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Banks have created 1,400 new unsponsored ADR programs to meet—
and hopefully generate —growing demand, particularly from investors in

separately managed accounts.

T he long drought in initial public offerings has slowed the pace of raising capital
in the form of depositary receipts, but trading in these instruments is grow-
ing rapidly as investors continue to diversify their portfolios with securities of
some of the biggest companies worldwide. As risk appetite returns, many investors are
also seeking to gain at least some exposure to the faster-growing emerging markets.
Depositary receipts enable investors to purchase and sell interests in foreign
shares without experiencing the settlement delays and other problems that can
crop up when dealing with unfamiliar trading systems in distant countries. Trading
in American depositary receipts (ADRs) and global depositary receipts (GDRs)
increased by 34% last year to a record $4.4 trillion. Some of the activity reflects vol-
atile market conditions, with investors
fleeing and re-entering foreign markets

DR Trading Value
By Country In 2008
($ billion)

as economic conditions changed in the
wake of the global financial crisis.

US investors are able to trade receipts
reflecting ownership in shares denomi-
nated in dollars in more non-US com-
panies than ever before. More than 1,400 other: 1,161
new unsponsored ADR  programs have
been created since October 2008, when
the US Securities and Exchange Com-
mission relaxed rules for trading deposi-
tary shares of major overseas companies
in the over-the counter market. US de-
positary banks can now register unspon-
sored ADRs on the equity securities of
any non-US company that automatically

qualifies by meeting certain ongoing Brazil: 899

trading and online disclosure require-
ments. Unsponsored ADRs are securities
issued by one or more depositary banks
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in response to market demand, without
a formal agreement with the company
whose shares are being traded.

Michael Cole-Fontayn, chief execu-
tive of The Bank of New York Mel-
lons depositary receipt division, says
growing demand from US investors for
wider access to international equities
for portfolio diversification convinced
the bank to move aggressively to set up

Switzerland: 101

France: 105

India: 110

Mexico: 191




10

8

6

4

0

0

o

o

o

Focus: Depositary Receipts

new unsponsored ADR programs. These
programs have proved especially popular
with managers of separately managed ac-
counts (SMAs) that are restricted to in-
vesting in dollar-denominated securities.
Most SMA platforms are not designed
to handle foreign currency transactions.
Also known as separate accounts, or wrap
accounts, SMAs are similar to mutual
funds aimed to include particular asset
classes. The major difference is that the
SMA manager purchases the securities
for individual clients rather than a fund.
SMAs are sold to high-net-worth indi-
viduals through major brokerage houses.

The Bank of New York Mellon has is-
sued more than $1.4 billion of unspon-
sored ADRs since the SEC implement-
ed rule changes last October to make it
easier to establish these securities. “Insti-
tutional and retail investors alike can no
longer ignore this segment of the ADR
universe,” Cole-Fontayn says. The bank
has created 715 new unsponsored pro-
grams from 35 countries, far more than
any other depositary bank.

“The regulatory change was signaled

by the SEC fairly clearly in advance,
which enabled us to be in active dialogue
with the overseas companies that were
good candidates for unsponsored pro-
grams even before the rule was issued,”
Cole-Fontayn says. The bank’s staft put
in many hours doing the appropriate due
diligence, he says. “We had to make sure
that the websites of these companies ful-
filled the SEC requirement that certain
disclosures are made available on a timely
“We also
had to make sure we were in compliance

basis in English,” he explains.

with know-your-client regulations.”

Of the bank’s 715 new unsponsored
programs, 164 are actively traded, Cole-
Fontayn says.“Of the thousands of non-
US companies without ADR programs,
we selected those likely to attract the
most interest from investors,” he says.
These included companies that are con-
stituents of local indexes that investors
like to benchmark and companies that
were suggested by major investor clients
of the bank.

“Despite turbulent market condi-
tions, we are not surprised at the sig-
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nificant investor interest in these secu-
Cole-Fontayn says.
US investors have insisted upon a more

rities,”’ “For years
complete roster of international equities
for greater portfolio diversification.”

In May The Bank of New York Mel-
lon introduced a Classic ADR Index
that expands the investable constituents
of the bank’s well-known ADR index
to include all publicly traded ADRs, in-
cluding those that trade in the over-the-
counter market. The new index includes
34 subindexes and offers much greater
coverage. When added to existing spon-
sored ADRs, the new unsponsored pro-
grams enable investors to better replicate
many of the world’s leading foreign eq-
uity indexes in US-traded, dollar-de-
nominated securities, the bank says.

Some 15 to 20 companies contacted
by The Bank of New York Mellon about
setting up unsponsored ADR  programs
decided to create sponsored programs
with the bank instead. Since then, anoth-
er handful of companies switched from
unsponsored to sponsored programs, and
an additional 60 are considering making
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the change, according to Cole-Fontayn.

Edwin Reyes, global product man-
ager for depositary receipts at Deutsche
Bank, says that, in the past, initial pub-
lic offerings were a good source of new
sponsored DR issues and that the cur-
rent drought in IPOs has been chal-
lenging for all of the depositary banks.

Despite these challenging times, the
SEC rule change has created a timely
opportunity for the depositary banks to
be more active in opening unsponsored
programs, Reyes says. Of the approxi-
mately 435 new unsponsored ADR
programs introduced by Deutsche Bank
since last October, more than 130 are
for companies based in Japan, far more
than in any other country. “Historically,
year after year, Japan-based companies
have had more unsponsored as opposed
to sponsored programs,” he says.

The approach of Deutsche Bank has
been to vet proposed programs with the
issuing companies, even though this is

Cole-Fontayn: Investors
are demanding access to
international equities

not required, Reyes points out. “We try
to educate the companies, and we work
closely with them by offering seminars
and working with third parties, such as
law firms,” he says. “This is favorable
for the issuing companies.” Some of the
new unsponsored programs are gain-
ing traction and are actively traded, he
notes. “We are happy with what we are
seeing, and we are optimistic,” he says.
As part of the consultative process with
non-US issuers, the bank has an opportu-
nity to explain the benefits of sponsored

Gallagher: Unsponsored
programs take time to
attract trading interest

ADR programs, according to Reyes. “In
the end, we would prefer that the pro-
grams be sponsored,” he says. Deutsche
Bank has been successful in having sever-
al companies upgrade their unsponsored
ADRSs to sponsored programs, including
France-based water distributor Vivendi,
which is transforming itself into an enter-
tainment company, and Spain-based Gri-
fols, which serves healthcare professionals
and develops plasma derivatives.

“Some companies with unsponsored
programs opened by other banks have told
Deutsche Bank they do not want such
programs and asked the bank not to open
any,” Reyes says. “In such circumstances,
the bank always respects their wishes,”
he says. He adds that he is comfortable
with unsponsored programs for the same
issuers being introduced by multiple de-
positary banks. “We have been working
successfully with unsponsored programs
for decades,” he points out.

Nancy Lissemore, global head of de-

more unsponsored
programs

positary receipt services at Citi, says that
well over half of the 231 new unspon-
sored ADR programs introduced by the
bank since October 2008 have become
actively traded. Citi is also the deposi-
tary bank for 82 unsponsored programs
that were created before the SEC’s re-
laxed new registration rules came into
effect. “Our decisions on which new
programs to open are driven by inves-
tor demand,” Lissemore says. “We are in
communication with large investors, so
we know their needs, and we select is-

Reyes: Japanese have

sues that are widely held in non-dollar-
denominated portfolios,” she adds.

“The success of these programs has
highlighted to issuers that there is pent-
up demand among US investors for
blue-chip companies listed on overseas
exchanges,” Lissemore says. Some of the
new unsponsored ADR  programs al-
ready have converted to sponsored pro-
grams. One notable example is Iberdro-
la Renovables, based in Bilbao, Spain,
which is the world’s largest wind-power
generator and has interests in other
forms of renewable energy.

Banks Target Japan

A significant proportion of Citi’s un-
sponsored programs are for companies
based in Japan, the second-largest econ-
omy in the world. “There are a large
number of attractive companies based
in Japan,” Lissemore says. Of the more
than 3,800 stocks that trade on Japanese
stock exchanges, only 19 are listed on

Lissemore: Investor
demand drives new
programs

the New York Stock Exchange.
Meanwhile, Citi entered into an
agreement last December with Mit-
subishi UF] Trust and Banking to
jointly develop, market and offer Japa-
nese depositary receipt (JDR) services.
The JDR services will target issuers
based outside of Japan that wish to
raise capital in the Japanese financial
market. Citi already has some similar
experience in the region, having been
the first bank to announce the launch
of Hong Kong depositary receipts
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“Once the IPO market comes back,
you will see some issues from
Brazil, India and elsewhere in Asia”

(HKDRs) in July 2008.

“Citi has a strong culture of rela-
tionship banking and only opens new
programs after discussions with issuers,”
Lissemore says. If a foreign company
were to stop publishing the required
information in English in a timely
manner on its website, Citi would stop
issuing new ADRs into the program,
she says.

Recent initial public offerings have
been few and far between as a result
of market conditions, but there is still a
need for capital to be raised in the form
of sponsored depositary receipts, Lis-
semore says. “I do see the market start-
ing to simmer,” she says.“Once the [PO
market comes back, you will see some
issues from Brazil, India and elsewhere
in Asia.You can include issuers from the
Middle East, as well,” she adds.

Some major banks have been slow-
er to jump on the unsponsored ADR
bandwagon. J.P. Morgan has introduced
fewer than 20 programs since the SEC
rule change last October. The bank
has been adamant that new programs
should be opened in a controlled man-
ner and only with the full consent of
the issuing companies. “This mirrors
our strategy with sponsored ADR pro-
grams, where we work more selectively
with issuers that would expect to at-
tract meaningful investor interest and
we develop a strategic plan,” says Clau-
dine Gallagher, New York-based global
head of the depositary receipts group
at J.P. Morgan. “The various depositary
banks have taken very different strate-
gles,” she says.

“I am not surprised by the large
number of unsponsored programs that
the other banks have created,” Gallagher
says. “It is easy to open a program, but
it will take some time before they at-
tract significant trading interest.” Even
for sponsored programs that are care-
fully planned, it can take 18 months for

a program to build some momentum,
she adds.

Many Japanese issuers in particular
are not keen to have unsponsored ADR
programs opened in their shares, and
several Japanese companies have asked
that these programs be closed, Gallagh-
er says. “They are cautious about their
exposure to the US market,” she says.
“Their own capital markets are broad
and deep, and the focus on client re-
lationships is very important. I would
put the Japanese companies in the same
bucket with the mature markets of
Western Europe,” she adds.

Depositary banks that issue unspon-
sored ADRs need to check the foreign
companies’ websites on a regular basis
to make sure that proper disclosures are
being made. “This is why it is so impor-
tant to get the issuers’ blessings and to
work in conjunction with them,” Gal-
lagher says.

Valuations Mirror Market Conditions
The trading volume of depositary re-
ceipts (ADRs and GDRs) totaled 35.6
billion shares in the first quarter of 2009,
a 17% increase from the same period a
year earlier, according to J.P. Morgan.
However, the value of DR trading in
the first quarter fell 52% from the same
period last year to $588 billion, reflect-
ing steep market declines. “We are start-
ing to see some normalization in the
markets more recently,” Gallagher says.
“Underwriters are starting to talk about
new equity issues once the markets
stabilize. They are planning and setting
tentative dates for issues,” she adds.
Meanwhile, the flood of new un-
sponsored ADRs is changing the face
of the US over-the-counter market.
R. Cromwell Coulson, chairman and
CEO of Pink OTC Markets, says al-
most $100 billion, or two-thirds of the
dollar volume traded in the OTC mar-
kets in 2008, was in the form of ADR

trading. “During the next few years half
of the new unsponsored ADR programs
will switch to sponsored programs,” he
predicts. Companies that are investor-
focused will want the information and
control that comes with having a spon-
sored ADR, he says.

Pink OTC Markets is an inter-dealer
quotation system for the OTC market.
On May 15, 2009, it listed its first Bra-
zilian company, JBS, the world’s largest
beef producer and exporter. The com-
pany listed on OTCQX International
Premier, the OTC market’s highest tier
for companies that can meet high in-
ternational standards for capital, sales
and assets.

Companies listed on OTCQX pro-
vide US investors with access to their
latest news and disclosure information,
Coulson says. “OTCQX gives compa-
nies listed on a qualified foreign stock
exchange a visible cross-listing in the
US, without the duplicative regulatory
costs required for listing on a traditional
US exchange,” he says.

Sponsored ADR programs historically
have been created to trade shares of es-
tablished issuers in developed countries.
While companies based in Brazil, Rus-
sia, India and China accounted for more
than half of the total value of world-
wide trading in depositary receipts last
year, the BRIC countries account for
relatively few of the new unsponsored
ADR programs.

Many of the big emerging mar-
ket countries have erected regulatory
hurdles to unsponsored programs. The
Brazilian regulator CVM, for example,
has approved only one of 20 recent
proposals to create unsponsored ADRs.
This could be tied in part to the desire
of central banks in these countries to
control inflows of hot money, bankers
say. India permits only DR programs
related to the raising of capital. China
allows only H-share unsponsored DR
programs for companies listed in Hong
Kong. Even in the face of regulatory
hurdles, bankers believe that with the
supply of DR in the market greatly ex-
panded, their popularity with investors
is bound to keep growing. W
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A Deeper Look into Unsponsored American
Depositary Receipts (ADRS)

As a U.S. capital market instrument that evidences ownership of shares in a corporation organized outside the
U.S., ADRs represent a proxy by which cross-border investment can be measured. Likewise, capital flows applicable
to ADR programs may serve as a gauge of U.S. investor sentiment toward non-U.S. markets. Here we will take

this principle one step further by demonstrating how a recent development in the ADR marketplace - pertaining to
unsponsored ADRs - can provide unique insight into U.S. investor demand for global securities.

First, some background information. ADR programs are established in two ways. The first way occurs in conjunction
with a new offering of DRs, typically an IPO or secondary offering, and is known as a sponsored Level Il ADR
program. In this case, the non-U.S. issuer’s primary goal is to raise capital in the U.S., with potential secondary goals
of building corporate and brand visibility within the U.S., and broadening and diversifying its shareholder base.
These ADRs are listed on a U.S. national stock exchange.

The second way does not involve a capital raising and can be a sponsored Level |, sponsored Level Il or
unsponsored ADR program. Non-U.S. issuers typically use sponsored Level | and Level Il programs for the visibility
and shareholder diversification aspects, or to survey U.S. investor interest — in consideration of a future capital
raise. Level Il ADRs are listed on a U.S. national stock exchange and Level | ADRs are traded in the U.S. over-the-
counter (OTC) market, as are unsponsored ADRs.

The key difference between sponsored and unsponsored ADR programs is that the latter are established by the
depositary bank - such as Citibank — with no direct involvement of the issuer, although Citi's approach is to seek the
company's support and input. Since the issuer does not contract a depositary bank to establish these programs, the
primary driver behind their creation is investor demand, which is typically generated when a U.S. investor wishes

to invest in a non-U.S. company'’s shares and prefers or is mandated to transact in U.S. dollars and in U.S. equity
markets. In many cases, these investors will not or cannot invest in a non-U.S. company'’s shares in the absence of a
corresponding ADR program, a scenario that ultimately led to demand for ADR programs exceeding their supply.

The recent development in the ADR marketplace that we are referring to pertains to an October 2008 SEC rule
change that has enabled depositary banks to establish a wide variety of new unsponsored ADR programs, helping
to mitigate the aforementioned discrepancy in supply and demand. In fact, since October 2008, Citi's portfolio

of unsponsored ADR programs grew from 85 programs to over 300 - consisting of some of the world’s most
recognizable and liquid names.

Through leveraging Citi's unparalleled access to investors and intermediaries, we have issued over $730 million in
ADRs among these new programs, placing us at the forefront of this significant development and enabling us to
provide valuable market intelligence. For example, the top five countries by percentage of total new ADRs issued
include: Japan (38%), France (22%), Hong Kong (11%), Germany (6%) and Switzerland (5%). Furthermore, the
top five sectors include: Food Staples and Retailing (12%), Textiles, Apparel and Luxury Goods (10%), Diversified
Financial Services (10%), Chemicals (7%) and Machinery (6%).

Gaining insight into this development can prove beneficial to your activities in the global capital markets and we
invite you to contact Citi's Depositary Receipt Services to learn more.

Scott H. Pollak Miguel Perez-Lafaurie
(212) 723-5676 (212) 816-6662
scott.h.pollak@citi.com miguel.perezlafaurie@citi.com

Depositary Receipt Services
www.citi.com/dr
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