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Last month the Second Circuit, in In re Nation-
al Australia Bank Securities Litigation,! issued a
significant decision restricting the subject matter
jurisdiction of U.S. courts over so-called “foreign-
cubed” securities class actions. “Foreign-cubed”
refers to securities actions brought in U.S. courts
against foreign issuers, on behalf of a class of for-
eign investors that purchased securities on foreign
securities exchanges. (For more on foreign-cubed
securities actions, see Foreign Investors & Securi-
ties Class Actions by Joseph M. McLaughlin, in
the May 2008 issue of Securities Litigation Re-
port, vol. 5, no. 5.)

Rejecting requests to adopt a rigid “bright-
line” jurisdictional rule barring all foreign-cubed
actions, as well as a more liberal jurisdictional
standard proposed by the Securities & Exchange
Commission (the SEC) in an amicus brief, the
Court concluded that the “usual rules” for deter-
mining the extraterritorial reach of Section 10(b)
were appropriate for foreign-cubed securities
class actions.

Following the parameters of its well-settled
“conduct test” and relying primarily on (1) the
fact that the alleged fraudulent disclosures were
issued in Australia; (2) the “absence of any allega-
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tion that the alleged fraud affected American in-
vestors or America’s capital markets”; and (3) the
“lengthy chain of causation between the Ameri-
can contribution to the misstatements and the
harm to investors,” the Second Circuit concluded
that the U.S. courts did not have subject matter
jurisdiction over the foreign investors’ claims.

Legal Standard

The Second Circuit has “consistently looked
at two factors to determine whether it had juris-
diction over securities claims asserted by foreign
investors: (1) whether the wrongful conduct oc-
curred in the United States; and (2) whether the
wrongful conduct had substantial effect in the
United States or upon United States citizens.”*
These factors are known, respectively, as the
“conduct test” and the “effects test.”’ In securi-
ties class actions, claims brought by domestic
shareholders who purchased shares of foreign
corporations generally satisfy the effects test. Sub-
ject matter jurisdiction over the claims of foreign
shareholders who purchased shares on a foreign
stock exchange generally turns on the extent of
defendants’ conduct within the United States.

As a general guideline, the Second Circuit has
found that the conduct test is met when “(1) the de-
fendant’s activities in the United States were more
than ‘merely preparatory’ to a securities fraud con-
ducted elsewhere and (2) the activities or culpable
failures to act within the United States ‘directly
caused’ the claimed losses.”* Although the Second
Circuit has held that jurisdiction exists under the
conduct test only if substantial acts in furtherance
of the fraud were committed within the United
States, jurisdiction ordinarily does not exist where
the “bulk of the activity was performed in foreign
countries.” To support a finding of subject matter
jurisdiction, foreign investors usually are required
to demonstrate conduct in the United States of suf-
ficient centrality to the claim of fraud to warrant
an exercise of such jurisdiction.

Factual Background and the District
Court's Decision

Plaintiffs brought an action alleging that Na-
tional Australia Bank (NAB), one of Australia’s
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largest financial institutions, made a number of
false statements relating to one of its former U.S.
subsidiaries, HomeSide Lending, Inc. (Home-
side), which was based in Jacksonville, Florida. In
particular, the complaint asserted that Homeside
falsely increased the value of one of its assets—
mortgage servicing rights (MSRs)—in Florida
and then sent this falsified data to NAB in Aus-
tralia. NAB personnel in Australia then dissemi-
nated the false and misleading data via public
filings and statements. Plaintiffs claimed that
these material misrepresentations and omissions
directly or proximately caused their loss by inflat-
ing the price of NAB’s securities. NAB’s nearly
1.5 billion ordinary shares were not traded on
any U.S.-based stock exchange, and only 1.1%
of NAB’s shares—in the form of American De-
positary Receipts (ADRs)—were traded in the
United States during the period at issue. The lead
plaintiffs were Australians who purchased shares
of NAB on an Australian exchange. And finally,
each of the alleged misstatements about the value
of Homeside’s MSRs and Homeside’s financial
performance was allegedly prepared and issued in
Australia by NAB.

Given the lack of a U.S. nexus to the lawsuit,
defendants moved to dismiss the complaint on
several grounds, including under Fed. R. Civ. P.
12(b)(1), arguing that the district court could not
exercise subject matter jurisdiction over plaintiffs’
claims.

The district court dismissed the foreign plain-
tiffs’ claims for lack of subject matter jurisdiction,
holding that they had failed to meet “their bur-
den of demonstrating that Congress intended to
extend the reach of its laws to the predominantly
foreign securities transactions at issue here.”¢ The
district court found that the effect of the alleged
fraud was overwhelmingly centered in Australia
given that NAB is an Australian company, and
nearly all of its share trading takes place in Aus-
tralia. The court noted that there was not a suf-
ficient effect for the U.S. holders of NAB’s ADRs
given that the named U.S. plaintiff could not es-
tablish any investment loss. The district court also
conducted an analysis under the Second Circuit’s
conduct test. Although NAB’s U.S. subsidiary al-
legedly engaged in the underlying improper ac-

counting, the alleged conduct that gave rise to
the foreign plaintiffs’ securities-fraud claim took
place in Australia. As the district court found:

Homeside's alleged conduct—however it
may be classified—is not in itself securi-
ties fraud. it amounts to, at most, a link
in the chain of an alleged overall securi-
ties fraud scheme that culminated abroad.
Thus, while Plaintiffs urge that there would
have been no securities fraud but for the
domestic conduct, they fail to appreciate
that the domestic conduct would be im-
material to its Rule 10b-5 claim but for (i)
[NAB’s] allegedly knowing incorporation of
Homeside's false information; (ii) in public
filings and statements made abroad; (iii)
to investors abroad; (iv) who detrimentally
relied on the information in purchasing se-
curities abroad.”

Thus, in the district court’s view, the allegedly
fraudulent acts of placing the false and mislead-
ing reports in investors’ hands were committed by
NAB in Australia, not in the United States.

The Second Circuit's Decision

The Second Circuit affirmed the district court’s
subject matter jurisdiction ruling. The Court
found that despite the unusual fact pattern sur-
rounding foreign-cubed securities class actions,
“the usual rules still apply,” and declined “to
place any special limits beyond the ‘conduct test’
on ‘foreign-cubed’ securities fraud actions.” Con-
ceding that “what is central or at the heart of a
fraudulent scheme versus what is ‘merely prepa-
ratory’ or ancillary can be an involved undertak-
ing,” the Court noted that the well-settled “con-
duct test” still worked best in these situations and
that the Court was “leery of rigid bright-line rules
because [it] cannot anticipate all the circumstanc-
es in which the ingenuity of those inclined to vio-
late the securities laws should result in their being
subject to American jurisdiction.”

The Second Circuit then applied the conduct
test to the underlying facts to determine “what
conduct comprise[d] the heart of the alleged
fraud.” The Court made three principal findings
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in support of its holding that it did not have sub-
ject matter jurisdiction under the “conduct test”:

*  First, NAB’s actions in Australia were, “sig-
nificantly more central to the fraud and more
directly responsible for the harm to inves-
tors than the manipulation of the numbers
in Florida.” To reach that finding, the Court
noted that NAB, not Homeside, is the pub-
licly traded company, and its executives have
the “primary responsibility for the corpora-
tion’s public filings, for its relations with in-
vestors, and for its statements to the outside
world” and “[wlhen a statement or public fil-
ing fails to meet these standards, the respon-
sibility, as a practical matter, lies in Australia,
not Florida.”

¢ Second, there was a “striking absence” of
any allegation that the alleged fraud affect-
ed American investors or America’s capital
markets. The foreign investors failed to con-
tend that what allegedly happened “had any
meaningful effect on America’s investors or
its capital markets.”

*  Third, there existed a “lengthy chain of cau-
sation between the American contribution to
the misstatements and the harm to investors.”
The Court reasoned that if NAB’s corporate
headquarters had monitored the accuracy
of Homeside’s numbers before transmit-
ting them to investors, the inflated numbers
would not have been reported. Citing the Su-
preme Court’s recent decision in Stoneridge,’
the Court found that if NAB had corrected
the irregularities, investors would not have
been aware of them, “much less suffer[ed]
harm as a result.”

According to the Second Circuit, this particular
mix of factors “addfed] up to a determination”
that it lacked subject matter jurisdiction.

Ramifications of the Second
Circuit's Decision
The Second Circuit’s decision will likely have

important ramifications. Although the Court did
not change the conduct test that has been applied
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in the Second Circuit for more than three decades
and refused to adopt a bright-line test that would
act as a bar to all future foreign-cubed securities
class actions, In re National Australia Bank Se-
curities Litigation can be used as an important
precedent by foreign issuers seeking to dismiss se-
curities class actions brought by foreign investors
in U.S. courts.

The Court noted that it is “an American court,
not the world’s court,” and that it “cannot and
should not expend [its] resources resolving cases
that do not affect Americans or involve fraud
emanating from America.” Moreover, even for-
eign issuers that have significant operations in
the U.S. will be able to persuasively contend that
fraudulent conduct taking place in those opera-
tions does not provide a basis for subject matter
jurisdiction as long as the company’s public dis-
closures were prepared and issued abroad. As the
Second Circuit warned, however, U.S. courts may
have subject matter jurisdiction “in a case where
the American subsidiary of a foreign corporation
issues fraudulent statements or pronouncements
from the United States impacting the value of se-
curities trading on foreign exchanges.”
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After pointing a gun to the head of Congress
and threatening a financial meltdown in case his
plan was not approved, U.S. Treasury Secretary

Hank Paulson has finally arrived at the only logi-
cal conclusion: his plan will not work.

Desperate for a Plan B, Paulson is slowly warm-
ing to the suggestion of many economists: inject
some equity into the banking system. Unfortunate-
ly, it is too little and too late. The confidence crisis
currently affecting the financial system is so severe
that only a massive infusion of equity capital can
reassure the market that the major banks will not
fail, recreating the confidence for banks to lend to
each other. The piecemeal approach of $100 bil-
lion today, $100 billion tomorrow used with AIG
will not work. It will only eat up the money, with-
out achieving the desired effect—without reassur-
ing the market that the worst is over. Simply stated,
nothing short of a 5% increase in the equity capi-
tal of the banking system will do the trick. We are
talking about $600 billion.

Unfortunately, even if the government is will-
ing to spend this kind of money, there are three
problems.

First, to restore the necessary confidence, a
capital infusion needs to reduce financial insti-
tutions’ risk of default to trivial levels. This im-
plies transforming the existing, outstanding debt
(roughly $2 trillion if we just count the long-term
bonds) into safe debt. A large fraction of the eq-
uity injected will not go to generate new loans,
but to provide this insurance to the existing debt
holders. How much? We can estimate it by look-
ing at the credit default swaps, which provide us
with the cost of insuring the debt against default.
At yesterday’s prices, the cost of insuring the $2
trillion of outstanding long-term bonds would be
more than $300 billion. Consequently, half of the
capital the Government will invest in banks will
not go to increase new loans, but to bail out Wall
Street investors. )

Second, a capital infusion does not address the
root of the problem, which stems from the hous-
ing market. If homeowners continue to default and
walk away from their houses, the banking sector
will continue to bleed and additional equity infu-
sions will be needed. More importantly, the very
bailout plan, and the animosity it generates, will
induce more homeowners who are sitting on a
house with a negative equity value to walk away.
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