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“REGULATION S” AND THE
TERRITORIAL APPROACH TO
SECURITIES REGULATION: ARE THEY
EFFECTIVE?

A STUDY OF UNITED STATES SECURITIES
REGULATION IN LIGHT OF BRITISH AND
CHINESE SECURITIES REGULATIONS

I. INTRODUCTION

Regulatory issues and problems are inherent in all securities
offerings. However, there are different issues raised in securi-
ties offerings that take place within a country as opposed to
those that take place wholly extraterritorially,' i.e. those that
are offered and sold outside a country.2 Under United States
(“U.S.”) law, the extraterritorial offering poses serious chal-
lenges to defining the scope of section 5 of the Securities Act of
1933 (“Securities Act”).3 Section 5 requires an issuer to register
its securities offering unless the offering falls within one of the
standard exemptions provided in the Securities Act.4 If no such
exemption is satisfied, section 5 prohibits the use of interstate
commerce in the offering of unregistered securities. Section 2(7)
of the Securities Act defines interstate commerce to include
“trade or commerce in securities or any transportation or com-
munication relating thereto . . . between any foreign country
and any State, Territory, or the District of Columbia.” Because
of this definition, the jurisdictional reach of section 5 is poten-
tially quite broad$s A literal reading of this provision would in-
clude within the scope of section 5 any offering by a U.S. issuer,
regardless of the geographical location of the offering, if in the

1. JaMEs D. COX ET AL., SECURITIES REGULATION: CASES AND MATERIALS
328 (3d ed. 2001).

2. See Guy P. Lander, Regulation S — Securities Offerings Outside the
United States, 21 N.C.J. INTL L. & Com. REG. 339, 346 (1996).

3. 15 U.S.C. §§ 77a to 77aa (2000).

4. 15 U.S.C. § 77e (1994); COX ET AL., supra note 1, at 326. These excep-
tions include, inter alia, Sections 3(a)(11) (intrastate offering exemption), 4(2)
(private offering exemption), and Regulation D of the Securities Act of 1933.

5. Securities Act of 1933 § 2(7), 15 U.S.C. § 77b(a)(7) (2000).

6. COXET AL., supra note 1, at 328-29.
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process of selling the security abroad the U.S. mails had been
used or telephone calls into the U.S. had been made” Similarly,
a foreign offering by a foreign issuer where securities are
shortly thereafter traded among U.S. investors in the U.S. mar-
ket would also trigger section 5’s registration r equirements.8

Given section 5’s potential overbreadth and the increasing
importance of international securities offerings,® the U.S. Secu-
rities and Exchange Commission (“SEC”) took a series of inter-
pretative and regulatory steps to lessen concerns regarding sec-
tion 5’s application. The SEC’s initial step was Securities Act
Release No. 4708 in 1964, which took the imprecise position
that an offering sold extraterritorially in a manner reasonably
designed to preclude distribution or redistribution within or to
nationals of the U.S. did not require registration under sec-
tion 510 For twenty-five years and pursuant to Release No.
4708, the SEC issued inconsistent and vague no-action letters
In its attempt to set standards applicable to extraterritorial of-
ferings.11

Following this period of uncertainty, the SEC adopted Regu-
lation S.12 It is based on a territorial approach to section 5 of
the Securities Act'? and provides a registration exemption for
wholly extraterritorial offerings.# Because the Securities Act
as a whole is intended to protect the U.S. markets and investors
purchasing in the U.S. markets, whether U.S. or foreign m-
tionals, Regulation S creates explicit safe harbors for extraterri-

7. Id. at 329.

8. Id.

9. See Joel P. Trachtman, Unilateralism, Bilateralism, Regionalism, Mul-
tilateralism, and Functionalism: A Comparison with Reference to Securities
Regulation, 4 TRANSNATL L. & CONTEMP. PROBS. 69 (1994).

10. Registration of Foreign Offerings by Domestic Issuers, Securities Act
Release No. 4708, 29 Fed. Reg. 9828 (July 9, 1964), codified at 17 C.F.R. §231
(1991) [hereinafter Release 4708]. Release 4708 provided that registration as
a broker-dealer would not be required for offshore sales to non-U.S. persons,
or for sales into the U.S. through a U.S.-registered broker-dealer.

11. Id.

12. Regulation S — Rules Governing Offers and Sales made Outside the
United States Without Registration Under the Securities Act of 1933, 17
C.F.R. §§ 230.901-904 (1990) [hereinafter Reg. S|, amended by 17 C.F.R.
§§ 230.901-905 (1998).

13. Regulation S, Securities Act Release No. 6863, 46 SEC Docket 52 (Apr.
24, 1990).

14. Id.
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torial distributions and resales of unregistered securities.
Through Regulation S, the SEC’s territorial approach to securi-
ties regulation recognizes the primacy of the laws in which the
market and transaction are located rather than focusing on the
nature of the securities or the nationality of purchasers, offer-
ors, Or iIssuers.

U.S. regulations dealing with extraterritorial offerings do not,
however, operate in a vacuum. In an overseas offering, the se-
curities regime of at least one other country will apply to the
offering. The impact of the foreign securities regime varies with
the specific requirements of the regime.’> Depending on
whether the foreign regime provides adequate protection d-
termines whether there is an adverse impact on the U.S. mar-
kets as a result of extraterritorial offerings not regulated by the
SEC. This Note addresses various regulatory approaches to
wholly extraterritorial securities offerings in order to determine
if Regulation S is adequate in light of those other regimes and
frameworks.

There are three basic models of securities regulatory frame-
work: the American type, the English type, and a combination
of the two.l6 The American type is characterized by a compre-
hensive securities law that provides regulatory rules for both
primary and secondary markets, and is applicable to issuers,
underwriters, brokers, and investment advisors.l?” The Ameri-
can type also has an independent regulatory body responsible
for enforcing securities law so as to protect investors, and in-
cludes statutory rules and regulations that govern all aspects of
investments, from disclosure to market manipulation.’8 The
English type, on the other hand, emphasizes listing require-
ments and the importance of self-regulation by securities par-
ticipants.l® Securities laws are interspersed among other laws,
such as company and banking law, rather than being separately
codified in a comprehensive securities act.20 The third type of

15. Stephen J. Choi, The Unfounded Fear of Regulation S: Empirical Evi-
dence on Offshore Securities Offerings, 50 DUKE L.J. 663, 743 (2000).

16. FINANCIAL REGULATION IN THE GREATER CHINA AREA 117 (Joseph J.
Norton, et al. eds., 2000).

17. Id.

18. Id.

19. Id.

20. Id.
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securities regulatory framework combines the first two and cre-
ates a role for both a regulatory body and self-regulation.2t It
establishes a comprehensive securities law, but aims at expan-
sion of the capital markets rather than protection of investors.22

Within the American type of regulatory framework, the U.S.
takes a territorial approach to securities regulation. This terri-
torial approach is not wique to the U.S. Even though the
United Kingdom (“U.K.”) regulatory framework is different, it
utilizes a territorial approach to securities regulation and simi-
lar to the U.S. does not impose the same requirements for
wholly extraterritorial offerings as it does for domestic offer-
ings. Because of their different regulatory frameworks, how-
ever, the U.S. and U.K. focus on different aspects of the offering
in determining whether it is wholly extraterritorial. The U.S.
securities regulation focuses on the geographical location of the
transaction itself, namely the geographical location of the offer-
ing and the place where the securities come to rest. In contrast
to the U.S. focus on the transaction, the U.K. approach consid-
ers as determinative the “nationality” of the issuer, which is
defined in part by location.23

Beyond the differing territorial approaches in the U.S. and
U.K,, there are other diverse approaches to securities regulation
around the world. These different approaches do not deal di-
rectly with extraterritorial offerings per se as they do not con-
sider geographical factors. Chinese regulators utilize this ap-
proach and working within the combination securities frame-
work, focus on the kind of security offered and the nationality of
the purchaser, offeror, and issuer. Chinese regulators find the
location of the transaction to be completely irrelevant to securi-
ties regulation.

This Note analyzes the U.S. approach to regulation of extra-
territorial securities transactions in light of other regulatory
frameworks and approaches to securities regulation. It goes on
to offer improvements to the U.S. system by drawing from other
regulatory frameworks and approaches. Part II begins by
briefly addressing the problems the SEC faced, prior to Regula-
tion S, considering the U.S. territorial approach to securities
regulation and American regulatory framework. It further de-

21. Id.
22. Id.
23. Seenotes 124—147 and accompanying text for a full discussion.
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scribes the purposes and provisions of Regulation S, which em-
bodies the U.S. territorial approach to securities regulation, and
also considers the problems created by this approach. Part III
examines the Regulation S amendments adopted in 1998 in an
attempt to remedy these problems while still utilizing the terri-
torial approach to securities regulation. Part IV examines the
U.K. territorial approach to securities regulation as modified by
the English regulatory framework. It also compares the U.S.
and U.K. systems, weighing their advantages and disadvan-
tages. Part V discusses the Chinese regulation of foreign trans-
actions based on notions completely separate from the territo-
rial approaches utilized by the U.S. and U.K., as influenced by
its combination framework, and compares the differing ap-
proaches to securities regulation. In Part VI, this Note con-
cludes with a discussion of whether U.S. investors and securi-
ties markets would benefit by modifying or replacing the U.S.
regulatory framework and territorial approach as embodied in
Regulation S.

II. REGULATION S OF THE SECURITIES ACT OF 1933: HISTORY,
PURPOSE, AND SPECIFICS

Section 5 of the Securities Act requires the registration of any
offer or sale of securities involving the use of interstate com-
merce, unless there is an exemption.2¢ “Interstate commerce” is
defined to include trade or commerce in securities between the
U.S. and any foreign country.2> In 1964, the SEC attempted to
specify the reach of the Securities Act registration requirements
through Securities Act Release No. 4708 (“Release 47087).26 In
Release 4708, the SEC stated that the registration require-
ments of section 5 of the Securities Act2?7 were for the protection
of investors in the U.S. markets and, therefore, the SEC would
not take action when an issuer who sold to foreign investors

24. 15 U.S.C. §§ 77a to 77m (2000) (regulating distribution of securities).
The Securities Act of 1933 was enacted in response to securities market fraud
and a lack of public information in the stock markets. It seeks to ensure mar-
ket competition by mandating full and fair disclosure of all material informa-
tion to the public. H.R. REP. No. 73-85, at 1 (1933) (discussing purposes of the
Securities Act of 1933).

25. Securities Act of 1933 § 2(7), 15 U.S.C. § 77b(a)(7) (2000).

26. Release 4708, supra note 10.

27. Securities Act of 1933 § 5, 15 U.S.C. § 77e (2000).
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abroad did not register its securities in accordance with the sec-
tion 5 requirements.28

With the development of international trading markets and
the significant increase in wholly extraterritorial offerings, Re-
lease 4708 did not answer an increasing number of questions
regarding securities lawsz2? As a result, issuers and buyers
were unsure when their transactions would be considered “off-
shore,” i.e. wholly extraterritorial, by the SEC, and thus
whether they would be exempt from the section5 require-
ments.30 In order to clarify the extraterritorial and interna-
tional application of the registration provisions of the Securities
Act 31 the SEC adopted Regulation S on April 19, 1990.32

Regulation S created safe harbors for extraterritorial transac-
tions that met its requirements. If a transaction met all the
requirements of Regulation S, the issuer could be certain that it
was exempt from the registration provisions of section 5 and
thus not subject to civil or criminal liability for violations of sec-
tion 533 In addition to providing certainty regarding exemp-
tion, Regulation S was promulgated to facilitate foreign securi-
ties offerings by U.S. issuers and to allow U.S. investors to pro-
vide financings in foreign capital markets.3¢ The regulation was
also intended to increase U.S. competitiveness offshore and
lower the cost of raising capital abroad 35

28. Release 4708, supra note 10.

29. See Edward F. Greene & Jennifer M. Schneck, Recent Problems Arising
under Regulation S, INSIGHTS, Aug. 1994, at 2.

30. Proctor & Gamble Co., SEC No-Action Letter, 43 SEC Docket 364 (Feb.
21, 1985); Pan American World Airways, Inc., SEC No-Action Letter, 1975 WL
11264 (June 30, 1975). Violations of section 5, even without scienter, give rise
to various forms of civil liability, including rescission of the sales transaction.
See sections 11, 12, and 17 of the Securities Act of 1933.

31. 15 U.S.C. §§ 77a to 77m (2000).

32. Reg. S, supra note 12; see also Joel P. Trachtman, Recent Initiatives in
International Financial Regulation and Goals of Competitiveness, Effective-
ness, Consistency and (boperation, 12 J. INTL. L. Bus. 241, at n.158 (Fall
1991).

33. Securities Act of 1933 § 5, 15 U.S.C. § 77e (2000). Each transaction in
which the issuer or buyer seeks to enter must meet the requirements of Regu-
lation S as it provides a “transaction” exemption, not an “entity” exemption.

34. Trachtman, supra note 32, at 292.

35. R. Brandon Asbill, Securities Regulation — Great Expectations and the
Reality of Rule 144A and Regulation S; The SEC’s Approach to the Interna-
tionalization of the Financial Marketplace, 21 GA. J. INT'L & Comp. L. 145,
161-62 (1991).
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Regulation S takes a territorial approach to securities regula-
tion. Its General Statement in Rule 901 states that offers and
sales that occur outside the U.S. need not be registered under
section 5.36 It effectively narrows section 5’s prohibitions re-
garding interstate commerce by creating exemptions for trans-
actions involving foreign countries,37 thus restricting the protec-
tive reach of sectionb5 to investors that purchase securities
within the U.S. markets.3s

The Regulation S approach is consistent with the general ap-
proach of the Securities Act. The SEC does not protect U.S. in-
vestors that acquire securities outside the U.S. since those in-
vestors have chosen to forego the protections of the U.S. securi-
ties registration requirements.3® Likewise, Regulation S states
that “[a]s investors choose their markets, they choose the laws
and regulations applicable in such markets.”0 Therefore, if the
transaction takes place “in” the U.S., the securities must be reg-
istered under section 5; if the transaction takes place outside
the U.S., the securities need not be registered under section 5.41

Whether a transaction falls within Regulation S is deter-
mined by the location of the transaction rather than by the
identity of the purchaser, although the purchaser’s identity may
affect the complex determination of where the transaction takes
place42 Regulation S creates two safe harbors in Rules 903 and
904, both of which provide a manner in which investors can de-
termine with certainty if their transactions are extraterritorial,

36. Reg. S, supra note 12, § 230.901.

37. Reg. S, supra note 12.

38. Jon B. Jordan, Regulation S and Offshore Capital: Will the Amend-
ments Rid the Safe Harbor of Pirates?, 19 J. INTL. L. Bus. 58, 61 (1998).

39. Trachtman, supra note 32, at 295.

40. Reg. S, supra note 12; see also Trachtman, supra note 32, at n.158. As
a protection to the consumer, however, Preliminary Note 2 of Regulation S
provides that the regulation’s exemptions are not available for “any transac-
tion ... that, although in technical compliance with the rules, is part of a plan
or scheme to evade” the registration provisions of the Securities Act. This
provision allows for enforcement by the SEC for any unintended uses of Regu-
lation S. Jordan, supra note 38, at 64.

41. Reg. S, supra note 12. The SEC does not apply registration require-
ments to protect U.S. citizens purchasing securities abroad; such protection is
not necessary to carry out the SEC’s principal purpose of ensuring a fair mar-
ketplace and consumer protection in the U.S.

42. Trachtman, supra note 32, at 295.



File: Jackson Base Macro Final.doc Created on: 4/4/2003 5:20 PM Last Printed:4/28/2003 11:30 AM

620 BROOK. J. INT'L L. [Vol. 28:2

l.e. “outside” the U.S. 48 This extraterritorial location is also
referred to as “offshore.”

A. Rule 903: Issuer Safe Harbor

Rule 903 is the safe harbor applicable to sales by offshore is-
suers of securities and is often referred to as the “issuer safe
harbor.”#5 It applies to offers and sales by issuers, distributors,
their affiliates, and any persons acting on their behalf. 4 It al-
lows offshore offerings with much fewer restrictions, waiving
the registration requirements of section 5. To fall within the
1ssuer safe harbor, two general conditions must be met: (1) The
offer and sale must be made in an “offshore transaction” and
(2) No “directed selling efforts” may be made in the U.S. by the
issuer, underwriter, or other distributor47

The first general condition is met and the sale qualifies as
“offshore” if it is not made to a person in the U.S. and, either (1)
the buyer is outside the U.S. at the time the buy order origi-
nated or (2) the transaction is executed in, on, or through the
physical trading floor of a foreign securities exchanges8 The
second general condition required of all offers and sales is that
there be no “directed selling efforts.”s® Directed selling efforts
are those activities that could reasonably be expected to condi-
tion the market in the U.S. for any of the securities offered or
sold in reliance on Regulation S.50

43. Reg. S, supra note 12.

44. Id. § 230.902(h).

45. Id. § 230.903.

46. Id.

47. Id.

48. Reg. S, supra note 12, § 230.902(1). “Offshore transaction” is defined as
“la]n offer or sale of securities” that is “not made to a person in the United
States; and, [ ] either: (A) [a]t the time the buy order is originated the buyer is
outside the United States, or the seller and any person acting on its behalf
reasonably believe that the buyer is outside the United States; or (B) ... the
transaction is executed in, on or through a physical trading floor of a foreign
securities exchange that is located outside the United States.” Id.

49. Id. §§ 230.903(b), 230.904(b).

50. Id. § 230.902(b)(1). For example, mailing printed materials to U.S.
investors, conducting promotional seminars in the U.S., placing ads with radio
or TV stations broadcasting into the U.S., or placing ads in publications with a
general circulation in the U.S., any of which discuss the offering or condition
the market for securities.
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In addition to the two general conditions, Rule 903 imposes
procedural safeguards to ensure that the securities “come to
rest” outside the U.S51 Such safeguards vary with the per-
ceived risk that securities offered abroad will flow back into the
U.S.52 Rule 903 is divided into three categories with varying
procedural safeguardss? based on the type of sBsuer and secu-
rity.54 There are no additional procedural safeguards for Cate-
gory One transactions. Category One includes the securities of
non-U.S. issuers, such as the securities of foreign issuers with
no “substantial United States market interest” for their securi-
ties;5 securities offered and sold in “overseas directed offer-
ings;”56 securities backed by the full faith and credit of a “for-
eign government; 7 and securities offered and sold pursuant to

51. Id. § 230.903.

52. Id.

53. Id. § 230.903(c)(1)—(3).

54. Id. § 230.902(n).

55. Reg. S, supra note 12, § 230.903(c)(1)@)(A)—(D). A “substantial U.S.
market interest” in foreign issuer’s securities is defined to exist where at the
offering (1) the “securities exchanges and inter-dealer quotation systems in
the United States in the aggregate constitute the single largest market for
such securities in the shorter of the issuer’s prior fiscal year or the period
since the issuer’s incorporation;” or (2) 20 percent or more of the trading in the
class of securities took place in, on or through the facilities of securities ex-
changes and inter-dealer quotation systems in the United States and less
than 55 percent of such trading took place in, on or through the facilities of
securities markets of a single foreign country in the shorter of the issuer’s
prior fiscal year or the period since the issuer’s incorporation.” Id. §
230.902(n)(1)—(1).

56. Id. § 230.903(c)(1)(ii)). An “overseas directed offering” is (1) “an offering
of securities of a foreign issuer that is directed into a single country other than
the united States to the residents thereof and that is made in accordance with
the local laws and customary practices and documentation of such country;” or
(2) “an offering of non-convertible debt securities,” asset-backed securities or
non-participating preferred stock of domestic issuers directed to residents of a
single foreign country “in accordance with the local laws, and customary prac-
tices and documentation of such country provided that the principal and in-
terest of the securities . . . are denominated in currency other than U.S. dol-
lars and such securities are neither convertible into U.S. dollar-denominated
securities no linked to U.S. dollars . . . in a manner that in effect converts the
securities to U.S. dollar-denominated securities.” Id. § 230.902(j).

57. Id. § 230.903(c)(1)(iii). A “foreign government” is “the government of
any foreign country or of any political subdivision of a foreign country, pro-
vided that such government or subdivision would qualify to register securities
under the [Securities] Act on Schedule B.” Id. § 230.902(e).
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certain employee benefit plans established under the laws of a
foreign country.58

There are additional procedural restrictions called transac-
tional restrictions for Category Two transactions.?® Under these
restrictions, securities sold prior to the expiration of a manda-
tory 40-day restricted period cannot be offered to, sold to, or
sold for the benefit of a U.S. person.6® Regulation S defines
“U.S. person” as “any natural person resident in the United
States.”1 Therefore, any domestic or foreign national resident
in the U.S. is automatically considered a U.S. person for the
purposes of Regulation S. Category Two safeguards apply to
the equity securities of domestic reporting issuers, securities of
foreign reporting issuers with a substantial market interest in

58. Id. § 230.902(c)(1). See also Jordan, supra note 38, at n.57.

59. Id. § 230.903(c)(2)(i1)—(@1v). There are also offering restrictions. The
first offering restriction requires that every distributor agree in writing to
comply with the transactional restrictions and provisions of Regulation S. Id.
§ 230.902(h)(1). The second offering restriction requires that documents used
in connection with transactions under Rule 903, i.e. sales and offers, must
contain the following language: “to the effect that the securities have not been
registered” and “may not be offered or sold in the United States or to United
States persons.” Id. § 230.902(h)(2).

60. Id. § 230.903(c)(2)(ii1). If these securities are sold within the restricted
period, the purchaser must also be informed of the transactional restrictions.
Id. § 230.903(c)(2)iv). This section was drastically changed by the 1998
amendments, which extended the restricted period to one year. See notes 91—
106, infra, and accompanying text.

61. Id. § 230.902(0)(1)(1). In determining a corporation’s residency, the
place of incorporation generally controls. Id. § 230.902(0)(1)(ii). If, however, a
corporation incorporated in a foreign jurisdiction was created for the purpose
of investing in securities not registered with the SEC, it will be deemed a U.S.
person for the purposes of Regulation S. Id. § 230.902(0)(1)(vii1)(A)—(B).
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the U.S.62 for their securities, and securities of non-reporting
foreign issuers.63

The Category Two procedural restrictions also apply to Cate-
gory Three transactions.$* In addition, purchasers of Category
Three securities must certify that they are not U.S. persons and
are not acquiring the securities for the account or benefit of a
U.S. person.t5 The purchaser must also continue to resell secu-
rities under Regulation S rules.$6 Category Three safeguards
apply to the securities of all other issuers not covered under the
first two categories.67

B. Rule 904: Resale Safe Harbor

Rule 904, the “resale safe harbor,”s8 provides for the offshore
resale of unregistered securities by persons other than the is-
suer, distributor, or any of their respective affiliates or agents.s?
Like Rule 903, it requires two general conditions: (1) the offer

62. Id. § 230.903(c)(2). A “substantial U.S. market interest” in foreign
issuer’s securities is defined to exist where at the offering (1) the “securities
exchanges and inter-dealer quotation systems in the United States in the
aggregate constitute the single largest market for such securities in the
shorter of the issuer’s prior fiscal year or the period since the issuer’s incorpo-
ration;” or (2) 20 percent or more of the trading in the class of securities took
place in, on o through the facilities of securities exchanges and inter-dealer
quotation systems in the United States and less than 55 percent of such trad-
ing took place in, on or through the facilities of securities markets of a single
foreign country in the shorter of the issuer’s prior fiscal year or the period
since the issuer’s incorporation.” Id. § 230.902(n)(@1)—(ii).

63. Id. § 230.903(c)(2). Specifically, Category Two restrictions apply to
debt securities, non-participating preferred stock, and asset-backed securities
of non-reporting foreign issuers. Id. This section was drastically changed to
exclude equity securities of domestic reporting issuers in the 1998 amend-
ments. See notes 91-106, infra, and accompanying text.

64. Id. § 230.903(c)(3)().

65. Id. § 230.903(c)(3)(111)(B)(4). There are also offering restrictions. The
first offering restriction requires that every distributor agree in writing to
comply with the transactional restrictions and provisions of Regulation S. Id.
§ 230.902(h)(1). The second offering restriction requires that documents used
in connection with transactions under Rule 903, i.e. sales and offers, must
contain the following language: “to the effect that the securities have not been
registered” and “may not be offered or sold in the United States or to United
States persons.” Id. § 230.902(h)(2).

66. Id. § 230.903(c)(3)(1i1)(B).

67. Id. § 230.903(c)(3).

68. Id. §230.904.

69. Id.
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and sale must be made in an “offshore transaction” and (2) no
“directed selling efforts” may be made in the U.S. by the issuer,
underwriter, or other distributor™ To qualify as “offshore,” a
resale must not be made to a person in the U.S. and, either (1)
the buyer must be outside the U.S. at the time the buy order is
originated or (2) the transaction must be executed in, on, or
through the facilities of one of the designated offshore securities
markets’t enumerated in the regulation.’? While the “directed
selling efforts” requirements of Rule 904 are the same as in
Rule 903, Rule 904 requires no additional procedural safe-
guards to ensure that the securities “come to rest” abroad.

C. Abuses of the Original Regulation S

Not long after Regulation S was adopted, market participants
quickly identified and took advantage of significant loopholes in
the regulation.’> Within one year of the adoption of Regulation
S, the SEC filed its first enforcement action involving securities
violations associated with the regulation.’8 In some instances,

70. Id.

71. Id. § 230.902(1). “Offshore transaction” is defined as “[a]n offer or sale
of securities” that is “not made to a person in the United States; and, [ ] d-
ther: (A) [a]t the time the buy order is originated the buyer is outside the
United States, or the seller and any person acting on its behalf reasonably
believe that the buyer is outside the United States; or (B) ... the transaction is
executed in, on or through the facilities of a designated offshore securities
market.” Id.

72. Section 230.902(a) defines “designated offshore securities market” as:
(1) the Eurobond market, the Amsterdam Stock Exchange, the Australian
Stock Exchange Limited, the Bourse de Bruxelles, the Frankfurt Stock FEx-
change, The Stock Exchange of Hong Kong Limited, The International Stock
Exchange of the United Kingdom and the Republic of Ireland, Ltd., the dJo-
hannesburg Stock Exchange, the Bourse de Luxembourg, the Borsa Valori di
Milan, the Montreal Stock Exchange, the Bourse de Paris, the Stockholm
Stock Exchange, the Tokyo Stock Exchange, the Toronto Stock Exchange, the
Vancouver Stock Exchange, and the Zurich Stock Exchange.

(2) any foreign securities exchange or non-exchange market designated by the
Commission.

This section was changed by the 1998 Amendments to include later desig-
nated markets. See note 90, infra, and accompanying text.

73. Seenotes 51-52, supra, and accompanying text.

74. Reg. S, supra note 12, §§ 230.902(a), 230.904(a)-(b).

75. See Jordan, supra note 38, at 59.

76. Securities and Exchange Comm’n v. Westdon Holding Inv., Inc., Litiga-
tion Release No. 13,085, 50 SEC Docket 229 (S.D.N.Y. Nov. 7, 1991).
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issuers created offshore shell entities to sell unregistered secu-
rities back into the U.S.77 Other abuses included illegal resales
within the restricted period after purchase,s use of promissory
notes in purchasing Regulation S securities when the expecta-
tion of repayment stemmed from the resale of securities back
into the U.S.,” and use of the resale safe harbor to “wash off”
restrictions from otherwise restricted securities8® These and
other abuses®! tainted the reputation of Regulation S as an effi-
cient means for raising capital overseas and frustrated its goal
of protecting U.S. investors. These problems prompted the
amendments of the regulation.

IIT. AMENDMENTS TO REGULATION S

Regulation S was amended in 199882 “to stop the abusive
practices in connection with offerings of equity securities pur-
portedly made in reliance on Regulation S.”3 Because most

77. Securities and Exchange Comm’n v. Softpoint, Inc., Litigation Release
No. 14,480, 59 SEC Docket 426 (S.D.N.Y. Apr. 27, 1995); United States v.
Sung, Litigation Release No. 14,901, 61 SEC Docket 2275 (M.D. Fla. May 6,
1996).

78. Securities and Exchange Comm’n v. Scorpion Techs., Inc., Litigation
Release No. 14,814, 61 SEC Docket 749 (Feb. 9, 1996).

79. In re Candie’s, Inc., Securities Act Release No. 7,263, 61 SEC Docket
758 (Feb. 21, 1996).

80. In Touch Global, LLC, [1996-1997 Transfer Binder] Fed. Sec. L. Rep.
(CCH) Y 77,209, at 77,038-39 (Nov. 14, 1995).

81. See Securities and Exchange Comm’n v. Schiffer, et al., Litigation Re-
lease No. 15,435, 656 SEC Docket 337 (Aug. 7, 1997); In re GFL Ultra Fund
Ltd., Securities Act Release No. 7,423, 64 SEC Docket 1958 (June 18, 1997);
Securities and Exchange Comm’n v. PanWorld Mineral Int’l, Inc., Litigation
Release No. 15,380, 64 SEC Docket 1874 (June 2, 1997); Securities and Ex-
change Comm’n v. Members Service Corp., Litigation Release No. 15,371, 64
SEC Docket 1622 (May 22, 1997); Securities and Exchange Comm’n v.
Rosenfeld, Litigation Release No. 15,274, 64 SEC Docket 80 (Mar. 5, 1997);
Securities and Exchange Comm’n v. Scorpion Techs., Inc., Litigation Release
No. 14,814, 61 SEC Docket 749 (Feb. 9, 1996); Securities and Exchange
Comm’n v. Sarivola, Litigation Release No. 14,704, 60 SEC Docket 1602 (Oct.
31, 1995); Securities and Exchange Comm’n v. EnvirOmint Holdings, Inc.,
Litigation Release No. 14,683, 60 SEC Docket 1202 (Oct. 6, 1995); Securities
and Fxchange Comm’n v. Rehtorik, Litigation Release No. 13,975, 56 SEC
Docket 368 (Feb. 23 1994).

82. Regulation S, 17 C.F.R. § 230.901-905 (2002) [hereinafter Amended
Reg. S]; Offshore Offers and Sales, Securities Act Release No. 7,505, 63 Fed.
Reg. 9,632 (Feb. 25, 1998) [hereinafter Amending Release].

83. Amending Release, supra note 82, at 9,632.
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abuses of the regulation involved domestic issuers, the most
drastic changes to the regulation were in the sections that apply
to domestic issuers.8¢ In contrast, the changes that applied to
foreign issuers were minimal.85 The most important change to
the regulation was the amendment to Rule 903, which reclassi-
fied domestic reporting equity issuers from the second safe har-
bor category to the third category.88 Another important change
was Rule 905, a new rule that categorized equity securities of
both reporting and non-reporting domestic issuers as restricted
securities within the meaning of Rule 144 of the Securities Act
(“Rule 1447)87

A. Amendments to the General Conditions

The two general conditions that must be met for a securities
transaction to fall within the Rule 903 or Rule 904 exemption
were very slightly modifieds® The first requirement, that any
offer or sale must be made in an “offshore transaction,” did not
change®® The second requirement, prohibiting “directed selling
efforts” in the U.S., only changed with espect to “designated
offshore securities markets” so that Rule 904 now includes s-
curities markets that were designated as such after the original
regulation was adopted.?

84. Id. at 9,632-33.

85. Amended Reg. S, supra note 82, § 230.904; Amending Release, supra
note 82, at 9,633. The SEC did warn that it would still “monitor practices in
this area” and “revisit the issue” should abuses occur. Id.

86. Amended Reg. S, supra note 82, § 230.903(b)(3); Amending Release,
supra note 82, at 9,634—-35. See Jordan, supra note 38, at n.210.

87. Amended Reg. S, supra note 82, § 230.905; Amending Release, supra
note 82, at 9,636. See Rule 144, 17 C.F.R. §230.144 (2002). All securities
under Rule 144 restricted securities status are subject to, inter alia, a one-
year holding period.

88. Amended Reg. S, supra note 82, §§ 230.903(a)(1)—(2), 230.904(a)(1)—(2).

89. Id. §§ 230.903(a)(1), 230.904(a)(1). See also id. § 230.902(h), where the
definition of an “offshore transaction” has not changed.

90. Id. § 230.902(b). The additional exchanges that have been added to the
definition of a designated offshore securities market include the Alberta Stock
Exchange, the Bermuda Stock Exchange, the Copenhagen Stock Exchange,
the European Association of Securities Dealers Automated Quotation (the
European Equivalent to NASDAQ), the Helsinki Stock Exchange, the Irish
Stock Exchange, the Istanbul Stock Exchange, the Mexican Stock Exchange,
the Oslo Stock Exchange, the Stock Exchange of Singapore Ltd., and the War-
saw Stock Exchange.
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B. Amendments to Rule 903, the Issuer Safe Harbor

There were amendments to Rule 903’s procedural safeguards
imposed on the three different categories of securities in order
to ensure that the securities “come to rest” outside the U.S.
Category One of the issuer safe harbor was generally unaffected
by the amendments.91 Category Two’s coverage of securities of
foreign reporting issuers with a substantial market interest for
their securities in the U.S. and non-reporting foreign issuers
also remained changed 92

Category Two of the issuer safe harbor was changed, how-
ever, so that it no longer includes equity securities of domestic
reporting issuers; Category Three now covers such securities.?
This class of securities was hardest hit by the amendments
since domestic reporting issuers no longer enjoy the benefits of
a shorter 40-day holding period?* but now must hold the equity
securities for one year? While the amendments have greatly
affected the type of securities covered by Category Two, the re-
quirements under this category have remained the same, for
the most part, with only a few minor changes to the terminology
used in the transactional restrictions.?

91. Id. § 230.903(b)(1). One class of securities covered by Category One
has been affected. Securities of domestic issuers falling under this category
that are sold to foreign resident employees pursuant to employee benefit plans
governed by foreign law are now classified as restricted securities within the
meaning of Rule 144 of the Securities Act. Id. Therefore, these securities are
now subject to a one-year holding period before they can be resold in the U.S.
Amending Release, supra note 82, at 9,634. See also Amended Reg. S, supra
note 82, § 230.905. Prior to the amendments, these securities were not subject
to any kind of holding restrictions or limitations other than those previously
specified under Category One. See Reg. S, supra note 12, § 230.903(c)(1)(@iv).

92. Amended Reg. S, supra note 82, § 230.903(b)(2).

93. Id. § 230.903(b)(2)—(3). See also Reg. S, supra note 12, § 230.903(c)(2).

94. Amended Reg. S, supra note 82, § 230.903(b)(2)(ii).

95. Id. § 230.903(b)(3)(1ii)(A).

96. The terminology used to describe the holding period applicable to the
Regulation S safe harbors (here the 40-day period) in the original Regulation
S was “restricted period.” Reg. S, supra note 12, § 230.903(c)(2)(iii)—(iv). The
amended Regulation S uses instead the term “distribution compliance period.”
Amended Reg. S, supra note 82, §230.903(b)(2)(1)—(@1i). The SEC changed the
term “restricted period” to “distribution compliance period” to avoid confusion
between the requirements under the issuer safe harbor from those applicable
under Rule 144, now included in the new Rule 905, which contains the term
“restricted securities.” See id. § 230.905; see also Amending Release, supra
note 82, at 9,635.
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Category Three continues to be the residual safe harbor cate-
gory, covering all securities not covered by Categories One or
Two.97 Category Three now includes equity securities of domes-
tic issuers, and foreign non-reporting issuers with a substantial
market interest in the U.S. for their securities.?s The proce-
dures for Category Three continue to be the most rigorous he-
cause the likelihood that the securities will flow back into the
U.S. is greatest with these issuers.?

The stringent transactional restrictions under Category
Three were modified and are now divided between debt and eq-
uity securities.l0 The transactional restrictions for debt securi-
ties are less stringent than those for equity securities and have
not changed. Debt securities continue to be subject to a 40-day
distribution compliance period.1ol The transactional restrictions
for equity securities, however, are now much more comprehe n-
sivel02 Category Three equity securities are subject to a one-
year distribution compliance period.103 As in the original Regu-
lation S, if an offer or sale is made within this distribution com-
pliance period, the purchaser must certify that he is not a U.S.
person nor acquiring the securities for the benefit of a U.S. per-

The offering restrictions under Category Two have not changed. Dis-
tributors must still agree in writing that all offers and sales made prior to the
expiration of the distribution compliance period be conducted in compliance
with the rules governing Regulation S. Amended Reg. S, supra note 82, §§
230.903(b)(2)(1), 230.902(g)(1). Also, all offering materials and documents
used in connection with offers and sales prior to the expiration of the distribu-
tion compliance period must include statements that the securities have not
been registered and may not be sold in the U.S. or to U.S. persons, absent
registration or an exemption. Id. §§ 230.903(b)(2)(i), 230.902(g)(2).

97. Id. § 230.903(b)(3).

98. Id. § 230.903(b)(3). These three groups of equity securities were previ-
ously in Category Two. Seenotes 59-63, supra, and accompanying text.

99. Amending Release, supra note 82, at 9,635.

100. Amended Reg. S, supra note 82, §§ 230.903(b)(3)(1) and (ii), respec-
tively.

101. Id. § 230.903(b)(3)(i1)(A). Debt securities must also be represented
“upon issuance by a temporary global security which is not exchangeable for
definitive securities until the expiration of the 40-day distribution compliance
period.” Id. § 230.903(b)(3)(11)(B).

102. Id. § 230.903(b)(3)(iii)—(iv).

103. Id. § 230.903 (b)(3)(iii)(A). Distributors selling Category Three equity
or debt securities prior to the expiration of the applicable distribution compli-
ance period must provide notice to the purchaser that he is also subject to the
same restrictions as the selling distributor. Id. § 230.903(b)(3)(iv).
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son.19¢ The purchaser must also continue to resell securities
under Regulation S rules.%5 In addition, under the amend-
ments, the purchaser must agree not to engage in hedging
transactions with regard to these securities unless in compli-
ance with the Securities Act.106

C. Amendments to Rule 904 and the New Rule 905: Resale Limi-
tations

While the resale safe harbor of Rule 904 has substantively
stayed the same, the rules governing the effect of resales of do-
mestic securities have been modified by new Rule 905. The
SEC added Rule 905 to Regulation S “to clarify the legal obliga-
tions of purchasers of securities under Regulation S.”107 The
rule provides that equity securities of domestic issuers acquired
from the issuer, a distributor, or any of their affiliates in a
transaction subject to Regulation S are “restricted securities” as
defined in Rule 144.108 Because these securities are “restricted,”
the resale safe harbor created by Rule 904 can no longer be
used to avoid applicable restrictions.109 Instead, these securities
are subject to the restrictions of Rule 144, including a one -year
holding period before they can be resold.110

Rule 905 also provides that restricted securities as defined
under Rule 144 “will continue to be deemed ... restricted securi-
ties, notwithstanding that they were acquired in a resale trans-
action” under the resale safe harbor of Rule 904.111 As a result,
the resale of restricted securities offshore under the Rule 904
safe harbor does not “wash off” the restricted status of those

104. Id. § 230.903(b)(3)(iii)(B)(1).

105. Id. § 230.903(b)(3)(iii)(B)(2).

106. Id. Category Three transactional restrictions continue to require that
a legend be placed on the securities of domestic issuers stating that transfers
in these securities are prohibited except in accordance with the provisions
governing Regulation S. Id. § 230.903(b)(3)(1i1))(B)(3). Under the amend-
ments, this legend must now also contain a provision stating that hedging in
these securities may not be conducted unless in compliance with the Securi-
ties Act. Id. The transactional restrictions continue to require the issuer to
refuse to register any transfer of securities not made in compliance with Regu-
lation S. Id. § 230.903(b)(3)(iii)(B)(4).

107. Amending Release, supra note 82, at 9,636.

108. Amended Reg. S, supra note 82, § 230.905.

109. Id. § 230.905.

110. 17 C.F.R. § 230.144(d)(1).

111. Amended Reg. S, supra note 82, § 230.905.
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securities to allow them to be freely sold into the U.S. by the
purchaser.112

New Rule 905 has also had a dramatic effect on the use of
promissory notes in the purchase of Regulation S securities. By
deeming domestic equity securities to be restricted securities
under Rule 144, the SEC effectively prohibited the use of prom-
issory notes where the expected method of repayment was the
resale of the securities via the Rule 904 resale safe harboriis
Rule 905, in conjunction with Rule 144, tolls the one-year hold-
ing period unless the promissory note provides for full recourse
against the purchaser of the securities and is secured by collat-
eral, other than the securities purchased, having a fair market
value at least equal to the purchase price of the securities.l’¢ In
addition, after the expiration of the one-year holding period, the
promissory note must be paid in full before the Rule 144 re-
stricted securities may be resold.!5 This “ensures that the
funds obtained through the Rule 144 resale” into the U.S. mar-
kets “will not be used to pay off the promissory note.”116

D. Post-Amendment Abuses of Regulation S

The amendments appear to have deterred the abuses preva-
lent under the original Regulation S.1'7 These amendments
have explicitly prohibited illegal resales within the distribution
compliance period by deeming the securities restricted under
Rule 144. Requiring compliance with Rule 144 automatically
imposes the longer one -year waiting period during which time a
considerable amount of information about an issuer may
emerge. Therefore, foreign investors are unlikely to maintain
any informational advantage over domestic investors.l'8 The
amendments have also abolished the abuse involving promis-
sory notes in purchasing Regulation S securities by explicitly
prohibiting the use of promissory notes for such purpose and by
imposing Rule 144 restrictions. Moreover, the use of the resale

112. Amending Release, supra note 82, at 9,637.

113. Id.

114. Id.

115. Id.

116. Id.

117. See Amending Release, supra note 82.

118. Stephen J. Choi, The Unfounded Fear of Regulation S: Empirical Euvi-
dence on Offshore Securities Offerings, 50 DUKE L.dJ. 663, 729 (2000).
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safe harbor to “wash off” restrictions from otherwise restricted
securities has been remedied by the application of Rule 144 to
the securities.

Nonetheless, through the Regulation S amendments, the SEC
has taken two steps forward and one step back. While it has
prevented abuses and extended protection to U.S. investors, it
has frustrated the raising of capital abroad. Because the
amendments have lengthened the distribution compliance pe-
riod, they have hindered the ability to raise capital through for-
eign investments, one of the main purposes of Regulation S.119
Essentially, the amendments deter domestic reporting issuers
from raising capital under Regulation S because it is more
costly due to the expanded mesale restrictions created by the
amendments.’20  This is because restricted shares normally
must be sold at a discount relative to the price of shares that
are freely tradable in the public markets.1?21 The size of that
price discount reflects, at least in part, the compensation buyers
receive for giving up the ability to readily resell the shares im-
mediately in the public market.122 Thus, the size of the price
discount has enlarged with the increase in time the shares must
be held before they can be sold in the U.S. markets.123

Under the American-type regulatory framework, the SEC as
the central regulatory body, has clearly been effective in regu-
lating securities and protecting investors. As the amendments
to Regulation S prove, the comprehensive securities laws of the
U.S. provide a flexible means through which the SEC can ade-
quately regulate and enforce. While the U.S. method is success-
ful, 1t 1s unclear whether it is as effective as it could be. In or-
der to determine if the U.S. system can be improved, it is im-
portant to consider the securities regulatory systems of other
countries.

IV. THE UNITED KINGDOM’S REGULATION OF
EXTRATERRITORIAL SECURITIES TRANSACTIONS

U.K. regulators work within the English-type regulatory
framework, which emphasizes listing requirements and self-

119. Id.
120. Amending Release, supra note 82, at 9,639.
121. Id.
122. Id.
123. Id.
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regulation of securities participants.’?¢ The U.K. Financial Ser-
vices Authority (formerly the Securities and Investments
Board) is the single direct statutory “super-regulator” responsi-
ble for making rules, regulations, and codes that govern the en-
tire financial services industry.12s While the Financial Services
Authority (“FSA”) relies heavily on self-regulation,!26 it main-
tains power to review the particular rules of self-regulating or-
ganizations to ensure they are operating within the statutory
framework and may impose individual mandatory rules on any
self-regulating organization.27

124. FINANCIAL REGULATION IN THE GREATER CHINA AREA 117 (Joseph J.
Norton, et al. eds., 2000). The listing requirements are beyond the scope of
this note. For a full discussion of U.K. listing requirements, see ALISTAIR
ALCOCK, THE FINANCIAL SERVICES AND MARKETS AcT 2000: A GUIDE TO THE NEW
Law 199-207 (2000).

125. Financial Services and Markets Act 2000, ch. 8, § 2 (2000). The Finan-
cial Services Authority replaced eighteen other U.K. regulators: Supervision
and Surveillance Division of the Bank of England; Insurance Directorate of
the U.K. Department of Trade and Industry; Lloyd’s; the Building Societies
Commission; the Friendly Societies Commission; Registry of Friendly Socie-
ties; Personal Investment Authority, a self-regulatory organization; Securities
and Futures Authority, a self-regulatory organization; Investment Manage-
ment Regulatory Organization, a self-regulatory organization; and nine rec-
ognized professional bodies: Law Society of England and Wales, Law Society
of Scotland, Law Society of Northern Ireland, Institute of Chartered Account-
ants in England and Wales, Institute of Chartered Accountants in Scotland,
Institute of Chartered Accountants in Ireland, Chartered Association of Certi-
fied Accountants, Institute of Actuaries, and Insurance Brokers Registration
Council. Id.

126. Patrick M. Creaven, Note: Inside Outside Leave Me Alone: Domestic
and EC-Motivated Reform in the U.K. Securities Industry, 60 FORDHAM L. REV.
285, 289-90 (1992). There are four self-regulating organizations in the U.K.
A self-regulating organization is a body that regulates the conducting of in-
vestment business of any king by enforcing binding rules upon its members or
others subject to its control. Financial Services Act 1986, ch. 60, § 8(1) (1986).
See also JAMES J. FISHMAN, THE TRANSFORMATION OF THREADNEEDLE STREET:
THE DEREGULATION AND REREGULATION OF BRITAIN’S FINANCIAL SERVICES 84—
97 (1993).

127. FISHMAN, supra note 126, at 293. The Secretary of State of the De-
partment of Trade and Industry has power to regulate investments and secu-
rities. The Department of Trade and Industry delegated this power to the
Financial Services Authority, which is considered a private agency. Financial
Services Act 1986, ch. 60, § 114.
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The Financial Services Act 1986128 and the Financial Services
and Markets Act 2000120 (collectively the “Financial Services
Acts”) govern investments and securities in the U.K.130 The Fi-
nancial Services Acts are a comprehensive regime of investor
protection!s! intended to curb abuses and build public confi-
dence in the financial services industry by providing more gov-
ernmental oversight.132 They affect a much larger area than
mere securities offering and trading, covering various types of
Investors, investments, and investment firms, as well as en-
compassing the general company law and banking provisions
that embrace the entire range of the FSA, including banking,
Insurance, accounting, lawyering, and investing.133

In adopting the Financial Services Acts, the U.K. authorities’
concern was mainly limited to the possibility that firms would
go offshore as a result of complex and restricting regulations
and transact their operations in the U.K. from a foreign office 134
The Financial Services Acts addressed this issue by requiring
all self-regulating firms “within the U.K.” to be officially author-
1ized.135 This authorization subjects the firm to regulation by the

128. Financial Services Act 1986, ch. 60 (epealed and replaced by Financial
Services and Markets Act 2000), reprinted in NORMAN S. POSER,
INTERNATIONAL SECURITIES REGULATION: LONDON'S “BiG BANG” AND THE
EUROPEAN SECURITIES MARKETS app. (1990).

129. Financial Services and Markets Act 2000, ch. 8, reprinted in ALISTAIR
ALCOCK, THE FINANCIAL SERVICES AND MARKETS ACT 2000: A GUIDE TO THE NEW
Law, app. (2000). While some provisions in the Financial Services Act 1986
have been replaced by the equivalent provisions in the Financial Services and
Markets Act 2000, none of the amendments affect the analysis here as the
same exemptions for extraterritorial issuances still exist. See id. for an in-
depth discussion of the differences.

130. While the Financial Services and Markets Act 2000 replaced the H-
nancial Services Act 1986, they are both important in the analysis regarding
the purposes and methods of securities regulation in the U.K.

131. Financial Services and Markets Act 2000, ch. 8, §5. See also J.H.
DaLHUISEN, THE NEwW U.K. SECURITIES LEGISLATION AND THE E.C. 1992
PROGRAM 1 (1989); ALCOCK, supra note 129, at 54.

132. Financial Services and Markets Act 2000, ch. 8, §§ 3 and 6. See also
Creaven, supra note 126, at 290.

133. DALHUISEN, supra note 131, at 1; ALCOCK, supra note 129, at 51-54.

134. DALHUISEN, supra note 131, at 111. Of course, the U.K. authority had
additional concerns, but they are beyond the scope of this note.

135. Id. at 2—3; Financial Services Act 1986, ch. 60, sched. 1, Part II, § 13;
Financial Services and Markets Act 2000, ch. 8, schd. 2, Parts I and II. Acting
without authorization to engage in investment transactions leads to unen-
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FSA. A firm is “within the U.K.” if it has its head office, or the
office handling the issuance of securities, within the territory of
the U.K136 Thus, the FSA regulates all authorized firms, even
offshore firms with their head offices outside the U.K. if any of
the branch offices within the U.K. are issuing or selling securi-
ties.137 This leads to regulatory duplication since the foreign
country in which the head office is located will also likely regu-
late the firm and indirectly that firm’s U.K. branch office!ss
The FSA has discretion to determine which, if any, U.K. regula-
tions apply to the firm that is subject to dual regulation.13® The
U.K. regulates offshore transactions by dealing directly with
the issuer rather than also focusing on the transaction as in
Regulation S.140 Unlike the SEC, the FSA does not consider
where the securities “come to rest;” it only considers the loca-
tion of the initial purchaser rather than the ultimate purchaser
and imposes no mandatory holding period on the securities.!41

The FSA is more flexible than the SEC since it allows a for-
eign issuer to act through a domestic broker and still escape the
authorization regulations, provided that the firm’s clients are
not in the U.K142 While this is an exception not allowed by the
SEC, the underlying rationale of both the FSA and SEC is the
same: foreign investors who transact with foreign issuers do not
benefit from domestic investor protections.143 In this way and
like the SEC, the FSA does not apply its regulatory restrictions
to offshore offers to non-U.K. clients.144

The U.S. and U.K. extraterritorial securities regulation re-
gimes only differ slightly since both countries utilize a territo-
rial approach. Nonetheless, the U.K. approach is easier to gp-
ply because it only emphasizes the location of the issuer, rather

forceable contracts and potential criminal charges. ALCOCK, supra note 129,
at 52.

136. Financial Services and Markets Act 2000, ch. 8, § 418.

137. ALCOCK, supra note 129, at 55—-56. The FSA may also develop further
rules that regulate extraterritorial investments if that investment business is
contrary to the U.K.’s international obligations. Financial Services Act 1986,
ch. 60, § 48; DALHUISEN, supra note 131, at 111.

138. ALCOCK, supra note 129, at 55-56.

139. Id.

140. Id. at 113.

141. See Financial Services and Markets Act 2000, ch. 8.

142. DALHUISEN, supra note 131, at 111.

143. Release 4708, supra note 10.

144. DALHUISEN, supra note 131, at 111.
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than also considering the ultimate destination of the securities.
The simpler system, however, is not always better. First, the
U.K. system does not impose any restrictions on resales with
the result that regulations can be easily circumvented and
abused, much like the original Regulation S. As the original
abuses of Regulation S proved, domestic investors are not pro-
tected when unregulated securities are sold back into the do-
mestic market shortly after their exempt initial offering.145 On
the other hand, Regulation S offerings are generally offered at a
large discount because they involve restricted securities and
such restricted securities can be resold only abroad. Under
Regulation S, this discount only benefits foreign investors.46
The U.K. system does not hinder domestic investors in this way.

Second, at the same time that the U.K. approach does not
protect its domestic investors, it also extends the extraterrito-
rial reach of its securities laws too broadly and often infringes
another country’s securities regulation by regulating issuers
outside the U.K. For example, if a U.S. issuer has a branch of-
fice in the U.K., it will be subject to U.K. regulations even if
that issuer is only offering securities to investors located in the
U.S. Because the U.S. issuer is offering to investors in the U.S.,
it 1s subject to SEC rules and regulations, e.g. registration.
There is thus no need for the additional U.K. regulation of this
type of extraterritorial transaction. Yet, the U.K. approach
provides regulation.

In addition to the SEC’s effective territorial approach, the
SEC regulatory scheme is more effective and enforceable he-
cause of its centralized regulatory body. This centralization
provides easier application and enforceability than the U.K.’s
heavy dependence on self-regulating organizations fulfilling
their duty to report to the FSA. Moreover, there are the many
disadvantages inherent in self-regulation, e.g. conflicts of inter-
est, limited legal powers, lack of adequate public accountability,
problems of jurisdiction in an increasingly global market, “old
boy” network influences, and the need for a public agency ele-
ment in the regulatory response to international securities

145. See notes 75-81, supra, and accompanying text.

146. For a thorough discussion regarding various reasons that neither price
discounts nor restricted resales adversely affects U.S. investors, see Choi,
supra note 118, at 678.
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fraud.47 Given these disadvantages, the U.S. territorial g-
proach, implemented through a centralized regulatory body, is
the more effective system as the SEC appropriately focuses on
the whole transaction, considering the location of the buyer and
securities, rather than focusing solely on the issuer’s location.

V. CHINESE REGULATION OF FOREIGN SECURITIES
TRANSACTIONS

Once the home of the largest stock market in Asia, China’s
Communist party eliminated securities market activities in
1949 when it implemented its highly planned economy.!48 How-
ever, with economic reforms initiated in 1979, the Chinese gov-
ernment changed its approach by sanctioning and actively nur-
turing a controlled securities market in order to facilitate the
mobilization of capital.14® Because shares were associated with
capitalism, however, they remained a sensitive topic subject to
both political and economic debate.150 Despite this debate, some
enterprises, driven by a dire need for capital, issued shares to
employees and state-owned enterprises, and soon found that
share issuance was a convenient and effective way of raising
much needed capital.’51 Thus, the securities markets were re-
born in China.

China’s primary objective in securities regulation is to expand
its capital markets and to control its companies, regardless of
their geographical location, rather than to protect its investors.
Issuance of shares in China operates within a combination
framework based on numerous laws, regulations, and rules,
including the Company Law of the People’s Republic of China of
1994,152 and the Securities Law of the People’s Republic of

147. GEORGE P. GILLIGAN, REGULATING THE FINANCIAL SERVICES SECTOR 94
(1999).

148. FINANCIAL REGULATION IN THE GREATER CHINA AREA, supra note 124, at
103.

149. Id.

150. Id.

151. Id.

152. ZHONGHUA RENMIN GONGHEGUO GONGSI FA [COMPANY LAW OF THE
PEOPLE’S REPUBLIC OF CHINA], translated in LEGISLATIVE AFFAIRS COMM'N OF
THE STANDING COMM. OF THE NAT'L PEOPLE’S CONGRESS OF THE PEOPLE’S
REPUBLIC OF CHINA, THE LAWS OF THE PEOPLE’S REPUBLIC OF CHINA 1993, at
269-318 (1995) [hereinafter Company Lawl], reprinted in Materials on Corpo-
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China of 1999.153 Share issuance is also controlled by a series of
guidelines published by the China Securities and Regulatory
Commission (“CSRC”), the regulatory body created by the State
Council Securities Commission.l5¢ The CSRC is responsible for
drafting and enforcing securities-related legislation, as well as
approving issuances of all shares to the public, both domestic
and foreign.155

The Company Law of the People’s Republic of China (“Com-
pany Law”) was formally adopted on December 29, 1993.156 In
order to facilitate investment by foreigners and overseas inves-
tors in Chinese companies, the Company Law created a struc-
ture through which Chinese issuers are able to attract foreign
capital.’5”7 Companies may offer shares to overseas investors by
listing on foreign stock exchanges if they satisfy all the regula-
tions applicable to domestic issuances and obtain approval from
both the CSRC and the State Commission for Restructuring the
Economic System.58 Special regulations govern foreign issu-
ances and are the only manner through which Chinese comp a-
nies can issue shares to foreign shareholders.’5® To facilitate
China’s control over Chinese companies’ offerings even in a for-
eign market, a Chinese company may list shares issued to for-
eigners only on an exchange in a foreign country that has en-

rate and Securities Law of the People’s Republic of China (Shen Sibao ed.,
1999).

153. ZHONGHUA RENMIN GONGHEGUO ZHENGQUAN FA [SECURITIES LAW OF THE
PEOPLE’S REPUBLIC OF CHINA], translated in LEGISLATIVE AFFAIRS COMM'N OF
THE STANDING COMM. OF THE NAT'L PEOPLE’S CONGRESS OF THE PEOPLE’S
REpPUBLIC OF CHINA, THE LAWS OF THE PEOPLE’S REPUBLIC OF CHINA 1998, at
135-76 (1999) [hereinafter Securities Law], reprinted in MATERIALS ON
CORPORATE AND SECURITIES LAW OF THE PEOPLE’S REPUBLIC OF CHINA (Shen
Sibao ed., 1999).

154. FINANCIAL REGULATION IN THE GREATER CHINA AREA, supra note 124, at
104. There are other applicable securities related laws, regulations, and
rules, but they are beyond the scope of this article. See id., ch. 4, “The Securi-
ties System in China,” for a thorough discussion.

155. I.A. TOKLEY & TINA RAVN, COMPANY AND SECURITIES LAW IN CHINA 69
(1998).

156. Id. at 3; Company Law, supra note 152.

157. Id. at 82; Company Law, supra note 152, arts. 85, 155.

158. Company Law, supra note 152, art. 3. See also TOKLEY, supra note
155, at 82—-89.

159. TOKLEY, supra note 155, at 83. For purposes of these Special Regula-
tions, a “foreigner” is someone residing outside China, except that Chinese
nationals temporarily residing abroad are excluded. Id.
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tered into a Memorandum of Understanding with China in rela-
tion to joint supervision of the listing and issuing of shares.160
The CSRC focuses on maintaining control of its companies and
markets and finds unacceptable the notion that a foreign ex-
change could regulate Chinese companies when they are listed
on that foreign exchange.l6! Accordingly, there is no equivalent
to Regulation S that relaxes the regulatory requirements for
foreign issued shares.162

The CSRC reaches further and regulates extraterritorially
based on the nature of the shares and the nationality of the
purchaser, rather than focusing on the geographical location of
the transaction.163 Shares in China are generally grouped into
categories solely for the ideological purpose of maintaining the
leading role of government in the economy by compelling state
and public organizations to hold the majority of shares.16¢ Each
category has specific listing and offering restrictions as well as
restrictions regarding the residence of the purchasers.165 Resi-
dency is determined by race; thus Chinese nationals residing
overseas temporarily are considered residents of China for m-
vestment purposes.166

There are four categories of shares: A, B, H, and N. “A”
shares include state shares, enterprise shares, employee shares,
and public shares.167 They can only be subscribed for, traded in,
and purchased by Chinese residents, who are not permitted to
invest in foreign stocks.168 “B” shares are issued only to foreign
investors and may not be purchased by Chinese residents. 169
There are also “N” shares and “H” shares, both of which can be

160. Id. At present, these are Hong Kong, the U.S., Singapore, and the
London Stock Exchange.

161. Id. at 84-85.

162. Id.

163. Id.

164. See William I. Friedman, One Country, Two Systems: The Inherent
Conflict between China’s Communist Politics and Capitalist Securities Market,
27 BROOK. J. INT’L L. 477, 495 (2002).

165. TOKLEY, supra note 155, at 84—85.

166. Id. at 82.

167. FINANCIAL REGULATION IN THE GREATER CHINA AREA, supra note 124, at
103.

168. TOKLEY, supra note 155, at 71.

169. Id.
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purchased by foreign investors.1’0 The “N” shares are issued by
Chinese enterprises and listed on U.S. stock exchanges; they
are issued only to non-Chinese residents.!”t “H” shares are is-
sued by mainland Chinese enterprises and listed in Hong
Kong.1”2  Cross-trading between the different share classes is
not allowed. This share structure enables the Chinese govern-
ment, wary of allowing foreign companies access to its domestic
securities markets, to limit foreign investment and control its
economy.l73

The Chinese regulatory system contradicts the SEC’s stated
intent not to regulate wholly extraterritorial securities transac-
tions.17* While China is better able to control its companies be-
cause it has a tighter hold on its issuers, those issuers are also
less able to raise foreign capital. Because China’s control may
hurt its companies rather than facilitate economic success, it
may in the future relax its regulation of completely foreign
transactions and merge its separate domestic and foreign n-
vestments to facilitate company growth.1”> Merging its separate
shares — namely class “A” and “B” shares — would allow foreign
investors immediate participation in China’s securities market
and remove the hindrance created by the present segmentation
of the market.176 While it may also be argued that due to the
imperfections still within the Chinese markets a separate spe-
cial share is necessary to facilitate the healthy growth of
China’s securities markets,'7”7 China should consider a gradual
approach to merger of domestic and foreign shares.’’ Then,
when China has adequate and extensive securities laws, devel-
oped regulatory bodies, and strong and easily convertible Chi-
nese currency, the shares can be easily merged.17?

170. FINANCIAL REGULATION IN THE GREATER CHINA AREA, supra note 124, at
103-04.

171. TOKLEY, supra note 155, at 72.

172. FINANCIAL REGULATION IN THE GREATER CHINA AREA, supra note 124, at
104.

173. See Friedman, supra note 164, at 496.

174. See notes 28-41, supra, and accompanying text.

175. TOKLEY, supra note 155, at 80.

176. FINANCIAL REGULATION IN THE GREATER CHINA AREA, supra note 124, at
108.

177. Id.

178. Id.

179. Id.
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If China seeks to experience continued economic growth, then
it will likely be forced to open its market to greater privatiza-
tion and less government interference. This will foster an eco-
nomic structure in which the private sector, not the state, owns
a majority interest in the nation’s enterprises.1s0 It will, how-
ever, require the CSRC to relinquish some of its tightly-held
control over Chinese companies in order to promote foreign in-
vestment. China’s economy and markets could profit from a
system more akin to the U.S. regulatory system where the
benefits of regulation are furthered by a flexibility that can ac-
commodate dynamic changes in the capital markets.181 Like
Regulation S, this would enable issuers to raise capital abroad,
exerting a positive influence over the domestic market.182 The
Chinese regulatory scheme, however, thwarts this by dividing
shares into separate domestic and foreign classes, thus bifurcat-
ing the market system and inhibiting foreign investment. If the
Chinese government continues to pursue a policy of government
interference, its securities markets may ultimately fail.183

VI. CONCLUSION

Of the three securities regulatory systems this Note has ana-
lyzed, none is perfect. As long as there are regulations, there
will be abuses and room for improvements. However, as com-
pared to the British and Chinese systems of securities regula-
tion, the U.S. system is best at balancing mvestor protection
with the ability to raise capital. While it is more difficult after
the Regulation S amendments to raise capital abroad, it is also
more difficult to abuse the regulation. The SEC has thus struck
a fine balance of regulation and freedom through its territorial
approach and its improved Regulation S. This combination of
regulatory scheme and regulation allows companies to prosper
by raising foreign capital while providing adequate protection to
the investor. China and the U.K. have, thus far, been unable to
achieve this delicate balance. s

180. For a thorough discussion, see Friedman, supra note 164, at 479-80.

181. See Integration of Abandoned Offerings, Securities Act Release No.
7943, 74 SEC Docket 571 (Jan. 26, 2001)

182. Choi, supra note 118, at 678.

183. See Friedman, supra note 164, at 480.

184. Of course, it may be argued, especially as to China, that they do not
wish to strike such a balance.
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Moreover, the U.S. territorial approach, as compared to the
U.K. modified territorial approach, increases the SEC’s ability
to effectively regulate the securities industry. The SEC’s focus
on the offshore transaction itself in addition to the place of both
the buyer and the seller is a more thorough regulatory scheme;
and because the JC operates within a centralized system,
rather than a decentralized system heavily dependent upon
self-regulation, like the U.K., it is better able to apply and en-
force its regulatory scheme. Effective enforcement is the bed-
rock of investor protection.!®5 In this respect as well, the U.S.
has been more successful than its international counterparts.

Nonetheless, the U.S. approach to extraterritorial regulation
could be improved by modifying Regulation S to reflect some of
the advantages of both the British and Chinese systems. For
example, the Regulation S exemptions could be based in part on
the geographic location of the offering similar to the way China
regulates based in part on cooperation from the foreign country
wherein the offering is made.8 This modification would also
borrow from the U.K. system wherein it is left to the discretion
of the regulatory body to determine if, and how extensively, an
issuer offering abroad is subject to domestic regulation. This
modification would advance the SEC’s goal to protect investors
in U.S. markets by ensuring that inherently risky securities are
not quickly sold back into the U.S. At present, the SEC
achieves this goal by subjecting securities to U.S. registration
requirements. This risk, however, would also be reduced just as
effectively by ensuring that the country in which the offshore
offering is made is adequately regulating securities offerings.
Modifying Regulation S to consider the market in which the
offshore offering is being made reduces the need for restricting
resales.18” By removing the resale restrictions, the SEC would
be eliminating the potential detriment to domestic investors
due to the reduced price of the securities which can only be
bought and sold abroad.

Such modifications to Regulation S would also promote
international cooperation among securities regulators. This
would act to strengthen the securities regimes of all countries

185. FISHMAN, supra note 126, at 227.
186. China has memoranda of understanding with many foreign securities

exchanges. Seenote 160, supra, and accompanying text.
187. Choi, supra note 118, at 743.
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plied to their own issuers and would provide greater investor
protection worldwide.'88 Through this information exchange,
regulators could also assist each other in collecting information
on fraudulent activities and on better enforcement of securities
regulations as a wholel8? A system of international securities
cooperation would even promote seemingly adverse regulatory
goals. For example, such cooperation would provide China with
greater control over its own companies issuing abroad while at
the same time promoting capitalistic markets. Not only would
U.S. investors benefit from such a modification to Regulation S,
but investors worldwide would experience increased protec-
tions. In time, such a regulatory scheme could become the most
useful tool in today’s global economy.

Jaime M. Jackson’

188. Id. at 744.

189. The U.S. has already entered into a number of memoranda of under-
standing with different countries regarding insider trading investigations and
enforcement. See Joel P. Trachtman, Unilateralism, Bilateralism, Regional-
ism, Multilateralism, and Functionalism: A Comparison with Reference to
Securities Regulation, 4 TRANSNAT'L L. & CONTEMP. PROBS. 69 (1994).

* The author will receive her J.D. from Brooklyn Law School in June
2003. She would like to thank her parents, Richard and Lucy Jackson, and
her sister Jennifer, for their love, support, and inspiration.
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