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Conclusions
Varying opinions exist as to the effect of tax factors on inter-

national investment. Some experts in the taxation area feel that
although tax considerations are always relevant, they are seldom
dominant. It has been noted that--

differences in taxation are frequently negligible

from a pecuniary standpoint, though the prospect

of having to meet the reporting requirements of

two or more national tax jurisdictions may deter

foreign investment by small businesses. Invest-

ment climates and exchange controls generally are

more important than tax differences in investment

decisions. 53/
Whatever the effect of tax considerations in investment policy, it is
certain that tax considerations constitute at least one important

factor in any corporate decision to allocate resources so as to

achieve the highest possible return on capital.

Differing Viewpoints on Current U.S. Tax Policy
Although theoretically taxation!exists to create revenue for the
state, in pracfice U.S. tax policy has historically attempted to
achieve other, non-revenue objectives. Less Developed Country and
Western Hemisphere Trade corporation provisions are examples of a -
congressional desire to encourage or discourage certéin activitiés or

investment in certain geographic areas. Similarly, the DISC has for

" '53/ Smith, supra note at 146. Professor Smith points. out that in
both the U.S. and in France, leading industrialists have stated that
they make international investment decisions on the basis of before-
taxéincome. This position is Justified because if the investment
climate in a country is good enough to Justify investment, it is
probable that the tax burden in it, whatever form it takes, will not
be far out of line with that in other countries.



902

its underlying purpose increasing U.S. exports and easing the United

States' balance of payments problems. Current U.S. tax policy in the

area of foreign direct investment does not appear to satisfy either

those who favor increased support for foreign investment or those who

oppose it.

Views of Present Law from the Point of View

Favoring Foreign Investment 54/

1. Propoments of more favorable treatment for foreign invest-

ment feel that the foreign tax credit should be more

generous. Foreign tax credits should be extended to sales

and other excise taxes which make up a much larger percent-

age of the total tax burden in Europe than in the United

States.

2. Differences between American and foreign concepts of in-

come result in higher effective tax burdens on foreign

source income than on domestic income. Present treaty

provisions are not adequate to solve this problem.

3. Secticn 1248 violates the principle of tax neutrality

though imposing a heavier tax on gain from the sale of

foreign stock than from the sale of domestic stock.

54/ The following critiques excerpted from Tax Legislation and Regu-
lations Affecting Foreign Trade and Investment, 8 Houston L.R. L98, at

PE.

503-05.

(1971), by Louis Kauder, Office of Tax Legislative Counsel.

U.S. Treasury Dept.
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The complexity of the foreign tax provisions generates
excessive administrative costs and a waste of executive

talent. This is especially burdensome for small and

‘medium~-sized companies.

The United States practide of taxing foreign income on
the basis of place of incorporation differs from the
more liberal practice in other countries of -exempting
foreign source income from taxation. ZExemption would
be one way to avoid the arbitrary distinction between
branches and subsidiaries. It would also permit easier
expansion abroad from retained earnings.

The IDC exceptions to Subpart F are ineffective as they
do not encourage the feinvestment in less developed
countries of income generated by activities in developed
countries,

Western Hemisphere Trade Corporation provisions do not
constitute a meaningful incentive for manufacturing
firms. They are useful only to selling and mining
subsidiaries.

So long as deferral exists, it is inconsistent to treat
portfolio investments differently from other direct

investments for which a credit is allowed.
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Views of Fresent Law from the Point of view
Advocating Less Favorable Treatment for
Foreign Investment

1. Some economists argue that the least justifiable aspect of
United States taxation of foreign income is the exemption
from taxation of foreign subsidiaries, as entities separate
from their United States parents. They contend that deferral
of taxation until repatriation of earnings violates the con-
cept of neutrality because it allows expansién of foreign
operations through reinvestment of untaxed earnings not
allowed to domestic operations. The separate entity
approach with respect to domestic subsidiaries is not
analogous to the separate entity approach with respect to
foreign subsidiaries. In the domestic case, the entity
remains subject to United States taxation, while in the
foreign case separateness removes the subsidiary from our
Jurisdiction.

2. If balance of payments and national efficiency rather than
world efficiency were the prédominant criteria, the foreign
tax credit would bé replacéd by a déduction for foréign

taxes. The deduction then would become simply anqther cost

of doing business abroad.

N
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3. The limited restrictions placed on deferral by the
Revenue Act of 1962 have not sufficiently forestalled the
outflow of capital abroad. Other techniques, including
termination of deferral, should be considered. To the
extent that deferral is an inducement to foreign invest-
ment, its termination might contemporaneously justify a

loosening of other foreign direct investment limitations.

Possible Alternatives to the Present Approach

A. Recommendations of the President's Task Force.--In September

of 1970, the President's Task Force on Business made several
recommendations in the field of taxation of foreign source income. One
of these proposals (the DISC) has already been adopted, and, in
addition, the following proposals have been made:

1; Revision of Subpart F.--Subpart F was enacted as a revenue
measure and as a means of preventing tax avoidance. Unfortunately, it
has been observed that Subpart F has not generated any significant
revenue and that its complex provisions have produced a fruitless
' expenditure of business and accounting time. 55/ Accordingly, the
Task Force recommended éliminating the complexities of Subpart F, and
substituting an accumulated earnings tax in its place.

2. Amendment of Section 482.--Section 482 has been widely criti-

cized as being overly complex and unduly burdensome on the taxpayer.

55/ Choate, Hurok, Klein, supra, note 2, at 509.
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The present Sectiqn 482 regulations require long and expensive govern-
ment examination of cor?orate accounts.

The Task Force recommends that the current Section 482 regulations
be abandoned and that the burden of proof to demonstrate tax avoidance
be placed on the Internal Revenue Commissioner. These proposals are
aimed at easing the burden on the taxpayer and at eliminating costly
Section 482 audits except in those situations where the Commissioner
feels a strong case for tax avoidance can be established.

B. Additional recommendations.--0Other recommendations include

currently proposed legislation (S. 2592) which would eliminate deferral
of taxation in the case of domestically controlled foreign corporations,
and would substitute tax deductions for the foreign tai credit.

1. Elimination of deferral.--Presently, except for "Subpart F
income'", profits of controlled foreign subsidiaries are taxed only as
those profits are repatriated. If this situation were changed so that
all profits of controlled foreign corporations were currently taxed,
several results could follow. First, increased repatriation of profits
could result as the incentive to retain profits overseas would no
longer exist. Secondly, U.S. corporations could reduce their owner-
ship of foreign corporate subsidiaries so as-to avoid classification
as a "controlled" foreign corporation. Thirdly, foreign direct invest-
ment could find new outlets in the form of joint ventures with foreign
‘enterprises.

2. Repeal of the foreign tax credit.--The foreign tax credit

would be replaced by tax deductions for foreign taxes paid in the same
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manner in which state and local taxes are deductible toward federal
taxes. The deduction which would replace the creditvwould be only
another cost of doing business abroad which cost would have to be made
up by other possible efficiencies in the foreign operation. éé/ A
legislative proposal has suggested that repeal of the foreign tax
credit might further the objective of'national efficiency by increasing
investment in the domestic economy. Such a result would obtain in
those cases in which foreign and domestic investment substitute for
each other; when the two types are complementary, both domestic and
foreign investment might be reduced.

The effects of a repeal of the foreign tax credit vary, depending
upon whether the repeal is coupled with an elimination of deferral of
unrepatriated profits. If the tax credit were repealed but deferral
of unrepatriated profits continued, any profits which were repatriated
would be taxed at a higher rate than at present, as the foreign taxes
paid would no longer be allowed as a credit to offset domestic taxes.
It is likely that this situation would encourage the retention of all
prbfits abroad. Dividend repatriations would be discouraged, and the
U.S. balance of payments would suffer.

If repeal of the tax credit occurred along with elimination of
deferral, then the U.S. tax bufden on foreign direct investment would
increase. The elimination of deferral would destroy any incentive to
rgtain earnings abroad, and the repeal of the foreign tax credit

would expose repatriated profits to double taxation.

§§] Kauder, supra, note 54 at 507.
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Firms which pay foreign taxes nearly equal to U.S. taxes will be
most severely penalized by tax credit repeal--i.e., those companies
for which tax considerations played little or no part in the original
decision to invest abroad. Firms which pay foreign taxes in excess of
U.S. tax rates may be benefitted by repeal of the tax credit, as the
excess tax credits which they generate (and which are presently
wasted) will be allowed as deductions. - It has been noted that the
present system results in an overall excess foreign tax credit and
that generally the only countries in which the effective tax rate is
lower than that in the United States are some of the less developed
countries., 57/

Any revision of current U.S. tax treatment of foreign source
income should be directed toward simplification. Simplification would
make tax rules more readily comprehensible to the business community
and would inject increased efficiency and reduced costs into govern-
ment enforcement. It has been suggested that,

at a time when the costs of labor within the United
States are at an all time high, simplification of
enforcement should be one of the chief goals. ¥ * ¥
¥ ¥ in addition to Section 482, Subpart F, the
foreign tax credit rules, the interest equalization
tax, if it is to be continued, and the Foreign
Investors Tax Act of 1966 with its concept of effec-

tively connected income, could g}l be greatly simpli-
fied with no loss of revenue. 25




Jurisdiction of International Tribunals
in Foreign Investment Controversies

This section deals with the jurisdiction of international judicial
and quasi-judicial organizations in the settlement of disputes involv-
ing foreign investment. The following discussion attempts to highlight
the usefuiness of the International Court of Justice (I.C.J.) of the
United Nations and its predecessor, the Permanent Court of International
Justice (P.C.I.J.), in resolving problems. created by multinational
corporate investment.

In 1921, the League of Nations adopted a statute creating the
Permenent Court of International Justice to replace various ad hoc
tribunals which had formerly existed. Although the United States was
not & member of the League, several U.S. citizens were judges of the
P.C.I.J. Between 1922 and 1939, the P.C.I.J. handled 66 cases of
which 12 were eventually settled. 1/ After a dormant period during
the Second World War, the P.C.I.J. was dissolved with the emergence of
the United Natidns.—

The United Nations Charter provided for a permanént international
tribunal--the International Court of Justice. ticles 2 and 3 of the
I.C.J. Statute provide that judges are nominated from among the
member J.N. States and their election must be confirmed by an gbsolute

majority of both the General Assembly and the Security Council.

1/ Stelner and Vagts, Transnational Legal Problems, at 1h46. (1968)
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The I.C.J. is concerned with two types of functicns: advisory
proceedings under which the Court gives advice to member states, and

contentious proceedings which are in the natuwre of adversary litiga-

2/

tion..—- It is this latter role which is of primary significance in
the settlement of international disputes.

The I.C.J. Statute recognizes international legal principles in
detérmining the.boundaries of its jurisdictional reach. Article 3k of
the Statute provides that only nations may be parties to litigation
before the I.C.J. Article 36 of the Statute provides that the I.C.J

can take jurisdiction of a dispute only where the adversary states con-

‘

sent to such exercise of Jurisdiction. This idea of consent as the
only legitimate basis of Jjurisdiction is well-founded in international
law. A statment of the P.C.I.J. of 1923 expresses the ccncept as:

This rule, moreover, only accepts and applies a prin-
ciple which is a fundamental principle of inter-
national law, namely, the principle of the independence
of States. It is well estgblished in international
law that no State can, without its consent, be com-
pelled to submit its disputes with other states either
to mediation or to arbitration, or to any other kind
of pacific settlement. Such consent can be given once
and for all in the form of an obligation freely under-
taken, but it can, on the contrary, also be given in,
a special case apgrt from any existing obligaticn. 3

Under Article 36 of the I.C.J. Statute, several methods are provi-

ded for a State's consent to submission of its international disputes

"2/ Id. at p. 1h7.
3/ Status of Eastern Carelia, P.C.I.J., Ser. B, No. S (1923), at p.
27. ’
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to the I.C.J. First, the States involved in a dispute can refer the
dispute to the Court by a special reference of the parties, much like
referral to aﬁ arbitrator. Secondly, States may engage in bilateral
treaties, pursuant to which they-agree t§ submit their mutual disputes
to I.C.J. jurisdiction. A Btate may also unilaterally submit a claim
to the I.C.J. upon filing an agreement of submission with the Secre-
tary General of the U.N. Multilateral treaties and conventions may
contain provisions which specify that problems arising under them will
/be submitted to the compulsory jurisdiction of the I.C.J.

Although in theory declarations by individual States expressing
their consent to be bound by I.C.J. decisions would seem to provide
for broad I.C.J. Jjurisdiction, the facts have proved otherwise. States
have had a habit of attaching qualifying clauses to their declarations
of consent. These clauses have generally had the effect of reducing
the scope of I.C.J. Jurisdiction through such means as tailoring one
State's acceptance of compulsory jurisdiction to the declaration of an
adversary State which is willing to accept the same restrictionms.
Other restrictions are temporal in nature such as the United States'
restriction that it accepts compulsory jurisdiction over disputes

arising only after August 26, 1946. Y/

International Tribunals are characterized as bodies of limited or
spécialized power due to the fact that their jurisdiction is limited
in accordance with the terms of the agreements of parties before them.

In 1902, the French-Venezuelan Claims Commission expressly stated its

L4/ See Switzerland v. United States, I.C.J. Rep. 6, (1959), at p. 23.
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limitations in the case of the French Company of Venezuelan Railroads:

The 1limits of this honorable commission are found
and only found in the instrument which created it, the
Protocol of Feb. 19, 1902. An arbitral tribunal is one
of large and exclusive powers within its prescribed
limits, but it is as impotent as a morning mist when it
is outside these limits. 5/

Jurisdictional challenges directed toward international tribunals
prior to any decision on the merits have forced the tribunals to
render decisions regarding jurisdictional scope before being able to
proceed with the matter before them. It is universally recognized
that an internationally organized judicial body does have the power to
interpret its own jurisdiction. The I.C.J. succinctly expressed this
view in its 1953 decision in the Nottebohm case:

Since the Alabama case it has been generally
recognized, following the earlier precedents, that
in the absence of any agreement to the contrary, an
international tribunal has the right to decide as to
its own jurisdiction, and has the power to interpret
for this purpose the instruments which govern that
jurisdiction. This principle was expressly recognized
in Articles 48 and 73 of the Hague Conventions of
1899 and 1907 for the Pacific Settlement of Inter-
national Disputes., . . . . The principle . . .
assumes particular force when the international
tribunal is no longer an arbitral tribunal consti-
tuted by virtue of a special agreement between the
parties for the purpose of adjudicating on a
particular dispute, but is an institution which has
been pre-established by an international instrument
defining its Jjurisdiction and regulating its
operation. . . . . 6/

In general, an international tribunal cannot take jurisdiction

over a matter which would prejudice third parties not before the tri-

5/ Ralston, The Law and Procedure of Internatiocnal Tribunals, 73,
(1936).
6/ [1953] 1.c.J. 119-20.
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bunal. in one case, 1/ the I.C.J. held that it was precluded from
considering any matter without the consent of a state if that state's
interests would be directly and vitally affected by the proceedings
even though the state was not a party to the proceedings.

An exception to the above general rule exists Vhere the tribunal
can find that in spite of the fact that a state did not consent to
bjurisdiction, its subsequent acts demonstrate consent in later proceed-
ings and so ratify the tribunal's assumption of Jjurisdiction. This is .

sometimes known as the doctrine of '"forum prorogatum." 8/ Thus, in the

Corfu Channel case, 2/ the I.C.J. took jurisdiction over a case based

on the application of only one party where the defendant did not con-
sent to the assumpticn of jurisdiction.

A privaete citizen of a State can obtain adjudication of his
claim before an international tribunal if he is able to persuade the
state of his nationalit&;to take up his cause. The I.C.J. has per-
mitted state representation of claims of private individuals only
where the individual was a citizen of the representing state both at
the time ﬁge dispute arose and at the time of its presentation before
the Court. X/ |

International tribunals may decline jurisdiction where it is

found that an agent of a private corporation or of a state does not

7/ Monetary Gold, [1954] I.C.J. 33.
87 Ackley, Foreign Investment Disputes: Jurisdiction of Internation-

al Tribunals, 7 West. Ont. L R. 111, at 118 (1968).

_/ (19497 1.C.J. 7.
10
natio

/ Lauterpacht The Development of International Law by the Inter—
nal Court, 350. (1958).




214

possess the requisite capacity to submit the claim to international
arbitration. " If, however, the State in question continues to make
use of the otherwise invalid arbitration agreement, the tribunal may
assume juriédiction, finding that the State has waived its right to
object. 11/

Some international investment contracts contain clauses providing
for mandatory arbitration of disputes before a specialized tribunal
such as the Court of Arbitration of the International Chamber of Com-

"merce. These proceedinés are rarely subject to jurisdictional challenge
due to the fact that the parties have agreed to Jurisdiction well in
advance of any dispute. As the majority of these proceedings are held
in camera, it is difficult to assess the scope of their jurisdiction
beyond the obvious fact that it is limited by the terms of the partic-
ular contract in gquestion. 12/

A party cannot lay its claim before an internationa. tribunal un-
til it has exhausted its local remedies. Only after it has been deter-
mined that national courts cannot or will not consider the matter, will
international courts assume jurisdiction. In a controvergy between
Lithuania and Estonia, 13/ the P.C.I.J. upheld a jurisdictional chal-
lenge by Lithuania upon a finding that Estonia had not sufficiently
deﬁonstratéd that its national courts lacked Jjurisdiction to adjudi-

 cate the controversy.

11/ Balasko, Causes de Nullite de la Sentence Arbitrale, 108.(1938)

12/ Ackley, supra, note 8, at 121. .
13/ Panevezys-Saloutiskis Railway Case, P.C.I.J. Series A/B, No. 76,

4-59.
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The I.C.J. has also had occasion to decline jurisdiction on the
grounds of failure to exhaust local remedies. In the Interhandel
Case, l&/ Switzerland brought a claim before the I.C.J., seeking resti-
tution of the assets of a Swiss company doing business in the United
States which had been seized by the United States. The United States
challenged the U.C.J. jurisdiction, arguing that the Swiss company had

not exhausted its remedies in the U.S. courts under the Trading with

the Enemy Act. The I.C.J. agreed with the U.S. argument and declined

to assume Jjurisdiction.

Practical problems involving decisions by international tribunals
to assume Jjurisdiction in a given matter involve the diverse national
makeup of judges and financial considerations. As international tri-
bunals are generally composed of jurists from different countries
having different legal systems, it is difficult for the tribunal to
formulate a unified legal approach to a given problem. This lack of
homogeneity often produces'an atmosphere of hesitation in considering
certain problems. Costs of litigation before an international tribunal
such as the I.C.J. can often prove exorbitant. It has been estimated
that the cost to a state of one case before the I.C.J., notwithstanding
the inconvenience and frustration involved, may exceed $200,000. }j/

Once an international tribunal has made a decision, all problems

are not automatically solved. "The lack of judicial review of the

14/ Switzerland v. U.8.,[1958-59] I.C.J. Y.B., 92-9T.
15/ Turlington, The Rule of Law Among Nations 25 (A.B.A. Special
Committee on World Peace Through Law, 1959).
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decisions can lead to frustration on the part of pariies to the con-
troversy. Even more troublesome is the lack of power on the part of
the tribunal to enforce its decrees. As with jurisdiction, enforcement
depends upon the consent of the sovereign state and is thus a matter of
comity. A sufficiently strong state interest can effectively preclﬁde
enforcement of any decree.

A possible area of future consideration in formulating effective
policies to deal with disputes involving multinational corporations is
the establishment of an intermational tribunal or tribunals vested with
specific compulsory Jjurisdiction and compulsory enforcement procedures.
Although this approach would seen to represent an effective means of
international dispute settlement and regulation, serious difficulties
surround any efforts to bring such a body into‘existence.

Hation states have been traditionally reluctant to forego any of
“heir sovereign powers of regulation of behavior of their citizens.

A competent international tribumal vested with compulsory powers would
cf necessity require a concurrent diminution of the regulatory powers
of individual nations. Enforcement procedures of such a tribunal
would only be effective to the extent that individual nations are
willing to back tribunal decrees with national power. The proposed
creation of an effective international regulatory and adjudicatory
body would present to individual states the question of whether a state
is willing to enforce within its territory orders from an internationsl
organization which could well prejudice the interests of that state's

citizens.
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Current ideological strife between East and West would present pos-
sibly insurmountable obstacles to the development of any international
body which is to have real power. In this context, it has been noted
that:

Of course, the whole trend of decision with respect
to jurisdiction cannot fail to be influenced by the exist-
ting division of the world community into two power-bloes,
fraught with internal and external distrust and tension.
Political conditions have led to a general deterioration
of the position of law in international affairs, and this
has carried over into the commercial and investment sphere.
International tribunals, especially if purporting to fune-
tion on a world~wide basis as in the case of the case of
the Court of Arbitration of the International Chamber of
Commerce, or the I.C.J., are greatly influenced by this
dual polarization, often to their detriment. That is why
the majority of observers have cast grave doubts on the
future of any organized structure of authority claiming
trans-world competence, and have resorted to the interim
notion of regional tribunals as being best able to fulfill
community expectations relating to the settlement of pri-
vate and public investment disputes. 16/

A more realistic approach towards resolution of international dis-
putes surrounding investment and the multinational corporation might be
to encourage greater utilization of existing international judicial and
arbitral facilities. Parties to a dispute would naturally be inclined
to favor adjudication of their claims before a neutral international
body over litigation in the local courts of a foreign nation. It has
been suggested 17/ that the already existing international tribunals
could play a greater role in the settlement of international investment

disputes by encouraging a wider use of their arbitral facilities., This

16/ Ackley, supra, note 8, at 1LO0.
17/ Id. at p. 11k,
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could be accomplished by proposing model arbitration clauses for invest-
ment contracté, by.advertising available facilities, and by gradually
establishing a record of fairness and competency in adjudication and
arbitration. Once confidence in the tribunals' abilities existé on the
part of the international investment community, consent to their juris-
diction over a wider range of problems can be more readily obtained.
Greater willingness to participate in international adjudication will
also lead to a greater willingness to accept decrees ef international
tribunals as binding. This trend should certainly be encouraged if

international investment is ever to be effectively controlled for the

benefit of the world community.
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Extraterritoriality of the Securities
and Exchange Act

The Securities and Exchange Act of 1934 1/ was enacted to regulate
dealings in securities within the United States. The 193L4 legislation
created the Securities and Exchange Commission and provides for mea-
sures to ensure the financial safety of investors in the security mar-
kets. -Aside from imposing registration and reporting requirements on
domestic issuers of securities, the Act also attempts to prevent mar-
ket manipulation, misrepresentation, "insider" trading, and other
fraudulent transactions. The SEC regulations are stringent, complex,
and sometimes uncertain due to the expgnding role of civil liability
for fraudulent activity in security trading. The issuer of securities
must concern himself with registration and report?ng requirements,
proxy solicitation rules, and automatic civil liability for certain
types of trading by "insider" groups. 2/

The United States has traditionally exercised jurisdiction over
acts of its nationals within the United States. It has also success-
fully regulated the activities of foreign nationals inside the United
States, and the activities of U.S. citizens and corporations outside
the United States. The Sherman Act has been applied extraterritorially
to control activities outside the United States which have anticompeti-

tive "effects" within the United States. The Sherman Act serves as a

1/ 15 U.S.C. &% T8a, et seq.
2/ Buxbaum, Securities Regulation and the Foreign Issuer Exemption,
58 Cornell L.R., 358, at 361 (1969).
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model for the application of Securities ané Exchange Act regulation

to security transactions occurring outside or the United States.

Section 30(b) of the SEC Act provides an exemption from extra-—
territorisl application of the Act in the case ¢f persons conducting a
business' in securities outside the United States. The relevant provis-
ions are:

The provisions of this chepter or of any rule or
regulaticn thereunder shall not apply to ary person
insofar as he transacts a business in securities
without the jurisdiction of the United States, unless
he transacts such business in contravention of such
rules and regulations as the commission may prescribe
as necessary or appropriste toc prevent the evasion of
this chapter. 3/

Although the above language would seem to provide a blanket
exemption from extraterritorial application of the SEC act for toreign
issuers, the courts have not so held. It has been held that a single,
isolated sale of securities outside the United Statec where the seller
had made use of the U.S. mails and other means of interstate coumerce,
does not fall within the Section 30(b) exemption For those who, "trans-
act a business in securities outside the United States." 4/

Another case has held that where the application of the SEC Act is
necessary to protect the interests of U.S. investors, the Act will De
applied to foreign transactions amcng foreign persons inveolving the

sale of foreign securities traded on a domestic exchange. 2/ There,

the U.S. Court of Appeals for the Second Circuit hed the following to

3/ 182 F. Supp. at 390.
L/ Ferraioli v. Cantor (Rehearing), 259 F. Supp. 842 (S.D.W.Y. 1966).
5/ Schoenbaum v. Firstbrook, 405 F. 2nd 200. (1968),.
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say about the extraterritorial impact of the SEC Act and the Section
30(b) exemption:

The provision contained in Section 30(b) does
not alter our conclusioéon that the Exchange Act has
extraterritorial application. In our view, vwhile
Section 30(b) was intended to exempt persons conducting
a business in securities through foreign securities
markets from the provisions of the Act, it does not
preclude extraterritorial application of the Exchange
Act to persons who engage in isolated foreign transac- .
tions . * ¥ * * ¥

We hold that the district court has subject matter
Jurisdiction over violations of the Securities Exchange
Act although the transactions which are alleged to vio-
late the Act take place outside the United States, at
least when the transactions involve stock registered and
listed on a national securities exchange, and are detri-
mental to the interests of American investors. 6/

In the case of Roth v. Fund of Funds, Ltd., 7/ it was held that

a mutuel investment firm, which was a Canadian corporation with its
offices in Geneva, Switzerland, and which made a profit on a purchase
and sale of more than ten percent of an American corporation's common
stock on the New York Stock Exchange was not "transacting a business

in securities without the jurisdiction of the United States" sufficient
to meet the Section 30(b) exemption. Thus, the court found that the
SEC Act (particularly Section 16(b)) was applicable to a transaction
involving foreign nationals, whose only contact with the United States
was the fact that they burchased securities on a U.S. exchange by means
of telephone calls from Switzerland to New York brokeérs.

As a general rule, the SEC Act will apply extraterritorially where

~

6/ Id., at pp. 206 and 208.
T/ 279 F. Supp. 935, aff'd. 405 F. 24 421, (1968), cert. den. 89
S. Ct. 1469.
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a prohibited transaction occurs within the United States. Where the
illegal act o¢curs primarily outside the United States but has effects
within the United States, the Act may also apply unless the activities
involved can meet the criteria of the Section 30(b) exemption. Sec-
tion 30(b) was intended to exempt only foreign nationals engaged in
the securities business due to a Congressional realization that United
States attempts to regulate foreign security dealings could have inter-
national repercussions. In this context it has been noted,

The extraterritorial application of statutes,
however, raises policy considerations which Congress
may well have found to prevail, in certain circumstances,
over the need to protect investors. These considerations,
touching on American foreign relations and the burdens of
enforcement, go far to explain the distinction drawn in
Subsection 30(b) between persons who are engaged in the
securities business and those who are not. For example,
Congress could quite easily conclude that another country
would resent United States interference concerning the
way the investment business is conducted within its bor=
ders more than it would resent the application of the Am-
erican rule to occasional transactions by its nationals
in United States securities. This is particularly appar-
ent if one considers the likelihood that a foreign based
investment business will be subject to foreign statutory
regulation. No country likes its regulatory scheme to be
superseded by those of another country and, of course,
the existence of foreign regulation lessens the need for
interference. 8/

In 1964, Subsection 12(g) was added to the SEC Act. This amen-
ment requires registration with the SEC of each class of equity secur-
ities held by:mmore than five hundred holders of record issued by all
(including foreign) corporations having assets of more than one mil-

lion dollars who are engaged in (or in a business affecting) interstate

§/ Note, Extraterritorial Application of the Securities Exchange Act
of 1934, 69 Colum. L.R., 94, at p. 104, (1969).
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commerce, or whose securities are traded by means of interstate com-
merce. 2/

Until May of 1967, foreign issuers were exempted from the registra-
tion requirements of Section 12(g). In May of that year, the SEC issued
a regulation concerning foreign issuers. 10/ This detailed_regulation
requifes that issuers of securities who have more than half of their
outstanding voting securities held directly or indirectly by United
States residents, must comply with Section 12(g) registration. Other
foreign issuers are permitted to comply with more liberal registrmation
requirements. The regulation thus permits foreign issuers who are not
heavily involved in the United States securities market to furnish such
information to the SEC as it would otherwise be required to make pub-
lie. 11/

In conclusion, the SEC Act can apply extraterritorially to isolated
acts outside the United States which have effects inside the United
States. Section 30(b) provides a limited exemption in the case of a
foreign national who is transacting a business in securities outside the
United States. United States courts have demonstrated their willingness
to exercise jurisdiction over acts of foreign issuers of securities if
suitable "minimal contacts" with the United States (such as the utiliza-
tion of a means of interstate commerce) can be found. The multinational
corporate entity which desires to issue securities in the United States

or which desires to participate in isolated transactions in United

9/ 17 C.F.R. § 240.12g.
10/ 17 C.F.R. § 2k0,.12g3-2 (1968).
11/ Note supra, note 8, at 111.
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States securities may well be faced with an extraterritorial applica-

.

tion of the United States Securities Exchange Act.
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United States Foreign Direct
Investment Controls
Executive Order 11387 of January 1, 1968, established mandatory

limits on U.S. foreign direct investment. These'controls are currently
foundlin the Foreign Direct Investment Regulations issued by the Depart-
ﬁent of Commerce ;/ and they are overseen by the Commerce Department's
Office of Foreign Direct Investment (OFDI). Investment controls-were
enacted in an effort to correct U.S. balance-of-payments problems and
thereby shore up confidence in the dollar.

Summary of the controls

(1) The controls apply to U.S. pérsons and businesses which are
classified as "direct investors''--defined as holding 10 percent or more
of an equity investment outside the United States. The foreign busi-
ness organizations are térmed "affiliated foreign nationals" (AFN).
"Direct investment" is made up of capital transfers, loans, and capital
contributions, from direct investors to AFNs together with the unin-~
vested earnings of the AFN.

(2) The controls prohibit (with the exception of Canada) direct
investment in any foreign country during a calendar year except as
permitted under the regulations or as permitted an individual investor
by OFDI. The Regulations provide for three investment limits which
are termed "allowables':

(a) a worldwide minimum investment allowable of
$2,000,000. "

1/ 15 C.F.R. pt. 1000, as amended.
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(b) certain "earnings" allowables which vary for each
of three types of groups of countries: schedule A,
B, and C countries. In each schedule area, the in-
‘vestor is permitted annual investments in an amount
equal to forty percent of the annual earnings of the
direct investor's AFNs in that schedule area in the
preceding year.

(c) a set of "historical" allowables which are deter-
mined separately for the three country groups based
on investment during the period 1964-1966.

Unused allowables are permitted to be passed among different
schedules of countries in the same year. If the historical and earn-
ings allowables are not utilized in the calendar year, they can be
carried forward to the next calendar year.

(3) In determining whether the investment allowables have been
exceeded, the regulations do not count direct investment made with the
proceeds of "long-term foreign borrowings" made by the direct investor.
Repayments of such borrowings do count as a form of direct investment
and are subject to the controls. The regulations also require that
the direct investor repatriate to the United States by the end of each
year all long-term foreign borrowing proceeds not rhysically invested
at that time.

(L) The Regulations prohibit direct investors from holding end-
of-month "liquid foréign balances" which exceed the average end-of-
month amount of the base period of 1965-66. Liquid foreign balances
are interpreted as including demand and short-term deposits in for-
eign banks and in foreign branches of U.S. banks, and certain other
iiquid foreign assets., Balances in Canada are not included,

(5) Most direct investors are subject to the requirement of

filing quarterly and yearly reports demonstrating their compliance
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with invéstment controls. If annual worldwide foreign investment
(including Canada) has not exceeded $1,000,000 beginning with 1968, the
quarterly reports are not required. For failure to comply with report-
ing requirements, the regulations contain severe criminal penalties.

OFDI has, however, relied on civil remedies such as "voluntary settle-

1" o t

ments," "consent agreements," and "orders" which follow formal adminis-
trative proceedings. 2/

Criticism of the controls

The OFDI Regulations have been subject to both domestic and Eure-
pean criticism since their enactment. Domestically, the controls have
been attacked as being inequitable and as imposing burdensome requiree
ments on U.S. investors. In Europe, concern has ari;en over potential
conflicts between U.S. regulation of overseas corporations through the
controls, and host country corporation laws.

In the United States, it has been pointed out that foreign direct
investment may have a favoragble impact on the U.S. balance of payments
through prompt recoupment of dollar outflows through earnings, sales of
capital equipment, and exports. 1In this context, one authority suggests
that--

If dollar outflows are recouped in a short time, every
effort should be made by the control authorities not

to reduce foreign investment but to substitute foreign
borrowings for dollar outflows and to expand the return

of earnings, while permitting sufficient new outflows
of equity or parent funds to expand total outlays as

2/. Summary excerpted from Ellicott,"United States Controls on Foreign
Direct Investment,"L. and Contemp. Prob., vol. xxxiv, no. 1, at 48-49,
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much as possible. OFDI objectives, therefore, should
be not to interfere with private decisions to expand
investment abroad but merely to encourage or require

a substitution of foreign borrowing for dollar outflow
and retained earnings. If the controls have any other
effect, they are likely to affect the payments situation
adversely by reducing total returns and lengthening the
recoupment period. 3/

Although the regulations have been revised in an effort to make
their application more equitable, some domestic critics allege that
the regulations' complexity, coupled with their frequent revisions,
'make them incomprehensible to the business community. Finally, some
commentators question the necessity of controlling retained earnings
in the same manner as outflows of U.S. capital are controlled. E/

Although the OFDI regulations'were not intended to apply to single
national states, Buropeans have voiced concern over what some consider
to be United States encroachment into other countries' power to regulate
enterprises doing business within those countries' borders.

The fact that the OFDI regulations attempt to compel repatriations
and prevent reinvestment in the host country can mean that the host
country does not receive the benefits of additional investments of
profits which have been earned within its territory. It is United
States law, not the law of the host country, which determines what
profits are to be repatriated.

It has been recognized in the United States that the OFDI regula-

tions might invite retaliation by foreign governments. 5/

3/ Behrman,"Assessing the Foreign Investment Controls,"L. and Contemp.
Probs., vol. xxxiv, no. 1, at pp. 84-85 (1969).

E] Ellicott, supra, note 2, at 63.

5/ 114 Cong. Rec. H8828, Sept. 17, 1968.
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Increased repatriations of earnings by affiliated foreign nationals
may also conflict with the rights of minérity shareholders under Euro-
pean (especially French and German) corporate law. Minority share-
holders on the boards of directors of affiliated foreign corporations
could oppose the low reinvestment of profits in the host countriés out
of péfential personal ligability to host country shareholders. é/

Repeal of the controls

The Nixon Administration has stated that it advocates removal of
mandatory controls on foreign investment, but that it recognizes that
this removal must come about gradually and must be accompanied by im-
provement in the fundameﬁtal economic problems which create the con-
tinuing imbalance in the U.S. balance of payments. The President's
statement noted that the principal means for improving the balance of pay-
ments is stable and non-inflationary growth of the U.S. economy. T/

Several reasons are given by advocates of the repeal of the OFDI
controls. It is felt thét although repeal of the controls would cause
balance-of-payments risks, these risks are preferable to permitting
the controls to become "too ingrained," and to allowing foreign debt
to be built up to an unhealthy level. 8/

Other proponents of repeal cite perhaps the most compelling reason

for removal of the controls: that substantial evidence demonstrates

6/ Rehbinder,"A European Legal Point of View," L. and Contemp. Probs.,
vol. xxxiv no. 1, at 108 (1969) .-

T/ Statement by the President, April L, 1969, accompanying Executive
Order No. 11L46L, N.Y.Times, April 5, 1969, at 39, col. kL.

8/ Ellicott, supra, note 2, at 63.
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that the controls are at least not improving the balance of payments
deficit, and may be worsening it. 9/

In conclusion, a Buropean expert 10/ has pointed out fhat the U.S.
OFDI controls are only orne aspect of the greater problem of the multi-
nationai enterprise. Potential conflicts among nations will continue
as the multinational corporation expands unless parent country govern-
ments forbear to exercise control over activities outside their terri-
torial boundaries. The politieal power of the parent country which
seeks to exercise control extratefritérially over the operations of
the multinational corporation d4s critical, as:

The problem of the multinational enterprise has dif-
ferent dimensions dependent on whether the home state is
powerful or not in relation to the host state. If it is
not, the host state only has to cope with the private
power of the multinational enterprise. In general, the
state will be able to enforce its policies against the
multinational enterprise to the same extent as it does
against domestic enterprises. However, with a powerful
home state, the private power of the enterprise and the
political power of the home state must be added together.
To a certain degree, such multinational enterprise is
autonomous; to a certain degree, it is not mare than an
elongated arm of the home state.

9/ Behrmann, supra, note 3, at 86.
;g/ Rehbinder, Prof. of Law, University of Bielefeld, Germany, supra,
note 6, at 117.



