














2003-2004] EXTRATERRITORIAL JURISDICTION 1063

The traditional view of the presumption, applied by Justice Holmes in
American Banana Co. v. United Fruit Co.,’ is that U.S. law only applies
to conduct that occurs within the United States.”” This view reflects the
reasoning and purpose behind the doctrine as originally applied:

“[T)he general and almost universal rule is that the character of an act
as lawful or unlawful must be determined wholly by the law of the
country where the act is done” and this “would lead, in case of doubt, to
a construction of any statute as intended to be confined in its operation
and effect to the territorial limits over which the lawmaker has general and

legitimate power.”’8

The second view, applied by Judge Bork in Zoelsch v. Arthur Anderson &
Co.,” presumes U.S. law applies only to conduct that causes effects within
the United States.?° The third view, applied by Judge Mikva in Environ-
mental Defense Fund, Inc. v. Massey,® is that U.S. law applies to conduct
within or having an effect within the United States.®? Under each view, the
presumption does not apply when Congress expressly intends for the law
to apply extraterritorially.

The Supreme Court has never ruled on whether the presumption against
extraterritoriality applies to securities law.** The Court has applied the
presumption to Title VII of the Civil Rights Act of 1964,* the Foreign
Sovereign Immunities Act,®® the Federal Tort Claims Act*® and the

6 Am. Banana Co. v. United Fruit Co., 213 U.S. 347, 35657 (1909).

7 See Dodge, supra note 3, at 88.

" Id. at 85 (footnotes omitted) (quoting Am. Banana, 213 U.S. at 356-57).

" Zoelsch v. Arthur Anderson & Co., 824 F.2d 27, 32 (D.C. Cir. 1987)
(“Congress was concerned with extraterritorial transactions only if they were part
of a plan to harm American investors or markets.”).

% See Dodge, supra note 3, at 88.

8! Envtl. Def. Fund, Inc. v. Massey, 986 F.2d 528 (D.C. Cir. 1993).

82 See Dodge, supra note 3, at 88-89.

# DAVID P. CURRIE ET AL., CONFLICT OF LAWS 769 (6th ed. 2001).

% See Equal Employment Opportunity Comm’n v. Arabian Am. Oil Co., 499
U.S. 244, 248 (1991). Congress “reversed” the Supreme Court’s decision in
Arabian American Oil Co. with section 109 of The Civil Rights Act of 1991 by
making Title VII apply to U.S. companies operating outside of the United States.
Crumley v. Del. State College, 797 F. Supp. 341, 344 n.2 (D. Del. 1992).

8 See Argentine Republic v. Amerada Hess Shipping Corp., 488 U.S. 428,
440-41 (1989).

% See Smith v. United States, 507 U.S. 197, 203-04 (1993).
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Immigration and Nationality Act.®” The Court, however, neither applied nor
mentioned the presumption in Hartford Fire Insurance Co. v. California,®
concerning the extraterritorial reach of the Sherman Act.®’ The presump-
tion’s character as a canon of construction may explain some of the
inconsistency in its application. Judges may use the presumption after the
fact as a justification to support the decision they reach, rather than as a
tool to decide the jurisdictional issue. While its application remains
unclear, the presumption against extraterritoriality remains a valid doctrine
that lower courts may consider when deciding issues of subject matter
jurisdiction. The presumption’s purpose is to interpret Congressional intent
when none is explicit, and to reflect Congress’ position that legislation has
domestic matters in mind unless otherwise stated. For this reason, the
presumption against extraterritoriality should apply as a rebuttable, rather
than an absolute, presumption.

2. International Law

International law is a part of United States law to the extent it does not
conflict with clear Congressional intent,” and thus may serve to limit the
extraterritorial jurisdiction of the federal courts. “[Alny extraterritorial
exercise of jurisdiction potentially infringes on the sovereignty of another
state™' and such exercise must be constrained to avoid international
conflicts. In his treatise on international law, Professor Brownlie suggests
three guiding factors to limit international law conflicts when extraterrito-
rial jurisdiction is exercised:

(i) that there should be a substantial and bona fide connection
between the subject-matter and the source of the jurisdiction;

(ii) that the principle of non-intervention in the domestic or territorial
jurisdiction of other states should be observed;

(iii) that a principle based on elements of accommodation, mutuality,

and proportionality should be applied. . . .*?

87 See Sale v. Haitian Ctrs. Council, Inc., 509 U.S. 155, 173-74 (1993).

% Hartford Fire Ins. Co. v. California, 509 U.S. 764 (1993); see Dodge, supra
note 3, at 87.

% See Dodge, supra note 3, at 87.

% See The Paquete Habana, 175 U.S. 677, 700 (1990).

° Karen Halverson, Is a Foreign State a “‘Person’’? Does it Matter?: Personal
Jurisdiction, Due Process, and the Foreign Sovereign Immunities Act, 34 N.Y.U.
J.INT’LL. & PoOL. 115, 149 (2001).

% Id. (quoting IAN BROWNLIE, PRINCIPLES OF PUBLIC INTERNATIONAL LAW 313
(5th ed. 1998)).
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Following these conditions provides assurance that the exercise of
extraterritorial jurisdiction is “reasonable in light of other states’ legitimate
interests in the dispute.””

The Brownlie factors are offended by the common exercise of personal
jurisdiction by U.S. courts over (1) foreign defendants with a transitory
presence in the United States and (2) foreign defendants “doing business”
within the United States.’ These notions are not common to the interna-
tional community as bases for personal jurisdiction.”® The international
community generally follows the principle of general jurisdiction: “Plaintiff
follows the defendant to the latter’s forum, i.e., to the defendant’s
domicile . . ..”% One author cautions against “offending other nations by
perpetuating an already problematic image of American pomposity.”’ The
United States must carefully weigh the benefits of exercising personal
jurisdiction over foreign defendants by extraordinary jurisdictional means
against the offense to the international community. This brings the notion
of comity into consideration.

Comity is the courtesy of nations respecting each other’s laws.”® The
SEC stated the problem created by U.S. courts’ exercise of extraterritorial
jurisdiction in the securities context: “Principles of comity and the
reasonable expectations of participants in the global markets justify
reliance on laws applicable in jurisdictions outside the United States to
define requirements for transactions effected offshore . . . As investors
choose their markets, they choose the laws and regulations applicable in
such markets.”® Predictability is a crucial consideration when investors
price securities. When U.S. courts expand jurisdiction to apply U.S. law to
transactions logically governed by another nation’s law, it changes the

B Id.

% See generally Stephens, supra note 72, at 23 (stating that “transitory
presence” and “doing business” are oftentimes tenuous bases for personal
jurisdiction and contrary to the conflict limiting approach supported by the
Brownlie factors).

% See id. “[Jurisdiction based on ‘transitory’ presence has been widely
criticized around the world, and has been expressly rejected by the Brussels
Convention, the only international jurisdictional treaty, regulating jurisdiction in
Europe.” Id. at 22-23,

% Id. at 22.

%7 Testy, supra note 9, at 958.

% See Hilton v. Guyot, 159 U.S. 113, 16364 (1895).

% Offshore Offers and Sales, Exchange Act Release No. 6863, 1990 WL
311658 (Apr. 24, 1990).
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market participants’ assumptions, potentially leading to results not
bargained for by the investors.

For example, a U.S. company incorporates under Nation X law an
offshore subsidiary (“Sub”) to undertake a risky oil venture. Sub wants to
raise capital for the venture inexpensively by avoiding U.S. securities law,
which is more stringent than Nation X’s law. Investors, in turn, will pay less
for the securities than if they were issued under the U.S. securities law
because the investors lack protection. Sub later announces that the venture
is a failure due to volcanic activity near the oil field. Investors are unhappy
with the loss on their investments and they sue Sub in a U.S. court for fraud
under 10b-5 of the ‘34 Act, alleging the corporation misrepresented the
volcanic risk in marketing the securities. United States jurisdiction is
alleged on the basis of Sub’s parent company being a U.S. corporation. If
a court exercises jurisdiction in this case, it will be a windfall to the
investors who knew they did not have the protection of U.S. securities law
and, accordingly, received a discount in the price paid for their securities.
The exercise of jurisdiction will essentially remake the bargain between
Sub and the investors.

Under Professor Brownlie’s factors there is no justification for
intervention in this example. There is no substantial connection between
the securities offered by Sub and the parent U.S. corporation, no justifica-
tion to interfere with the jurisdiction of Nation X, and no factors weighing
against accommodation and mutuality.'® Comity also dictates that, since
no good reason to exercise extraterritorial jurisdiction exists, U.S. courts
should respect Nation Xs law and territory. U.S. courts will better effect
securities market participants’ expectations by considering international
law principles when deciding issues of jurisdiction.

Further support for this reasoned approach to extraterritorial jurisdic-
tion is found in the Restatement Third of Foreign Relations Law of the
United States, sections 402, 403, and 416.'”' Section 402 sets forth the
“Bases of Jurisdiction to Prescribe” recognizing the international law bases
of territoriality, nationality, and protective jurisdiction.'” The Restatement

'% See supra note 92 and accompanying text.

"' RESTATEMENT (THIRD) OF FOREIGN RELATIONS LAW OF THE UNITED STATES
§§ 402, 403, and 416 (1987).

192 14, § 402.

§ 402. Bases of Jurisdiction to Prescribe

Subject to § 403, a state has jurisdiction to prescribe law with respect to

(1) (a) conduct that, wholly or in substantial part, takes place within its

territory;
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drafters in section 403 incorporated a “reasonableness” qualification on the
exercise of jurisdiction under section 402, listing eight factors by which to
evaluate the reasonableness.'® This common rule of international law limits
the extraterritorial jurisdiction based on comity, not as a discretionary
principle but a mandatory one.'” The Restatement further addresses

Id.
1% Id. cmt. a.

(b) the status of persons, or interests in things, present within its
territory;

(c) conduct outside its territory that has or is intended to have
substantial effect within its territory;

(2) the activities, interests, status, or relations of its nationals outside as well
as within its territory; and
(3) certain conduct outside its territory by persons not its nationals that is
directed against the security of the state or against a limited class of other
state interests.

Id.
%7d. § 403.
§ 403. Limitations on Jurisdiction to Prescribe
(1) Even when one of the bases for jurisdiction under § 402 is present, a state
may not exercise jurisdiction to prescribe law with respect to a person or

activity having connections with another state when the exercise of such
jurisdiction is unreasonable.

(2) Whether exercise of jurisdiction over a person or activity is unreasonable
is determined by evaluating all relevant factors, including, where appropriate:

(a) the link of the activity to the territory of the regulating state, i.e., the
extent to which the activity takes place within the territory, or has
substantial, direct, and foreseeable effect upon or in the territory;

(b) the connections, such as nationality, residence, or economic activity,
between the regulating state and the person principally responsible for the
activity to be regulated, or between that state and those whom the
regulation is designed to protect;

(c) the character of the activity to be regulated, the importance of
regulation to the regulating state, the extent to which other states regulate
such activities, and the degree to which the desirability of such regulation
is generally accepted;

(d) the existence of justified expectations that might be protected or hurt
by the regulation;

(e) the importance of the regulation to the international political, legal, or
economic system;

(f) the extent to which the regulation is consistent with the traditions of
the international system;

(g) the extent to which another state may have an interest in regulating the
activity; and

(h) the likelihood of conflict with regulation by another state. . . .
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jurisdiction to regulate securities related activity in section 416.'” The
Second Circuit Court of Appeals has favorably cited the Restatement in
subject matter jurisdiction analysis of 10(b) and 10b-5 cases.'* The SEC,
however, characterized the Restatement position as a substantial departure

195 1d § 416.

§ 416. Jurisdiction to Regulate Activities Related to Securities

(1) The United States may generally exercise jurisdiction to prescribe with

respect to

(a) (i) any transaction in securities carried out in the United
States to which a national or resident of the United States is
a party, or
(ii)-any offer to enter into a securities transaction, made in
the Unites States by or to a national or resident of the
United States;
(b) any transaction in securities
(i) carried out, or intended to be carried out, on an
organized securities market in the United States, or
(ii) carried out, or intended to be carried out, predomi-
nately in the United States, although not on an orga-
nized securities market;
(c) conduct, regardless of where it occurs, significantly related
to the transaction described in Subsection (1)(b), if the conduct
has, or is intended to have, a substantial effect in the United
States;
(d) conduct occurring predominately in the United States that is
related to a transaction in securities, even if the transaction takes
place outside the United States; or
(e) investment advice or solicitation of proxies or of consents
with respect to securities, carried out predominately in the
United States.

(2) Whether the United States may exercise jurisdiction to prescribe with

respect to transactions or conduct other than those addressed in Subsection (1)

depends on whether such exercise of jurisdiction is reasonable in the light of

§ 403, in particular.

Id. Section 416 seems only to illustrate how sections 402 and 403 apply in the
securities context as opposed to altering the substantive requirement for jurisdiction
under the Restatement.

106 See AVC Nederland B.V. v. Atrium Investment P’ship, 740 F.2d 148,
154-55 (2d Cir. 1984) (weighing the reasonableness factors in § 403(2) and §
416(2) in the Restatement (Third) of Foreign Relations Law, Tentative Draft No.2)
and Europe and Overseas Commodity Traders, S.A. v. Banque Paribus London,
147 F. 3d 118, 129 (2d Cir. 1998) (finding exercise of jurisdiction unreasonable
within the meaning of Restatement of Foreign Relations §§ 416(2) and 403).
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from existing law, adding “dangerous vagueness and uncertainty to the
jurisdictional analysis . . . .”'”” The Restatement approach reflects the same
elements as the conduct and effects tests, but is enhanced by a reason-
ableness component that gives effect to international law principles.
Reasonableness is not a foreign concept to U.S. legislatures, adminis-
trative agencies, and courts and, thus, the Restatement of Foreign
Relations provides a useful tool for U.S. courts in extraterritorial
jurisdiction analysis.'®

3. Conflict of Laws

U.S. courts generally will not apply foreign law in securities cases.'®”
The court will simply dismiss the case for lack of subject matter jurisdic-
tion where U.S. securities law is inapplicable.''® The explanation for this
is that securities law is viewed as public law “address[ing] interests beyond
those of the litigants,” and therefore, “courts feel compelled to apply their
own public law, rather than the public law of a foreign nation.”''! However,
for the same reasons that courts may apply foreign law in other areas such
as torts or contracts, courts deciding the application of U.S. securities law
may be informed by conflict of laws principles.

Under conflicts analysis, courts may apply other jurisdictions’ laws to
protect reasonable expectations, to maintain uniformity, predictability, and
certainty, to avoid forum shopping, and to recognize comity.'? The Tenth
Circuit acknowledged these principles in one securities case by stating that
“[w]e cannot have trade and commerce in world markets and international
waters exclusively on our own terms, governed by our laws and resolved
in our courts.”''* Where the exercise of extraterritorial jurisdiction works
against these principles, dismissal may be more appropriate than expanding

17 Daniel L. Goelzer et al., The Draft Revised Restatement: A Critique From
a Securities Regulation Perspective, 19 INT'L LAW. 431, 431-32 (1985).

198 See RESTATEMENT (THIRD) OF FOREIGN RELATIONS LAW OF THE UNITED
STATES § 403 cmt. a (1987).

1% See Roby v. Corp. of Lloyd’s, 996 F.2d 1353 (2d Cir. 1993). See also COx
ET AL., supra note 16, at 1258.

'"® See COX ET AL., supra note 16, at 1258.

""! Id. This is generally consistent with the public policy exception to choice of
laws.

"2 See CURRIE ET AL., supra note 83, at 769.

'3 Riley v. Kingsley Underwriting Agencies, Ltd., 969 F.2d 953,957 (10th Cir.
1992).



1070 KENTUCKY LAW JOURNAL [VoL. 92

jurisdiction. One way courts are recognizing conflict of laws theory is by
enforcing forum selection clauses in international securities agreements.'**

The Supreme Court set forth the test for determining the enforceability
of forum selection clauses in international agreements in M/S Bremen v.
Zapata Off-Shore Co."” Forum selection clauses are “prima facie valid and
should be enforced unless enforcement is shown by the resisting party to
be ‘unreasonable’ under the circumstances.”''® The Court enforced an
arbitration agreement in a securities case arising out of an international
contract in Scherk v. Alberto-Culver Co.,'"? citing predictability as a
justification:

[Ulncertainty will almost inevitably exist with respect to any contract
touching two or more countries, each with its own substantive laws and
conflict-of-laws rules. A contractual provision specifying in advance the
forum in which disputes shall be litigated and the law applied is,
therefore, an almost indispensable precondition to achievement of the
orderliness and predictability essential to any international business
transaction.''®

The counter argument, stated in dicta by the Supreme Court in
Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc.,'"” is thata forum
selection clause operating as a prospective waiver of statutory rights is
against public policy.'” The focus when deciding whether to enforce forum
selection clauses should be reliability for market participants. In truly
international securities transactions,'?! allowing parties to negotiate the law

''* See Anthony Ragozino, Domesticating the United States’ Securities Laws.
The Ninth Circuit Joins the Majority in Enforcing Forum Selection and Choice of
Law Clauses Displacing U.S. Law in Richards v. Lloyd’s of London, 10 PACE
INT’LL. REV. 31 (1998).

15 M/S Bremen v. Zapata Off-Shore Co., 407 U.S. 1 (1972).

16 Id. at 10.

"7 Scherk v. Alberto-Culver Co., 417 U.S. 506 (1974).

""" Id at 516.

"% Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc., 473 U.S. 614
(1985).

120 1d. at 637 n.19 (citing Redel’s Inc. v. Gen. Elec. Co., 498 F.2d 95, 98-99
(5th Cir. 1974); Gaines v. Carrollton Tobacco Bd. of Trade, Inc., 386 F.2d 757,
759 (6th Cir. 1967); Fox Midwest Theatres v. Means, 221 F.2d 173, 180 (8th Cir.
1955)).

' This description envisions a transaction involving U.S. investors and foreign
securities. The integrity of the U.S. securities markets and traditional jurisdictional
principles may be compromised if companies selling securities on the U.S. public
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that will apply to their bargain and to price their investment accordingly,
creates reliable outcomes for the parties. Recognition of conflict of laws
principles through enforcement of forum selection clauses may be a step
toward U.S. courts abandoning the public policy exception to choice of
laws in some securities cases, and thereby honoring the parties’ intentions.

Turning from the theoretical framework for conflict of laws, interna-
tional law, and the presumption against extraterritoriality, it is beneficial to
consider how they may operate to reduce complexity in securities cases by
limiting the extraterritorial jurisdiction of U.S. courts.

II. EXPANSION OF EXTRATERRITORIAL JURISDICTION
IN THE LOWER COURTS

The federal courts struggle with the complex issue of extraterritorial
jurisdictionin 10(b) and 10b-5 securities litigation, resulting in inconsistent
tests for subject matter jurisdiction.'” The following cases illustrate the
complexity of the jurisdictional issue, the lack of predictability resulting
therefrom, and how applying the trans-substantive principles of conflict of
laws, international law, and the presumption against extraterritoriality can
reduce complexity and promote equity for parties to securities litigation.

A. Itoba Ltd. v. Lep Group PLC'®

Itoba, a Channel Islands company, brought suit in the United States
District Court for the District of Connecticut against Lep Group PLC
(“Lep”), a London-based holding company registered and traded predomi-
nately on the London Exchange.'?* The suit alleged, among other things,
fraud in connection with the purchase or sale of securities under the 10(b)
and 10b-5 antifraud provisions of the ‘34 Act.'” Itoba was a wholly owned
subsidiary of ADT Ltd. (“ADT”), a transnational holding company based
in Bermuda but traded on the New York Stock Exchange.'?® ADT held

markets are governed by the foreign law of their choosing. Unsophisticated
investors may have practically no remedies for fraudulent conduct by the
companies they invest in, resulting in fulfillment of the Supreme Court’s prediction
in Mitsubishi Motors. See supra notes 119-120 and accompanying text.

122 See supra notes 60—73 and accompanying text for a discussion of the various
tests for subject matter jurisdiction in securities cases.

'3 Jtoba Ltd. v. Lep Group PLC, 54 F.3d 118 (2d Cir. 1995).

12 1d. at 120.

' 1d. at 121.

%6 Id. at 120.
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shares of Lep and Lep owned National Guardian, a company ADT was
interested in acquiring.'”’ To achieve this acquisition, ADT considered
increasing its ownership of Lep. Another player, Canadian Pacific, was at
the same time considering an investment in Lep and agreed with ADT to
explore a joint purchase of Lep.'?®

Both ADT and Canadian Pacific conducted independent analyses of
Lep. Canadian Pacific’s report was based on Lep’s U.K. annual reports,
shareholder list, and broker reports, as well as the Form 20-F that Lep filed
with the SEC in connection with American Depository Receipts (“ADRs”)
traded on the NASDAQ.'” After assessing Lep, Canadian Pacific opted not
to participate in the joint purchase. ADT continued its assessment,
however, relying on the report generated by Canadian Pacific’s investiga-
tion and the Form 20-F filed with the SEC. ADT decided to acquire Lep
and, through ADT’s subsidiary Itoba, began purchasing significant numbers
of Lep shares on the London Exchange. After Itoba invested approximately
$114 million in Lep stock, purchasing over thirty-seven million shares, Lep
disclosed a series of business reversals. Lep’s stock price consequently
dropped ninety-seven percent and Itoba’s holdings lost $111 million. Itoba
alleged Lep did not disclose its high-risk investments and speculative
business ventures in the Form 20-F filed with the SEC and that, if Lep had
done so, Itoba would not have invested.'°

The district court dismissed the case for lack of subject matter
jurisdiction, finding neither the conduct nor the effects test was satisfied.'"'
The Second Circuit reversed the lower court using a combined conduct and
effects test.'*? The court specifically found that Lep’s filing of the Form 20-
F containing allegedly false and misleading statements (nondisclosures)
was (1) conduct within the United States, and (2) conduct that was not
merely preparatory because it had a negative effect on “thousands of ADT
shareholders in the United States . . . .”'** This case is a good example of

127 Id

12 Id. at 120-21.

13 1d. at 121. Lep deposited approximately ten percent of its 136 million shares
in an American depository which issued one ADR for every five shares of Lep. The
ADRs trade on the NASDAQ (“National Association of Securities Dealers
Automated Quotation™) and so Lep was subject to certain reporting and disclosure
requirements of U.S. securities law. Id. at 120. NASDAQ is an over-the-counter
market or residual securities market. Transactions that do not take place on an
exchange such as the NYSE or AMEX are over-the-counter transactions.

130 1d. at 121.

131 Id

132 Id. at 124.

3.
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a complex transnational transaction with conduct and effects arguably in
the United States and abroad, leaving a court to decide whether it should
apply U.S. law extraterritorially.

First, it is important to consider why the court chose to exercise
jurisdiction. The Second Circuit characterized the /toba transaction as
“fraud occurring on an American exchange and persisting abroad that has
impacted detrimentally upon thousands of shareholders in the defrauded
company. . . .”'** Strictly applying the conduct test to this scenario, the
filing of the Form 20-F is the only conduct occurring in the United States,
and it was not filed in connection with the securities involved in this
transaction.'* This filing appears to fit within the definition of “preparatory
conduct” leading up to the fraudulent transaction, which is not enough to
meet the conduct test set out in Leasco Data Processing Equipment Corp.
v. Maxwell.'* In Bersch v. Drexel Firestone, Inc.,"’’ however, Judge
Friendly stated, “While merely preparatory activities in the United States
are not enough to trigger application of the securities laws for foreigners
located abroad, they are sufficient when the injury is to Americans so
resident . . . .3 It thus becomes important that the Jtoba court did not view
the injury as only to Itoba, a Channel Islands company, but also found
derivative injury to the U.S. shareholders of ADT.'* Re-applying the
conduct test in light of this derivative injury, did Lep’s filing of the Form
20-F in the United States directly cause ADT’s U.S. shareholders financial
losses? The obvious answer is no, since the filing of the Form 20-F was
unrelated to the securities at issue in this transaction.

From Itoba it appears that the conduct and effects tests are flexible
tools for courts seeking to apply the U.S. antifraud provisions
extraterritorially. As previously noted, it is doctrinally problematic that the
court used harm to non-parties to justify jurisdiction over ltoba. This type
of jurisdictional overreaching increases the complexity of securities
litigation. Now consider how the presumption against extraterritoriality,
international law, and conflict of laws might change this decision.

The traditional view of the presumption against extraterritoriality, that
U.S. law only applies to conduct occurring within the United States, would

134 Id

35 Id. at 122.

136 See supra notes 63—67 and accompanying text for a discussion of the
conduct test.

137 Bersch v. Drexel Firestone, Inc., 519 F.2d 974 (2d Cir. 1975).

¥ Id. at 992.

1% Jtoba, 54 F.3d at 124.
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weigh against a finding of subject matter jurisdiction.'*® The transactions
in Itoba, the stock purchase and filing of the majority of the documents
relied upon by ADT, occurred predominantly in the United Kingdom.
Under Judge Bork’s view, which presumes U.S. law applies only to
conduct that causes effects within the United States,'*' the presumption still
weighs against finding jurisdiction in Itfoba.'*? In Itoba, the direct effect
was on Itoba rather than a U.S. company, and the effects on the U.S.
shareholders of ADT were too remote to overcome the presumption against
extraterritoriality. Consistent with the analysis above, Judge Mikva’s theory
that U.S. law applies to conduct within or having an effect within the
United States'** supports application of the presumption against extraterri-
toriality in Jtoba.'**

International law principles dictate looking at the infringement on
another sovereign that may occur upon exercising jurisdiction.'® Looking
at Professor Brownlie’s factors,'* there is first an absence of substantiality
between the subject matter and the source of the jurisdiction. The source
of the jurisdiction in Ifoba is the filing of the Form 20-F with the SEC.'"
The subject matter is the fraud in connection with the purchase of securities
on the London Exchange.'*® The allegation that these transactions were
made in substantial reliance on the Form 20-F information is arguably not
a bona fide connection, but merely an insubstantial link in an attempt to
procure jurisdiction.

Second, a conglomeration of the conduct and effects tests does not
support application of the principle of nonintervention. The Itoba test, to
the contrary, casts a broad jurisdictional net under which courts can freely
exercise extraterritorial jurisdiction based on tenuous conduct with far-
removed effects. ltoba is an example of a U.S. court using its jurisdiction
to “seek out and destroy fraud (American style) worldwide™'*? instead of
allowing a jurisdiction with a closer nexus to handle the litigation.

140 See supra notes 74—89 and accompanying text for a discussion of the views
of the presumption against extraterritoriality.

¥l Itoba, 54 F.3d at 120-21.

2 I1d. at 124.

'3 See Dodge, supra note 3, at 88-89.

1% Jtoba, 54 F.3d at 124.

' See supra notes 90-108 and accompanying text for a discussion of
international law principles.

146 See supra note 92 and accompanying text.

"7 Itoba, 54 F.3d at 122.

8 Id. at 120.

' Testy, supra note 9, at 927.
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Finally, Professor Brownlie’s third factor, a reflection of the principle
of comity, does not support the finding of subject matter jurisdiction in
Itoba. The Itoba transaction consisted of foreign companies involved in
purchasing securities of a U.K.-registered company on a London
Exchange.'*° Given these facts, Lep would certainly expect to be governed
by the United Kingdom’s law. Investors’ expectations should be no
different. Recall the SEC statement, “As investors choose their markets,
they choose the laws and regulations applicable in such markets.”'*' Lep
faced financially devastating effects if convicted of fraud in the United
States and would be forced to remedy Itoba’s losses and, perhaps, the losses
of individual ADT investors. Consider the effect on other foreign Lep
investors who based their investment decisions on Lep’s compliance with
U.K. securities laws. Assuming there are similar allegations of U.K.
securities violations based on the business reversals, notions of efficiency
and conservation of judicial resources weigh in favor of forcing Itoba to
sue in the United Kingdom. This would permit all issues to be resolved in
that forum, thus reducing the complexity of the case in U.S. court. Based
on the degree of conduct and effects in the United States, it is unreasonable
to apply U.S. antifraud securities law to this transaction.

The district court’s analysis of /toba on remand provides further
support for denying jurisdiction in U.S. court.'” The court, in its decision
denying a motion to dismiss for forum non conveniens, stated, “Other
courts have found that England is an adequate forum for cases brought
under the United States securities laws.”'** As a result, Itoba could maintain
its claims in the United Kingdom.'**

One important aspect of conflicts and international law principles, and
the presumption against extraterritoriality is the trans-substantive effect of
treating similarly situated cases alike. These concepts will limit jurisdiction
only in the fringe cases where the exercise of jurisdiction is overreaching.
SEC v. Berger'®® provides an example where the principles support a
finding of extraterritorial jurisdiction.

1% [toba, 54 F.3d at 120.

31 Offshore Offers and Sales, Exchange Act Release No. 6863, 1990 WL
311658 (Apr. 24, 1990).

12 Ttoba Ltd. v. Lep Group PLC, 930 F. Supp. 36, 43-45 (D. Conn. 1996).

'3 Id. at 44. The district court, however, held that the private and public interest
factors of the forum non conveniens analysis did not support dismissal in favor of
the United Kingdom. /d.

154 Id

15 SEC v. Berger, 322 F.3d 187 (2d Cir. 2003).
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B. SECv. Berger

In this case, the SEC brought suit against Michael W. Berger in the
Urited States District Court for the Southern District of New York, alleging
securities violations, including violations of 10(b) and 10b-5 of the ‘34
Act."*® Berger was the sole officer and shareholder of MCM, a Delaware
corporation based in New York, and MCM was the investment advisor to
Manbhattan Investment Fund, Ltd. (“the fund™), an offshore investment
company organized under the laws of the British Virgin Islands.'®” The
fund’s transactions were brokered in the United States and its assets were
invested in securities traded on U.S. exchanges.'*® The fund itself, however,
was neither traded on an exchange, nor was it subject to U.S. registration
or reporting requirements. Additionally, the fund’s investors were almost
exclusively overseas.'®

The SEC alleged, and Berger admitted, that in the management of the
fund he lost over $300 million between 1996 and 2000, but failed to report
this to investors. Instead he created false accounting statements to cover up
the losses. Berger sent the fraudulent statements from New York to
Bermuda where they were incorporated into disclosures and sent to
investors abroad.'® In short, Berger was perpetrating a fraud on foreign
investors from the United States.

While Berger admitted the conduct, he disputed the finding of subject
matter jurisdiction by the district court.'®' The lower court based its
exercise of jurisdiction on the same conduct test applied in Itoba, finding
(1) Berger’s activities in the United States were more than “merely
preparatory” to a securities fraud conducted elsewhere, and (2) the
activities within the United States “directly caused” the claimed losses.'®
The Second Circuit upheld the lower court’s exercise of jurisdiction,
noting, “ ‘Congress did not mean the United States to be used as a base
for fraudulent securities schemes even when the victims are

1% Id. at 189.

17 Id. at 188.

158 Id

' Id. at 188-89.
10 Id. at 189.

6! Id. at 190.

162 Id. at 190-91.
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foreigners . . . .”'®* The presumption against extraterritoriality, interna-
tional law, and conflict of laws supports this application.

Nations commonly recognize the exercise of jurisdiction over conduct
within their territorial boundaries. The strict traditional view of the
presumption against extraterritoriality'®* supports a finding of subject
matter jurisdiction. Berger’s conduct of falsifying the reports occurred in
the United States and was perpetrated through MCM, a U.S. corporation.'s’
However, under Judge Bork’s view which presumes U.S. law applies only
to conduct that causes effects within the United States,'® the presumption
against extraterritoriality would support preclusion of jurisdiction because
there were no effects on U.S. markets or investors.'¢’ Finally, the presump-
tion is defeated by Berger’s conduct within the United States under Judge
Mikva’s theory that U.S. law applies to conduct within, or having an effect
within, the United States."®® Thus, there is no strong argument for applying
the presumption in Berger.

International law principles reflected by Professor Brownlie’s factors,
as well as conflict of laws principles, support jurisdiction. First, there is
substantiality between the subject matter and the source of the jurisdiction.
The source of the jurisdiction is the conduct by Berger creating the
fraudulent statements through his U.S. company, MCM. This same conduct
was the subject matter of the litigation.'® Second, the SEC action and
subsequent exercise of jurisdiction do not violate the principle of non-
intervention. The fraudulent conduct was within the territorial boundaries
of the United States and involved no foreign markets.'” Similarly, comity
does not support a lack of subject matter jurisdiction. Although the fund

'63 1d. at 195 (quoting Bersch v. Drexel Firestone, Inc., 514 F.2d 974, 987 (2d
Cir. 1975)). ¢f Mann & Barry, supra note 1, at 863 (“The Second Circuit’s
conclusion [in Furope and Overseas Commodity Traders, S.A. (EOC) v. Banque
Paribas London, 147 F.3d 118 (2d Cir. 1998)] makes clear that, although the
United States will not permit itself to serve as a base for fraud, neither will it serve
as a jurisdictional haven for all securities transactions.”).

' Am. Banana Co. v. United Fruit Co., 213 U.S. 347, 356-57 (1909).

15 Berger, 322 F.3d at 188—89.

166 See Dodge, supra note 3, at 88.

'7 Conspicuously, in Berger the court stated, “We have no doubt that the
effects of Berger’s actions were felt substantially in the United States.” Berger, 322
F.3d at 195. The court did not justify this statement or reach the issue because it
found the conduct test was satisfied.

'8 See Dodge, supra note 3, at 88-89.

' Berger, 322 F.3d at 188-90.

1 Id. at 188-89.
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was set up offshore, likely to avoid U.S. tax law, the offshore fund
consisted of investments in U.S. markets and was run by a U.S. company.'”'
It is hard to conceptualize an intrusion on another nation’s jurisdiction by
the extraterritorial jurisdiction exercised in Berger. Finally, given these
facts, investors may reasonably expect these transactions to be govemed by
U.S. securities laws.'”

Berger represents an appropriate exercise of extraterritorial Jurlsdxctlon
supported by the principles of conflicts and international law, as well as the
presumption against extraterritoriality. Another case, Tri-Star Farms, Ltd.
v. Marconi, PLC'™ illustrates how the variations in current jurisdictional
tests create different results for similarly situated cases. This result
conflicts with the U.S. system’s goal of procedural trans-substantivity'™
and renders the conduct and effects tests unpredictable models.

C. Tri-Star Farms, Ltd. v. Marconi, PLC

Tri-Star was a class action suit brought in the United States District
Court for the Western District of Pennsylvania by purchasers of Marconi
stock and ADRs, alleging violation of 10(b) and 10b-5 of the ‘34 Act by
Marconi executives.'” Marconi was a foreign PLC incorporated and doing
business in the United Kingdom, with ordinary shares'’® traded on the
London Exchange and ADRs traded on the NASDAQ.'”” U.S. residents
held only 0.15% of the outstanding ordinary shares, but held almost all of
the ADRs. There were two named plaintiffs: Tri-Star, a foreign corporation,
purchased Marconi ordinary shares, and City of Miami Fire Fighters’ and
Police Officers’ Retirement Trust Fund purchased ADRs.'”

Marconi provided telecommunications technologies, service, and
equipment for the Internet. The class alleged that while the telecommunica-
tions equipment market was collapsing, evidenced by profit warnings and
reduced earnings estimates from Marconi’s competitors, Marconi
announced assurances to investors that its revenues would rise due to a
business structure insulating Marconi from the effects of the market

17t Id

1”2 See id.; see also supra note 92 and accompanying text.

13 Tri-Star Farms, Ltd. v. Marconi, PLC, 225 F. Supp. 2d 567 (W.D. Pa. 2002).
174 See supra note 59 and accompanying text.

15 Tri-Star, 225 F. Supp. 2d at 569-70.

176 Ordinary shares are the U.K. equivalent to U.S. common stock.

" Tri-Star, 225 F. Supp. 2d at 570.

178 Id
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collapse. The class further alleged that Marconi’s announcements were
fraudulent and made without a reasonable basis. Within two months of
these announcements, Marconi suspended trading of its shares on the
London Exchange and issued a profit warning, forecasting a fifteen percent
drop in sales from the previous year and a fifty percent drop in operating
profit. When trading of Marconi’s shares resumed, the price of the ordinary
shares suffered a fifty percent decline.'™

+ The class specifically pointed to two Form 6-Ks filed with the SEC
and to articles published in a London Newspaper. The Form 6-Ks
incorporated the press releases made in London. The class alleged that
Marconi’s fraudulent conduct caused class members to purchase shares at
an inflated price. Marconi moved to dismiss the claims of Tri-Star and
those foreign class members who purchased shares on the London
Exchange for lack of subject matter jurisdiction. Marconi did not,
however, challenge jurisdiction over any purchases of ADRs on the
NASDAQ by foreign or American class members.'®® The court found that
jurisdiction did not extend to “Tri-Star or any other non-resident foreign
purchasers of Marconi[’s] ordinary shares” based on their inability to meet
the conduct or effect tests.'®!

First, the court found the effects test was not satisfied because the
investors were not American, the purchases were not made on U.S.
exchanges, and the investors did not suffer effects within the United
States.'® The court’s observations about effects jurisdiction are interesting
for another reason. The court correctly noted that it would have jurisdiction
over the claim of a U.S. purchaser of the ordinary shares under the effects
test: foreign conduct affecting a U.S. investor.'®* The court further warned,
“foreign purchasers of Marconi ordinary shares, however, cannot bootstrap
their losses to these independent American losses to justify jurisdiction
under effects theory.”'® Recall that the Second Circuit in Jtoba combined
effects test elements with the conduct test allowing Itoba, a foreign

' Id. at 570-71.

180 Id.

" Id. at 572.

82 Courts should not find the effects test satisfied by a foreign investor acting
in a foreign market but merely feeling the effects of fraud while physically within
the United States. The distinction of physically being in the United States has no
effect on the purely foreign nature of the transaction and should not be read as a
basis for extraterritorial jurisdiction.

'3 Tri-Star, 225 F. Supp. 2d at 573.

184 Id
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purchaser, to substitute the effects on the American shareholders of Itoba’s
parent company ADT, to justify jurisdiction.'®> Although one could argue
that Itoba and the American shareholders of ADT were not independent,
Itoba arguably allows the same type of “bootstrapping” warned against by
the Tri-Star court. This illustrates how the seemingly straightforward
effects test can be applied inconsistently and lead to unpredictable results.

Next, the court turned to Marconi’s conduct within the United States
in search of a basis for jurisdiction. The court favorably discussed the
Second Circuit’s conduct test from Bersch,'® requiring substantial conduct
that is not merely preparatory and a direct causal link between the U.S.-
based conduct and the injury. The court also discussed the Third Circuit’s
more lenient standard, which requires only “some activity designed to
further a fraudulent scheme” rather than a direct causal link.'®” The court,
however, found it unnecessary to make this distinction because the U.S.-
based conduct, was “not substantial enough to confer jurisdiction under any
reasonable interpretation .. ..”"*® This is the correct result and should have
been the result in Jtoba.

Itoba and Tri-Star are based on essentially identical facts. The conduct
alleged in /toba was an SEC filing in connection with ADRs traded in the
United States, but the purchases resulting in the harm were of a different
underlying security—ordinary shares traded on the London Exchange.'®
These are essentially the facts of Tri-Star. The primary difference is the
jurisdictional conclusion reached by the courts under the conduct test. The
Itoba court specifically found that Lep’s filing of the Form 20-F containing
allegedly false and misleading statements (nondisclosures) was substantial
conduct within the United States, although the bulk of the conduct took
place in the United Kingdom.'*°

Itoba and Tri-Star illustrate the problem with the conduct and effects
tests. There are no clear limits to their applications. When one court adopts
the test of another court and applies it to essentially the same set of facts,
but reaches an opposite conclusion, the test is ineffective. The conduct or
effects tests should be limited by the presumption against extraterritoriality
and the principles of international law and conflict of laws to ensure that

%5 See Itoba Ltd. v. Lep Group PLC, 54 F.3d 118, 124 (2d Cir. 1995); see also
supra notes 132—139 and accompanying text.

% See supra note 64 and accompanying text.

"7 Tri-Star, 225 F. Supp. 2d at 573-75.

%8 Id. at 576.

% Itoba, 54 F.3d at 122; see also supra note 135 and accompanying text.

% Jtoba, 54 F.3d at 124; see supra note 133 and accompanying text.
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similar securities cases are treated alike and to reduce imprudent expansion
of extraterritorial jurisdiction.

IV. CONCLUSION

Inconsistent application of jurisdictional tests increases the complexity
of securities litigation and results in unpredictable outcomes for market
participants. Predictability of the standards by which a securities transac-
tion will be judged is essential to allow market participants to make
informed decisions and accurately price their investments based on the
risks involved. Under current extraterritorial jurisdiction jurisprudence,
there is marked uncertainty. The conduct and effects tests are applied
inconsistently by the federal courts, leaving market participants unable to
predict the type and level of conduct and effects required to confer subject
matter jurisdiction on U.S. courts and have U.S. law applied to their
transactions.

It is also important that the established standard limit extraterritorial
application of U.S. securities law to those transactions intended by
Congress. The U.S. antifraud provisions were intended to protect U.S.
investors and U.S. markets. While Congress certainly did not intend the
United States to become a haven for foreign persons perpetrating securities
fraud abroad, any expansion of jurisdiction to transactions not involving
U.S. investors or U.S. markets should be subject to heightened scrutiny. By
considering the trans-substantive presumption against extraterritoriality and
principles of international law and conflict of laws when deciding
extraterritorial application of the U.S. antifraud provisions, courts can limit
unreasonable expansions of extraterritorial jurisdiction.






