 35/ Finally, it has begun negotia-
tions with the London Stock Exchange to form working linkages between the two in—
stitutions, but operating results are not expected to be forthcoming before many

of the changes planned by the London Exchange, discussed above, reach fruition.

4, Other Exchanges

At about the same time that the New York Stock Exchange increased its trad-
ing hours, by half an hour, the Amsterdam Stock Exchange increased its trading
hours by two hours, from 4-1/2 to 6-1/2 hours a day. It also introduced a new
electronic trading system that allows continuous tfading of the leading Dutch
securities. Both moves are expected to stimulate trading in the 294 foreign
stocks listed on the Amsterdam Exchange.

The French stock exchange, the Paris Bourse, is expected to permit French
brokers to buy stock for their own accounts, a power thus far denied them. In
additisn, French banks may be granted permission to trade securities directly, a

power thus far not permitted them.

34/ Hinden, Stan. Stock Market to Get Off to Earlier Start. Washington
Post, September 29, 1985. p. Kl.

35/ For details, see: U.S. Library of Congress. Congressional Research
Service. A National Market System for Stock Trading: A Review of Developments
and Issues. Report No. 85-28 E, by Julius W. Allen. Washington, 1985. p. 19-
28.
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B. International Linkages of Stock Exchanges

Probably even more significant than the steps taken by stock exchanges in—
dependently are the growing number of linkages between stock exchanges and secur-
ities firms of various nmnations, which are being formed at a rapid rate.

One of the most recent, and perhaps most significant of these links, is that
between the London Stock Exchange and the National Association of Securities
Dealers (NASD), announced in the last week of November 1985. The two organiza-
tions have agreed to swap price-quotation information on as many as 580 stocks.
These include 300 London-traded stocks on NASDAQ, NASD's automated quotation
system, and 280 NASDAQ issues on the London Stock Exchange's computerized quote
system, SEAQ. This information sharing will expand the hours during which in-
vestors can receive stock price quotations on actively traded American, British
and other international issues. American investors will have access to prides at
which London market makers will buy and sell the most heavily traded U.S. stocks
during London trading hours, which begin at 4:30 a.m. Eéstern Standard Time. Ap-
proval.by the London Exchange's governing council and by the SEC is expected in
time for the venture to start as early as March 1986. It is a step in the direc-
tion of links between exchanges that will eventually allow investors around the
world to trade any major stock at any hour. Thus far, this is seen as an informa-
tion exchange link rather than as a trading link, but could lead to the latter
some time in the future, after legal and regulatory hurdles have been overcome.

A week earlier, on Nevember 18, the Institutional Networks Corporation (In-
stinet), established to assist institutional investors, put into operation an
electronic stock trading system in London through the terminals of subscribers
to Reuters PLC. This new setup aliows European brokers to buy and sell as well

as make markets in more than 8,000 stocks that are traded in the United States.
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The London and New York Stock Exchanges have also begun discussions about
developing links betweeen each other. A first step would be the introduction of
some of the reforms on the London Stock Exchange already mentioned above (p. 36).
0f particular concern is the development of an efficient and effective settlement
process for international stock trades..

In December 1984, the Toronto Stock Exchange and the American Stock Exchange
launched an electronic link that gave traders on both exchanges access to the 36
Canadian stocks listed on both exchanges. A similar 1link is being established
between the Toronto and the Midwest Stock Exchange. This will allow members on
both of these exchanges to trade in 19 Canadian and 42 U,S. stocks listed on
both exchanges. These particular linkages have proved relatively easy to nego-
tiate since there is already close correspondence between the marketing and regu~-
latory systems of Canada and the United States.

The Boston Stock Exchange and the Montreal Stock Exchange currently operate
a link between their markets. Montreal Exchange specialists can send orders in a
small number of Canadian national issues also listed in the United States for ex-—
ecution by Boston Sgock Exchange specialists. In subsequent phaseé, the two mar-
kets will connect Boston Stock Exchange specialists to the Montreal Exchange's
automated small order execution system (MORRE) and may provide access for U.S.
broker—dealers and investors to the MORRE system.

The Sydney Stock Exchange is linked on a 24-hour basis with the Amsterdam,
Montreal and Vancouver Exchanges. Initially, the four exchanges trade in listed
options in gold, silver, and selected foreign currencies.

As has been noted, most of the links between stock exchanges are within the
same geographic area, and usually between exchanges subject to similar rules and

governmental regulations. It is likely that this pattern of close linkages will
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be the more common pattern in the near future. Some exchanges resist more ex-

tended linkages. Thus, the Tokyo Stock Exchange stated last year:

The Exchange thinks that at this moment, internationally simul-
taneous trading is possible only between countries having geographi-
cal proximity. For this reason, the Exchange does not deem that
there is a possibility of simultaneous trading in listed securities
between, for example, Japan and the United States or Great Britain
at least for the time being. . . . For this reason, the Exchange
does not find it necessary, at least for the time being, to develop
linkages between the Japanese securities market and the markets of
other countries. 36/

C. Linkages of Clearance and Communications Firms

The effectiveness of linkages between stock exchanges in various countries
depends, in large measure, on increasing the ability to process internationazl
securities transactions efficiently and to have rapid, accurate communication of
transaction prices and volume throughout the world. The linkages between clear-
ing agencies are beginning substantially to improve the processing of stock
transactions across national boundaries and various businesses have started or
expanded their ability to provide fast and accurate information on such transac-
tions.

Several examples of U.S. clearing firms developing links with foreign
clearing firms have been cited by the Securities and Exchange Commission in its
April 25, 1985, request for comments on internationalization of securities mar-—

kets:

Typically, the links involve a foreign clearing agency becoming
a member of a United States clearing agency and participating on be-
half of the foreign clearing agency's members. The foreign clearing
agency is lIiable as principal for the transactions of its members and
is subject to the United States clearing agency's rules. For

36/ Tokyo Stock Exchange. Letter to the Securities and Exchange Commis—
sion. June 19, 1985.
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example, the Canadian Depository for Securities Limited, a Canadian
clearing agency operating in Montreal and Toronto, has become a mem=-
ber of the National Securities Clearing Corporation in New York City.
That link processes over—the-counter transactions between United
States and Canadian broker~dealers and transactions that occur on the
BSE/ME trading floor link. 37/

Similarly, the Midwest Clearing Corporation and the Midwest Securities
Trust Company, closely connected affiliates of the Midwest Stock Exchange, and
the Vancouver Stock Exchange Service Corporation have developed a clearance and
settlement link for Canadian and United States securities named ACCESS (American
and Canadian Connection for Efficient Securities Settlements). Through ACCESS,
transactions between American and Canadian brokers may be automatically compared
and settled. ACCESS processes securities listed on Canadian and United States
stock exchanges and in the NASDAQ system. 38/

The Securities and Exchange Commission states, in addition:

Other processing links not involving foreign clearing agency member-

ship in a United States clearing agency have been developed between

the Amsterdam Stock Exchange and the Depository Trust Company in New

York City, between Trans Canada Options, Inc. and the Options Clear-

ing Corporation in Chicago, and between Trans Canada Optioms, Inc.

and the National Securities Clearing Corporation. Only those links

in which a foreign clearing agency has become a member of a United

States clearing agency, however, have enjoyed significant wuse to

date. 39/

How these clearing links will develop in the future is difficult to predict.

The likelihood is that they will grow incrementally, as in the past. However, if

QZ/ U.S. Securities and Exchange Commission. Request for Comments on Is-
sues Concerning Internationalization of the World Securities Markets. (Release
No. 34-21958) Federal Register, v. 50, no. 80, April 25, 1985. p. 16304,
(Hereafter cited as SEC, Request for Comments)

38/ Midwest Clearing Corporation/Midwest Securities Trust Company. Letter
to Securities and Exchange Commission. October 14, 1985,

39/ SEC, Request for Comments, p. 16304-16305.
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trading accelerates appreciably and involves more and more trading areas around
the globe, the need for a centralized, internationally~governed clearing agency
becomes critical. As the Securities and Exchange Commission stated in April

1885:

As the trend toward international trading increases, it will
bacome increasingly important for foreign trading markets to estab-
lish efficient, safe, and accurate comparison, clearance, and set-—
tlement systems especially if they seek to link with United States
securities markets and their respective clearing agencies. 40/

One of the prime requirements for effective international stock trading is
a system of rapid and accurate international price quotations. A considerable
number of firms, individually and jointly, are increasing their capacity in
this endeavor. One leader is the British firm, Reuters Holdings, PLC. Its MON-
ITOR system serves thousands of terminals in securities firms worldwide. It
plans to be able to provide global inside quotations —— the highest bids and low-
est offers anywhere on hundreds and eventually thousands of dinternationally
traded securities. Joint ventures serving the same end have been set up by AP,
Dow Jones & Co., and Quotron Systems, the largest domestic vendors of stock price
information in Europe; by AP, Dow Jones & Co., and Telerate, a large Biitish ven-
dor; and by Citibank and McGraw-Hill. The iatter joint venture is focusing ori-
ginally on commodities, but 1is a potential vendor in equities as well.

One of the leading information companies, Quotron Systems, headquartered in
Los Angeles, had fewer than 150 terminals abroad in 1984, but now has over 1,000.
Telerate, of New York, is finding its revenues from outside North America growing
70 percent annually, and expects such revenues to account for nearly a third of

its total revenues in 1985.

40/ Tbid., p. 16307.



CRS-45

VI. REGULATORY AND OTHER ISSUES INVOLVED IN THE GROWTH OF INTERNATIONAL
EQUITY TRADING

A number of the difficulties and problems involved in the surge in interna-
tional equity trading have been referred to earlier in this report. (See p. 2,
31-33.,) Some of the major ones and approaches for dealing with them are consid-
ered in this chapter. Foremost is the question to what extent additional regula-
tion of international equity markets in the interest of protecting investors and
assuring safety of operations is warranted, desirable or feasible. Other issues
considered more briefly in this chapter-are the problems associated with exchange
rates, differing accounting practices in various trading ccuntries, continuing
difficulties in clearing international transactions, and the problems associated
with assuring stockholders the ability to exercise their voting and other rights

as owners of foreign securities.

A. Regulation of International Equity Transactions

Probably the key regulatory problem, or in a sense the overriding problem
that covers a multitude of specific issues, is how the fairness and safety of in—
ternational equity markets can be assured and the interests of investors, especi-
ally, of course, of U.S. investors, be protected. Fear that fraud and deception
will increase with the growth of international trading is widespread.

The growing concentration of’trading in the stock exchanges of New York,
London and Tokyo is giving rise to concern among other financial markets through-
out the world. Similarly, the potential domination of most international equity

trading by a few large brokerage firms is raising questions of monopoly or
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excessive power that threatens many smaller brokerage firms and those away from
major stock market centers. As Richard I. Kirkland, Jr. stated in October 1985,

The biggest shock wave [will] come . . . from the emergence of a hand-
ful of giant firms that will dominate the underwriting and trading of
multinational securities. They'll also be capable of making their
own markets to trade foreign stocks outside existing exchanges. 41/

At present, the securities laws of the United States and the surveillance mecha-
nisms of the Securities and Exchange Commission are more comprehensive and more
stringent than virtually any others in the world. But the growth of internation—-
al securities trading has made the tasks of domestic regulatory agencies more
difficult. The Securities and Exchange Commission in April 1985 summarized this
probiem as follows:

The Commission notes that the growing internationalization of
the United States capital markets has made market surveillance and
enforcement more difficult. Because the Commission's investigative
subpoena authority 1s limited to United States citizens and persoms
within the United States, it cannot compel testimony from non~United
States citizens located abroad. Further, because foreign law often
does not allow for any investigative or pretrial discovery, Commis-
sion efforts to develop facts to file a case where suspicious cir-
cumstances exist are often frustrated. Finally, the Commission has
been required to engage in lengthy proceedings and negotiations to
obtain information regarding transactions effected through banks or
securities firins located in countries with secrecy or blocking laws.

There are few surveillance or enforcement mechanisms in place to
safeguard the integrity of securities trading conducted simultaneous-
ly in multiple international markets. This is a matter of concern to
the Commission; as the global market becomes more developed, fraud or
manipulation in multiply-listed securities may affect adversely the
markets for those securities in the United States as well as other na-
tions. Moreover the efficacy of trading halts imposed by the Commis-
sion or a securities market could be impaired as more trading in Unit-
ed States stocks occurs abroad. 42/

John Fedders, former Director of the Enforcement Division of the Securities

and Exchange Commission, has warned that without greater international coopera-

41/ Kirkland, The Stock Market ... Upheaval in Europe, p. 161.

42/ SEC, Request for Comments, p. 16309.
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tion on law enforcement, investors in foreign markets "wilil face insider-trading
problems and stock manipulation scams they haven't dreamed about." 43/

Opinion on this subject appears to be concentrated on two partially opposing
propositions. One is a caution against expanding regulation, basically using
the argument that additional regulation may be more harmful than beneficial, par—
ticularly in an era in which many new techniques and practices are being devel-
oped, and, further, that there are few investors who need protection by a govern-
mental source, since almost all traders on international markets are sophisti-
cated investors who are able to act intelligently in their own self-interest in
international markets without any governmental interference. The second posi-
tion is that an international agency to provide guidance and/or to serve in an
adjudicatory role in case of international tramsaction disputes is highly desir-
able at this point. A middle ground between these two positions also, of course,
exists.

Industry representatives in large measure have shared the view that protec-—
tion of the ordinary individual investor in international stock trading was rela-
tively unimportant, since most trading across national boundaries is done by so-
phisticated, experienced professional specialists. For example, the Amsterdam
Stock Market, in a June 27, 1985, communication to th= U.S. Securities and Ex-
change Commission, wrote that information requirements for internationally
traded stock might not need to be as rigorous as for domestic stock since

. « o the international markets are mostly used by the mcre sophisti-

cated investors, needing less protection with respect to the quality
of the investment instruments offered. 44/

43/ As Global 24-Hour Trading Nears, Regulators Warn of Market Abuses.
Wall Street Journal, February 11, 1985. p. 25.

ﬁﬁ/ Amsterdam Stock Exchange. Letter to the Securities and Exchange Com-
mission, June 27, 1985. p. 7.
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Similarly, Samuel E. Hunter, Senior Vice President of Merrill Lynch Capital Mar- ‘

kets, wrote to the SEC on September 30, 1985: N

It [the international securities market] is largely a profes—
sional market and appears likely to remain so for the foreseeable fu- .
ture. Since there is little need or demand for individual U.S. inves-
tor participation, the need for customer protection rules is not as
acute as it would be for an exchange or other market with a signifi-
cant retail participation. 45/

Also representative of the position recommending restraint in imposition of
further regulation is the following statement by Gordon S. Macklin, President of
the National Association of Securities Dealers, in a letter dated November 4,

1985, to the Securities and Exchange Commission:

« « o the NASD believes that the [Securities and Exchange] Commission
should exercise restraint in consideration of any proposals for appli-
cation of formalized market structure elements to the international
marketplace, such as suggestions for a uniform system of consolidated
quotations and transaction reporting or formalized market linkages of
the nature currently in use in domestic markets. These concepts are .
unique to the American marketplace and may be counter-productive in
terms of their appearance as an attempt at regimented integration of
foreign and domestic markets. The NASD believes that during this evo-
lutionary period of the international marketplace, concentration upon
the control of foreign markets and the practices unique unique to each
may tend to restrain rather than enhance international cooperation and
development of competitively motivated market interaction. A more ap—
propriate emphasis would be upon generalized facilitation of trading
among international markets and linkages between clearing and settle-
ment systems to provide the experience and econcmic incentive neces-—
sary to foster the expansion of trading opportunities. Additionally,
this approach would provide a climate for advocation of cooperative
regulatory initiatives which can be accepted by foreign governments or
their regulatory bodies.

It would appear appropriate during the near term to recognize to
the extent possible the law applicable in foreign jurisdictions until
changed through cooperative endeavor, thus avoiding the impression
that American law and securities market structures are solely appro-
priate for universal application. Such would undoubtedly have a nega-
tive impact on global market evolution. 46/

ﬁg/ Hunter, Samuel E. Letter to John Wheeler, Secretary, Securities and
Exchange Commission, September 30, 1985. p. 5. .

46/ Macklin, Letter to John Wheeler, p. 8-9.
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Some, particularly representatives of banking and other financial institu-
tions, would go further by advocating even more deregulation of American busi-
nesses engaged in international financial markets. They point to the success i
the largely unregulated Eurobond markets (see p. 15-19, above) as demonstrating
the advisability of such lesser regulation. Such legislation as the Interna-
tional Banking Act of 1978 and the Glass Steagall Act is seen as limiting the
ability of U.S. banks and other financial institutions from competing effective-
ly with major foreign financial businesses. As Dennis Weatherstone, Chairman of
the Executive Committee of J.P. Morgan & Co., recently stated before the Senate

Committee on Banking, Housing and Urban Affairs:

As demonstrated by experience in the Eurobond market, if freed
from unnecessary regulatory restraints, American commercial bank af-
filiates could play a significant role in increasing competition and
spurring innovation in our securities markets. In the U.S. municipal
securities and commercial paper markets, the competition provided by
commercial banks has already helped to narrow spreads and reduce the
interest rates paid by borrowers. Moreover, the successful partici-
pation by commercial banking organizations in the Eurobond market
demonstrates that they can engage in corporate securities activities
without jeopardizing their safety and soundness and without creating
conflict of interest problems. . . »

In order to assure the continued leadership of our capital markets
and of American financial institutions, our laws must be updated to
take full advantage of the benefits of free competition in capital mar-
kets. Other countries —— including Britain, Japan, Germany, France and
Switzerland — are already in the process of making swift and dramatic
changes so as to participate more successfully in world financial mar-
kets. A revision of our statutory framework would not only enhance
the position of the United States in world financial markets, but would
also strengthen our banking system and permit borrowers to benefit from
increased competition in the U.S. securities markets. ﬁZ/

Representative of the point of view of the desirabiﬁity of establishing an
international agency to regulate, supervise and/or adjudicate issues in interna-

tlional securities trading are the following remarks by Charles L. Marinaccio,

47/ WVeatherstone, Dennis. Statement before the Committee on Banking,
Housing and Urban Affairs. United States Senate. February 26, 1986. p. 10-11,
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N

then a Commissioner of the Securities and Exchange Commission, in January 1985: .

I believe that we should establish an international structure
for the developing world equities market that parallels the struc—
tures which now exist for international commerce and international
finance. Those structures are the General Agreements on Tariffs and
Trade, the Coordinating Committee of Western Nations for Strategic
Trade, the coordinating role played through the Bank for Internation-—
al Settlements on monetary policy and on the regulatory policy for
commercial banks and the coordinating role being developed by the In-
ternational Monetary Fund concerning financial information regarding
borrowing countries.

The unifying principle of these international bodies which have
played such a key role in the development of the world economy is that
they operate by consensus not by fiat; and they are comprized in mem—
bership by officials in their respective countries with the authority
to influence and to put into effect policies in home countries which
advance the goals of free and open international markets.

In my view, such a body, established for the intermational equi-
ty market, should be limited in its first years of operation to rep-
resentatives of the United States, Canada, England, Switzerland, and
Japan. It appears to me that the developing integrated international
equities market will be centered in those nations. In addition maxi-
mum coordination by consensus requiring unanimous action will be
achieved by focusing on the central core of the world market. .

The representatives to such an international body should be on
behalf of the United States the Securities and Exchange Commission
and the S.E.C. counterparts overseas. This limitation would ensure
that the new structure would concentrate on the specific technical
matters requiring attention and would also assure that whenever
agreement is reached, implementing regulations would be adopted. T
would envision the establishment of a working body having the author-
ity to implement agreements reached by unanimous consensus. 48/

In a somewhat similar vein, representatives of a subcommittee of the Ameri-
can Bar Associlation stated:

We believe that, ultimately, no one country will be able to reg-
ulate effectively an international securities market, What is need-
ed, we believe, is a formal body to promote and facilitate cooperation
among regulators of the financial markets.

48/ Marinaccio, Charles L. Public Policy Issues Concerning the Subjects
of Tender Offers and the Development of an International Equities Market. Re-
marks to the Chicago Regicnal Group of the American Society of Corporate Secre- .
taries, Chicago, Illineis, January 9, 1985. p. 16-17.
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We recommend that consideration be given to the United States'
recommending the formation of a committee by the Bank for Internation—
al Settlements in Basle modeled on the Basle Committee of the same or-
ganization (better known as the Cooke Committee)., The Bank for Inter-
national Settlements 1s controlled by the central banks of the most
important industrial nations of the world. 43/ The Cooke Committee is
comprised of the representatives of the central banks (e.g., in the
United States, the Federal Reserve Board) and of the bank regulators
where they are different (e.g., in the United States, the Controller
of the Currency and the FDIC}. This group meets four times a year to
discuss matters of common interest. It has no legislative or enforce-
ment power but its influence is substantial and a number of parallel
changes in banking regulation have been generated among the natious
represented on the Committee as the result of its deliberations.

We recommend that, for securities regulation purposes, a commit-—
tee similar to the Cooke Committee be established. Such committee
would be composed of representatives of the same banking authorities
but with the addition of representatives of securities regulators.
OQur recommendation to establish such a committee through an interna-
tional banking institution and to include bank regulators is based on
the following considerations:

1. In most jurisdictions outside the United States, the legal
distinction between commercial banks and investment banks does
not exist, and commercial banks take an active role in the se-
curities markets. Therefore, such a committee composed of bank
regulators as well as securities regulators would facilitate
functional regulation which is the path recommended by Vice
President Bush's Task Force on Regulation of Financial Services

2., In a number of countries, the sponsorship of the central
bank would overcome any reluctance to joim such a committee.
3. The Bank for International Settlements is an existing insti-
tution with a secretariat and budget to facilitate the work of
such a committee.

4. The record of achievement of the Cooke Committee would en-—
courage those participating to believe that a similar effort in
the securities field would produce results.

5. Most countries with significant securities markets are pres-
ently represented on the Cooke Committee. 50/

32/ The United States is not a member of the Bank for International Settle—
ments, but regularly attends its meetings as an observer.

50/ American Bar Association. Federal Regulation of Securities Commis-
sion. Section of Corporation, Banking and Business Law. Committee on Federal
Regulation of Securities. Subcommittee on International Securities Matters and
Subcommittee on Securities Markets and Market Structure. Letter to Securities
and Exchange Commission, August 30, 1985. p. 2-4.
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The middle ground is represented in a proposal by the Toromnto Exchange to
the Securities and Exchange Commission. It suggested, in July 1985, that the two
organizations, the Federation of International Stock Exchanges, established in
1971, and the Internmational Association of Securities Commissions and Similar
Organizations, founded in 1975, be utilized as an institutional forum in which to
carry out multilateral discussions to achieve harmonization of the standards to
be applied. Such discussion, which will, of necessity, take considerable time,
"should not be allowed to dampen the market—driven vitality of developments in
international trading, discourage ongoing bilaterial initiatives nor stifle in-
novation and competitive play by, and between, trading systems." 51/

The Toronto Exchange also recominended that an international securities set-
tlement convention be adopted to avoid confusion resulting from different holi-
days in Canada and the United States that result in variable settlement dates

and to realize the full benefits of international trading. 52/

B, Foreign Exchange Rates

Foreign exchange rates are the cause of several problems in trading interna-
tional equity securities. Most obviously, the fluctuations in exchange fates,
which are difficult to predict with any degree of assurance, make decisions on
investments across national boundaries risky for both securities buyers and sel-
lers. There are also technical problems of conversion of stock prices from one

currency to another. For example, the customary quotation intervals, such as an

él/ Toronto Stock Exchange. Request for Comments on Issues Concerning In-
ternationalization of the World Securities Markets: Response of the Toronto
Stock Exchange. Toronto, July 5, 1985. p. 6.

52/ TIbid., p. 17-18.
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‘ eighth of a point, in one currency cannot, as a rule, be converted to a similar
quotation interval in another. Some of these difficulties have been well ex-

pressed by the Toronto Stock Exchange as follows:

Absent an automated currency conversion facility built into the
trading system, currency conversion poses considerable problems. An
investor purchasing stock in a foreign country incurs an exchange
rate risk until settlement date. While this risk may be hedged, the
hedge represents an additional transaction cost. More importantly,
currency fluctuations make it difficult to determine which of two in-
terlisted markets is actually providing the best quotation on an in-
terlisted security. « . .

In all events; conversion results in prices which differ from a
standard quotation interval such as one—eighth of a point. The com—
puter software used by North American stock exchanges to input trades
into their quotation reporting systems are not adapted to mnon—
standard price intervals. Even if the systems could display non-
standard price intervals, such intervals may be confusing to inves-
tors, where the information appears together with price information
expressed in standard price intervals. Here, then, lies an inhibi-
tion to adoption of a consolidated tape and composite quotation sys-
tem even as between two linked North American markets. 21/

The general questions of alternative ways of determining exchange rates and

their impacts are beyond the scope of this report.

C. Accounting Differences

Differences in accounting principles and practices in various countries
also are a factor in the risks in investment in foreign equities. As Euromoney

Corporate Finance reported in a recent issue:

The most glaring obstacle to a comparison [of stocks across bor-
ders] is the; difference in accounting principles from country to
country. German accounts, which are drawn up more for tax purposes
than for shareholders, tend to understate earnings in comparison
with, for example, British accounts. With earnings understated, the

> p/e ratio is correspondingly overstated. . . « European and Japanese

Ly

‘ 53/ 1Ibid., p. 14-15, 15-16.
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accounting principles are steadily moving towards American and Brit-
ish standards. '"But the Germans will be the last to change, because
of the power of the big German banks which own much of the German cor~
porate sector," comments David Damant of Quilter Goodison [member of
the London Stock Exchange]. 54/

D. Clearing Difficulties

While undeniably great strides have been made technologically in expediting
international security transactions, there is still unease and dissatisfaction
with the speed, accuracy and cost of various procedures, especially clearing pré—
cedures.

These difficulties were referred to above on p. 32, and some of the steps
being undertaken to resolve them on p. 41-43. One may be reasonably confident
that technological advances will eventually ease the settlement problems, but,

for now, they remain real,

E. Shareholders' Rights in Corporate Governance

Another issue frequently overlooked is assurance of the ability of share-
holders of stock of foreign corporations to exercise the rights of ownership to
which they as stock owners are entitled. This includes the right to attend annu-
al meetings of stockholders, vote on issues presented at such meetings or at
other times to stockholders, as well as the right to buy and sell stock in the
securities market without hindrance. In the United States, for example, owners
of foré&gn equities are often precluded from exercising their subscription
"rights" to new stock issues. They should be treated as well as holders of do-

mestic equities. Thus far, this is an issue that has received relatively little

54/ Chew and Hecht, Bulls Find New Pastures, p. 20-2l.
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attention, as far as we have been able to ascertain. It may well require the es-
tablishment of an international juridical or regulatory agency or agencies, pos-—

sibly along the lines of some that have been mentioned above in other contexts.
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VII. CONCLUSION

The rapid growth in international financial trading, including that of cor-
porate equity securities, that has been occurring during the past decade gives
every sign of continuing for the foreseeable future. In part, this is due simply
to the growing interdependence of the nations of éhe world, the rise in interna-
tional trade and investment, and the strength of leading currencies, notably the
U.S. dollar and the Japanese yen. It is also a result of the advances in tech-
nology and financial institutions and processes that have made possible much more
rapid and accurate international financial transacticns than have been available
heretofore. The experience gained in large scale international currency and
bond transactions is being adapted rapidly to equity trading as well. Equity in-
vestment across national boundaries has been stimulated both by vast sums of mon~
ey, notably pension funds, seeking profit opportunities beyond those available
domestically, and by corporations seeking funds on more favorable terms than may
exist within their home country. The growth of global equity trading is also
being accelerated by deregulation affecting major financial markets, notably in
New York, London, and Tokyo.

Nonetheless, there remain important issues to be resolved. Technology, in
many cases, remains to be proven cost—-effective. Clearing mechanisms in inter-
national transactions are still too complex, unreliable, or slow for many trad-
ers. Risks of fraud, misrepresentation, and monopolistic or quasi-monopolistic
practices by dominating stock exchanges and brokerage firms are believed by many

to become more serious with the growth of international equity trading. National
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opposition to international regulation or enforceable international adjudication
of controversies remains strong in many quarters. Risks in international equity
trading continue to remain greater than in domestic trading, both on political
and economic grounds. At present, the bulk of trading internationally is done by
professionals who are reasonably adept at coping with such risks, but this may
become less and less true as such trading attracts less knowledgeable and/or less
scrupulous traders.

These are issues that are already. receiving much attention by the various
private firms and institutions as well as by the governmental regulatory agencies
involved, such as the Securities and Exchange Commission. How they are resolved
will, of course, shape the character, direction and extent of international equi-

ty trading in the years ahead.
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