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CORPORATIONS, SECURITIES & ANTITRUST

THE Rise AND (CoMING) FaLL oF “F-CuUBED” SECURITIES LITIGATION

By George 1. Conway, IIT*

ith increasing frequency, the plaintiffs’ bar has been

filing what are being called “f-cubed” securities

fraud cases in U.S. courts: cases on behalf of foreign
plaintiffs against foreign companies for trading on foreign
exchanges.! Dozens of such cases have been filed in the past
few years,” and they have met with some success. Two of the
biggest securities class-action settlements in recent years, in
fact, have involved foreign companies and classes that included
foreign investors in those companies: Nortel Networks, which
paid some $2.2 billion, and Royal Ahold, which settled for
$1.1 billion.? To be sure, many of the recent f-cubed cases have
been dismissed.* But enough have survived to make plaintiffs’
lawyers’ efforts to recruit foreign clients worthwhile.

The f-cubed cases raise many interesting legal questions,
but none more interesting, or more important, than the most
basic: Do these cases even belong in American courss? That is a
question of interpretation—of the Securities Exchange Act
of 1934, and, in particular, of Section 10(b) of the Securities
Exchange Act of 1934, the provision upon which securities
class-action plaintiffs typically rely. In interpreting that statute,
there is one point on which almost everyone agrees: Congress
was silent on whether Section 10(b) may apply abroad.® The
Supreme Court has never taken an f-cubed securities case,
and the federal courts of appeals, in divining meaning from
Congress’s silence, have produced varying verbal formulas to
tell us just when Section 10(b) applies abroad. District judges,
for their part, have arrived at different answers in different
cases—sometimes different answers in the same case—and have
made the case law something of a mess. But the right answer,
it turns oug, is rather simple. Congtess, by its very silence, has
given it to us—and the Supreme Court has recently told us
how.

THE CoNDUCT TEST AND ITS INCONSISTENT
ArPLICATION BY THE LOWER COURTS

The leading authority on the extraterritorial application
of Section 10(b) came from the Second Circuit three decades
ago, in an opinion authored by Judge Henry Friendly. The case
was Bersch v. Drexel Firestone, Inc.,” and it involved perhaps the
most notorious financial fraud of the 1960s and early 1970s:
the IOS scandal. IOS was an overseas mutual-fund company,
incorporated in Canada and headquartered in Europe. Its shares
were marketed outside the United States throughout the “go-go”
bull market of the 1960s. IOS ultimately collapsed, resulting in
a slew of civil and criminal proceedings around the globe. The
Bersch case was a class action brought on behalf of investors who
purchased IOS shares in three public offerings. The offerings

" George T. Conway I is a partner in the law firm of Wacheell, Lipton,
Rosen & Katz. He represents National Australia Bank Ltd. in an f~cubed
case that was dismissed and is now on appeal in the United States Court
of Appeals for the Second Circuit.

February 2008

took place abroad, and the class was virtually entirely foreign.
The plaintiffs asserted claims under Section 10(b) and other
antifraud provisions of the Securities Exchange Act of 1934
and the Securities Act of 1933, and argued that these provisions
of American law applied to the IOS offerings because the IOS
offerings were essentially run by investment banks, law firms,
and accounting firms in New York.®

The plaintiffs had a point. The underwriters, their
attorneys, and their accountants met many times in New York
to plan one of the offerings; the prospectus for that offering was
partly drafted and reviewed in New York; and bank accounts
were opened in New York to receive proceeds from the offering.’
The district court found that “discussions, investigations,
decision-making and planning” for the offering “were carried
on to a significant extent in the United States by Americans
and others, and the acts abroad were substantially supervised
from New York.”'® The district court concluded that the federal
securities laws applied to the foreign investors’ claims because
“the[] circumstances viewed #7 toto disclose conduct constituting
an essential link in the offering in the United States.”"! In the
district court’s view, it was enough that the alleged fraud would
not have occurred but for the domestic conduct, and it did
not matter that “the ultimate representations or inducements”
constituting the fraud “do not appear to have occurred in the
United States.”"?

The Second Circuit reversed, and held that the foreign
plaintiffs could not sue. The court of appeals applied two
tests to determine whether the federal securities laws could be
applied to foreign securities transactions, tests that today have
become known as the “effects” test and the “conduct” test.!* The
“effects” test was derived from an antitrust-law formulation in
United States v. Aluminum Company of America, and holds that
the federal securities laws apply to fraudulent acts committed
abroad “when these result in injury to purchasers or sellers ... in
whom the United States has an interest, not where acts simply
have an adverse affect on the American economy or American
investors generally.”" Injury to investors abroad does not meet
the effects test.!® Even where some Americans suffered losses
domestically, as in Bersch, foreign investors cannot piggyback
on those losses and bring claims for losses suffered abroad."”

The Second Circuit nonetheless held that foreign
investors could sue under the federal securities laws if there
were sufficient domestic conduct involved in a fraud. But
instead of the “but for” causational link that the district court
had found to be sufficient, the court of appeals held there had
to be direct causation between the domestic conduct and the
alleged fraud for the federal securities laws to apply. “[T]he
anti-fraud provisions of the federal securities laws,” the Second
Circuit held in Bersch, “[d]o not apply to losses from sales of
securities to foreigners outside the United States unless acts
(or culpable failures to act) within the United States directly
caused such losses.”®
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And by “direct” causation, Bersch meant that relevant
misrepresentations had to have been made in the United States.
“The fraud, if there was one, was committed by placing the
allegedly false and misleading prospectus in the purchasers’
hands,” Judge Friendly wrote."” That had occurred abroad, the
court concluded, because “[h]ere the final prospectus emanated
from a foreign source—London or Brussels ... Toronto ... and
apparently the Bahamas and Geneva.” The conduct directly
causing a securities fraud, Judge Friendly emphasized, took place
“where... the misrepresentations were communicated”:

Notonly do we not have the case where all the misrepresentations
were communicated in the nation whose law is sought to be
applied ... or the case where a substantial part of them were ...
but we do not even have the oft-cited case of the shooting of a
bullet across a state line where the state of the shooting as well
as of the state of the hitting may have an interest in imposing
its law. At most the acts in the United States helped to make the
gun whence the bullet was fired from places abroad.?

As Judge Friendly formulated it, the Bersch “conduct”
test is easy enough to understand and to apply: if the
misrepresentations took place abroad and the purchases took
place abroad, a foreign purchaser’s claim does not lie under the
federal securities laws. It is a clear, bright-line rule. And Judge
Robert Bork later wrote for the District of Columbia Circuit
in Zoelsch v. Arthur Andersen & Co.,*' the Bersch rule was “most
restrictive”; Section 10(b) could only be applied to a foreign
plaintiff’s claim

where the domestic conduct comprises all of the elements
of a defendants conduct necessary to establish a violation of
section 10(b) and Rule 10b-5: the fraudulent statements or
misrepresentations must originate in the United States, must be
made with scienter and in connection with the sale or purchase
of securities, and must cause the harm to those who claim to be
defrauded, even though the actual damages and reliance may
occur elsewhere.??

Faithful application of Bersch’s conduct test has led to
the dismissal of many of the recent f-cubed cases. The typical
factual scenario in these cases goes roughly like this: a foreign
company, headquartered abroad, with most of its operations
abroad and most of its equity trading abroad, nevertheless has
some operations in the United States. The company suffers
a setback in those American operations and, as a result, its
share prices on foreign stock exchanges fall. Foreign plaintiffs,
represented by American class-action lawyers, bring suit under
Section 10(b) in federal district court, alleging that the foreign
company had inflated its share prices on foreign exchanges by
making false statements about its American operations. The
foreign plaintiffs seek damages under the fraud-on-the-market
theory for the losses they suffered when the truth about the
American operations was revealed to the market, and they argue
that that these losses were “directly” caused by conduct in the
United States—namely, the creation in the United States of
false information that was passed on to corporate headquarters
abroad, and from there passed on to the market.”?

The courts that have correctly applied Bersch have dismissed
these claims, on the ground that the alleged misstatements to
the market were made abroad. These courts have recognized
that “the conduct relevant” to establishing the applicability of
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the federal securities laws “is the alleged misrepresentations or
omissions made, not the underlying acts,”* and that “[s]imply
making fraudulent statements about what is happening in the
United States does not make those statements ‘United States
conduct’ for purpose of the conduct test.”” In such cases, the
domestic conduct “amounts to, at most, a link in the chain
of an alleged overall securities fraud scheme that culminated
abroad.”” Where “the alleged activities in the United States
were merely the objects of fraudulent representations made
abroad,”” or the “inflated financial information emanated from
the United States,””® but the statements made to investors were
published abroad, the courts have held that the federal securities
do not apply to foreign plaintiffs’ claims.?” These cases, like
Bersch, apply a clear line: if, to use Judge Friendly’s words, “the
bullet was fired from places abroad”—if the allegedly fraudulent
statements were transmitted from places outside the United
States to the foreign investors—then the federal securities laws
do not apply.*

Still, not all federal courts have adhered to Bersch’s version
of the conduct test. The circuits have split, for example, over
how the conduct test should be expressed. The Fifth, Seventh,
and District of Columbia Circuits have followed the Second
Circuit’s approach.’ The Third, Eighth, and Ninth Circuits,
however, “generally require some lesser quantum of conduct”
than the Second Circuit.? To the extent that the Third, Eighth,
and Ninth Circuits have adopted “a common position, it
appears to be that the domestic conduct need be only significant
to the fraud rather than a direct cause of it.”** Nevertheless, it
remains unclear how these differences among the circuits would
affect the outcome of the current crop of “f-cubed” securities
class-action cases; the courts of appeals have yet to face any
of these cases,* and their opinions on the conduct test have
addressed rather different factual contexts—usually individual
plaintiffs bringing claims of fraud in face-to-face transactions,
and not fraud-on-the-market claims on behalf of a class.®

At the district court level, however, there is even greater
disarray—even in courts that are bound by Bersch. Relying
on interpretations of Second Circuit decisions in differing
factual contexts after Bersch, some district judges seem to have
dispensed with Bersch’s focus on where allegedly fraudulent
communications to shareholders were issued, and instead
applied balancing tests that purport to weigh the degree of
foreign conduct involved in the case with the amount of
domestic conduct upon which the plaintiffs rely.*

One major problem with such an approach was well
expressed by Judge Bork in Zoelsch: it is “counterproductive to
adopt a balancing test, or any test that makes jurisdiction turn
on a welter of specific facts,” because “[a]s we know from our
experience in the extraterritorial application of antitrust law,
such tests are difficult to apply and are inherently predictable.””
As aresult, they “thus present powerful incentives for increased
litigation, which inevitably tends to defeat efforts to protect
limited American judicial resources.”*®

The application of a balancing test also subjects foreign
corporations to unpredictable and inconsistent legal standards.
A French company, for example, should expect that the
disclosures it makes in France to French shareholders who buy
its shares on the Paris Bourse should be subject to French law,
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and that any fraud claims its French shareholders may think they
have should be governed by that law as well. But in one recent
case in the Southern District of New York, a judge held that a
French conglomerate should be subjected to a class action in
the United States brought by European shareholders because its
most senior executives spent more than a “de minimis” amount
of time in New York on business.”

In another recent case in the same court, a judge
likewise allowed European sharcholders to sue another
French conglomerate in the United States for statements the
company made in Europe.’ In the second case, the basis for the
application of Section 10(b) was the fact that false financial data
for an American subsidiary was sent to French headquarters and
incorporated into the financial reports the company distributed
abroad.” Echoing the district judge who was reversed in Bersch
three decades earlier, the court found that Section 10(b) applied

because the domestic conduct “served as an essential link” in
the alleged fraud.*

Empagran aND THE END oF F-CUBED
SECURITIES LITIGATION

This uncertainty in the district courts, however, comes at
a time when the answer to the f-cubed question should be 707¢
certain than ever. The answer comes from two recent Supreme
Court decisions rejecting the extraterritorial application of
American law. In those decisions, the Supreme Court has
emphasized the strength of both “[t]he presumption that United
States law governs domestically but does not rule the world,”*
as well as the “principle of general application ... that courts
should ‘assume that legislators take account of the legitimate
sovereign interests of other nations when they write American
laws.”44
The first and most important decision was £ Hoffimann-La
Roche Ltd v. Empagran S.A. in 2004.% The case involved the
perfect antitrust-law analog of an f-cubed securities-law case. It
was a class action, and the question presented was “[w]hether
plaintiffs”—foreign plaintiffs—“may pursue Sherman Act claims
seeking recovery for injuries sustained in transactions occurring
entirely outside U.S. commerce.”* The foreign plaintiffs in
Empagran alleged a global vitamin price-fixing conspiracy
that took place both in the United States and abroad, and
harmed both domestic and foreign purchasers.” There was
“significant foreign anticompetitive conduct,” although “some
of the anticompetitive price-fixing conduct alleged here took
place in America.”*® Customers who purchased vitamins in
the United States were harmed, but the plaintiffs in Empagran
bought vitamins abroad, and, as a result, suffered harm that was
independent of the harm suffered by Americans.®

Unlike the plaintiffs in f-cubed securities cases, the foreign
antitrust plaintiffs in Empagran relied on a statutory provision
that expressly authorizes some extraterritorial application. The
Foreign Trade Antitrust Improvements Act of 1982 (“FTAIA”)
specifically places within the Sherman Act’s reach conduct that
“has a direct, substantial, and reasonably foreseeable effect” on
United States commerce and “such effect gives rise to a [Sherman
Act] claim.”° The foreign plaintiffs argued, and the District of
Columbia Circuit agreed, that because the global price-fixing
conspiracy had effects on American commerce, and because
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those effects gave rise to claims of ozhers—namely, the Americans
who purchased vitamins in the United States—the foreign
plaintiffs could sue for the injury they suffered abroad.”*

The Supreme Court unanimously reversed—and held that
the foreign plaintiffs could not sue. Justice Breyer’s opinion for
the Court did briefly consider the “language and history” of
the statute.”” But that was secondary: the Court looked fz7st to,
and discussed far more extensively, the rule that courts must
“ordinarily construe[] ambiguous statutes to avoid unreasonable
interference with the sovereign authority of other nations.”
“This rule of statutory construction,” the Court observed,
“cautions courts to assume that legislators take account of the
legitimate sovereign interests of other nations when they write
American laws.”* The rule “helps the potentially conflicting
laws of different nations work together in harmony—a harmony
particularly needed in today’s highly interdependent commercial
world.”>

The Court went on to hold that, under this rule of
statutory construction, the FTAIA had to be construed to
apply only when the plaintiffs themselves alleged that they
suffered injury in the United States. The Court noted that
when “domestic ... injury” is involved, “application of our
antitrust laws to foreign anticompetitive conduct is nonetheless
reasonable” even if it “interfere[s] with a foreign nation’s ability
independently to regulate its own commercial affairs.”® But that
is not true, the Court held, when the injury is foreign. When
foreign harm is involved, the Court held, “the justification for
that interference seems insubstantial.” Justice Breyer’s opinion

for the Court pointedly asked:

But why is it reasonable to apply those laws to foreign conduct
insofar as that conduct causes independent foreign harm and that
Joreign harm alone gives rise to the plaintiffs claim?...

Why should American law supplant, for example, Canada’s
or Great Britain’s or Japan’s own determination about how
best to protect Canadian or British or Japanese customers
from anticompetitive conduct engaged in significant part by
Canadian or British or Japanese or other foreign companies?*®

The Court held that there was “no good answer” to these
questions—"no convincing justification for the extension of
the Sherman Act’s scope” to redress foreign harm.*

Justice Breyer emphasized, moreover, that it was the mere
“risk of interference with a foreign nation’s ability independently
to regulate its own commercial affairs”—not proof of actual
interference—that controlled the interpretation of the statute.®
The idea that courts should weigh “comity considerations case
by case” was “too complex to prove workable.”! In the Court’s
view, what mattered was that other nations could disagree about
what conduct should be illegal, and “even where [they] agree”
on that, they could “disagree dramatically about appropriate
remedies.”® All of this created a risk, for example, that “to apply
our remedies would unjustifiably permit [foreign] citizens to
bypass their [countries’] own less generous remedial schemes,
thereby upsetting a balance of competing considerations that
their own domestic ... laws embody.”®

The Court accordingly concluded that Congress could
not be presumed to have imposed American economic policies
upon other nations “in an act of legal imperialism, through
legislative fiat”:
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Where foreign anticompetitive conduct plays a significant role
and where foreign injury is independent of domestic effects,
Congress might have hoped that America’s antitrust laws, so
fundamental a component of our own economic system, would
commend themselves to other nations as well. But, if Americas
antitrust policies could not win their own way in the international
marketplace for such ideas, Congress, we must assume, would not
have tried to impose them, in an act of legal imperialism, through
legislative fiat.*"

The Supreme Court dealt with the extraterritoriality
of United States law once again last year in Microsoft Corp.
v. ATST Corp., a patent case.”” There AT&T alleged that
Microsoft, through the worldwide licensing of its Windows
operating system, had induced the infringement of an AT&T
patent for digitally encoding and compressing speech.®
Microsoft conceded that it was liable domestically—that it had
induced the infringement of the AT&T patent to the extent
that it had licensed Windows to United States manufacturers of
personal computers.”” The Supreme Court faced the question of
whether Microsoft could be held liable for licensing Windows
abroad to foreign manufacturers. The controlling provision of
the patent law, like the antitrust statute at issue in Empagran,
expressly provided for extraterritorial liability. It provided that
anyone who “supplied in or from the United States all or a
substantial portion of the components of a patented invention,”
and “actively induce[d] the combination of such components
outside of the United States,” would be “liable as an infringer”
if the combination would have “infringe[d] the patent [had it]
occurred within the United States.”®

The Court had to decide whether Windows, in the form
in which Microsoft transmitted it abroad, was a “component of
a patented invention” within the meaning of this provision.”
Microsoft argued that the word should be read narrowly, and
contended that the “master disks” it shipped abroad could
not be a “component” because the disks could not themselves
be used in a personal computer. AT&T, in contrast, argued
that the master disks were properly treated as a “component”
because Windows could be so easily transferred from the master
disk format to a medium readable by a personal computer.”’
The Supreme Court ruled in favor of Microsoft, and held that
Windows did not become a “component” until it was converted
into a form readable by a personal computer, and, accordingly,
that no “component of a patented invention” had been “supplied
in or from the United States” under the statute.”

As in Empagran, the Court emphasized the importance of
the presumption against extraterritoriality. Justice Ginsburg’s
opinion for a seven-Justice majority emphasized, among other
points, that “United States law ... does not rule the world,” that
“[foreign conduct is [generally] the domain of foreign law,”
and that foreign law “‘may embody different policy judgments™
than those made by Congress.” In particular, the Court rejected
AT&T’s argument that the presumption did not apply because
the statute specifically provided for extraterritorial application.
The presumption “remains instructive in determining the exzenr
of the statutory exception.”” The Court also rejected AT&T’s
argument that the presumption did not apply because the statute
atissue only applied “to domestic conduct, i.e., to the supply of
a patented invention’s components ‘from the United States.”””*
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The Court observed that AT&Ts reading of the law would have
had a significant—and impermissible—extraterritorial effect: it
would have “convert[ed] a single act of supply from the United
States into a springboard for liability each time a copy of the
software is subsequently made [abroad] and combined with
computer hardware [abroad] for sale [abroad].””

Empagran and Microsoft sound the death knell for f-cubed
securities actions. Indeed, the federal securities laws actually
provide a weaker basis for extraterritorial application than the
antitrust and patent laws at issue in those cases. The Securities
Exchange Act contains no relevant provision a // that addresses
liability for foreign conduct, let alone one that expressly provides,
as did the statutes in Empagran and Microsoft, that such conduct
may in some cases be subjected to American law.”® Indeed, the
provision upon which f-cubed and domestic securities plaintiffs
most often rely—Section 10(b) of the Securities Exchange
Act’”—does not, by its terms, provide for any right of action
at all. There is no textual or historical evidence that Congress
even contemplated that domestic conduct could trigger a private
suit under Section 10(b). As the Supreme Court emphasized
once again this Term, “[t]he § 10(b) private cause of action is
a judicial construct that Congress did not enact in the text of
the relevant statutes.””® Nothing in Section 10(b) in particular,
or in the securities laws generally, suggests that Congress sought
to provide redress for foreign plaintiffs who suffer foreign harm
from foreign conduct, and under Empagran and Microsoft such
congressional silence means that United States law must be
construed not to apply.

F-cubed securities litigation poses exactly the sort of
impermissible risks to international comity the Supreme Court
described at length in Empagran. It poses the risk, in particular,
of “unjustifiably permit[ting]” foreign plaintiffs “to bypass
their [home countries’] own less generous remedial schemes,
thereby upsetting a balance of competing considerations that
their own domestic ... laws embody.”” There are very many
such competing considerations that go into designing a private
securities enforcement system. A nation could even decide
not to have such a system at all, and instead rely solely on
enforcement by public authorities, or perhaps by exchanges or
self-regulatory organizations.

If a nation chooses to allow actions by private investors,
it must make a profusion of decisions about how that system
will work, substantively and procedurally. It would have to
decide, for example, whether to allow American-style opt-out
class actions; what level of scienter to require; what standard
of materiality to apply; whether to require plaintiffs to prove
individual reliance, or to adopt a fraud-on-the-market theory
as a substitute for actual reliance; whether to impose liability
on corporate issuers for secondary trading in which the issuer
was not a party; what standards of causation to apply; how
to measure damages; whether, and to what extent, to allow
contribution and indemnity; whether to allow discovery, and, if
$0, how much; what limitations periods to apply, if any; whether
to apply the English rule or the American rule on attorneys’ fees,
or neither rule; and whether to use judges, juries, or specialized
arbitrators to decide facts.

American judges and lawmakers have struggled with
questions like these for years, and today, foreign nations are
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increasingly addressing them as well.® Empagran and Microsoft
teach that foreign nations should be allowed to reach their own
conclusions, and should be allowed to apply those conclusions
to the claims of people who suffer harm on their soil—and
should not have their laws supplanted by American law “in an
act of legal imperialism.”®! To paraphrase one of Justice Breyer’s
thetorical questions in Empagran: Why should American law
supplant a foreign countrys own determination about how best to
protect its investors from fraudulent conduct engaged in significant
part by its own companies®*

The answer, as in Empagran, is that there is “no good

answer to the question.”™
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