13-2095-cv (L)
Pennsyl vani a Public School Enployees’ Retirement Systemv. Mrgan Stanley & Co. Inc.

1 UNI TED STATES COURT OF APPEALS
12% FOR THE SECOND Cl RCU T
g August Term 2013
? (Argued: June 20, 2014 Deci ded: Cctober 31, 2014)
g Docket Nos. 13-2095-cv(L), 13-2283-cv(XAP), 13-2286-cv(XAP),
i(l) 13- 2287- cy( ?(Af’) _ _

12 COVMONVEALTH OF PENNSYLVANI A PUBLI C SCHOOL EMPLOYEES RETI REMENT
13 SYSTEM together and on behalf of all others simlarly situated,
14 COMVERZBANK AG, together and on behalf of all others simlarly
15 si t uat ed,

17 Pl ai ntiffs-Appell ants- Cross-Appel | ees,

19 ABU DHABI COMVERCI AL BANK, individually and on behal f of all

20 others simlarly situated, KING COUNTY, WASHI NGTON, together and
21 on behalf of all others simlarly situated, SEl | NVESTMENTS

22 COVMPANY, together and on behalf of all others simlarly situated,
23 THE BANK OF N. T. BUTTERFI ELD & SON LI M TED, SFT CCOLLECTI VE

24 | NVESTMENT FUND, DEUTSCHE POSTBANK AG, GLOBAL | NVESTMENT SERVI CES
25 LI M TED, GULF | NTERNATI ONAL BANK B. S. C., NATI ONAL AGRI CULTURAL
26 COOPERATI VE FEDERATI ON, together and on behalf of all others

27 simlarly situated, STATE BOARD OF ADM NI STRATI ON OF FLORI DA,

28 toget her and on behalf of all others simlarly situated, BANK

29 SI NOPAC, together and on behalf of all others simlarly situated,
30 BANK HAPQOALI M B. M, together and on behalf of all others

31 simlarly situated, KBL EUROPEAN PRI VATE BANKERS S. A,

33 Pl ai ntiffs,

34

35 V.

36

37 MORGAN STANLEY & CO., | NCORPORATED, MORGAN STANLEY & CO.

38 | NTERNATI ONAL LI M TED, MOODY' S | NVESTOR SERVI CE, | NC., MOODY' S
39 | NVESTOR SERVI CE, LTD., THE MCGRAW HI LL COMPANI ES, | NC., STANDARD
40 & POOR S RATI NG SERVI CES,

41

42 Def endant s- Appel | ees- Cr oss- Appel | ant s,

43

44

45

CERTIFIED COPY ISSUED ON OCTOBER 31, 2014



[
RPOOONOUIdRWNE

=
N

[
w

14
15
16
17
18
19

20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39

CHEYNE CAPI TAL MANAGEMENT LI M TED, CHEYNE CAPI TAL MANAGEMENT ( UK)
LLP, CHEYNE CAPI TAL | NTERNATI ONAL LI M TED, THE BANK OF NEW YORK
MELLON, fornerly known as The Bank of New York, QSR MANAGEMENT
LI M TED,

Def endant s.

Bef or e: W NTER, LEVAL, and LYNCH, Circuit Judges.

Appeal froma judgnment entered in the United States District
Court for the Southern District of New York (Shira A Scheindlin,
Judge) denying class certification, dismssing appell ant
Commer zbank’s fraud clains for |ack of standing, and di sm ssing
appel I ant Conmmonweal t h of Pennsyl vani a Public School Enpl oyees’
Retirenent Systemis clains for lack of diversity jurisdiction.

W affirmthe denial of class certification and the dism ssal of
PSERS s claim and we certify questions dispositive of
Commer zbank’ s appeal to the New York Court of Appeals.
LUKE O. BROOKS (Joseph D.
Dal ey & Daniel S. Drosnman, San
D ego, CA) Robbins Geller
Rudman & Dowd LLP, San

Franci sco, CA, for Plaintiffs-
Appel | ant s- Cr oss- Appel | ees.

JAVES P. ROUHANDEH ( Antonio J.
Per ez- Mar ques, Paul S.

M shkin, Jessica L. Turner, on
the joint brief) Davis Polk &
Wardwel | LLP, New York, NY,
for Def endant s- Appel | ees-
Cross- Appel l ants Morgan
Stanley & Co. Inc. and Mrgan

Stanley & Co. Int’| Ltd.

Dean Ringel, Jason M Hall,
Roxana Labatt, Cahill Gordon &
Rei ndel LLP, New York, NY, on
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the joint brief,

f or Def endant s- Appel | ees-
Cross- Appel lants Standard &
Poor’s Ratings Services and
The McGawHi || Conpani es,

I nc.

Joshua M Rubins, Janes J.
Coster, Mario Aleta, James |.
Doty, Satterlee Stephens Burke
& Burke LLP, New York, NY;
Mark A. Perry, G bson, Dunn &
Crutcher LLP, Washington, DC
on the joint brief, for

Def endant s- Appel | ees- Cr 0ss-
Appel l ants Mbody’ s I nvestors
Service, Inc. and Moody’ s

| nvestors Service Ltd.

W NTER, Circuit Judge:

The Commonweal t h of Pennsyl vani a Public School Enpl oyees’
Retirement System (“PSERS’) and Commer zbank AG (" Commrer zbank™)
appeal from Judge Scheindlin s order of final judgnent. See Fed.
R CGv. P. 54(b). That judgnment enconpassed several previous
orders that, as relevant to this appeal: (i) denied class
certification under Fed. R G v. P. 23 based on appellants’
failure to establish nunerosity and predoni nance of conmon
i ssues; (ii) dism ssed Comrerzbank’ s claimfor |ack of standing;
and (iii) dismssed PSERS s clai mbecause its presence as a party
woul d destroy conplete diversity, the sole basis of subject
matter jurisdiction. W affirmthe denial of class certification
and di sm ssal of PSERS. However, we hold that it was not a
perm ssi bl e exercise of discretion for the district court to

[imt Commerzbank’s ability to establish its standing. W
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certify to the New York Court of Appeals the question of whether
a reasonable trier of fact could find that Conmerzbank had
acquired froma third party that had purchased securities a fraud
cl ai m agai nst Morgan Stanley & Co. (“Mdirgan Stanley”). W also
certify the question whether, if Commerzbank has standing, a
reasonable trier of fact could hold Morgan Stanley |iable for
fraud based on the present record.

BACKGROUND

a) The Cheyne SIV

We view all disputed facts and inferences fairly drawn from
those facts in the light nost favorable to appellants. Sal anon

v. Qur Lady of Victory Hosp., 514 F.3d 217, 226 (2d Cr. 2008).

The present dispute arose out of the collapse of the Cheyne
SIV, a structured investnent vehicle (“SIV') that was managed by
Cheyne Capital (“Cheyne”) (a defendant but not a party to this
appeal ) and structured by appell ee Morgan Stanley. Cheyne SIV
was | aunched in 2005 and issued several classes of notes
anounting to several billion dollars, before its dem se in 2007.
The notes had different maturities, return rates, and risk
profiles. Because of the conplexity of the SIV, the notes could
be purchased only by sophisticated institutional investors.
Three specific notes are at issue: senior conmercial paper
notes, senior nediumtermnotes, and nmezzani ne capital notes.

Al of themwere given high ratings (the senior notes received
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hi gher ratings) by the ratings agenci es naned as defendants:
Standard & Poor’s Ratings Services and the McGraw Hi || Conpani es,
Inc. (“S&P"); and Mdody’s Investors Service, Inc. and its

subsi diary Moody’'s Investors Service Ltd..

Morgan Stanl ey included those ratings in selling docunents
distributed to potential investors. According to appellants, the
ratings were unreliable because they were based on out dat ed
nodel s and data. The ratings agencies are alleged to have known
of this unreliability. It is also alleged that the use of
unreliabl e nodel s was caused by Mdirgan Stanley’s demand for high
ratings. Thus, according to the conplaint, the Cheyne SIV as a
whol e received a triple-A rating despite being | oaded with very
ri sky assets, including a significant profile of subprine
residential nortgage-backed securities. As is well known, the
housi ng market collapsed in the sumer of 2007. The SIV
collapsed with it and declared bankruptcy in the fall of 2007.

b) Procedural Hi story

Fol | owi ng Cheyne’s col |l apse, this lawsuit was filed as a
putative class action by Abu Dhabi Comrercial Bank (“ADCB’) on
August 25, 2008. ADCB s conplaint alleged common | aw fraud under
New York | aw and based federal subject nmatter jurisdiction on
diversity of citizenship under 28 U S.C. § 1332(a). Two
additional plaintiffs later joined. They eventually noved for

class certification on the conmmon |aw fraud cl ains seeking to
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represent a class of all investors in the Cheyne SIV who

pur chased notes during a class period from Cctober 2004 to

Cct ober 2007. The district court denied that notion, hol ding
that plaintiffs failed to establish nunerosity and the

predom nance of conmon issues. Interlocutory review was deni ed.
Plaintiffs’ counsel were then allowed to contact other investors,
which led to the addition of twelve new plaintiffs, including
Commer zbank and PSERS.

In January 2012, appellants filed the conpl aint operative
for purposes of this appeal. Appellees responded with notions to
dism ss and for summary judgnent on the fraud-rel ated cl ai ns
shortly thereafter. In their notion for summary judgnent,

appel l ees raised, inter alia, the issues before us on appeal:

whet her Commer zbank had acquired fromthe original purchaser of
sone of the notes the purchaser’s fraud cl ai magai nst Mrgan
St anl ey, and whet her Morgan Stanl ey had nmade actionabl e
m srepresentati ons.

In responding to the notion for summary judgnent, al
fifteen plaintiffs, including appellants, were [imted by the
district court to a single three-page “reliance decl aration”
necessary to establish the reliance of each plaintiff on the
all eged m sstatenents as required to support a valid fraud claim
under New York law. Wth regard to Comrerzbank’ s claim that

decl aration stated that Comrerzbank had acquired Dresdner Bank AG
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(“Dresdner”) through a nerger in 2009, and that Dresdner had
earlier purchased Cheyne SIV notes fromAllianz Dresdner Daily
Asset Fund (“DAF”), the original purchaser, at par — face val ue
-- after which DAF was “wound down.” The declaration further
stated that, under German |law, “all of Dresdner’s assets,
liabilities, rights and obligations passed automatically by
operation of |aw to Commerzbank.”

On August 17, 2012, the district court granted appell ees’
nmotion for summary judgnent in part. As relevant to this appeal,
the court held that Commerzbank had failed to establish standing
to sue under New York law. It held that, for a subsequent hol der
of a note to have standing to sue entities involved in the
i ssuance of the note for torts commtted in the issuance, the
prior holder of a note nmust assign its tort clains at the tine of
transfer, and that a sinple transfer of the note did not assign
those clains. The court determ ned that Conmerzbank’s statenent
in the reliance declaration had not shown that Dresdner acquired
DAF s tort clains through the transfer and nmerger. Commerzbank’s
clains were, therefore, dismssed. The court did not reach
appel | ees’ argunent that DAF had not reasonably relied on the
Cheyne SIV credit ratings.

The district court also dismssed clains agai nst Mrgan
Stanley for fraud on the grounds that the only m sstatenents

al l eged were nmade by the ratings agencies thensel ves and that
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these were not attributable to Morgan Stanley. Therefore, the
court reasoned, Morgan Stanley could not be held |iable for fraud
based on third-party m sstatenents under New York | aw.

Commer zbank noved for reconsideration of the dismssal of
its fraud clains. Attached to the notion was a new decl aration
(“WIlianms declaration”) that explained the transfer of rights
from DAF to Dresdner to Conmerzbank. Ten days |ater, Conmerzbank
also filed a Fed. R Cv. P. 17(a)(3) “ratification” of its claim
and anot her declaration (“Shlissel declaration”). These
docunents were a far nore thorough explanation of how DAF was
unabl e, and could not have intended, to retain any interest in
the notes, including a right to sue. The court refused to
consider the two docunents because they were untinely and deni ed
reconsi der ati on.

I n Novenber 2012, appellees discovered that PSERS had
previously represented that it was an arm of the state of
Pennsyl vani a — now conceded — and not a citizen of that or any
state, as required by 28 U S.C. § 1332(a). See infra n.1.
Appel | ees accordingly noved to dismss either PSERS s clains, or
the entire action, because PSERS s presence as a plaintiff
destroyed conplete diversity. The district court held that 28
U S . C 8 1367 did not permt supplenental jurisdiction over a
non-di verse party’s clains where jurisdiction was based on

diversity, even where that party was perm ssively joined, as
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di sm ssed PSERS fromthe action to preserve its subject matter
jurisdiction.

Al plaintiffs other than appellants agreed to settle
follow ng nediation. The action was dism ssed with prejudice,
and the court entered a Fed. R G v. P. 54(b) final judgnent
incorporating its previous dism ssals of PSERS and Commer zbank.
Thi s appeal foll owed.

DI SCUSSI ON

a) Dismssal of PSERS as a Non-Diverse Plaintiff

There being no disputed facts, PSERS s dism ssal for |ack of

subject matter jurisdiction is reviewed de novo. Salanon, 514

F.3d at 226.

Subject matter jurisdiction is based on 28 U S.C. § 1332,!
which requires “conplete diversity,” i.e. all plaintiffs nust be
citizens of states diverse fromthose of all defendants. Exxon

Mobil Corp. v. Allapattah Servs., Inc., 545 U S. 546, 553 (2005).

The party asserting jurisdiction bears the burden of proof.

DiTolla v. Doral Dental IPA of NY., 469 F.3d 271, 275 (2d Cr.

2006) .

1“The district courts shall have original jurisdiction of all civi
matters where the matter in controversy exceeds the sumor val ue of $75, 000,
exclusive of interest and costs, and is between . . . citizens of different
states . . . .” 28 U.S.C. §8 1332(a)(1).
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As an armof the state of Pennsylvania, PSERS concedes t hat
it is not a citizen of any state. Therefore, it cannot be

“diverse” for purposes of Section 1332. Mor v. Cnty. of

Al aneda, 411 U. S. 693, 717 (1973) (the "armor alter ego” of a

state is not a citizen for diversity purposes (quoting State Hw.

Commin of Wo. v. Uah Constr. Co., 278 U.S. 194, 199 (1929))).

PSERS nonet hel ess clains that the district court had
suppl emental jurisdiction under 28 U.S.C. § 1367, which permts
the exercise of diversity jurisdiction over related clains,
“includ[ing] clainms that involve the joinder or intervention of
additional parties,” subject to relevant statutory exceptions.
28 U.S.C. 8 1367(a). The issue is whether PSERS s inclusion as a
party is consistent with Section 1367(b), an exception preventing
t he exercise of supplenental jurisdiction over joined parties in
diversity cases when their inclusion “would be inconsistent with
the jurisdictional requirenents of section 1332.”

I n Exxon, the Suprenme Court considered the question of
whet her the Section 1367(b) exception prevented suppl enent al
jurisdiction over plaintiffs who failed to neet the Section 1332
anount -i n-controversy requirenent, and held that it did not. 545
US at 559-60. 1In its discussion, the Suprene Court articul ated
a “contam nation theory” governing the interaction of Sections
1332 and 1367. In explaining the theory, the Court noted that,

while “original jurisdiction” may not literally be required over

10
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each individual plaintiff, the view that the inclusion of a non-
di verse party “sonmehow contam nates every other claimin the
conpl aint, depriving the court of original jurisdiction . . . can

make sone sense in the special context of the conplete diversity

requirenent . . . [because it] elimnates the justification for
providing a federal forum” |[d. at 560, 562.
We el aborated on the contami nation theory in Merrill Lynch &

Co. v. Allegheny Energy, Inc., 500 F.3d 171, 179 (2d G r. 2007).

Qur discussion there stated:

Exxon mekes clear that its expansive
interpretation of 8 1367 does not extend to
addi tional parties whose presence defeats
diversity. The reason for the different
treatnent of these two 8 1332 requirenents is
found in their differing purposes. The
pur pose of the anount-in-controversy
requi renent, on one hand, is fulfilled by a
single claimof sufficient inportance to
warrant a federal forumand is not negated by
additional, smaller clainms. A failure of
di versity, on the other hand, contam nates
the action, so to speak, and takes away any
justification for providing a federal forum

It follows that a defect of the latter
sort elimnates every claimin the action,
including any jurisdictionally proper action
t hat m ght ot herw se have anchored ori gi nal
jurisdiction, and renoves the civil action
fromthe purview of 8 1367 al together.
Further, it is clear that a diversity-
destroying party joined after the action is
underway may catal yze |oss of jurisdiction.

Id. (all internal citations and quotations omtted). This
di scussion thus adopts the line hinted at in Exxon, nanely, that

whil e the anount-in-controversy requirenent i s somewhat

11



10
11
12
13
14
15
16
17
18
19
20
21
22
23

24

mal | eabl e, conplete diversity of all parties is an absol ute,
bright-line prerequisite to federal subject matter jurisdiction.
We followthis rationale and hold that PSERS s di sm ssal was
proper, because inclusion of its claimdestroyed conplete
diversity and woul d have ot herw se “catal yze[d] |oss of [federal]
jurisdiction.” I1d.

PSERS attenpts to distinguish Merrill Lynch by noting that

it, PSERS, was permi ssively joined as a plaintiff under Fed. R

Cv. P. 20, while Merrill Lynch involved conpul sory joinder of a

def endant under Rule 19. It further seeks to explain away
Exxon’s di scussion as dicta. W concede that PSERS s argunent
for a distinction between parties perm ssibly and conpul sorily
joined is not without sone appeal. Moreover, on these particular
facts, the contam nation theory is |ess obviously applicable
because PSERS is not “non-diverse” but is sinply not a citizen.
And, because it is the armof a non-forumstate, there is an
arguabl e need for a federal forum

Nonet hel ess, the discussions of conplete diversity in Exxon

and Merrill Lynch follow a long line of cases holding that the

jurisdictional requirenents of diversity should track easily
adj udi cated bright lines follow ng Section 1332(a)(3)’s | anguage
of “between citizens of different states.” Wighing the need in
particul ar cases for a federal forumis not subject to bright

lines at all and is in tension with the statutory |anguage, which

12
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omts consideration of such a need. W, therefore, hold that
federal subject matter jurisdiction under Section 1332(a)(3)
requires conplete diversity of all parties, regardl ess of how
they joined the action. W note that in addition to being
sensi bl e and workable, this rule tracks the statutory | anguage,

follows Merrill Lynch, and accords with a decision of the D.C

Circuit, see In re Lorazepam & Clorazepate Antitrust Litig., 631

F.3d 537, 541 (D.C. Gr. 2011) (holding that the D.C. Circuit’s
absol ute, conplete diversity requirenment renained intact after
Exxon) . ?

We thus affirmthe dismssal of PSERS s claim

b) Denial of dass Certification

District courts’ denials of notions for class certification

are reviewed for abuse of discretion. Teansters Local 445

Freight Div. Pension Fund v. Bonmbardier, Inc., 546 F.3d 196, 201

(2d Cir. 2008). The party seeking certification nust establish
the Fed. R Cv. P. 23 requirenents by a preponderance of the
evidence. 1d. at 202.

Under Rule 23, a novant seeking certification of a class
nmust establish: (i) nunerosity, (ii) conmonality, (iii)

typicality, and (iv) adequacy. Fed. R Cv. P. 23(a)(1)-(4); id.

2 PSERS makes an alternative argunent that diversity jurisdiction exists
under the C ass Action Fairness Act, 28 U S.C. 8 1332(d)(2)(A). This argunent
was not raised in the district court and, as was conceded at oral argunent,
has no nerit unless we reverse the denial of class certification. Because we
affirmthat denial, we need not address the argunent.

13
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at 201-02. The district court’s analysis of the Rule 23 factors
determ ned that appellants had failed to denonstrate either
nunmerosity or the predom nance of common issues. Fed. R Gv. P
23(b). It did not abuse its discretion in doing so.

Nunerosity is presunmed for classes larger than forty

menbers. Consol. Rail Corp. v. Town of Hyde Park, 47 F.3d 473,

483 (2d Cir. 1995). Appellants submtted evidence of the

exi stence of over 100 potential class nenbers based on the nunber
of investors who purchased the various SIV notes. However, the
nunmerosity inquiry is not strictly mathematical but nust take
into account the context of the particular case, in particular
whether a class is superior to joinder based on other rel evant
factors including: (i) judicial econony, (ii) geographic

di spersion, (iii) the financial resources of class nmenbers, (ivVv)
their ability to sue separately, and (v) requests for injunctive

relief that would involve future class nenbers. Robi doux v.

Cel ani, 987 F.2d 931, 936 (2d Cr. 1993).

The district court concluded that the Robi doux factors
“wei gh heavily in favor of concluding that joinder is not
i npracticable.” Specifically, the class was limted and
identifiable, and conposed of sophisticated SIV investors, all of
whom had mllions of dollars at stake and were able to pursue

their own cl ai ns.

14
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Appel l ants contend that this determ nation was error because
the court failed to resolve a dispute over the class’s size, and
because the class was sinply too large not to be certified on
that basis. Although the purported class was |arge and
relatively diverse geographically, the district court was within
its discretion to conclude that the size, sophistication, and
i ndi vi dual stakes of the parties counseled in favor of joinder.
See id. at 936 (“Determ nation of practicability [of joinder]
depends on all the circunstances surrounding a case, not on nere

nunbers.”); accord Deen v. New Sch. Univ., No. 05 Cv. 7174

(KMN, 2008 W. 331366, at *3 (S.D.N. Y. Feb. 4, 2008) (denying
certification to a putative class of 110 where plaintiffs
“provide[d] no evidence that joinder . . . would be difficult to
acconplish, or . . . would be sonehow | ess efficient than class

certification”); Ansari v. NY. Univ., 179 F.R D. 112, 115-16

(S.D.N. Y. 1998) (denying certification despite geographic

di spersion where the identity of the potential plaintiffs was
known and the potential class nenbers |ikely had the financia
resources to individually bring suit). W would add that, given
the different classes of notes, and their differences in maturity
dates, rates of return, and risk-profile, the efficiencies
avai |l abl e through class certification are | ess than the nunber of

potential class nenbers woul d nake t hem appear.

15
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Appel  ants’ argunent regarding commonality is based on a
relatively recently created “fraud-created-the-market” theory,
i.e., that but for the defendant’s fraud, no market for the notes
woul d have existed at all. The district court rejected this
theory and determ ned that the putative class nenbers would face
differing individual issues of reliance, |oss causation, and

damages. See Angen Inc. v. Conn. Ret. Plans & Trust Funds, 133

S. C. 1184, 1193 (2013) (absence of fraud-on-the-market theory
“would ordinarily preclude certification of a class action
seeki ng noney danages because individual reliance issues would
overwhel m questions common to the class”).

The fraud-created-the-market theory is a matter of first
i npression for us but has been rejected or questioned by four

other circuits. See Nuveen Mun. H gh I ncone Qoportunity Fund v.

Cty of Alaneda, 730 F.3d 1111, 1121 n.4 (9th Gr. 2013); Ml ack

v. BDO Seidman LLP, 617 F.3d 743, 756 (3d G r. 2010); Ockernman v.

May Zima & Co., 27 F.3d 1151, 1160 (6th G r. 1994); Eckstein v.

Bal cor Filmlnvestors, 8 F.3d 1121, 1130-31 (7th G r. 1993).

VWhat ever may be the nerits of this putative doctrine in
ot her contexts, we see no reason to give it weight here. The
conplaint raises only New York common |law fraud clains. Wile
the theory is used to argue that none of the notes woul d have
been sold but for the fraud, that argunent establishes only “but-

for” causation; it does not establish reliance. It is quite
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possi bl e that sone buyers of the notes m ght have known the

underlying facts, believed in the nodels, and held the sane rosy

view of the residential housing nmarket as did many governnent and

private financial officers. Appellants thus seek to use the

theory to elimnate the need to prove reliance, a traditional

el enent of comon [aw fraud. No hint has been offered by New

York courts that such a radical doctrinal shift is in the offing.
Even in the case of the fraud-on-the-nmarket theory,?

recogni zed for purposes of federal securities fraud, we

“repeatedly have refused to apply [it] to state common | aw

cases.” Secs. lnvestor Prot. Corp. v. BDO Seidman, LLP, 222 F.3d

63, 73 (2d Cr. 2000). Moreover, the record here is replete with
significant differences in the investnent decision processes of
the various putative class nmenbers, a variance conpounded by the
di fferences between the three types of notes offered by Cheyne.
As the district court noted, some investors were pernmtted only

to invest in top-rated instrunments, while others were permtted

3\ note that al t hough the fraud-created-the-market doctrine uses a
nane simlar to the accepted fraud-on-the-nmarket doctrine, the two have little
to do with each other. “Fraud-on-the-nmarket” is based on the efficient market
hypot hesi s, which postul ates that an efficient market incorporates fraudul ent
statements into a price viewed by investors as based on avail abl e accurate
information. See In re Ilnitial Pub. Offerings Secs. Litiqg., 471 F.3d 24, 42
(2d Cir. 2006) (rejecting application of the fraud-on-the-market theory to
establish classwi de reliance because a “primary market for newy issued
securities is not efficient or devel oped under any definition of these terns,”
so the normal |inkage between price and available information is not
applicable) (internal quotation marks and alterations omtted). *“Fraud-
created-the-nmarket” asserts that, absent the fraud, the securities in question
wer e unmar ket abl e.

17
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to invest in lower or unrated securities. Particularly in the
context of a newy issued instrunent, the district court did not
err in concluding that class-wide reliance was not established as
a common issue.*

c) Commerzbank’s Right to Sue Under New York Law

Commer zbank argues that the district court erred in its view
of the requirenents for assignnment under New York |law and in
refusing to consider the additional docunentation nmeant to neet
the standard it applied. W agree that the district court erred
in refusing to consider the additional evidence. However, we
certify the questions of: (i) whether a trier of fact could find
t hat Commer zbank’ s evidence of a transfer of the right to sue
nmeets the requirenments of New York law, and (ii) whether, if it
does, a trier of fact could find Morgan Stanley liable for fraud
on the record established in the summary judgnent proceedi ng.

1) Abuse of Discretion

We review the district court’s refusal to consider
Conmmrer zbank’ s evi dence of a transfer of DAF s fraud claimfor

abuse of discretion. Uni versal Church v. CGeltzer, 463 F.3d 218,

228 (2d Gir. 2005).

4Although the district court did not reach the issues of adequacy or
typicality, we note that the sane el enents of the case that undercut
plaintiffs’ commonality and nunerosity argunments — the size of the individua
clains, the sophistication of the parties, and, nost inportantly, the
variances in each putative class nmenber’s investnent strategy and deci si on-
maki ng process and in the notes thensel ves, cut against class certification on
those el enents as well.
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The district court required all fifteen plaintiffs involved
at the time of the dismssal to denonstrate each plaintiff’s
evidence of reliance on the allegedly false ratings in a three-
page docunent, thereby rejecting their request to provide nore
docunentation. There was no indication that the separate issue
of a transfer of rights, or standing, mght arise from nuch |ess
be dependent on, that declaration.

After the district court used Commerzbank’s small portion of
the three-page statenent to raise this issue and to dismss
Commer zbank’s claim the district court denied the notion to
reconsi der without considering the additional evidence proffered.
The district court determ ned that the | evel and type of detai
provi ded by Commrerzbank in the three-page reliance declaration
(of all plaintiffs) was a “tactical decision[]” by which
Commer zbank was bound. However, as our certification of this
guestion indicates, the standing issue is sufficiently
conplicated that a single paragraph, or perhaps even the entire
t hree pages, was unlikely to suffice to provide the detail needed
for an informed decision. Comrerzbank’s “tactical decision” was
thus the result of being put in an inpossible position by the
district court. The court should either have all owed nore room
for explication originally, called for nore explication when it

decided to raise the transfer of right to sue issue, or have
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consi dered the new evidence proffered in the notion for
reconsi deration and ratification.?®

We do not preclude district court efforts to force counsel
to make their points efficiently, but where it appears that
limts on pages are arbitrarily preventing adequate el aborati on
of a party’s position, sone flexibility nust be shown by district
courts. It was not a perm ssible exercise of discretion for the
district court not to have shown such flexibility in this matter.
We now turn to this evidence proffered in the notion for
reconsi der ati on.

2) Evidence of a Right to Sue Under New York Law

Ceneral ly speaking, under New York law, only the original
purchaser of a note has standing to sue for fraud, because only
it could have relied upon the fraudul ent statenments. See

Fraternity Fund Ltd. v. Beacon Hill Asset Mynt., LLC, 479 F

Supp. 2d 349, 373 (S.D.N. Y. 2007). The right to sue for fraud
may be assigned in New York, however, subject to limtations

i napplicabl e here. See Banque Arabe et Int’'l D lnvestissenent v.

Mi. Nat’'|l Bank, 57 F.3d 146, 151 (2d G r. 1995). Federal courts

®The district court denied Commerzbank’s Fed. R Gv. P. 17(a) (3)
motion to ratify its claimby a successor entity to DAF. That notion was nade
inthe alternative to its notion to reconsider, and we decline to reach it in
light of our certification of the ultimate issue of standing. W note,
however, that the rule pernits ratification of a claimwithin a “reasonabl e
time” after a standing objection is raised, the breadth of which is left to
the district court to determne. See Stichting Ter Behartiging v. Schreiber
407 F. 3d 34, 43-44 (2d Cir. 2005). Commrerzbank’s notion was nade on Septenber
10, 2012, after sunmmary judgnent and even after the filing of the notion to
reconsi der, when the natter was raised as early as defendants’ answers in
March 2011 and again in its notion for summary judgment on January 23, 2012
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have found that an assignnent is defined in New York as “a
transfer or setting over of property, or of sone right or
interest therein, fromone person to another, and, unless in sone
way qualified, it is properly the transfer of one whol e interest

in an estate or chattel or other thing.” |[Int’'l Design Concepts,

LLC v. Saks, Inc., 486 F. Supp. 2d 229, 236 (S.D.N. Y. 2007)

(internal quotation marks omtted). The question in this case is
whet her Conmer zbank has offered sufficient evidence to allow a
trier of fact to find that DAF assigned its entire interest in
the notes to Dresdner, including, therefore, its right to sue for
fraud.

The original reliance declaration stated only that Dresdner
bought the notes “at par” from DAF and that DAF was wound down
ten nmonths later. W need not decide whether these statenents
al one are sufficient to permt an inference of transfer because,
as discussed supra, it was not a perm ssible exercise of
di scretion not to consider the additional evidence submtted.

The WIlians and Shlissel declarations — fromthe New York
counsel of Commerzbank and CEO of the successor entity to DAF
respectively -- are significantly nore thorough with respect to
the issue of transfer. Anmong other things, they describe in nore
detail the circunstances surrounding DAF' s sale to related entity
Dresdner, including the fact that DAF suffered no | oss on the

sal e because Dresdner bought the al ready-downgraded securities at
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par, that neither DAF nor the conpany that adm nistered its trust
retai ned any clains or causes of action, and that all parties
bel i eved any clains would be automatically transferred under
German | aw.

The question, therefore, is whether, based on the
decl arations and docunentary evi dence presented by Commerzbank, a
reasonable trier of fact could find that DAF validly assigned its
right to sue for common | aw fraud to Dresdner in connection with
its sale of Cheyne SIV notes.

3) Certification

We believe that resolution of this dispositive question
woul d require us to pass upon a question open under New York
casel aw, and that the question should be resolved by the New York
Court of Appeals upon a certificate fromthis court. See 22
N.Y.CRR 8 500.27; 2d Cr. R 0.27.2.

We are not aware of any “controlling precedent of the Court
of Appeals.” 22 NY.CRR 8 500.27(a). On the one hand, New
York law is clear that specific incantations of “assignnment” are

unnecessary to perfect a transfer. See Leon v. Martinez, 84

N.Y.2d 83, 88 (1994). Moreover, we have el sewhere noted a
general trend in New York toward adopting principles of free

assignability of clains, including those of fraud. Banque Arabe,

57 F.3d at 153 (citing N.Y. Gen. olig. Law 88 13-105 & 13-107

(McKi nney 1978); ACLI Int'l Commpbdity Servs., Inc. v. Banque
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Popul ai re Sui sse, 609 F. Supp. 434, 441-42 (S.D.N. Y. 1984)).

However, there is also a strain of New York law that treats tort
and contractual clainms in a particular instrunent separately.

See Fox v. Hirschfeld, 157 A D. 364, 142 N Y.S. 261, 262-63 (1st

Dep’t 1913) (assignnent of all rights “in and to the within
contract” did not include assignnent of the right to sue for
fraud).

We believe these jurisprudential trends present an as-yet
unresol ved i ssue when applied to this case. Specifically, it is
uncl ear whether the intent of parties to transfer a whol e
interest, conbined with the absence of |imting | anguage,
suffices to transfer an assignor’s tort clains, or whether an
additional, nore specific statenent of an intent to transfer tort
clainms is required. W certify that issue to the New York Court
of Appeal s.

The parties al so di sagree, of course, regarding Mrgan
Stanley’'s liability for the allegedly fraudulent ratings. The
need to resol ve that dispute depends on the antecedent issue of
Comrer zbank’ s standing. However, in the event that the New York
Court of Appeals allows Commerzbank’s claimto proceed, we
further ask it to resolve, and certify to it, the question of
Morgan Stanley’s potential liability on the present record.

The district court held that, as a matter of New York | aw,

the allegedly fraudulent ratings could be attributed only to the

23



10
11
12
13
14
15
16
17
18
19
20
21
22
23

24

rati ngs agencies thenselves. . Eurycleia Partners, LP v.

Seward & Kissel, LLP, 849 N.Y.S. 2d 510, 512 (1st Dep’'t 2007)

(Il awyers and auditors not responsible for fraudul ent
representations originally nmade by hedge fund). Because Mrgan
Stanley did not issue the ratings, the district court held that
it could not be directly liable and that there was no cl ai m of

ai di ng-and-abetting liability. Appellants argue that Mrgan
Stanley is nonetheless |iable because it exerted pressure on the
ratings agencies to obtain the fraudulently high ratings, even
participating in a “scheme” to do so. |Indeed, the district court
noted that appellants had presented sone evi dence that NMbrgan
Stanl ey had “mani pul ated the Cheyne SIV nodeling process to
create the ratings it desired,” and had otherw se influenced the
process beyond sinply hiring the agencies. This would suffice
under sonme New York decisions to inpose liability on “parties who
make, authorize or cause a [fraudul ent] representation to be

made.” See Metro. Life Ins. Co. v. Mrgan Stanl ey, No.

651360/ 2012, 2013 N.Y.M sc. LEXI S 3056, at *34 (N. Y. Sup. C.

July 8, 2013) (Mdrgan Stanley could be held |iable for false

ratings it influenced with fal se statenents and di sseni nat ed) .
O her New York decisions, however, which were discussed

extensively by the district court, Abu Dhabi Commercial Bank v.

Morgan Stanley & Co., 888 F. Supp. 2d 431, 448-54 (S.D.N.Y.

2012), seemto foreclose suits against third parties based on the
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m srepresentati ons of another, even where that party was all eged

to have known about the m sstatenent; see Mateo v. Senterfitt,

918 N.Y.S. 2d 438, 440 (1st Dep’'t 2011); Eurycleia, 849 N Y.S. 2d
at 512.

Therefore, we certify to the New York Court of Appeals a
second question to be resolved if that court hol ds that
Commer zbank may bring a fraud clai magai nst Morgan Stanley. That
guestion is whether, on the record established during the sunmary
j udgnent proceedi ngs, a reasonable trier of fact could find
Morgan Stanley liable for fraud under New York | aw.

CONCLUSI ON

For the foregoing reasons, we affirmthe district court in
part, holding that: (i) PSERS s dism ssal on grounds that its
status as a party destroyed conplete diversity under 28 U S.C. 8§
1332 was correct; and (ii) the district court’s denial of class
certification under Fed. R Cv. P. 23 was within its discretion.

However, we find that the district court erred in refusing
to consi der Commerzbank’s proffered evidence with regard to a
transfer of the fraud claimit seeks to bring. W further
concl ude that the question of standing turns on an unresolved
issue of state law, and thus certification to the New York Court
of Appeal s pursuant to Second Circuit Local Rule 8§ 0.27.2 and New
York Court of Appeals Rule 8§ 500.27, is appropriate. W also

certify a second question: whether, if Commerzbank can pursue
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its fraud claim a reasonable trier of fact could find Mrgan
Stanley |iable based on the evidence adduced during the sunmary

j udgnent proceedings. This panel will retain jurisdiction to
render a final decision once either certification is denied or we
have the benefit of the Court of Appeals’s view of the correct

| egal standard and its application to this case. The parties are
ordered to bear equally any costs that may be required by the

Court of Appeals as part of certification.

CERTI FI CATE
Commonweal t h of Pennsyl vani a Public School Enpl oyees’ Retirenent
Systemv. Mrgan Stanley & Co. Inc.
13-2095-cv(L), 13-2283-cv(XAP), 13-2286-cV(XAP), 13-2287-cv(XAP)

The follow ng questions are hereby certified to the New York
Court of Appeals pursuant to Second Crcuit Local Rule § 0.27 and
New York Court of Appeals Rule § 500.27, as ordered by the Second
Crcuit:

Based on the declarations and docunentary evi dence presented
by Commrerzbank, could a reasonable trier of fact find that DAF
validly assigned its right to sue for comon |aw fraud to
Dresdner in connection with its sale of Cheyne SIV notes? |If so,

based on the record established in the sumuary judgnent
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1 proceedings in the district court, could a reasonable trier of

2 fact find Morgan Stanley liable for fraud under New York | aw?
3 The Court of Appeals nmay, of course, reformul ate these

4 i ssues or resolve other matters it deens rel evant.

5

6

A True Copy

27




