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Cross-Border Shareholder Class Actions Before and After Morrison

by

Elaine Buckberg and Max Gulker”

Abstract

We conduct an empirical inquiry into the effect thie Supreme Court's 2010 Morrison
decision, which limited the reach of US securiless to trades occurring on US markets, on
the competitiveness of US markets as a venue $tindis by foreign issuers and trading in
cross-listed stocks. In the wake of the Morrisenision, the Dodd-Frank Act requires that the
SEC inform Congress about the merits of creatingew extraterritorial right of action. We
provide input into the debate by using data on 8B8reholder class actions filed against
foreign-domiciled companies and discussing thecesfef such a right on the competitiveness
of U.S. capital markets. We conclude that, follogviMorrison, foreign companies’ expected
litigation costs should fall, because investors \whochased their shares on overseas exchanges
will be excluded from classes. By reducing expediteghtion costs, Morrison eases a deterrent
to US listing by foreign issuers and thereby makieesUS a more competitive venue for cross-
listings, as well as for the volume in cross-liss¢oicks.
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l. I ntroduction

Congress will soon consider whether to legislatexraterritorial private right of action under
Section 10(b) of the Securities Exchange Act of4l@&xchange Act”) that US courts had
recognized for decades. In June 2010, the Sup@oud ruled inMorrison v. National

Australia Bankhat only trades on US markets are covered uneéeExichange Act. For
decades, US courts had heard securities cases 8ad@on 10(b) against foreign issuers,
beginning withSchoenbaum v. Firstbrook 1968> Courts had defined tests to determine
which purchases would be covered based on whdtbenvestors were American, whether
they bought their shares on US markets, and whatiemwhich fraudulent acts had occurred in
the US. The Supreme Court nullified these testgronnds that no US law applies outside the
US borders unless the law gives a clear indicatianit is intended to apply extraterritorialfy.

In the Dodd-Frank Wall Street Reform and Consummetdetion Act (“Dodd-Frank”),

Congress took two actions partially reversing thpact of theMorrison decision via

legislation. Congress immediately restored thétglof the government and the Securities and
Exchange Commission (“SEC”) to bring cases undeti@e 10(b) involving transnational
securities fraud. In addition, Congress directelSEC to study the merits of creating a new

extraterritorial private right of action.

1 Morrison v. National Australia Bank Ltd130 S. Ct. 2869, 2884 (2010).

Buxbaum, Hannah, “Multinational Class Actions @né&ederal Securities Law: Managing Jurisdictional
Conflict,” Columbia Journal of Transnational Lawolume 46, Issue 1, June 2007, p. 21.

¥ Morrison v. National Australia Bank Ltd1,30 S. Ct. 2878 (2010).
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This paper provides input into the debate on thetmef creating a new private right of action
by reviewing the 329 shareholder class actiond filgainst foreign-domiciled companies and
discussing the effects of such a right on the cditipeness of US capital markets. We focus
on Rule 10b-5 shareholder class actions againsigioissuers, which we define to involve
suits against a foreign issuer whose stock traddg®markets, on behalf of a plaintiff class
that includes both investors who purchased theursiees on US markets and investors who
purchased their securities overséasVe conclude that, followinlylorrison, foreign

companies’ expected litigation costs should fadlcduse investors who purchased their shares
on overseas exchanges will be excluded from cladsegg down damages and settlements.
By reducing expected litigation coskprrison eases a deterrent to US listing by foreign
issuers and thereby makes the US a more competiivee for cross-listings, as well as for the

volume in cross-listed stocks.

1.  FilingsAgainst Non-US Companiesin US Courts

US courts have been an attractive venue for pfeano file shareholder class actions, even

against companies domiciled in foreign countridathough other countries have recently

*  Since PSLRA, all Rule 10b-5 securities classoastibrought against foreign issuers involved stoleis
traded on US markets, whether on an exchange ortleeounter (*OTC"); many of these stocks alsaléd
overseas, in some cases with the overwhelming ihafifrthe volume trading outside the US. NERA
Securities Class Action Database.

The Morrison decision describes broad acceptaratdtie Exchange Act applied only to stocks tradet)8
exchanges: “The primacy of the domestic exchasgadgested by the very prologue of the Exchandge Ac
which sets forth as its object ‘[tjo provide foethegulation of securities exchanges . . . opagatinnterstate
and foreign commerce and through the mails, togmeinequitable and unfair practices on such exgban. .
.' 48 Stat. 881. We know of no one who thought thatAct was intended to ‘regulat[e]’ foreign sdtias
exchanges—or indeed who even believed that undaleshed principles of international law Congrbasd
the power to do so. The Act’s registration requieets apply only to securities listed on nationalsiies
exchanges. 15 U. S. C. §78I(a).” Morrison v. NagicAustralia Bank Ltd., 130 S. Ct. 2874 (2010).
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created a legal framework for class action litigatiincluding Australia, Canada and lItaly, long
standing and well-defined class action rules inllgemake it a uniquely well-suited venue for
this type of litigatior®. Participating in a class action is essentiallyea call option to

plaintiffs, removing any downside financial riskasll as the need for plaintiffs to coordinate
to fund litigation. US law allows for contingentge arrangements, where plaintiffs’ attorneys
fund the litigation and receive a percentage of @mayages or settlement. Furthermore, the US
does not have the fee-shifting rules common inratbantries that require the losing side to
pay some or all of the winner’s legal fees. Assult, plaintiffs incur no legal expenses to
enter litigation and minimal, if any, financial kis Lead plaintiffs will invest only time in
participating and supervising litigation, and thes@o cost whatsoever to other class members.
Finally, the jury trial system in the US increasies probability of large verdicts against

defendant corporations, should cases go to'trial.

For these reasons, plaintiffs and their attorneyselsubstantial incentives to file shareholder
class actions in the US. Without restrictions ooess to US courts, suits might be filed in
response to disclosure of fraud against comparoes &round the world, even without a US
listing, provided they involved substantial markapitalization, a large price drop, and good

record keeping of stock ownership.

Plaintiffs have regularly filed shareholder classans against non-US companies in US

courts, and the rate of filing shows no sign oflitdéng subsequent to tHdorrison decision in

Gassman, Gary and Perry Granof, “Global Issuéscfihg Securities Claims at the Beginning of tiveehty-
First Century, Tort Trial & Insurance Practice Law Journafall 2007 (43:1), pp. 85-111.

Grant, Stuart and Diane Zilka, “The Role of Fgreinvestors in Federal Securities Class ActioBgCurities
Litigation and Enforcement Institute 2004, Corperdfaw and PracticeCourse Handbook Series Number B-
1442.
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2010. Figure 1 reports filings against non-US cames by year, from 1996 through June
2011. While the number of filings has fluctuateahi year to year, at least 19 actions have
been filed against non-US companies in every yieae2007. The dramatic increase in filings
in 2011 is primarily driven by a wave of actioned against Chinese companies. Of 40
actions against non-US companies filed in the fiedt of 2011, 27 were against Chinese
companies, all of which listed their stock onltle US. However, even excluding these cases,

it is clear that filings against foreign companese not decreased since Merrison decision

in June 2010.
Figurel
Shareholder Class Actions Against Non-US Companies Filed in US Courts'
January 1996 - June 2011
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! Excludes filings against defendants domiciled amifibean tax havens.

Historically, companies domiciled in Europe and &#ahave accounted for the majority of

filings against non-US companies. Figure 2 repantsual filings by the defendant company’s
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country or region. Prior to 2010, companies dolaicin Europe and Canada accounted for at
least 50% of all filings against non-US compan@anadian firms faced more filings than
those from any other country until 2007. Whiléniijs against Chinese companies have
increased since 2010, filings against EuropeanGarthdian firms have remained within

historical ranges.

Figure2

Shareholder Class Actions Against Non-US Companies Filed in US Courts by Company Domicile*
January 1996 - June 2011
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* Excludes filings against defendants domiciled &riibean tax havens.

In most years since 1996, foreign companies listitgpe US have faced lower odds of a
shareholder class action than domestic comparied=igure 3 shows, in all but four years,
foreign companies accounted for a greater percerdfyS listings than class action filings.

The greatest outlier, by far, is the first half28fL1, which is driven primarily by the large
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number of suits against Chinese firms filed thiaryeExcluding these 27 filings, foreign firms

would account for 13.1% of filings in the first haf 2011.

Figure3
Proportion of Federal Filingsand Listed Companiesthat Involve Foreign Companies1
January 1996 - June 2011
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* Excludes filings against defendants domiciled riibean tax havens.

I11. Inclusion of F3Investors

Prior to the Supreme Court’s decisiorMiorrison, courts ruled on a case-by-case basis on
whether to include so-callddreign-cubednvestors (“B”), foreign investors who purchased
shares of a foreign-domiciled company on a foremamket, in a class. These rulings followed
a common framework, in which courts could decidetibr to exclude finvestors at two
separate stages of the litigation. First, coueteanined whether they had subject matter
jurisdiction over trades made by iRvestors. Through a series of decisions, thetsdiad

articulated two tests, the conduct test and thecesftest, that were required to be satisfied to
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create jurisdiction. Second? Fivestors could be excluded at the class certifinastage,
where the primary issue was whether courts in gorelaintiffs’ home countries would hear

litigation of the same claims following a US redan ®

This section begins by discussing the number adséked against non-US companies in which
F investors were included in the initial class. Newe discuss courts’ standards for
determining whether subject matter jurisdictionséxiover trades made by ifivestors, and
report statistics on the number of instances wh&ievestors have been allowed or excluded
based on these tests. Finally, we discuss clasfazion, and provide statistics orf F

investors’ inclusion or exclusion at this stagditajation.

A. FilingsIncluding F* investors

Not all shareholder class actions against non-Uspamies involve Finvestors. First, some
defendant companies trade only in US markets, lagi@fore do not involve investors
purchasing in foreign markets. Second, even inescases where defendant companies are
traded on multiple markets, plaintiffs choose te &ctions solely on behalf of investors

purchasing shares or ADRs on US markets.

Figure 4 reports filings by year against defenadamipanies traded on multiple markets and
those traded only in the US. Of 340 total filing4,7 (43%) were against companies listed on
both US and foreign exchanges. All 27 Chinesedithat were defendants in actions filed in
the first half of 2011 traded only on US marketssing the proportion of dual-listed firms in

2011 to be below that of previous years. All 27n@éke companies had listed via reverse

8 Bersch v. Drexel Firestone, Inc., 519 F.2d 986 @d Cir. 1975).
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mergers, enabling them to avoid the level of regmascrutiny required for an IPO; the

subsequent class actions all raise accountingeditets.

Figure4

Trading L ocation of Shareholder Class Actions Against Non-US Companies
January 1996 - June 2011
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* Excludes filings against defendants domiciled &riibean tax havens.

Figure 5 reports the number of filings against hosmpanies traded on multiple markets, and
whether plaintiffs filed on behalf of all investqiiacluding purchasers on foreign exchanges)
or only US investors. Of 147 total filings agaidsial-listed defendants, 107 (73%) included

purchasers on all exchanges (and therefdiavestors) in the proposed class in the complaint.
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Figure5

Inclusion of F> Investorsin Shareholder Class Actions Against Non-US Companies'
January 1996 - June 2011
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* Excludes filings against defendants domiciled @mitbean tax havens.

B. Subject Matter Jurisdiction

Prior toMorrison, courts decided whether subject matter jurisdicégisted over trades by F
investors on a case-by-case basis. Decisionsljaciumatter jurisdiction were based on the
application of two tests, the conduct test andefifects test, and satisfaction of either test

resulted in a finding of subject matter jurisdictiover the trades of a given class of plaintiffs.

The diagram below shows the typical pderrison framework for subject matter jurisdiction
over trades by investors in a foreign firm. Aslaxped in more detail below, investors
satisfied the effects test if they were eitherdests of the US, or purchased on a US market.

Because they were neither residents nor purchasthe iUS, Einvestors did not satisfy the
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effects test, and decisions regarding subject mattisdiction were made on a case-by-case
basis based on the conduct test.
Figure6

Pre-Morrison Subject Matter Jurisdiction
Investorsin aForeign Firm

Investor Nationality

us Foreign
us Admitted via Effects | Admitted via Effects
Test Test
L ocation
of
Exchange
, Admitted via Effects F3 Investor.s.
Foreign Test Court Applies
Conduct Test

Satisfaction of the effects test depends on whettedefendant’s allegedly fraudulent conduct
directly affected US investors or markets. Théwess first articulated ischoenbaum v.
Firstbrook (1968), an action brought against a Canadian catipm by a US sharehold&rThe

court found that,

Congress intended the Exchange Act to have extitaigsl application in order to protect

domestic investors who have purchased foreign #exsion American exchanges and to

® Buxbaum, Hannah, “Multinational Class Actions @néederal Securities Law: Managing Jurisdictional

Conflict,” Columbia Journal of Transnational Lawolume 46, Issue 1, June 2007, p. 21.
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protect the domestic securities market from theceffof improper foreign transactions in

American securitiet®

Courts typically found that investors living in thkS, or purchasing shares on US markets,
therefore satisfied the effects test, while findingt B investors failed to meet its

requirements?

Courts therefore turned to the conduct test tdbéistathe extent of subject matter jurisdiction
over B investorst? Satisfaction of the conduct test depends on venette alleged fraudulent
conduct took place within the US. The test wast farticulated inLeasco v. Maxwelin which
the Second Circuit found that the test was satlshehe case of fraud committed in the US
that induced a US investor to purchase securitié®ndon'® However, inlIT v. Vencap, Ltd.
(1975), the Second Circuit found that the condest Was satisfied even if investors were not
based in the US, stating, “[W]e do not think Comsgrantended to allow the United States to be
used as a base for manufacturing fraudulent sgaleitices for export, even when these are

peddled only to foreigners?

As the conduct test evolved, different circuits eleped notably different standards for when
the conduct test was satisfied. The D.C. Circag adopted the most stringent standard,

finding that the test was satisfied only if all axs required by Section 10(b) of the Securities

10" Schoenbaum v. Firstbroel05 F.2d 215 (2d. Cir. 1968) at 206.
1 Buxbaum, Hannah, “Multinational Class Actions @néFederal Securities Law: Managing Jurisdictional
Conflict,” Columbia Journal of Transnational Lawolume 46, Issue 1, June 2007, pp. 42-3.

Y 1d. at 43.

2 1d. at 23.

¥ IIT v. Vencap, Ltd., 519 F.2d 1001, 1017 (2d @®75)
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and Exchange Act were committed in the 139n contrast, the Second, Fifth and Seventh
Circuits required that acts “more than merely prafmy conduct to the fraud” took place in
the US and that the US conduct caused the fordaintiffs’ loss'® The Third, Eighth and
Ninth Circuits adopted the least stringent standaaguiring only that some conduct designed

to further the fraudulent scheme occurred in thetUS

Figure 6 reports the number of instances, bothadvand by region, in which US courts found
subject matter jurisdiction over Fvestors. Of 107 filings including’fnvestors in the initial
class, 41 reached a point where the court decidesibject matter jurisdiction over trading by
F* investors® In 27 of 41 cases (66%), courts found that suljeatter jurisdiction existed
over B investors’ trades. Courts were more likely talfsubject matter jurisdiction over
trading by B investors in cases involving Canadian defendamtsfj with findings favorable to
F° plaintiffs in 15 of 19 cases (79%) versus 9 ota8es (50%) for defendants domiciled in

Europe.

> Grant, Stuart and Diane Zilka, “The Role of Fgreinvestors in Federal Securities Class ActioBggurities

Litigation and Enforcement Institute 2004, Corperdfaw and PracticeCourse Handbook Series Number B-
1442, p. 6.

1% 4.
7 d.

18 The majority of cases were either settled or @ised before this phase, or remain pending.
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Figure7
F3 subject M atter Jurisdiction

2

All Cases (41)

Europe (18) Canada (19)

| - FindingofSMJ: EAllowed - No SMJ: *Pismissed D SMJ Over Some Claitsme FAllowed

C. Class Certification

Beyond the normal class certification issues, #éfecation of classes including’ fhvestors
depends primarily on whether courts in foreignieis’ home countries would hear litigation
of the same claims following a US resolution. Gstistorically excluded finvestors from
classes when they found that there was a “neaaingyt that courts in plaintiffs’ home
countries would fail to recognize a judgment otlsgtent in US courts, with the “near

certainty” standard first articulated Bersch(1975)*° In a 2007 decision ifivendj however,

19 American Bar Association, “Securities Class Aatidn a Global Economy: Investor Claims AgainshN4S
Issuers,” 2007, p. 10.
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the Southern District of New York revisited thergtard put forward iBersch and found
instead that Finvestors should be excluded if it is “more likéhyan not” that the relevant
foreign court would fail to recognize the US outath TheVivendicourt evaluated the claims
of F? investors on a country-by-country basis, allowimgestors from England, the
Netherlands and France to remain in the classgevexitiuding investors from Germany and

Austria.

Figure 7 reports the number of instances, bothadvand by region, in which US courts
certified classes including’fvestors. Of 107 filings including®fvestors in the initial class,
38 reached a point where the court ruled on clesfication?* In 23 of 38 cases (61%),
courts included Einvestors in the certified class. Courts werearlikely to certify B

investors as class members in cases involving Gama@fendant firms, with findings
favorable to Eplaintiffs in 17 of 22 cases (77%) versus 6 ota8es (46%) for defendants

domiciled in Europe.

20 1d. at 13.

2L The majority of cases were either settled or @éised before this phase, or remain pending.
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Figure8
F3 ClassCertification
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V. Morrison v. National Australia Bank

Morrison v. National Australia BanfNAB) rose to a Supreme Court appeal in part bexang
the appeal, all three lead plaintiffs werdifvestors. NAB shares trade in Australia, New
Zealand, London and Tokyo, while its ADRs trad¢hi@ US. NAB’s US subsidiary HomeSide
Lending overstated the value of its mortgage sargidghts from 1998 through 2001, causing
NAB to restate its financials for those ye&rsAfter Judge Barbara Jones in the Southern

District of New York rejected subject matter juiittcbn, plaintiffs appealed to the Second

22 Morrison.at 2875.
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Circuit, which affirmed the District Court decisi@m grounds that the actions by NAB in

Australia, where the company’s SEC filings wereppred, were more central to the fradd.

However, the Second Circuit declined to make ahbidige rule that conduct alone is
insufficient to satisfy Esubject matter jurisdiction, citing the importardepreventing the
export of fraud from the US. It instead highligtht®hether the US conduct was “the heart of
the alleged fraud® In the Supreme Court phasejiausbriefs proposed new standards. The
US Chamber of Commerce proposed that the Courthatetrades by $plaintiffs be excluded
from jurisdiction?® while the US Solicitor General and the SEC joimttpposed that
jurisdiction include trades by*fvestors if the conduct in the US “is materiathe fraud’s

success and forms a substantial component of abiedient scheme®

Rather than excluding*purchases, the Supreme Court exclualegurchases not made in the
US, stating that the discussion of jurisdiction wasplaced, and that the only question was

what the statute covers. The majority opiniGiesd,

[T]he focus of the Exchange Act is not upon the@lahere the deception originated, but upon
purchases and sales of securities in the UniteteSt&ection 10(b) does not punish deceptive

conduct, but only deceptive conduct ‘in connectuith the purchase or sale of any security

% Morrison v. National Australia Bank Ltd547 F. 3d 167, 175 (2d Cir. 2008).
24 Morrison (2d Cir.)

% Brief of Amici Curiae the Securities Industry afithancial Markets Association et al. in Support of
Respondents at #orrison v. National Australia Bank Ltd130 S. Ct. 2869 (2010) (No. 08-1191).

% Brief for the United States as Amicus Curiae &t Morrison v. National Australia Bank Ltd130 S. Ct. 2869
(2010) (No. 08-1191).
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registered on a national securities exchange or sagurity not so registered.” 15 U. S. C.

§78j(b)?’

Although theMorrison case itself dealt only with®fnvestors, Justice Stevens, in his dissent,
raised concerns that a US investor who bought e siraa non-US exchange in a company
with a US subsidiary would not be protected froauft conceived and committed at that

subsidiary?®

In a September 2011 ruling in re UBS Securities Litigatio@dudge Richard Sullivan of the
Southern District of New York citedlorrison in dismissing claims brought by all Plaintiffs

who purchased stock on foreign excharfgedudge Sullivan first rejected Plaintiffs’
interpretation oMorrisonthat Section 10(b) applies to all purchases ofisees registered

with a US exchange, even purchases made abroadjsmissed.all £claims® He further
rejected plaintiffs’ argument that purchases byesters who were located in the US, but whose
purchase was executed on a foreign exchange, tdadtdomestic purchases for the purposes

of Section 10(b) and dismissed the claims of sdiefytiared” plaintiffs>*

V. Potential impact of Morrison on US Markets

By limiting which securities purchasers can paptte in US shareholder class action

litigation, theMorrison decision may improve the competitiveness of US ipudrjuity

2" Morrison at 2884.
2 1d. at 2895 (Stevens, J., dissenting).
29 |n re UBS Sec. LitigNo. 07 Civ. 11225(RJS), 2011 WL 4059356 (S.D.NS¥pt. 13, 2011).
30
Id.
4.
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markets. Not only does it make listing in the USrenattractive, by reducing expected

litigation costs, but it is likely to induce momadling in cross-listed stocks to be executed in the
US. Class action litigation costs have been aueat]y cited problem in the discussion about
the competitiveness of US public equity market®feing Sarbanes-Oxley Act of 2002

(“SOX").%?

Morrison slashes the expected litigation exposure of argidarissuer whose stock trades in
the US to the percentage of its shares purchasbe idS, by excluding investors who
purchased overseas from classes. Consider agtos$-listed in the US and the company’s
home country, with exactly 50% of trading done acle market. For simplicity, assume that,
during the alleged class period, common stockesctimpany’s only traded security, trading
volume was identical in both markets on every day that prices are always exactly equal at
all times, controlling for exchange ratésMorrison halves the company’s expected litigation
exposure to only those shares purchased in theBySeducing expected litigation costs,
including associated costs of Directors and Offigasurance (D&O insuranceilorrison
improves the attractiveness of cross-listing inlwt&and therefore improves US

competitiveness in attracting new listings.

Morrison also improves the competitiveness of the US aadantg venue for cross-listed stocks

and should attract a larger share of their volumd$ markets Morrison creates incentives

32 see, for example, tHaterim Report of the Committee on Capital Markeegjulation November 30, 2006, pp.

5, 71-92.

If the US share of volume varies from day to day prices differ between the US and other markie¢s,
proportion of damages due to US purchases wilemattly equal the US volume share.

33

34 This assumes that, consistent with historicallence, befordorrison there was a minimal likelihood that a

foreign company would be the subject of a 10b-biits securities did not trade in the US.
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for investors to execute their purchases in thepd&gisely in order to be eligible to participate
in shareholder class actions and be compensategttiament distributions or damage awards.
Academic research on where cross-listed stocks traticates that the demand for US
execution is elastic and affected by the relattvength of investor protections in the US versus
the home market. Therefore, it is probable that volume in crosselil stocks will shift to the

UsS.

The competitiveness gains for US listings and W@8itrg execution are, however, offsetting.
Increases in the US share of trading volume inszhs$ed stocks will mitigate the expected
litigation cost improvement fromorrison. If the US-executed share of volume in the stock
discussed above rises from 50% to 60%, the expdétgation cost savings associated with

Morrison will fall from 50% to 40% savings.

A. US competitivenessfor global |POs

The costs of compliance with SOX were widely blarfada decline in the US share in global
IPOs, or public equity offerings by foreign issuersexchanges outside their home countries.

Since the financial crisis, the debate has shiftetie competitiveness effects of Dodd-Frank.

The US share of global initial offerings has deetirby any measure, whether from its peak in
2000 or from the late 1990s. US initial publicesfhgs (“IPOs”) by foreign companies have
declined as a percentage of global IPOs, definedl #80s by foreign companies outside of

their home country, whether measured in numbePOXsl or their value. After peaking at 82%

% Halling et al., “Where is the Market? Evidencenfi Cross-listings in the United StateRg&view of Financial
Studies, 2008.
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of value and 54% in number in 2000, during the nebbgy bubble, the US share of global
IPOs fell to a low of 3% of value and 9% in numbeR008, before recovering somewhat. But
even comparing 1996-1998 to 2009-2011, the US sifagwbal IPOs remains greatly
diminished. As shown in the graph below, in 19988, the US was capturing an average of
72% of global IPOs by value, but that share wag @iP6 on average in 2009-1H2011. In
number, the US share of global IPOs has declineteadat less steeply, from 52% in 1996-
1998 to 24% in 2009-1H2011, but only because ths Slsare in the largest IPOs has declined

faster than its share of all IPOs.

Figure9
Total |POs by Foreign Companiesin the US as a Per centage of Total Global |POs
1996 through 2011
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In addition to losing global IPOs to markets inartbountries, the US public equity markets

have lost market share to US 144A private placesmefAs a share of all global initial
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offerings, public or 144A, the US still attracts%3n number and 46% in value, as shown in

Figure 9.

Figure 10

Total Initial Offerings' by Foreign Companiesin the US as a Per centage of Total Global I nitial Offerings
1996 through 2011
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However, foreign issuers are now overwhelminglgirag equity in the US by 144A private
placements, rather than by public offerings. [R@sounted for 75% of all initial offerings by

foreign issuers in 1996-1998, but only 23% in 20682011.
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Figure 11
Value of Foreign Offeringsin USMarkets
1996 through 2011
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By electing to do a private placement, foreign canips can access US capital markets while
avoiding the compliance costs associated with baipgblic company subject to SOX.
Furthermore, Rule 144A securities reduce potehtightion exposure. A company that does a
private placement under Rule 144A is not subjethéExchange Act of 1933 and therefore
does not risk Section 11 or 12 actidhswWhile that same company would be subject to Rule
10b-5, a 10b-5 class composed entirely of holdeRute 144A securities is unlikely to be

certified, or even brought, because the defensédnaimost certainly be able to demonstrate

% Interim Report of the Committee on Capital MarkRéegyulation November 30, 2008, p. 5,
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that the market was not efficient. However, withd@A offering, a company can raise capital

only from institutional investor¥’

Foreign issuers face mixed incentives to list mWs. In terms of benefits, the US is an
attractive venue to investors, because a US exehigstimng carries with it substantial
protections for minority investors. A US listeddéggn company has met some standard of
transparency by fulfilling US disclosure requirerteeand has voluntarily subjected itself to the
US securities laws and SEC enforcement, therefgrekng a high standard of corporate
governance and management condlicA US listing provides improved access to US and
international capital, thereby increasing thedigtcompany’s ability to finance investment

opportunities. The benefits of a US listing inaud

» Access to the US’s liquid, orderly, efficient equiharkets. Studies find a sustained

and statistically significant reduction in costegfuity capital from US listirj

* Meeting US disclosure and reporting requiremenfxaves transparency

» Access to capital of investors who prefer to inveghe US due to the protections
and deterrent effect of US enforcement and prigat®n. Such investors can (and

do) opt to trade cross-listed stocks in US maftket.

37 Fabozzi, Frank, The Handbook of Fixed Income 8ties Seventh Edition, McGraw Hill, 2005, p. 39.

This has been termed the “bonding” theory. Sereetample, Karolyi, G.A., “The World of Cross-Lirggs and
Cross-Listings of the World: Challenging ConventibWisdom,”Review of Financ€006) 10, pp. 116-
121Doidge, C., Karolyi, G.A. and Stulz, R., "HasvwiN€ork become less competitive than London in globa
markets?'Journal of Financial Economic31 (2009), p. 4.

38

% See, for example, Hail, L. and C. Leuz, “Cost giital effects and changes in growth expectationsirad US
cross-listings,’Journal of Financial Economic83(2009), 428-454; Doidge, C., Karolyi, G.A. ardi3, R.,
"Has New York become less competitive than Londogldbal markets?" Journal of Financial Economits 9
(2009).
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However, companies also incur multiple costs winey tist on US public markets:

Regulatory and compliance costs

* Potential costs due to becoming subject to US eafoent action

» Directors and Officers (D&O) liability insurance

« Potential class action litigation costs: 24.3% piaibity of suit in 5 years?

However, these benefits are not all exclusive é0UWS. Some of these benefits are also

available from listing in other host markets, sastgaining access to international investors.

Those foreign issuers who access US markets viatbeecounter trading obtain lesser
benefits, and incur lower costs. Because theyetoadthe OTC Bulletin Board or on pink
sheets, they do not enjoy the same liquidity ab@nge-traded securitié%.Class action
litigation risk is lower, because these marketsueanéely to be found efficient, making cases
against issuers whose stocks trade OTC unliketytaive class certification. As a result, a
foreign issuer whose stock trades OTC in the USddawer odds of a class action filing, and
the company’s D&O insurance costs presumably refles lower risk. Some foreign issuers

access the US OTC markets by issuing Level 1 ABBshat they are required to make only

0" Halling et al., “Where is the Market? Evidencenfi Cross-listings in the United StateRg&view of Financial
Studies2008, pp. 746, 747, 751, 754, and 755

1 Calculated using NERA Securities Class Actioratase.

*2 Fewer empirical studies measure the cost of @blpénefits from cross listings in non-US marketd those

are less conclusive. See Olga Dodd, “Price, Ligui&olatility and Volume of Cross-Listed Stocks,”
Durham University Ph.D. Thesis, 2011, p. 16.

3 Karolyi, G.A., “The World of Cross-Listings and@s Listings of the World: Challenging Convengibn
Wisdom,” Review of Financ&0 (2006), p. 101.
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minimal SEC disclosure and minimal GAAP complianeglucing both the costs and benefits

of transparency?

Private placements offer companies access to Ussiaks without the disclosure or
compliance requirements, reporting costs or clageralitigation risk associated with listing

on a US exchange. However, the private placemarkenlacks the efficiency of the public
markets with limited price transparency, wider bgk spreads, and a higher cost of capital,
which in turn may deter capital formation. Hailddreuz (2009) estimated that foreign issuers
face a 2.38% higher cost of capital in the 144Akeatthan if they cross-list on a US
exchangd® Moreover, while they find that foreign issuersst of capital falls by between 70
and 120 basis points when they list on a US exahgmivate placements have statistically

insignificant effects, but in some regressionseasethe issuer’s cost of capita.

While the declining US share of global IPOs ands#listings has frequently been attributed to
the costs of compliance with SOX, recent reseaocitlades that the US remains a competitive
market for cross-listing and that those firms ogfior private placements or cross-listings in

London generally do not have sufficient growth jpexss to capture the benefits from a US

* Karolyi, G.A., “Why Do Companies List Shares Abr@ad Survey of the Evidence and Its Managerial
Implications”Financial Markets, Institutions and Instrumeft$1998), p. 5.

%5 Hail, L. and C. Leuz, “Cost of capital effectslarhanges in growth expectations around U.S. distisgs,”

Journal of Financial Economicg3 (2009), p. 429. They find that OTC ADR listinglso reduce cost of
capital by between 30 and 70 basis points, butthisieffect is not always statistically signifi¢carOTC cross-
listings require lesser disclosure than excharggimgis. Exchange listings require SEC registratiotensive
disclosure in filing Form 20-F, and financial staents reconciled to Generally Accepted Accounting
Principles (GAAP); they also make the firm subjecEEC oversight and securities litigation, inchgiclass
actions under Rule 10b-5. OTC listings involveskrsdisclosure, but still make the company sulip&EC
enforcement and Rule 10b-5 class actions. Prplatements, however, require no SEC registration no
disclosures.

4 d.
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listing.*” Doidge, Karolyi and Stulz (2009) find that, caiing for firm characteristics, US
exchanges retained their share of listings fron0i®@05 and that other cross-listing venues,
US and overseas, have attracted firms with diffecbaracteristic§® The authors argue that in
an increasingly global financial market, governabepefits dominate access to international
capital as the primary benefit from cross-listiagd that different kinds of cross-listings are
distinguished by the governance benefits they dffdfirms that cross-list on US exchanges
subject themselves to the US minority investorgetidon regime and commit to better
governance because controlling shareholders wiléfiemore from the growth opportunities
permitted by cross-listing than from the privateéfs those shareholders must forego.
Therefore, companies cross-listed on US exchanges@th more both because of their better
governance and their better growth opportunitiéEhe authors find a statistically significant
valuation premium associated with a US exchangiadisn every year from 1990 to 2005,
whereas initiation of US OTC trading is consisterth a smaller premium that is statistically
significant in all but one year (2002) from 1992@05. Neither 144A private placements or

UK ordinary listings yield a statistically signifiat premiunt*

Karolyi et al. (2009) further observe that the giiown UK listings is primarily due to listings

on AIM, an exchange launched in 1995 to allow sendirms that would not be eligible to list

Doidge, C., Karolyi, G.A. and Stulz, R., "Has N¥wrk become less competitive than London in global
markets?'Journal of Financial Economicgl (2009).

8 d.

9 1d., p. 254.
0 1d., p. 255.
1 1d., 269-273.
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on a major US exchange to list with few disclosureompliance requirements.Excluding
AlIM, the ratio of US to UK listings rose from 29% 1992 to 165% in 200%. Firms that issue
on the US Rule 144A and London Stock Exchange Depg®Receipts markets are larger than
those that list on US exchanges or as UK ordinhayes, but have higher proportions of
closely held shares and are more likely to comenfcountries with lesser legal protections of

minority shareholders:

B. Morrison reducesthe litigation cost deterrent to cross-listing

Companies considering a US listing must nonethelesgh both the cost of capital savings
they would enjoy against the additional regulatang potential litigation costs they would
incur®®° In 2010, total shareholder class action settenoosts totaled $4.3 billioH. As
Figure 11 shows, although the average settlemepipeéd to $23 million in the first half of
2011, they topped $40 million in both 2009 and 2@&M&n when settlements over $1 billion
are excluded® Beyond settlement costs, defendants in major kb#ter class actions also
face legal costs, consultant fees and documenuptith costs that can total millions of dollars

and consume management attention. Follow-on fibgaand regulatory actions can also result

2 1d, p. 255, 257.
> |d., p. 256.
* 1d., p. 263.

> They may also weigh other considerations, suadmgsrivate benefits that controlling shareholdeosild

forego following a US listing.

% Foley & Lardner LLP conducted an annual survesheftotal cost of being a US public company frad02

through 2006, and found the 2006 average cost &2t8million. Foley & Lardner LLP, “The Cost ofg
Public in the Era of Sarbanes-Oxley,” August 2,200

" Excluding settlements over $1 billion. Calcuthtesing NERA Securities Class Action database.

8 Milev, Jordan, Robert Patton and Svetlana Star§iRacent Trends in Securities Class Action Litigat 2011

Mid-Year Review,” NERA white paper, 26 July 2011 232.
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because these cases often attract the scrutimgadd iS. Department of Justice, SEC, and other
regulators and may be followed by derivative or &Rlawsuits, further escalating legal costs

and demands on management.

Figure12
Securities Class Actions: Average Settlement Value ($MM)
January 2006 - June 2011

2006-2011 Average: $31.9 Million
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Prior toMorrison, foreign companies listed in the US faced an expeataual average class
action litigation settlement cost of approximat®840,000. This is calculated based on the
2.7% January 2006 through June 2010 average piitpalbia foreign issuer facing a
shareholder class action filing, times the 63.1%bpbility of class actions resulting in a

settlement? times the January 2006 through June 2010 aveoagigh issuer settlement of

% Milev et al., p. 14. Based on 2001 filings, thst year for which 100% of cases have been respB& 9% by
dismissal and 63.1% by settlement.
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$55.2 million®® Moreover, foreign issuers have not been immunarge settlements. Figure
12 reports the distribution of settlement valugscises involving foreign issuers since January
1996. While the majority of cases settled for urfRlED million, 23% of cases settled for more
than $50 million. The top 10 settlements with fgneissuers are all at least $75 million, with
three in excess of $1 billicH.

Figure13

Distribution of Settlement Valueswith Foreign CompaniesListed in the US ($MM)
January 1996 - June 2011
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Following Morrison, foreign companies’ expected litigation costs $tidall, as overseas
purchases are excluded from classes, driving dammades and settlements. Had the top three

foreign issuer settlements taken place after Monisill should have been much smaller. In

0 While D&O insurance may substantially cover a pamy’s settlement and associated legal fees, coeman
need to purchase D&O insurance at rates that tefiese risks.

51 NERA Securities Class Action database.
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the two Nortel cases, 65.3% and 50.8% of clas®g@érading volume, respectively, occurred
in the US. In the Royal Ahold case, only 2.4%rafling occurred in the US. All three
settlements included alPfvestors. Had the settlements been reduced piopally to the
percentage of volume traded outside the US, theNartel settlements would have fallen from
$1.14 and $1.07 billion to $744 million and $544limi, respectively, and the $1.10 billion

Royal Ahold settlement would have fallen to $26liwni.

Tablel
Top Ten Shareholder Class Action Settlements against Non-US Companies

Total
Settlement
Settlement Value
Ranking Company Y ear (M M) Country
D @) ©) ) ©)
1 Nortel Networks (I) 2006 1,143 Canada
2 Royal Ahold, NV 2006 1,100 Netherlands
3 Nortel Networks (II) 2006 1,074 Canada
4 DaimlerChrysler AG/Chrysler Corporation 2003 300 Gamypn
5 Sumitomo (Copper Trading) Corp. 2001 149 Japan
6 Biovail Corp. (S.D.N.Y.) 2008 138 Canada
7 Deutsche Telekom AG 2005 120 Germany
8 Royal Dutch Petroleum Company/Shell TransportBrdiing Co. 2008 90 Netherlands
9 Converium Holding AG (2004) 2008 85 Switzerland
10 Elan Corp. P.L.C. 2004 75 Ireland
Total 4,273

Foreign issuers’ expected class action litigatiost could fall even further if the exclusion of
foreign volume from classes discourages some §lmgreduces the aggressiveness with which
plaintiffs’ counsel litigates them. If so, this uld further reduce the litigation cost deterrent to

cross-listing in the US. If only shares purchasetthe US are included in a class, alleged
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damages will drop by the percentage of overseasn®f? bringing down settlements and
awards to plaintiff's counsel as legal fees. Cotypically award fees to plaintiffs counsel as a
decreasing percentage of settlement size, wheremésks in the first half of 2011 were 25%
of settlement® Therefore, the financial incentive to the pldfstibar to file and litigate cases
against foreign issuers will fall. This may depéaintiffs’ counsel from filing some smaller
cases, if the exclusion of foreign volume drivdegdd damages below some minimum
threshold valué? Perhaps more importantly, by driving down thererdistribution of

expected settlement sizes and expected fee aWdodsson may also reduce the
aggressiveness with which the plaintiffs’ bar pesstoreign issuer complaints, further driving

down foreign issuer settlements.

C. Crosslisted stock volume may follow investor protectionsto the US

The US also competes for trading volume of crastedi stocks. US trading volume in ADRs
was 22.0% of home market volume for those stock9i0, above the 2001-2006 average of

17.7%: since 2001, volume has been increaSingll these percentages, however, represent a

%2 For the purposes of this discussion, we mairtteersimplifying assumption above that during tHeged class

period, common stock is the company’s only tradszligty, trading volume was identical in both masken
every day and that are always exactly equal dinadls, controlling for exchange rates such thafttegortion
of damages due to US purchases will exactly ednealUtS volume share.

8 Milev et al., p. 28. Median fees were 33.3% etilsments of $5 million or less, declining to 8.8%

settlements of $500 million or more, based on Janli896 to June 2011 settlements.

®  This assumes that plaintiffs’ counsel estimat@alges prior to filing complaints.

% Committee on Capital Markets Regulation usingBaek of New York Mellon International 100 ADR Inde

see http://www.capmktsreg.org/competitiveness/2@Ligate/(12)ADR_Trading_Volumes_in_the US.pdf.
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large drop from the US to home market volume riioon 1980-2001, which Halling et al.

estimated at 20-40% for developed countries and5% for emerging markefs.

Halling et al. also analyzed both home market lelsérminants of the US volume ratio, as
well as the stock-specific determinants more comynstudied in the literature on cross-listed
stocks. They found that US volume was greaterafitbme country is close to the US, had
underdeveloped markets, or had weak enforcementsgasider trading. They also found
that home volume reacted based on country chaistatsr Home volume rose permanently
following a US listing if the home country was deped, such that a US listing increased total
volume. However, home volume fell if domestic en@anent against insider trading was
weak, with volume shifting to the US. While their sample is dated, Halling et al.’sules

signal that investors will direct trading volumeth® market that offers better investor

protection.

This potential for volume shifting suggests thateistors may direct trades in cross-listed
stocks to be executed in the US in order to belddigo participate in class action litigation and
benefit from settlements. Court decisions haveaaly excluded from classes purchases made
by US investors but executed outside the US. fatig Morrison, Judge John G. Koetl of the
Southern District of New York dismissed with pragala shareholder class action against
Swiss Re because lead plaintiff Plumber’s Local NbPension Fund’s shares had been

purchased on a foreign exchange, although the psectrder had been communicated in the

® Halling et al., “Where is the Market? Evidencem Cross-listings in the United StateR&view of Financial
Studies 2008, p. 744

7 Halling et al., “Where is the Market? Evidencenfi Cross-listings in the United StateRg&view of Financial
Studies 2008, pp. 742-755

NERA Economic Consulting 34



US® In Sgalambo vs. McKenzidudge Shira A. Scheindlin dismissed all claimn®iving

purchases of Canadian Superior stock on the To®tuick Exchang®’

There have been conflicting opinions as to wheffi2Rs qualify as purchases in the US.

Judge Richard Berman dismissed the entire claBsrefSociété Générale Securities Litigation
on the grounds that even trades in the companyR#\&re primarily foreign securities
transactions; the decision noted that these AD&tkett over the counter, as opposed to on a US
exchang€®’! If other courts followSociété Générajdoreign issuers whose stocks trade only
as over the counter ADRs in the US would be immfum@ shareholder class action litigation,
similar to private placements. However, subsedygintin re Elan CorporationSecurities
Litigation, Judge Alvin K. Hellerstein did not follv Société Généralallowing the case to

proceed for Elan’s ADRs, which are exchange-trdded.

Going forward, at least some institutional investarre likely to request that their trades in

cross-listed stocks be executed in the US, orast ldiscuss the relative merits of execution in
the US versus other markets. Any resulting shiftolume to the US will enhance the volume
and liquidity of US markets, and by enhancing ldjtyi, also promoting a lower cost of capital,

which in turn make US markets more competitive.

%  Plumbers’ Local Union No. 12 Pension Fund v. SWemsurance Co753 F. Supp. 2d 166 (S.D.N.Y. 2010).
%9 Sgalambo v. McKenzi&39 F. Supp. 2d 453 (S.D.N.Y. 2010).
° In re Societe Generale Sec. LitigNo. 08 Civ. 2495 (S.D.N.Y. Sept. 29, 2010).

™ Prior to Morrison, the fact that Société GénésakDRs traded over-the-counter, rather than orSa U
exchange, might have led defendants to challengkanefficiency at the class certification stage.

2 In re Elan Corp. Sec. Litig\os. 08 Civ. 8761, 10 Civ. 5630 (S.D.N.Y. March 2811).
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VI. Conclusion

Morrison eases a deterrent to US listing by foreign issbhgneducing expected litigation costs
for cross-listed companies. Unless Congress kgisla new private right of actidviprrison
may result in more foreign issuers cross-listinghie US as well as shifting of volume in cross-

listed stock to the US Both effects are favorable to the competitiversdddS markets.

3 Similarly, Morrison may result in a lower rate of delisting by foreigauers with US listings.
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