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Abstract
This paper will examine the possible consequences of unsponsored ADR’s on the foreign
firm as a result of the 2008 amendment to rule 12-3g of the securities act. It discusses the
background of ADR’s, the details of the new enactment, and each of the possible negative
consequences to the firm. In addition, it examines the reasons for creating an unsponsored
ADR, and what types of firms or markets may be chosen by U.S. investors or financial
institutions. This included collecting data from MHCI and the Bank of New York website,
and then running a series of regressions to find significant differences between subsets
divided on different factors.
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Statement of Purpose
Because of the amendments created in rule 12g3-2(b), depository institutions have
vicariously listed foreign firms on US exchanges through an American Depository Receipt
(ADR). This action, known as involuntary cross-listing, potentially causes a number of problems
to the foreign firm including stock price drops, firm reputation problems caused by not knowing
who holds equity in the firm, differentiated voting occurrences, inability to later cross-list on
their own behalf, breaches in isolationist economy practices, and even possible class-action law
suits based on the forms of financial disclosure practiced by the company. This writing has three
purposes. First, I will provide a description of ADRs. Second, I will discuss the specific
regulatory changes in 2008 and how they may affect firms with ADRs. Finally, I will
empirically explore client demand as a reason U.S. banks create unsponsored ADRs.
This paper is meant to have implications for those looking at the recent international
trading environment and its legal implications, U.S. trader’s trying to understand the possible
implications of buying unsponsored ADR’s, and those trying to understand the financial
institutions role and possible motivations in creating unsponsored ADR’s. My research will draw
from the academic writings of Iliev, Miller, and Roth’s Paper “U.S. Investors? Economic
Consequences of Involuntary Cross-listings”, legal memo’s and writings on behalf of JP Morgan
Chase by the firm Ziegler, Ziegler, & Associates law firm, as well as numerous other news
articles, financial records, and company data records.

An ADR
On the basic level, an American Depository Receipt (ADR), is a mechanism to allow a
foreign companies stock to trade in the United States without registering as a U.S. company. A

bank or other financial institution buys a foreign stock and holds it, but issues another security,
the ADR, for trading in the U.S.. The ADR holder is then entitled to all the financial benefits of
holding the foreign stock, which are processed through the bank or financial institution.
Furthermore, the original company may issue equity in the future without incurring the costs
required to be listed on the U.S. exchange. It also may allow the foreign company more say into
the type of sale and buyer for their ADR, by making requests through the depository bank and
being able to work bilaterally with that organization rather than having their equity quickly on
U.S. exchanges with no knowledge as to the type of buyer. (Iliev, Miller, and Roth, 2009)
Finally, it allows the company to more easily purchase itself out of the U.S. market by buying the
stock back from the financial institution, rather than trying to buy stock on the open market, in
the instance that they do not wish to be burdened with the disclosure requirements of US trading.
There are three levels of definition possible when creating an ADR with varying legal
requirements and connection to the eventual ADR holder. A level 1 ADR is the basic, less formal
agreement where the ADR is traded over the counter in the U.S. rather than on an exchange.
Firms still have to post financial disclosures and certain regulations, but there isn’t much
connection to the ADR holder, they are not liable under Sarbanes-Oxley (a fairly recent
enactment that forces more transparent financial disclosure practices), and the depository bank
doesn’t do much exploration of the originating firm. Essentially, this level is supposed to be for
traders in the U.S. who already know something about a foreign firm, and ask a bank to go to
that firm on their behalf, so that they can hold equity. Of the three types, level 1 ADR’s are the
most ‘buyer-beware’. In contrast, Level 2 ADR’s are traded directly on U.S. exchanges, they are
subject to both exchange reporting act requirements and Sarbanes-Oxley. In basic terms, this
means that the foreign firm has to disclose more to the public and go through a more rigorous

registration process with the SEC. GAAP requirements have to be followed by the foreign firm,
and in turn, the foreign firm knows who is holding their ADR. A Level 3 ADR issuance involves
going to the foreign firm and actually having new shares registered with the purpose of having
them held for ADR’s by a financial institution. A Level 3 ADR is meant to allow a U.S. investor
to have virtually all the same voting, financial, and inclusive rights of someone holding the
original share, usually meaning that a person or company in the U.S. is trying to take a
substantial holding in the foreign firm. (Whittman, 2009) The only difference between a Level 2
and Level 3 ADR is that a Level 2 ADR is issued against an existing foreign equity share, which
the bank purchases.

Exchange Act Rule 12g3-2(b)
Exchange Act Rule 12g3-2(b) is the primary legislation on both the financial and
disclosure requirements for foreign firms wanting to be listed as ADR’s. Before the enactment of
the new amendments in 2008, the mentioned rule was an exemption to Section 12(g) obligations
to registrations and reports being required to the SEC. During this time (before the exemption),
the companies still needed to file the following with the SEC to even qualify for the exemption.
(i)

a list of its non-U.S. disclosure documents

(ii) 6 copies of all material non-U.S. disclosure,
(iii) 7 documents published since the beginning of the issuer’s most recently completed fiscal

year
(iv) a list disclosing the number of U.S. holders of its equity securities and the percentage held

by them, as well as a brief description of how its U.S. holders acquired such securities.
If a company then qualified for the exemption (were allowed to not file any documentation with

the SEC and avoid all other requirements besides for posting US versions of their basic financial
statements online), they were able to trade on over-the-counter markets in a limited capacity. It is
important to note that even before the 2008 amendment, there was little to no differentiation
between the registration requirements for the foreign firm and the U.S. depository bank. The
only part of the process to create an ADR that required direct involvement from the foreign firm
was a signature on the required SEC registration forms. (SEC rule 12g-3(b))
The amendment created in 2008 eliminated the need to file anything with the SEC, and
instead just said that the intermediary had the list the information on their website. This meant
that instead of initially being held accountable by the SEC, it was a ‘trust to do the right thing’
situation. The result seems almost in direct contrast to the original intention of the SEC’s
legislation, which was to encourage more foreign ADR’s by making the registration process
easier for the foreign firm.
An additional part of the new amendment is that it specified that the foreign firm could
deregister and terminate its trading within the US if US trading volume was 5% or less of trading
worldwide. This limit was a new enactment that meant that there was now no mechanism for the
foreign firm to de-register an ADR if the US percentage of equity was more than the 5% and that
previous rights to terminate trading at any time were eliminated.
Finally, under the new rule, those using this exemption must have published on its website
English translations of the following

• its annual report, including or accompanied by annual financial statements
• interim reports that include financial statements
• press releases

• all other communications and documents distributed directly to security holders of each

which the company was then obligated to provide. Also, the new exemption was automatically
sustained over time until there is a violation of any of the terms of the exemption, meaning the
foreign company could not use a lapse in exemption as a way to exit the US market.
An Unsponsored ADR
Banks have used the change in rule 12-g3(b) to create ADR’s for foreign firms without the
permission of the foreign firm, and with little to no notification of the firm. These ADR’s, known
as unsponsored ADR’s, began trading in the US at surprisingly high volumes. In the six months
after the legislation was put into place, 748 new unsponsored ADR’s were created, versus 35 that
existed beforehand. (Iliev, Miller, and Roth, 2009) These ADR’s exist similarly to the sponsored
level 1 ADR’s, meaning that they do not have as much SEC regulation liability, and trade more
as a specific issuance of stock rather than a company trying to place a major portion of its stock
trading in the US. This type of ADR can cause a several major problems for the issuing firm,
which will be discussed in the next section.
Unintentional Consequences of Unsponsored ADR’s on the Foreign Firm
Since the new rule exemption, there have been reported problems for foreign firms
resulting from being vicariously listed by banks on US exchanges. Different sources have written
on the unintended consequences of listing firms without their consent, both on the firm and the
US investor, including an outside specialists on behalf of JP Morgan Chase, major law firms, and
academic experts. In addition, news articles have written on the effects on specific firms or
countries of these issuances, citing some of the below as arising problems.
1) Class Action Law Suits

When a company starts the process of establishing a sponsored ADR, they are aware of the
different reporting requirements in the US, and the steps they need to take in order to meet
accounting standards for GAAP. However, with an unsponsored ADR, the firm has little to no
notification of when it is going to be listed, and therefore has no time to bring its documents up
to date. Under the Rule 13g3 rule exemption, the foreign firm is supposed to have all major
financials listed online, translated into English, and up to GAAP standards for the past three
years. (Junghans, 2009) Therefore, banks should be making certain that this standard is upheld
before creating the unsponsored ADR. This assumption does not seem to hold in practice,
because many of the foreign firms are nowhere near meeting the level of accounting disclosure
standards required in the US. Because of this fact, American ADR holders could feasibly sue the
foreign firm for financial fraud, and if a group of investors decided, they could join in a class
action suit and sue the foreign firm for essentially unlimited amounts of money. Under the
current regulatory statutes, the issuing bank would be liable in no way for creating the
unsponsored ADR, or for any of the money demanded by the ADR holders.
2) The Company’s Inability to Leave, or Choose to Stay Out of, the US Market
For certain companies, being traded on the US is something to be avoided in order to sustain an
existing business model, or even country wide economic traditions. For example, many Japanese
firms have embraced an isolationist system, where in they will only buy or sell from members of
a particular ‘business family group’, known as a keiretsus. (Whittman, 2009) In addition,
companies who wish to maintain a small number of equity holders, or do not wish to translate all
of their financials into the US system are unwilling to voluntarily list themselves in the US. Also,
under the new exemption, ADR’s are automatically allowed with the financials requirement as
long as the trading in the US exceeds the target percentage, meaning that there is no way for the

foreign firm to voluntarily de-list its stock. Additionally, several banks can create unsponsored
ADR’s on the same foreign firm, and thus make it extremely difficult for firms to know exactly
how many ADR’s are outstanding, and who they are listed by.
3)Varying Price Level’s on Various Exchanges Leading to Devaluation of Stock
Because of the previous issue of having several banks creating unsponsored ADR’s on the firms
behalf, the problem also arises of different banks offering ADR’s at different prices. For a
foreign firm, fluxuating exchange rates and different accounting methods for issues like
depreciation mean that the appropriate price for an ADR in dollars may change rapidly, or even
be open to managerial interpretation by the banks. The differing prices for the same underlying
equity holding causes problems for ADR holders, and doubt as to how much the original stock of
the foreign firm is worth. (Iliev, Miller, and Roth, 2009) As a result, the ADR holders can create
an adverse affect on the stock price in the originating country. It also means that the ADR may
trade at lower and lower prices to compensate for the doubt about value, and make the
stockholders equity of the firm decrease.
4) Increased Risks to US ADR Holders
In addition to the risks exaggerated by having an ADR listed by different banks on the same
exchange, there is some level of greater risk from buying an ADR as opposed to investing in a
US firm. Even for firms that follow all the regulatory provisions of Rule 12-3(g), the disclosure
standards are much lower than for firms in the US. Likewise, the financial measures for a foreign
firm, ie financial ratios like debt-to-equity or earning-per-share, can mean significantly different
things when looking at a foreign firm. Finally, the differing exchange rates and interest rates in
different countries can cause profits to be diminished substantially by the time they reach the US
investor, depending on what the conditions are at the point where dividends are translated into

dollars. This risk can make US investors demand a greater rate of return on the stock than the
firms domestic investors, and cause the value of the company to fluctuate, or have greater costs
from trying to meet the demands of their ADR holders. Trying to eliminate the translational risk
of dividends for American investors can diminish company returns or even create risk for the
underlying cash flows of the company.
5) Inability to Communicate with ADR Holders
Exasperating the risk faced by the US ADR holder is the fact that a originating foreign firm can’t
directly communicate with ADR holders the way they can with a traditional stock holder. ADR
holders have no way of being contacted to inform them of voting dates, and usually forfeit voting
rights on their equity holding. Because the issuing bank is between ADR holder and foreign firm,
the foreign firm cannot be sure of who holds their equity and cannot keep ADR holders updated
as to the financial situation of the company. It also makes them unable to take actions like
offering stock repurchases to ADR holders, or informing them or reasons for dividend changes,
etc.. (Junghans, 2009) For the ADR holder, there is no way to voice their concerns about the
company’s decisions, or weigh in on operational decisions. Being uninformed of the company’s
future projects, policy changes, or financial standing creates doubt as to the present and future
value of the ADR holding. (Ziegler, 2008) There is little that the foreign firm can really do to
relieve this risk, because their inability to communicate with the ADR holder eliminates all a
company’s usual recourses for lack of transparency in policies. It also means that they might put
more about their companies operations online, in hope that the ADR holders may visit their
website, there by exposing themselves to the risk of competitors taking advantage of increased
public vs. stockholder only disclosure.
6) Decreasing Incentive for Banks to Notify or Work With Foreign Firms on ADR Creations

In creating a sponsored ADR, a bank has to go through a series of steps to approach the firm and
solicit cooperation for creating the ADR. It involves having the firm translate their financial
statements, and usually creating a new stock offering for the bank to buy as a base for the
creation of ADR’s, thus allowing the firm to maintain control over how much of their stock is
being traded in the US, and knowledge about their equity composition overall. Usually, banks
will also pay some type of premium on the new stock creation for rights to hold the stock and
create ADR’s on their behalf. With the unsponsored ADR option, banks can skip all the steps
above and just buy foreign stock off of that countries exchange, and then issue the ADR’s based
on that equity holding. Between the two options, its clear which is easier and more profitable for
the bank, even if it is at a cost to the company, and with the 12g-3 exemption, there is no
mechanism in place to discourage them from acting against a companies interests.
Motivation of Banks to Create Unsponsored ADR’s
If creating unsponsored ADR’s has such negative consequences on a foreign firm, why do banks
continue to create them? The simple answer given by most banks is because they were asked to
by a client. In this capacity, the bank is simply buying a small amount of shares for a particular
client and translating them into ADR’s for easier trading. For a client, having an ADR has a few
key advantages over simply investing in a foreign market. First and foremost, ADR’s are
denominated in the dollar and can trade on US exchanges, which means easier tracking of profits
and trading for the investor. Second, all dividends are automatically translated into dollars, so
investors don’t have to deal with exchange rates. However, varying sources and news articles
have been claiming that issuing unsponsored ADR’s on a firm are allowing banks to take foreign
firms hostage, because the firm cannot later open a sponsored ADR without the banks (or other
unsponsored ADR issuing institution) consent. (Eun, 2009) Finally, some scholars have also

claimed that investing in ADR’s is primarily to lower portfolio risk by diversifying into markets
that are less correlated with the US. By using an ADR, the investor has the diversification of a
global portfolio, without having to deal independently with exchange rates and foreign currency
profits.
For my research, I test two hypotheses that relate the creation of new unsponsored ADRs to
measures of client demand. Under the “Easier Access Hypothesis”, there will be more new
unsponsored ADRs in countries that have fewer existing ADRs at the time of the amendments.
Under the “International Diversification Hypothesis”, there will be more new unsponsored ADRs
in countries whose stocks are least correlated with U.S. stocks.
Data and Methodology
From the Bank of New York website, I gathered the number of sponsored and unsponsored
ADR’s in each country between January 1, 2000, and the legislation as well as after the
legislation. This data is listed in Table 1. I measure the number of existing ADRs at the time of
the legislation by summing all sponsored and unsponsored ADRs issued between January 1,
2000 and the 2008 legislation. To measure the correlation between countries with more
diversification potential and the change in ADR’s in those countries after the legislation, I first
went through a process of finding out the correlation of stock returns in 32 foreign countries with
the US. I gathered price levels of the various countries’ stock markets from the MSCI indices,
and then computed the monthly returns for each index and found the correlation of each against
the US.
For a univariate glimpse of the data, I split countries into two groups in two different ways.
First, pertaining to the Easier Access Hypothesis, I split countries based on number of existing
ADRs scaled by market cap at the time of the legislation. Second, pertaining to the

Diversification Hypothesis, I split countries based on their stock return correlations with U.S.
stocks. This analysis is shown in Tables 2 and 3.
To provide statistical tests of each hypothesis, I ran regressions of the log of the number of
new unsponsored ADRs after the legislation on the variables of interest. As additional controls, I
included country market cap (a control for the number of firms that could have ADRs) and the
number of new sponsored ADRs after the legislation (a control for investment opportunities that
were voluntarily provided by the countries’ firms). Since the demand for ADRs may differ in
developed and emerging countries, I also ran the regressions separately for emerging and
developed countries. This analysis is shown in Table 4.
Results
Below are my findings in table format.
Table One
This table contains two panels, each containing either Developed or Emerging market countries,
with the number of both sponsored and unsponsored ADR’s existing before, and after the event
(here shown as 2008, but more precisely September 5th, 2008).

Panel A: ADR data for countries with developed markets

Panel B: ADR data for countries with emerging markets

Table Two
Table two is a comparison of ADR data between two subgroups, those with low existing per
market cap and those with high existing per market cap. These separations were based on the
equation = (total # of ADR’s prior to rule change) / (country market cap). Each section shows the
mean and median of sponsored and unsponsored ADR’s before and after the legislation
enactment, as well as the change in the mean and median in both categories for both types of
ADR’s before and after the event. The main result here is that for both groups of countries, there
is a clear increase in unsponsored ADRs after the legislation.

Table Two: Relative changes in the mean and median number of sponsored and unsponsored
ADR’s based on existing per market cap.

Table Three
Table three is also a comparison of ADR data between subgroups, this time based on low or high
correlation with U.S. market monthly returns. These correlations were calculated using the
method described in the methodology section. Each section shows the mean and median of
sponsored and unsponsored ADR’s before and after the legislation enactment, as well as the
change in the mean and median in both categories for both types of ADR’s before and after the
event. Similar to the results in Table 2, the main result is that the number of unsponsored ADRs
increased greatly for both groups of countries. The next table provides statistical tests.
Table 3: Relative changes in the mean and median number of sponsored and unsponsored ADR’s
based on high or low correlation with monthly U.S. market returns

Table four is divided into three panels, each showing a series of univariate and multivariate
regressions. The first is for all countries in the sample, the second is the same factors run against
only countries with developed markets, and the third is just countries with emerging markets. In
each table, the constant is the market capitalization per existing. Because the number of ADR’s

which may just be a result of the number of firms, market cap can be used as a proxy for the size
of the market. There are in total six regressions in all panels, each measuring the effect of
variables on the number of unsponsored ADR’s after the 2008 legislation.
Each regression uses Log_new_unsponsored (the natural log of the number of unsponsored
ADRs created after the legislation) as the dependent variable. There are four independent
variables included in the regressions.
• Log_existing = The natural logarithm of the number of total ADR’s existing before the
legislation
• Log_market_cap = The natural logarithm of the country’s stock market capitalization
• Log_new_sponsored = The natural logarithm of the number of sponsored ADR’s created
after the legislation
• US_correlation = The correlation of the market with U.S. monthly returns as detailed in the
methodology section
!
Each table then shows the regression coefficient (!) of each independent variable, and the
t-stat below in parentheses. Each model also includes the resulting adjusted R^2. All significant
t-stat values (t > 1.6) are highlighted in yellow. In Models 1-3, I used the Log_existing variable,
which tests hypothesis one, by seeing whether the number of unsponsored ADR’s created might
be connected to how many of the ADR’s were available before the legislation, and that the
legislation would lift a barrier to investment in those countries. I would therefore expect the
coefficients to be negative. In my data, this was not the case and the coefficients were
insignificant. In Models 4-6, I used US_Correlation, which tests hypothesis two by seeing if the
correlation of the market would being inversely related to the number of unsponsored ADR’s,
because those with a lesser degree of correlation would present a greater diversification benefit.

Again, I found no significant results in my data. Model 7 contains all variables and reveals
similar results.
In panels B and C, I was looking to see if there might be a change in results depending on
whether the sample was based on developed or emerging markets. While the motives may be
different in terms of reasons for investment in emerging markets, there weren’t any differentiated
findings over the level of significance. The only finding that showed ability to predict was
market capitalization in emerging markets.
Table Four
Panel A: univariate and multivariate regressions in six tests for all sample countries

Panel B: univariate and multivariate regressions in six tests for countries with developed markets

Panel C: univariate and multivariate regressions in six tests for countries with emerging markets

In total, there are nineteen significant t-stat values, eight in part A, three in part B, and eight in
part C.

Conclusion
This paper examined the phenomena of involuntary cross-listings and its impact of foreign
firms. It also examined the reasons for banks, and their clients, to issue/trade unsponsored
ADR’s. The hypothesis is that demand for foreign stocks with potential diversification benefits
would a) result in a higher number of unsponsored ADR’s issued in countries who previous to
the 12g-3(b) amendment had low numbers of ADR’s available to U.S. investors and b) there will
be more unsponsored ADR’s issued in countries with lower correlation to the U.S. market,
because it allows for greater potential diversification benefits to the consumer.
In my research, I found that there were several significant figures in regressions against
how many unsponsored ADR’s were created after the enactment date (September 5th, 2008). The
change in median’s, and sometimes mean’s, of how many sponsored, but especially unsponsored
ADR’s existed before and after the legislation differed between firms with high and low
correlation, and those with high and low market capitalization figures. In the regression models,
there was no significant relationship between new unsponsored ADRs and either the number of
existing ADRs or a country’s stock market correlation with US stocks. The only variable
significantly related to new unsponsored ADRs was country market capitalization, and this result
is driven largely by emerging markets, meaning that those firms in countries with larger markets,
possibly more established markets in the emerging classification may be more likely to have
unsponsored ADR’s issued on their behalf. Overall, my research is unable to link unsponsored
ADRs to measures of client demand. In future studies, research may want to be conducted on
more complex factors for demand, to try and extrapolate whether a pattern exists in which firms
a U.S. bank wants to create unsponsored ADR’s for, in the interest of their clients demand.
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