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Security concerns

Non-US companies may soon be able to terminate their
obligations to the SEC and parts of the Sarbanes-Oxley Act

Jobn Basnage

In December 2005, the Securities and Exchange Commission (SEC) proposed rule amendments
that would enhance the ability of non-US companies to terminate the registration of their securi-
ties under the US Securities Exchange Act, cease providing annual and other reports to the SEC
and discontinue their compliance with certain provisions of the US Sarbanes-Oxley Act. By easing
requirements for non-US companies wishing to exit the Exchange Act registration and reporting
system, the proposed rules would address aspects of SEC regulation that have made it difficult for
companies subject to Exchange Act reporting obligations to terminate such obligations and have
consequently discouraged foreign companies from accessing US public capital markets. The pro-
posed rules follow significant lobbying efforts by European trade groups, including the Confedera-
tion of British Industry, and are currently open for public comment.

Under current SEC rules, a non-US company will incur an obligation to provide reports to the
SEC and become subject to certain provisions of the Sarbanes-Oxley Act if:

@ it must register under the Exchange Act in connection with the listing of its securities on a US
national securities exchange;

@ it must register under the Exchange Act because at its fiscal year end it has 300 or more US resi-
dent equity security holders and meets certain minimum asset tests or has sought a quotation of its
securities on NASDAQ; or

@ it has filed a registration statement in connection with a public securities offering in the US.

Currently, if 2 non-US company wants to terminate or suspend its Exchange Act registration and
reporting obligations (and discontinue its compliance with the Sarbanes-Oxley Act), it must termi-
nate its US listing or quotation, if any, and must ensure that upon such a termination it has fewer
than 300 US-resident security holders.

Current SEC rules have proved problematic for 2 number of reasons. Firstly, the 300 US holder test
is perceived as too easily exceeded by companies that have engaged in little or no selling activity in
the US. Secondly, calculating the number of US holders for purposes of SEC rules requires a ‘look
through’ analysis of securities held by financial intermediaries, which may be difficult or impossible
to effect in practice. Thirdly, if a company has filed a registration statement in the US, its reporting
obligations can at best be suspended, not terminated — potentially arising again when the number
of US holders reaches or exceeds 300. Finally, the so-called Rule 12g3-2(b) exemption (by which
a company is able to avoid Exchange Act registration notwithstanding having 300 or more US
holders) is not immediately available after a termination of Exchange Act registration.

The SEC has proposed new Rule 12h-6 under the Exchange Act and amendments to its existing
rules to address the foregoing. For equity securities, the changes would permit a non-US company
to terminate its Exchange Act registration and reporting obligations on the basis of three alterna-
tive tests: one (for so-called ‘well-known seasoned issuers’) based principally on the percentage of
trading of the company’s securities that occurs in the US (US average daily trading volume is no
greater than 5%, with US residents holding no more than 10%); a second based on the percentage of
securities held by US residents (no more than 5%); and a third based on a 300 US holder test.

In each case, the company would also have to satisfy other conditions, namely; it must have
complied with Exchange Act reporting obligations (including having filed two annual reports)
and maintained a listing of its securities on a non-US exchange — which constitutes the principal
trading market for the securities — for two years, and it must not have sold any securities in the US
in the preceding 12 months (with certain exceptions).

For debt securities, the test would be based on there being fewer than 300 holders on a worldwide
basis, or 300 holders resident in the US. In each case, the ‘look through’ rules for calculating the
number of US holders would be simplified: inquiries would need be made only of intermediaries in
the US and in the company’s place of organisation/establishment and its primary trading market, if
different. The SEC proposes to amend Rule 12g3-2(b) to make the rule available immediately upon
termination of the company’s Exchange Act registration.

As is currently the case of termination or suspension of Exchange Act registration and reporting
obligations, reliance on the new rule would require the filing with the SEG of a form. In this case,
the filing would be made on Form 15F.

John Basnage is a partner at Hogan & Harison in London.
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