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tions 3 and 4 to be subclassified as B, the activity must constitute the

actual perpetration of the fraud. Preparatory activities, no matter how

extensive or material to the commission of the fraud, will not serve as a

basis for jurisdiction.

While these distinctions may appear harsh and unnecessarily re-
strictive to the foreign investor, they reflect a sensitivity to the differ-
ences between the conduct and effects tests as bases for jurisdiction.
When foreign investors are injured, the United States customarily suf-
fers no adverse effect. Federal jurisdiction, therefore, can only arise
from application of the conduct test. The nation where the defrauded
foreign investor resides, however, has probably sustained an adverse
effect because of the injury to its citizen and may assert effects-based
jurisdiction. Depending upon the facts, the nation may also assert ju-
risdiction under the conduct test. Because injury to foreign investors
involves an alternative (and probably more convenient) forum with
substantial nexus to the fraud, access to United States courts is less
important. The applicable standards for granting United States juris-
diction to foreign investors should, therefore, be more stringent than -
that for injured American investors. By establishing a higher standard,
the federal judiciary will avoid duplicating jurisdiction.

The preparation/perpetration dichotomy is somewhat contnved
and difficult to apply. It possesses the virtue, however, of limiting the
reach of American law and permitting other nations to exercise juris-
diction over transnational securities transactions. The value of using a
matrix analysis, in conjunction with the dichotomy, is that the appro-
priate legal standard for the sufficiency of conduct and effect is imme-
diately apparent. The higher standards for conduct and effect as
jurisdictional predicates for Transactions 3 and 4 implicitly acknowl-
edges that other nations may appropriately exercise jurisdiction over
those transactions. Because of that recognition, the test enunciated in
Vencap for balancing the relative importance of domestic to foreign
conduct and effect represents a subtle, but sophisticated, method of
weighing the interests of competing international forums. As the inter-
ests of other nations become predominant and the probability increases
that another country will exercise jurisdiction over the transaction, ap-
plication of the Second Circuit’s test makes it increasingly improbable
that the United States will exercise jurisdiction.
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E. IIT v. Cornfeld %3

In the most recent major Second Circuit case, Cornfeld, the court
granted jurisdiction even though the litigation involved “substantial
foreign elements.”® The opinion illuminates the Bersch holding and
introduces several new concepts to the jurisdictional analysis.

Cornfeld was yet another case involving the 10S group. The alleg-
edly injured party, as in Vencap, was IIT which was managed by a
Luxembourg company, IIT Management Company S.A., an IOS affili-
ate. The liquidators of IIT brought a shareholders’ derivative action
alleging that the purchase of securities in companies controlled by
an American, John King, constituted an attempt by I0S and IIT Man-
agement Company to defraud IIT and its predominantly foreign
shareholders.®’

The plaintiffs alleged that several American companies were prin-
cipals, aiders, or abettors of the fraud in their respective roles as bro-
kers, accountants, or underwriters.> Arthur Lipper and Arthur Lipper
Corp. (collectively, “Lipper”) were charged as principals, aiders, and
abettors for their role in facilitating the purchase of securities. The in-
ternational accounting firm of Arthur Andersen & Co. and several
American underwriters were charged as aiders and abettors for their
respective roles in preparing inadequate financial statements appearing
in the offering circulars and of selling the securities.*®

Fraud was charged in connection with three separate securities
transactions effected by various King companies. IIT purchased
subordinated convertible debentures (Debenture Purchase) issued by a
Netherlands Antilles corporation, King Resources Capital Corpora-
tion, N.V. (Netherlands Antilles Subsidiary), a wholly-owned subsidi-
ary of King Resources Company (King). King was an American
corporation whose shares were traded publicly in the United States.
The debentures were guaranteed by King and were convertible into
King’s common stock. The purchase was made in the Eurodollar

95. 619 F.2d 909 (2d Cir. 1980). See Recent Decisions, Transnational Reach of Federal
Securities Laws—Federal Courts Lack Jurisdiction Over Rule 10b-5 Claims Brought by
Foreigners where the Alleged Deception Occurs Abroad, 19 Va. J. INT'L L. 935 (1980).

96. 619 F.2d at 912.

97. As of the date of litigation, IIT had 218 shareholders residing in the United States of
whom an unknown number were citizens. Of a total of 144,496 fundholders in 154 coun-
tries, approximately 1/8 of 1% were American. /d. at 913.

98. John King and his companies were not named as parties defendant because protec-
tive stays were issued by the courts bandling their respective bankruptcy proceedings. /d. at
914. :

99. /d. at 915.
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aftermarket following a foreign offering conducted virtually simultane-
ously with a domestic offering of King debentures.'®

IIT’s second acquisition was a substantial purchase of King’s com-
mon stock (Stock Purchase). The Stock Purchase was handled by Lip-

per as the broker and the securities were bought in the United States
over-the-counter market.'®!

The last of the ill-fated transactions was the purchase of a convert-
ible note (Private Note Purchase) from The Colorado corporation, a
private company largely owned by John King. The purchase of the
Private Note was consummated in the United States.'*?

The appellate court identified the real parties in interest differently
than the trial court. The district court focused on the derivative nature
of the claim and concluded that where foreign management defrauded
a foreign investment trust whose fundholders were foreign, and Ameri-
cans merely aided and abetted such fraud, then the actual fraud and
deception were necessarily committed outside of the United States.'*?
Thus viewed, Cornfeld is a 4D transaction (foreign plaintiffs, defend-
ant, conduct, and effect) which does not give rise to jurisdiction.

The Second Circuit regarded the predominantly foreign
fundholders as the real parties in interest, and the American aiders and
abettors as the true defendants.'® This alteration converts the action
from foreign shareholders suing foreign management (Transaction 4)
to foreign shareholders suing American defendants (Transaction 3).
This emphasis results in a different base group classification with lower
standards for the jurisdictional sufficiency of domestic conduct. It also
results in a different analysis of what fraudulent conduct was involved,
where it occurred, its materiality, and its causal relationship to the
fraud.

Both the district and appellate courts agreed that the transactions
involved injury primarily to foreign parties (whether to predominantly
foreign shareholders or to the foreign corporation).'> Mere genera-
lized adverse effects resulting to the domestic securities market were

100. /d. at 914. 1IT also alleged that it purchased $50,000 of the subordinated deben-
tures in the United States. /d.

101. /d.

102. /4. at 918.

103. /4. at 914. The District Court concluded that *[slince virtually all the fundholders
were foreign nationals residing in foreign countries, the deception, if it could be proved,
must have occurred outside of the United States.” IIT v. Cornfeld, 462 F. Supp. 209, 224
(S.D.N.Y. 1978).

104. 619 F.2d at 918.

105. 462 F. Supp. at 223; 619 F.2d at 917.
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therefore insufficient to sustain jurisdiction under the effects test.!%
The Second Circuit, however, identified a new variable which may in-
fluence the existence of jurisdiction—the nationality of the issuer. Al-
though there is no legislative history to support this position, the court
posited that Congress would more willingly extend American law to
govern securities fraudulently sold by domestic, rather than foreign,
issuers.'?’? '

The court then analyzed the three transactions by reference to the
conduct test and concluded that jurisdiction existed over each of
them.'® Treating the case as if plaintiffs were shareholders defrauded
by American principals, aiders, and abettors (Transaction 3), the Stock
Purchase and Private Note Purchase easily sustained United States ju-
risdiction. The Debenture Purchase, however, yielded jurisdiction only
after thoughtful and creative analysis, which relies heavily on the juris-
dictional relevance of the issuer’s nationality.'®

The Stock Purchase and the Private Note Purchase are 3B transac-
tions. Foreign plaintiffs sue United States defendants, and although
there is no cognizable domestic effect, conduct critical to the fraud
(preparation of the prospectus and sale of the security) occurred in the

106. 619 F.2d at 917.
107. In the words of the Second Circuit: :

We think Congress would have been considerably more interested in assuring

against the fraudulent issuance of securities constituting obligations of American

rather than purely foreign business. Our statement in Vencap, supra, 519 F.2d at

1017: “We do not think Congress intended to allow the United States to be used as

a base for manufacturing fraudulent security devices for export, even when these

are peddled only to foreigners” applies with even greater force when, as here, the

securities are essentially American. Our very next sentence, id., “This country -

would surely look askance if one of our neighbors stood by silently and permitted
misrepresented securities to be poured into the United States” reads with particular
strength on a situation where the securities are essentially of the pourer’s own na-
tionals. . . . None of this amounts to saying that if fraud had been committed in

the United States in connection with the issuance of the debentures, American

courts would look away.
1d. at 920. .

Although it is by no means certain, one interpretation of this judicial thesis is that when
an American security is fraudulently sold, even though there is no direct effect on domestic
investors or markets, there is an indirect and undesirable impact upon the integrity of the
domestic system. While the impact, without more, is neither necessary nor sufficient to sus-
tain jurisdiction, a court may be influenced to accept jurisdiction over the fraudulent sale of
United States securities where the same matrix combination of plaintiff, defendant, conduct,
and effect would not result in jurisdiction when the security is foreign. Rather than modify-
ing the matrix base groups, this position establishes specific criteria for subgroup classifica-
tion involving the effects test.

108. /d. at 920-21.
109. /d.
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United States. If foreigners buy securities in the United States, they
may be protected by the federal securities laws, an issue left unresolved
in Bersch.''® Foreigners who purchase securities in the United States
do not, however, automatically gain access to the federal court system,
even when the security is issued by a domestic issuer. When both fac-
tors occur concurrently, however, they are strong predicates for
jurisdiction.!!!

A United States purchase of a security by a foreigner does not
necessarily confer jurisdiction. Transactions 3A, 3B, 4A, and 4B poten-
tially involve a United States sale. In 3A and 3B, where the defendant
is American, the sale alone should be sufficient to sustain jurisdiction
regardless of whether the sale is effected privately or on a securities
exchange. Personal jurisdiction can be obtained in the United States
over the defendant, and possibly nowhere else. No matter what con-
duct may have occurred elsewhere, the fact that the sale occurred do-
mestically should suffice for jurisdiction as to a United States
defendant.

Transactions 4A and 4B, however, in which a foreign plaintiff sues
a foreign defendant for a fraudulent securities sale effected in the
United States, may not support jurisdiction, a conclusion reached in .

‘Leasco and elsewhere.''> An adverse American effect is unlikely in

Transaction 4. A private sale between foreign parties cannot directly
affect the market or American investors, involves no domestic effect,
and cannot be classified as 4A. If the fraud involves securities traded
on a domestic exchange, the sale may adversely affect domestic markets
or investors, although this is highly unlikely. If so, a sale effected on
the stock exchange could be classified as 4A. As a practical matter,
however, Transaction 4A is unlikely to occur. ‘
Jurisdiction under Transaction 4 will normally exist only for
Transaction 4B and will result from the commission of acts of perpetra-
tion committed within the United States, when the United States is de-

110. The court stated that “[njone of our cases or any others intimate that foreigners
engaging in security purchases in the Unifed States are not entitled to the protection of the
anti-fraud provisions of the securities laws.” /4 at 918. The court specifically left this issue
undecided in Bersch, 519 F.2d at 993, .

111. The Second Circuit sensibly avoided establishing an overly facile “litmus test”
while recognizing the usual importance of these factors:

Hence we do not mean to suggest that either the American nationality of the issuer
or consummation of the transaction in the United States is either a necessary or a
sufficient factor, . . . but rather that the presence of both these factors points
strongly toward applying the anti-fraud provisions of our securities laws.
619 F.2d at 918,
112. For a discussion of Leasco see supra text accompanying notes 42-58,
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liberately chosen as the location of the sale by the perpetrator of the
fraud and when the location materially assists the commission of the
fraud. When two foreigners close a transaction in New York merely
for convenience and no other domestic conduct is involved, then the
relationship of the fraud and the foreign parties is insufficient to sustain
jurisdiction.!!? .

Analysis of the Debenture Purchase involves complex jurisdic-
tional issues. The debentures were sold in Europe to foreign investors.
Thus, in accordance with Bersch, no federal jurisdiction should arise
unless acts (or culpable failures to act) within the United States were
the direct cause of the losses.

. The fraudulent securities, although nominally foreign, were char-
acterized by the court as American. First, the foreign subsidiaries’ de-
bentures were offered simultaneously with a significant United States
offering of King debentures. The debenture offering was an “integral
part”!!* of the American stock financing, in contrast to Bersck in which
the simultaneous offerings were all foreign. Because the American and
foreign offerings were interrelated, they could be integrated. There-
fore, the Debenture Purchase was analyzed as involving American fi-
nancing. Second, although the debentures were direct obligations of
the subsidiary, their issuance depended entirely upon the financial via-
bility of the parent American corporation. The subsidiary had no oper-
ating assets and the debentures were saleable only because they were
convertible into King’s common stock and guaranteed by King.''s
Thus, purchasers made investment decisions based upon the American
guarantor rather than the foreign issuer. Under those circumstances,
the debentures are characterized as domestic obligations. These dis-
tinctions serve to differentiate the securities in Berscs from those in
Cornfeld.

The salient analysis, however, is whether United States conduct in
the Debenture Purchase was merely preparatory to the fraud or consti-
tuted an act of perpetration. That differentiation necessitates an exami-
nation of the quantity and materiality of United States conduct by itself
and then a comparison of such conduct to the corresponding foreign

113. In Leasco, the Second Circuit posited that a sale between foreigners effected in the
United States where the closing location was merely a matter of convenience rather than the
situs of negotiation would not give rise to subject matter jurisdiction. Judge Friendly’s anal-

* ysis was rejected by the Ninth Circuit in Grunenthal GmbH v. Hotz, 712 F.2d 421 (9th Cir.
1983). See supra note 26.
114. 619 F.2d at 919.
115. /d.
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conduct, if any."'® The lead underwriter of the Eurodollar offering was
American, the allegedly fraudulent prospectus was drafted entirely in
the United States, and all of the allegedly improper accounting work
was performed domestically. All fraudulent activity, with the excep-
tion of the actual sale, was effected domestically. The role of American
conduct in Cornfeld contrasts sharply to Bersch, in which American
conduct was prior to, and less material than, its counterpart European
conduct. '

Employing this conduct analysis, the Second Circuit found that
although the United States activities in Bersch resemble those in
Cornfeld, “the relativity is entirely different because of the lack here of
the foreign activity so dominant in Bersck. . . .”''7 Thus, even the
identical amount and nature of domestic conduct does not determine if
the subclassification is B or D. Because several nations have a legiti-
mate jurisdictional interest in the transaction, the importance of the
United States conduct must be assessed in relation to foreign

-conduct.''®

Although Bersch and Cornfeld involve many similar jurisdictional
variables (foreign plaintiff, domestic defendant, purchases abroad, and
effect abroad), the Second Circuit successfully distinguishes the cases.
Because the conduct of the fraud was both domestic and foreign, either
transaction could be identified as 3B or 3D. Whereas in Bersch the
domestic conduct was preparatory and the foreign conduct was the fi-
nal and critical conduct, the preparatory domestic conduct in Cornfeld
had no foreign counterpart and was consequently the sole and direct
cause of the loss. Through this relativistic conduct analysis, Bersch
emerges as a 3D transaction which will not sustain jurisdiction while
Cornfeld is a 3B transaction supporting jurisdiction.

III. CONCLUSION

The jurisdictional tests developed by the Second Circuit have been

116. As the court stated: “Determination whether American activities ‘directly’ caused
losses to foreigners depends not only on how much was done in the United States but also
on how much (here how little) was done abroad.” /4. at 920-21.

117. /4. at 920. _

118. While the court observes that the other countries where aspects of the fraud oc-
curred or had an effect might have an interest in the litigation, it concludes that since the
United States antifraud statutes are as strict or stricter than comparable provisions of the
laws of other nations, those countries would not be disturbed by application of American
law. /4. It is doubtful, however, that the court would have reached a different conclusion if
American law were less strict than competing foreign law, or that it would have suggested
that jurisdiction should rest exclusively with the country with the highest standards.
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criticized as nationalistic and insensitive to transnational policy consid-
erations.'”” This criticism is misplaced. Although the opinions may
not be explicitly responsive to the competing interests of other fo-
rums,'?° the decisions make sophisticated and subtle distinctions based
on the nationality of the litigants and the countries affected by the
fraud which implicitly accommodate the competing interests of poten-
tial forums. The Second Circuit tests represent a statesmanlike ap-
proach to the problem of extraterritorial application of the federal
securities laws. ’ '
The matrix proposed in this Article is a tool which clarifies the
variables involved in the jurisdictional analysis and the different legal
standards which are used when a court has identified which matrix
combination is involved. Recognition of the matrix and adoption of a
standard nomenclature for discussion and analysis will encourage more
uniform analysis and development of the principles for subject matter
jurisdiction of transnational securities transactions.

119." For an article highly critical of the Second Circuit’s failure to consider the compet-
ing interest and balancing test suggested by section 40 of the RESTATEMENT (SECOND) OF-
FOREIGN RELATIONS LAW QF THE UNITED STATES see Note, supra note 63, at 139-46.

120. Section 40 of the RESTATEMENT provides: .

Where two states have jurisdiction to prescribe and enforce rules of law and the
rules they may prescribe require inconsistent conduct upon the part of a person,
each state is required by international law to consider, in good faith, moderating
the exercise of its enforcement jurisdiction, in the light of such factors as

(a) vital national interests of each of the states,

(b) the extent and the nature of the hardship that inconsistent enforcement

actions would impose upon the person,

(¢) the extent to which the required conduct is to take place in the territory of

the other state,

(d) the nationality of the person, and

(¢) the extent to which enforcement by action of cither state can reasonably

be expected to achieve compliance with the rule prescribed by that state.

RESTATEMENT, supra note 9, § 40. ‘






