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Few things are as American as the class action. Housed in this single
procedural device is the mechanism that accords equal footing to the common man
in his dispute with the large corporation. Where the single claimant could not
proceed individually because her expenses would dwarf the expected recover, the
class action can be brought on behalf of all who are similarly situated. And the
sheer size of the aggregated claim attracts not only the entrepreneurial instincts of
the class lawyer but also commands the full attention of the defendant. The class
action thereby has an important deterrent feature which give it a quasi-public
character; it can thus be seen as an extension of the state's enforcement arm and an
expression of society's will. Though the class action is the great equalizer of our
day, it is not intended as a tool for redistributing wealth. Securities class actions
proceed with the objective of permitting those separated wrongfully from their
wealth to get some of it back. It is in the class action's empowerment of the small
claimant that we find the spirit of America---"equal justice for all under the law."
The spirit is further unleashed by the American Rule whereby the party losing the
suit is not required to pay his opponents' litigation costs. We thus openly
encourage pressing out on doctrinal frontiers through novel theories for which
recovery is sought. Moreover, the class action provides the economic basis for
much of the expansion of rights for groups, such as consumers and investors.
Because risks are not lightly taken in the expensive litigation world, the prospect of
a large recovery, and hence an equally large fee, is necessary to attract the attention
of the creative entrepreneurial attorney. The potential recovery on behalf of a large
class offers just such a reward. Here, too, the class action captures the spirit of
capitalism that is America. And nothing is more representative of capitalism than
the image of the class action attorney whose mission is quite similar to that of the
bounty hunters who populated the West in the 19th century. Though we may see all
litigators as hired guns of one sort of another, the class action attorney is not on a
retainer but lives on his skill of bringing down his prey. But her efforts, according
to the classic descriptions of the class action attorney, are all driven by a calculus

* Professor of Law, Duke University. The author is grateful for the helpful
suggestions by Professor Steven Schwarcz and the participants at the Class Actions at the
Crossroads Conference sponsored by the University of Arizona College of Law and the
Institute for Law and Economic Policy.



ARIZONA LAW REVIEW

that is bounded by relative risks and rewards of continued pursuit of the case.

It is not mere coincidence that the most significant expansion in class action
procedures occurred in the 1960s, a decade of great social change in America, a
decade defined by its idealism and marked by the expansion of rights for all its
citizens. Placed in the contemporary context of its creation, Federal Rule of Civil
Procedure 23(b)(3) can appropriately be seen as full embodiment of the idealism of
the time as well as an unwavering belief that private parties could share in the
enforcement of social norms. In this sense, the class action is not only American, it
is republican.' But that was then, and this is now! How nearly thirty years makes
such a great difference.

The modem class action may be undergoing serious growing pains as the
romantic images of its virtue, such as that described above, mesh poorly with the
experiences it leaves in its wake. The virtue of the class action has been envisioned
in its placement of small claimants on a footing equal to that of the defendant. This
has its greatest social appeal where we are comfortable with the claims that
underlie the suit, for without the class action no single claimant would be able to
pursue her rights because the cost of doing so would overwhelm the expected
recovery. For this situation we also find greater comfort with the contingency fee
arrangement that is so prevalent in class actions. Class action procedures overcome
the fortuity of the defendant escaping responsibility because his misconduct caused
only small injuries to numerous individuals. Our comfort with the class action in
this case, however, turns to malaise, and then skepticism, when the class action is
the vessel that launches highly speculative claims. Though we may champion the
attorney's right to press the frontiers of doctrine by initiating "long-shot" suits,, in
the class action context we may question whether permitting this to occur skews the
equation whereby the adversaries assess their litigation strategies; the equation
may, due to the sheer weight of the class' possible damages, be unduly biased in
favor of the class. Certainly this causes the targets of such suits to cry the class
action is being abused and, therefore, is unvirtuous. The defendants' cry resonates
among those not involved in the litigation whose distant assessment of the suit's
merits may too easily give way to jealousy because, though they have claims
against others that are equally speculative, no one has initiated an action on their
behalf to test whether their own speculative claims will bear a reward. The virtue
associated with gamering an award through the class action award is thus akin to
winning the lottery. Moreover, society too frequently views the class' recovery as
producing a reward that to the individual class member is economically
insignificant, but which is quite significant, if not devastating, to the defendant.
Thus, the class action, though holding the defendant accountable for her
misconduct, produces a recovery to each class member that is not substantial and in
many cases is unexpected, whereas the award's negative effects on the defendant

1. See Owen M. Fiss, The Political Theory of the Class Action, 53 WASH. & LEE L.
REv. 21 (1996).

2. See Charles M. Yablon, The Good, the Bad, and the Frivolous Case: An Essay on
Probability and Rule 11, 44 UCLA L. Rnv. 65 (1996) (standards for imposing Rule 11
sanctions should return to pre-1983 era so as to nurture socially beneficial long-shot suits).
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are far more visible. The sharpness of this contrast erodes the social appeal of the
class action because it can be confused with the perception that the claim giving
rise to the class action was itself insignificant and speculative. The class action may
thus be seen as the mechanism compensating individuals who have not suffered any
"true injury" and who were unaware that they had suffered a loss. Being a member
of the class action, therefore, is a fortuitous event rather than a step toward placing
the individual on the same footing as the corporate defendant. And, the class'
virtue is tarnished further by the popular belief that, because the class members are
numerous and their individual claims are small, the true winners in the suits are the
well-paid attorneys representing the class whose funds "come off the top." The
complaint is that class suits are lawyer driven and not driven by the justness of their
underlying claims. It is within this tarnished image that the securities law class
action finds itself. Much like the value (virtue) of a single house, its attraction is
affected by what else is going on in its neighborhood.

The class action is under review, indeed attack, on a variety of fronts. The
securities class action continues to be a source of debate, even though in 1995
Congress introduced several changes in the conduct of securities class actions. Part
I below examines some of the bases for today's distrust of the securities class
action. The effort there is not to reexamine the evidence before the Congress in its
consideration of reforming securities class actions, but to question whether the
right empirical questions have been addressed. I show in Part II that the empirical
data is consistent with the view that securities class actions are compensatory so
that they should be viewed as not solely for the benefit of the class counsel as many
critics would lead us to believe. In Part Im, the changes introduced by the Private
Securities Litigation Reform Act of 1995 are examined to determine their likely
impact on addressing the concerns that prompted the legislation. Part IV identifies
who is the guardian of the class action's virtue.

I. LIES, DAMN LIES AND STATISTICS 3

When Mark Twain condemned the analysis of data with his now immortal
words he most certainly must have contemplated the hearings conducted by the
securities subcommittee of the U.S. Senate Committee on Banking, Housing and
Urban Affairs' and the Telecommunications and Finance Subcommittee of the U.S.
House of Representatives Committee on Eriergy and Commerce, during the 103rd
Congress. Like the combatants in a trial, before the Congress each side of the
debate surrounding class actions marshaled its experts to support its position
regarding whether securities class actions are abusive to industry, especially high-
tech companies, and whether class actions inadequately compensate injured

3. MARK TWAiN, MARK TWAiN's AuTOBIOGRAPHY 246 (1924).
4. Private Litigation Under the Federal Securities Laws: Hearings Before the

Subcomm. on Securities of the Senate Comm. on Banking, Housing, and Urban Affairs,
103d Cong., 1st Sess. (June 17 & July 21, 1993) [hereinafter 1993 Hearings].

5. Securities Litigation Reform, Hearings Before the House Subcomm. on
Telecommunications and Finance of the Comm. on Energy and Commerce, 103d Cong.,
2nd Sess. (July 22 & Aug. 10, 1994) [hereinafter 1994 Hearings].

1997]



ARIZONA LAW REVIEW

investors. Thus, for example, various captains of industry mouthed the popular
rhetoric that suits commonly follow a sharp decline of 10% or more in a stock's
price;, a study was then produced by a member of the plaintiffs' bar demonstrating
that a class action arises in only a small number of cases when a company's shares
decline 10% or more.' Equally conflicting data was submitted on whether securities
class actions were increasing at epidemic proportions or remaining relatively
stable.' And the greatest condemnation of securities class actions and conflicts in
the data arose over whether the amount recovered by class members is significant
in comparison to their losses.' The purpose here is not to review the empiricism on
securities class actions but to question whether the empiricists have addressed the
right questions.

Consider first the relevance of the number of class action suits. Does one make
the case that there is an excessive amount of appeals within the federal courts in
view of the fact that it took one year to fill the first 5000 pages of the Federal
Reporter but only three and one-half months to compile the last 5000 pages?"o
Obviously not, because with growth in the U.S. population, and the continuing
accretion of laws, one fully expects more litigation. Moreover, the complexity of
transactions and law are such that a polished opinion that once concisely put a
matter to rest in a few pages may not be possible today. Similarly, one would fully
expect an ever-increasing number of lawsuits, certainly over the past two decades.
Consider that the number of companies listed on the New York Stock Exchange
have increased nearly 64% between 1980 and 1994, and those traded on NASDAQ
have increased over 69%.11 All this reflects the vibrancy of the economy which in

6. See, e.g., Statement of Edward R. McCracken, 1993 Hearings, supra note 4, at
11; Statement of Thomas Dunlap, Jr., 1993 Hearings, supra note 4, at 19. The press
popularizes this view. See Michael Selz, Lawsuits Often Follow When Small Firms Go
Public, WALL ST. J., Jan. 13, 1992, at B2 (companies are sued whenever there is a sudden
and substantial decline in the price of their stock).

7. See Testimony of Leonard B. Simon, 1994 Hearings, supra note 5, at 309-14.
8. Claims of a litigation crisis are not new, and there were many such bald assertions

made before the Congress. The SEC's director of enforcement presented the only data on
the number of class action securities cases, which presented a mixed impression. See
Testimony of William R. McLucas, 1993 Hearings, supra note 4, at 121. For example,
according to data Mr. McLucas acquired from the Administrative Office of the United
States Courts, 305 cases were filed in 1973, 108 cases were filed in 1987, and 268 cases
were filed in 1992. Id.

9. Compare Frederick C. Dunbar & Vinita M. Juneja, Recent Trends 1 What
Explains Settlements in Shareholder Actions?, in 1993 Hearings, supra note 4, at 739, with
the Princeton Venture Research, Inc. study, in 1993 Hearings, supra note 4, at 153.

10. The first reported opinion which appeared in the Federal Reporter is dated
January 24, 1880, and a total of 5000 pages in the reports was reached on January 26, 1881.
In contrast, at the time this manuscript was prepared, the most recent bound report was 89
Federal Reporter 3d, whose last opinion was published on July 16, 1996; working backward
in time, the 5000th page was an opinion dated April 4, 1996.

11. See THE IRWIN BUSINESS AND STATISTIC ALMANAC 1996, 231 (Sumner N. Levine
& Caroline Levine eds., 1996) (2570 companies listed on NYSE and 4902 companies
traded on NASDAQ in 1994); TBE 1983 Dow JONES-IRwIN BUSINESS AND INVESTMENT
ALMANAC 339 (Sumner N. Levine & Caroline Levine eds., 1983) (1570 companies listed on
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1992 dollars grew 43.2% from 1980 through 1994.2 So considered, only one who
doubts the wisdom of Copernicus would expect the volume of litigation to remain
flat. More importantly, counting the number of suits does not take into account the
impact of economic cycles. There is every reason to expect that more suits will be
filed after the economy has headed south than when even the least efficient firm is
able to survive because of a rapidly expanding economy. Thus, comparative data
that does not control for both the relative size of the economy and the effects of
economic cycles is much like counting pages in the Federal Report to determine
the litigiousness of America.

In contrast to information bearing on the numbers of class actions filed over a
discrete time interval, data on the amount recovered by class members expose the
soft underbelly of the securities class action. The most comprehensive study of
settlements before the Congress was the study by the National Economic Research
Associates, Inc. (NERA) of 254 settlements between 1991 and 1993, finding that,
for cases in which investor losses were calculated, the median payment to class
members was 5% of their losses." More generally, the median settlement in the
NERA study was about $4 million."

Evidence that the preponderance of securities class actions produce small
recoveries is consistent with a variety of hypotheses. The least likely conclusion is
that it is in the nature of securities class actions that the violation prompting the suit
causes relatively minor damages to the classes of investors. This would be so if the
misrepresented fact, albeit material, is not of epic proportions in relation to the
overall market capitalization of the security's issuer. If this indeed were the case,
there would be cause to question the social benefits of class action litigation. The
class action would amount to no more than swatting gnats while causing harmful
side effects, such as excessive precaution costs in making mandated disclosures
and reluctance to make voluntary disclosures.

A second hypothesis consistent with the prevalence of small recoveries is there
were no available funds for a larger recovery. The plaintiffs' bar is quick to
respond that settlements frequently are reached in the shadow of an insurance
policy whose value declines as the defendants' attorneys fees are charged against
that policy. Insurance thus becomes something of a wasting asset so that delay,
especially when on the part of the defense, reduces the value of the cause of action.
This thesis raises two important questions: what is the relationship, if any, between
the amount of insurance and settlements reached in securities class actions and why
in practice is insurance such a powerful constraint on settlements. Is

NYSE and 2894 companies traded on NASDAQ in 1980).
12. GDP was $4611.9 billion in 1980 and $6604.2 billion in 1994. U.S. DEP'T OF

COMMERCE, STATiSTcCi ABSTRACT OF THE UNrTED STATEs tbl. 687 (1996) (in 1992
dollars).

13. Dunbar & Juneja, supra note 9, at 750 tbl. 3. Average attorneys fees equaled
31.32% of the settlement. Id at 754 tbl. 7.

14. Id. at 750 tbl. 3.
15. On this point, there is ample theory supporting the view that, given the choice

between accepting a settlement within existing policy limits or prolonging the suit by
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A third, and even more troubling, hypothesis is that low settlements are
indicative of strike suits. On this point, it is interesting how the debate has framed
the hypothesis regarding the utility of securities class actions. The argument is that
because low recoveries predominate, suits are hypothesized to have been brought
for their nuisance value rather than for any harm actually suffered by the members
of the class. Thus, the class action's critics invoke data that class members recover
extremely small amounts in most securities class actions.,, The weakness of this
view is that their data is equally consistent with the view that highly meritorious
suits are brought, but settled for too little. Also, the argument that settlements are
small in comparison to recoverable damages is flawed by the models used to
estimate recoverable damages. "1 Each of these points is examined below.

Under the substantive rules that predominate in securities class actions, the
defendant is liable only for that portion of the plaintiffs' losses that are related to
the defendant's misrepresentation." Thus, any portion of a stock's decline that is
attributable to events unrelated to the defendant's violation are not compensable
under the securities laws. The defendant's right to mitigate his damages is good
news not simply to the defendant but also for the cottage industry of financial
experts who are retained by the litigants to determine what portion of a stock's
price change over the interval of the fraud is attributable to the defendant's
misrepresentation. Because there are numerous assumptions relevant to applying
the conventional economic models to the individual case," not to mention wide

aggressively pursuing the private wealth of the defendants, the class attorney will pursue the
former. See John C. Coffee, Jr., Understanding the Plaintiff's Attorney: The Implications of
Economic Theory for Private Enforcement Through Class and Derivative Actions, 86
COLUM. L. Rnv. 669 (1986). There is also the potential that any payments in settlement by
the defendant officers and directors will ultimately be borne by the corporation pursuant to
the officers' or directors' indemnification rights. But the courts may bar enforcement of a
liberal indemnity provision on the ground that there is an implicit requirement that the
officer or director must not be aware that her conduct constituted a knowing violation of the
securities laws. See Waltuch v. Conticommodity Servs., Inc., 88 F.3d 87 (2d Cir. 1996)
(Delaware statute authorizing indemnification in addition to that provided in its statute
nevertheless imposes the "good faith" requirement found in its express indemification
provisions on the extrastatutory indemnity agreements between the corporation and its
officers).

16. See, e.g., Grundfest, infra note 60.
17. The NERA study's worth is eroded by its use in determining recoverable losses of

a model that systematically overstated the amount of losses. The model used by the NERA
study measured class losses by the differences between what class members would have
earned with investment performance equal to that of the Standard and Poor's Industrial 500
Index and what investors actually earned on their investment in the defendant company.
This model overstates investor losses because it does not distinguish between the investors'
losses attributable to the false statement and those attributable to market-wide events, such
as rising interest rates or inflation which would produce greater declines in the security
invested in than would be reflected in the index. Dunbar & Juneja, supra note 9, at 742 n.3.

18. See Green v. Occidental Petroleum Corp., 541 F.2d 1335 (9th Cir. 1976) (Sneed,
J., concurring). See generally JAMEs D. Cox ET" AL, SECURrTIES REGULATION 765-74 (2d ed.
1997).

19. See generally Mark L. Mitchell & Jeffry M. Netter, The Role of Financial
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differencesP in measuring damages depending on which model is used, much of the
debate among the parties is not so much a dispute on the utility of securities class
actions as over disagreement on the appropriate model and the underlying
assumptions for its variables. The following illustrates this point.

Quite different conclusions can be drawn from data comparing settlements to
the amount of the plaintiff's "losses" depending on whether the plaintiff's losses
include price declines which were not caused by the defendant's violation. For
example, Professor Janet Cooper Alexander played a prominent role in sparking
the debate over the social benefits of securities class actions. She concluded from
her analysis of a small sample of class action settlements that virtually all securities
class actions are settled regardless of their merits. This conclusion was based on
the results of six settled class actions in which settlements ranged from 20% to
27.35% of the allowable recovery?' Though one may wonder whether it is
appropriate ever to draw such a sweeping conclusion from a sample as slender as
that used by Professor Alexander, doubt turns to shock when we understand that
Professor Alexander's determination of allowable damages ignored the possibility
that the defendants could successfully have mitigated their damages by showing
some or most of the market decline was unrelated to their misrepresentation.? This
step was taken by Professors Elliott Weiss and John Beckerman. Using Professor
Alexander's six companies, Professors Weiss and Beckerman show that after
removing industry-wide effects on the respective share prices of the six companies,
the settlements ranged from 23.11% to 79.77% of recoverable damages. With the
classes' damages so determined the foundation that underlies Professor

Economics in Securities Fraud Cases: Applications at the Securities and Exchange
Commission, 49 Bus. LAW. 545 (1994); Bradford Cornell & R. Gregory Morgan, Using
Finance Theory to Measure Damages in Fraud on the Market Cases, 37 UCLA L. REv.
883 (1990).

20. See Janet Cooper Alexander, The Value of Bad News in Securities Class Actions,
41 UCLA L. REv. 1421, 1424-26 (1994).

21. Janet Cooper Alexander, Do the Merits Matter? A Study of Settlements in
Securities Class Actions, 43 STAN. L. REv. 497, 516-17 (1991) (Though she examined
eight cases, two were settled for smaller percentages due to factors also unrelated to the
merits.).

22. Professor Alexander reasons that to adjust her data by the amount of market
decline not attributable to the defendants' misconduct "would open the door both to
manipulation of the results and to taking the merits into account in determining the stakes."
Id. at 519 n.71. It would thus appear that Professor Alexander in fact assumes in her
analysis of the data the very hypothesis she seeks to prove, namely that the merits do not
matter.

Though it is common for settlements to permit each class member to recover up to
the total amount of their market losses, rather than their recoverable losses, this occurs to
prevent settlement funds going unclaimed and does not fix the amount of the defendants'
liability. See Alexander, supra note 20, at 1450.

23. See Elliott J. Weiss & John S. Beckerman, Let the Money Do the Monitoring:
How Institutional Investors Can Reduce Agency Costs in Securities Class Actions, 104
YALE L.J. 2053, 2083-84 (1995).
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Alexander's thesis that the merits do not matter stands rejected.,

In the subcommittees' hearings, widely differing studies were offered
comparing settlements of securities class actions with the damages suffered by the
class. Though the most positive report is a study introduced by a leading class
action lawyer, Mr. William Lerach, showing that plaintiffs recovered 60% of their
losses, the study may well not be sufficiently representative since it included only
twenty companies." This testimony was countered by studies that reflected

24. This is not to say, however, that there is a perfect correlation between settlement
amounts and the suit's relative merits. A good many exogenous factors, such as the
solvency of the defendants and the availability of insurance, discussed later, may cause the
settlements not to be correlated with the overall merits of the action. Moreover, to say that
the merits matter does not mean that they always matter enough. In any case, in the abstract
there is a good deal of intuitive appeal for the proposition that settlements should be
sensitive to the merits of a case, and, quite independently, the relative wealth of the
defendants. For example, we would expect settlements to be greater for cases brought under
Section 11 of the Securities Act of 1933 than those initiated solely under the antifraud
provision of the Securities Exchange Act of 1934. The former imposes absolute liability on
issuers, and other defendants are liable for a registration statement's misrepresentations,
unless each defendant establishes their "due diligence" defense. In contrast, the antifraud
provision requires the plaintiff prove the defendant committed the misrepresentation with
scienter. But settlements were not found to be sensitive to whether liability was premised on
Section 11 cases or the antifraud provision. See Dunbar & Juneja, supra note 9, at 595 tbl.
15. A factor that materially boosts the settlement amount is whether "deep pockets" such as
those possessed by accountants and underwriters are included among the defendants. Id. at
561.

Any evidence that the merits play an insignificant role in the class action
attorney's valuing the case challenges all models used in examining the gaming of
settlements. The standard model for considering the relative bargaining positions entering
settlements includes the expected value of any recovery-the possible recoverable amount
discounted by the probability of recovery. See, e.g., RICHARD A. POSNER, ECONOMIC
ANALYSIS OF LAW 522-28 (4th ed. 1992); Stephen Shavell, Suit, Settlement, and Trial: A
Theoretical Analysis Under Alternative Methods for the Allocation of Legal Costs, 11 J.
LEGAL STUD. 55 (1982). Each of these inputs, and particularly the measurement of
probability, have substantive components dependent on the case's merits. Even in
considering the bargaining power of a case known to have a negative expected value (i.e.,
the plaintiff's cost to prosecute the case < the expected recovery), the expected recovery
reflects the suit's merits. See Lucian Arye Bebchuk, A New Theory Concerning the
Credibility and Success of Threats to Sue, 25 J. LEGAL STUD. 1, 10 (1996) (expected
judgment is the product of the probability of success at trial and the award to be received if
successful). At the same time, the models provide only a range within which settlements
among rational actors are likely to occur. They do not, for example, support the notion that
a case having stronger merits will always settle at a higher end of the predicted range than
will a case with weaker merits. The data appears to suggest no more than that the presence
of deep pockets is more likely to move a settlement to the higher end of the settlement range
than is statistically observable for such merit-based considerations as whether the suit is
prosecuted under Section 11 or the antifraud provision.

25. See Princeton Ventures Research, Inc., study, supra note 9, at 150-53. Various
methodological problems with this data, such as the appropriateness of relying on a
handpicked pool of 20 class actions and determining recoverable damages are examined in
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recovery rates well below 10%.' Equally damaging to the image of the class action
is a letter by the State of Wisconsin Investment Board which reported that in a
sample of cases in which it was a plaintiff, the case settled for approximately 11%
of their total damages, with the plaintiff's attorney garnering 30% of the recovery.-

Recently, Professors Carleton, Weisbach and Weiss have carefully
demonstrated how estimates can vary widely for the amount recoverable by the
securities class depending not only on what model is employed to estimate
damages, but also on what assumptions are used for the model's variables.2s Under
the "naive" model that assumes class members only purchase during the fraud
interval," their study of 340 class actions settled between 1989 and 1994 reflects
median estimated damages of $65.7 million. However, using a more sophisticated
model which assumes that some portion of investors are in-and-out traders,
whereas others buy and hold throughout the fraud interval, median estimated
damages range from $27.6 million to $2.8 million, depending on the set of
assumptions regarding just what portion of investors in the company's shares are
owned by traders and their portion of the shares traded." Another important
variable is whether damage estimates for a studied group are reported as the
median or the mean; mean estimates of damages tend statistically to be higher than
median estimates because of the presence of a few substantial damage cases in any
sample." Carleton, Weisbach and Weiss, using the more conservative, albeit more
realistic, two-trader market model, find that 24.1% of the settlements recovered at
least one-half of estimated damages, 19.3% recovered one-fourth of estimated
damages, and 31.8% recovered less than 10% of estimated damages."2 These
outcomes appear clearly inconsistent with the strike-suit hypothesis. Indeed,
Professors Carleton's, Weisbach's and Weiss's data set provides a much more
positive report on the benefits of securities class actions than have other studies.

Alexander, supra note 20, at 1464-65.
26. See Dunbar & Juneja, supra note 9, at 750 tbl. 3; 1993 Hearings, supra note 4, at

140 (statement of Vincent E. O'Brien).
27. See Staff Report, Subcomm. on Securities of the Senate Comm. on Banking,

Housing and Urban Affairs, 103d Cong., 2d Sess. 31 n.70 (May 17, 1994). The percentage
quoted by the Wisconsin figure is consistent with the case study involving the Public
Service Company of New Mexico, introduced by Mr. Lerach; though in that case $21.4
million was recovered for members of the class, this represented only 6.51% of their
allowed claims. See id. at 239-40.

28. See Willard T. Carleton et al., Securities Class Action Lawsuits: A Descriptive
Study, 38 ARIZ. L. REv. 491,494-99 (1996).

29. As used here, "fraud interval" refers to the time period that defines which
investors may be included in the class action. It thus is synonymous with the opening and
closing of the class period which in turn generally are determined by when the first false
statement was issued that alleged impacted the security's price and when the market price is
alleged to reflect the corrected information.

30. Carleton et al., supra note 28, at 499 tbl. 2.
31. IaL
32. Id. at 500 tbl. 3. Consistent with the views of others, settlements are statistically

larger for cases that include professionals as defendants than cases that do not. Id. at 507
tbl. 9.
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Some of the polish placed on the securities class action by the Carleton-
Weisbach-Weiss data is tarnished by the finding by Professors Bohn and Choi that
initial public offerings (IPOs) underwritten by underwriters with high reputations
are more likely to give rise to a securities class action than are IPOs underwritten
by underwriters with lower reputations." How this finding supports the strike-suit
thesis depends on several well-recognized relationships. There is a wealth of theory
and evidence supporting the existence of a social hierarchy in underwriting
whereby higher quality offerings are carried out by higher quality underwriters., In
this context, the underwriter's reputation is an important signal of the offering's
quality because underwriters, as repeat players whose reputation is an important
asset, are unwilling to associate with offerings that are likely to lose money for
buyers, or more precisely, damage their reputations. Thus, finding a positive
correlation between the underwriter quality and their vulnerability is not what one
would expect to find because the investigator would expect higher incidents of
suits among low quality issuers whose offerings would be carried out by low
reputation underwriters. Professors Bohn and Choi suggest the explanation lies in
the high quality underwriter being vulnerable to a strike suit; faced with damaging
publicity by their involvement in a suit alleging lack of diligence in their review of
the registration statement, the high quality underwriters arguably choose the
expedient of deflecting the suit with a settlement calculated to make the plaintiffs'
lawyer go away.,, In a sense, high quality underwriters' concern for preserving their
reputations may make them easy prey for the unscrupulous class action counsel.

There are several independent considerations that question the strength of
Professors Bohn's and Choi's findings. In another portion of their study they
confirm the finding of others that higher quality underwriters associate themselves
with larger IPOs and that lower quality underwriters associate themselves with
smaller offerings." Consider this factor in light of their finding that very few suits
are brought against smaller offerings. Though this factor may suggest that the
underwriters in smaller offerings, having lower reputations, are not nearly as easy
prey as the reputationally conscious underwriters in larger offerings, Professors
Bohn and Choi offer a more persuasive explanation. They reason that there is
underenforcement of frauds in connection with small IPOs, arguably on the
grounds that the recoverable amounts are insufficient to compensation the class
action attorneys for their fixed costs for such suits." If this is indeed the reason why
few class actions arise from smaller IPOs, then it would also explain the correlation
between underwriter reputation and the likelihood of an IPO producing a class
action. Higher reputation underwriters, by associating with larger offerings, for that
reason are the natural prey of the class action lawyers. Indeed, one would be

33. James Bohn & Stephen Choi, Fraud in the New-Issues Market: Empirical
Evidence on Securities Class Actions, 144 U. PA. L. REv. 903, 952-55 (1996). However,
their finding is statistically significant only at the 20% level. Id. at 952 tbl. 3.1.

34. See, e.g., Glenn A. Wolfe et al., An Analysis of the Underwriter Selection Process
for Initial Public Offerings, 17 J. FIN. RES. 77 (1994).

35. See Bohn & Choi, supra note 33, at 955.
36. Id at 955-57.
37. Id. at 952.
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surprised not to find that higher reputation underwriters tend more frequently to be
involved in securities class actions arising from IPOs than lower reputation
underwriters. Thus contrary to the authors' conclusion that the strike-suit thesis is
suggested by their finding that the higher underwriter quality, the higher the
likelihood of suit, their overall data merely confirms that larger offerings attract not
only higher quality underwriters but also cost-conscious class action lawyers.

Bohn and Choi attempt to meet the two possible explanation argument by
controlling their study for offering size and examining the influences of both
variables-size and underwriter reputation-on the frequency of suits. After so
controlling, they find relative underwriter reputation significant at the 20% level.
Even this correlation may overstate their findings. For example, with litigation
skewed toward issuers engaged in larger offerings," we may question whether
within this subset the variations in reputation among underwriters is sufficiently
great to permit the investigator, or for that matter, the class action attorney, to
discriminate among underwriters. We may also question the intuitive appeal that
strike-suit-minded attorneys necessarily would discriminate on the percentage of
the offering's underwriters that is represented by higher reputation than lower
reputation underwriters. Because underwriter liability is not joint and several, but
proportional to each underwriter's allotted share of the offering," it would be far
more important to the strike-suit-minded attorney what percentage of an offering's
shares are allotted to high quality underwriters. We do not know how Professors
Bohn and Choi computed their index of underwriter reputation for each offering.
Since each underwriter's allotment for individual offerings is not disclosed in SEC
filings,'- the average reputation they report for each offering would not be weighted
by each underwriter's relative participation and, hence, relative liability for that
offering, so that serious misweighting likely is reflected in their calculations. Thus
it is not likely that the correlation they found between underwriter reputation and
the frequency of suit reflects a correlation between the underwriters' relative

38. Another important finding by Professors Bohn and Choi was that even though a
majority of the IPO offerings were for less than $10 million and had aftermarket losses of
under $5 million, most IPO-based class actions involved companies with aftermarket losses
exceeding $5 million, whose offerings exceeded $10 million. They conclude that "[m]ost
IPOs, therefore, receive relatively little private enforcement." Id. at 948. Thus, the data
gathered by Bohn and Choi may expand the weak incentive hypothesis so that it includes
the class action attorney's lack of interest in pursuing actions posing smaller overall gains
for the class and, perhaps, for the attorney. At the same time, consider the data from a large
sample of securities class actions which reports that 40% of the cases settled for under $2.5
million. 1993 Hearings, supra note 4, at 139 (statement of Vincent E. O'Brien). Such a
recovery for the underenforced IPO cases would approach one-half of the maximum
recoverable damages, far higher than the percentage reaped by securities class actions
generally. One inference is that the risks are simply not worth the expected returns for such
small cases such that there exists systematic underenforcement of private claims for such
small offerings.

39. 15 U.S.C. § 77k(e) (1994).
40. See Regulation S-K, Item 508(a), 17 C.F.R. § 229.508(a) (1996) (registration

statement need only disclose the nature of the underwriter's commitment, e.g., best efforts
or firm commitment).
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exposure to liability in those suits.

A further consideration prompted by Professors Bohn's and Choi's finding is
the notion that underwriters settle suits to spare their reputations being sullied by
the continued prosecution of the suit. One test of this assumption would examine
whether settlement amounts are inversely correlated with the reputational quality of
the underwriters settling the suits. Bohn and Choi, however, did not include in their
analysis any information regarding the amount of settlements. If the strike suit were
pursued to its logical conclusion, one would expect settlements to be of a lower
amount to reflect the suit's nuisance value and the savings expected by deflecting
the plaintiffs attorney by putting some money on the table. But if this scenario
were true, then it would appear that the strike-suit should be of value in smaller
securities offerings, provided some nonminimal portion of the offering was within
the allotment of a high reputation underwriter. Thus a question for further
investigation is whether any high quality underwriters participate within the subset
of offerings where Choi and Bohn found few class action suits, and for which they
believed there was underenforcement.

A final weakness is the notion that underwriters will eagerly settle baseless
claims so as to preserve their reputation. Consider that Bohn and Choi examine
data on reported suits, so that there is already public disclosure that the
undervriters have been sued. This is not, therefore, a case of providing "hush"
money that will keep the claimant quiet; Professor Bohn's and Choi's data
regarding filed suits was necessarily very public information. All underwriters have
a stake in their reputations,"4 not just preserving them, but also seek to move up the
social hierarchy to bigger and more important underwriting participations. Thus,
some underwriters who are on the fringes of the "bulge" may have as much a stake
in enhancing their reputations as "major bracket" underwriters. A quick settlement,
therefore, is as likely to occur when the suit is against the upwardly mobile
underwriter as it is against one with an .established reputation. And, there is always
the question whether suits against underwriting offerings that are dominated by
higher quality underwriters provide a sounder chance that there is real money to be
recovered than suits involving smaller offerings by lower reputation underwriters
where insurance and other funds may not be as available as in the larger offerings.
More generally, the factor of insurance or other recoverable assets has not been
examined by the empiricists and needs to be examined to determine the role it
plays in screening what companies, offerings and defendants are the target of the
class action suits. Until this occurs, the strike-suit hypothesis has only the
appearance of simplicity.

41. One may well believe that given the frequency of suits against underwriters, see
Alexander, supra note 21, at 558, the underwriter's involvement in such a suit is not merely
seen as a right of passage for major market participants, but data bearing on the number of
offerings in which they participate. It is a data point that can easily be understood as a
positive, and not a negative, reflection of the underwriter's status in the industry.
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H. WHY THE SECURITIES CLASS ACTION SHOULD CONTINUE

As seen from the testimony before Congress, the securities class action's
opponents charge it produces small rewards for investors allegedly harmed by the
defendant's violations. Though such attacks can be met by more closely examining
just what damages were recoverable so that it is possible to conclude that class
actions recoveries are at least ample in terms of the relative amounts recovered by
members of the class, the securities class action's social value is more problematic
in the face of arguments that examine the source of the settlement funds.

A reason that the securities class action poorly serves both a compensatory and
a deterrent objective is the circuity problem that arises when the source of a
settlement is the corporation that commits the misrepresentation.-2 Though the
inanimate character of the business entity assures that misrepresentations can
physically be committed only by its personnel," it is the entity, and not its actors,
that provides the settlement funds. For a variety of reasons, its responsible officers
and directors only rarely contribute to the recovery. The corporation's payment for
the sins committed by its personnel is, transparently, a payment made
proportionately by all its owners. Hence, a circularity problem arises for
settlements of securities class actions involving securities class actions arising from
the misleading reports of corporate defendants. If plaintiffs recover a settlement of
$10 million from Alpha Inc. for misrepresentations in its annual report that induced
the plaintiffs to purchase their Alpha shares, and assuming no insurance," the
plaintiffs necessarily provide, albeit indirectly, some portion of their own
settlement recovery. The degree of circularity involved by such a settlement
depends primarily on what portion of the company is owned by the members of the
class action, a consideration that likely is dependent on the length over which the
fraud was committed, the relative turnover of the company's shares, and the
number of class members who pursued a buy-and-hold-strategy versus an in-and-
out-strategy." If we assume that the class represents 5% of Alpha's shares when the

42. For a review of these arguments and a recommendation that deterrence, not
compensation, should guide the mission of securities class actions, see Donald C.
Langevoort, Capping Damages for Open-Market Securities Fraud, 38 ARIz. L. RE V. 639,
646-57 (1996). See also FRANK A. EASTERBROOK & DANmL R. FISCHEL, THE ECONOMIC
STRUCTURE OF CORPORATELAw ch. 12 (1991).

43. See, e.g., In re Atlantic Fin. Management, Inc., 784 F.2d 29 (lst Cir. 1986), cert.
denied, 481 U.S. 1072 (1987).

44. And even if there were insurance, one would expect that the policy's premiums
would include the actuarial determinations that over some discrete time period the
corporation would incur premiums that would equal the settlement, unless its liability or
probability liability was greater than the actuarial determinations informing its premium
obligations. Also, insurance is not the only concern here as the corporation may also
recover from its accountants for their failure to earlier discover the managers' fraudulent
practices. See Edward Brodsky, Accountants' Liability for Fraud of Clients, N.Y.L.J., Aug.
14, 1996, at 3.

45. Another determinant is the fundamental efficiency of the market for Alpha shares.
Those members of the class who sold their Alpha shares before the settlement will suffer no
later diminution in their net wealth because of such settlement. Their purchasers may incur
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settlement occurs, then effectively 5% of the settlement was paid by members of
the class. And, if the corporation bears the full economic weight of the settlement,
though it was its personnel who committed the offense, then 95% of the
settlement's effects are borne by Alpha's non-class member shareholders.

Though the rejoinder to the concern for circularity is that most of the class'
recovery does not come from the class members themselves, so that circularity
occurs only at the margins, we may still question why we should continue a system
of liability whose impact falls on parties as innocent as the class members-the
Alpha stockholders who were not members of the class. This innocent set of
stockholders can easily be seen as also victims; their managers betrayed their
owners' trust by committing the securities violation. On this point, consider the
findings of one study of securities class actions that most such cases arise from
managers purposely either concealing the financial problems of the firm, or
otherwise projecting a false appearance of financial stability, as part of their
desperate attempt to "turn things around." This is the so-called last period agency
problem where the managers commit frauds that can be seen as both furthering
their own interests of avoiding their incurring the repercussions of the reporting
firm's poor performance as well as the managers striving to further the firm's
interest by attempting to overcome the causes for its present financial distress.
Under this view, managers may withhold information regarding the firm's financial
distress from capital markets so that, for example, additional funds can be raised or
time will permit an upswing in the company's affairs. Professors Jennifer Arlen and
William Carney found in their study of 111 frauds on the market cases arising since
1975 that 67.7% of the cases involved potential last period agency problems,"
because the apparent motive for the managers' misrepresentations was to shield
themselves from the consequences of their firm's poor performance during their
stewardship. Because the managers' interest so clearly dominates their reasons for
committing the violation, questions abound why the fault should not, as it is in the
instance of insider trading, be solely that of the managers.7 That is, the class
action's critics question why should any portion of the loss fall on the innocent
owners of the employing company?

That managers may act to serve their interest at their owner's expense is
neither unexpected nor isolated to securities violations. Too frequently managers
engage in antisocial behavior-concealing the defects of the company's products,
conspiring to fix prices or flaunting environmental standards-for reasons that are
consistent with advancing their careers, preserving perquisites, or avoiding
dismissal. All such conduct has given rise to class action recoveries against the

diminution if the market does not reflect the ill effects of the settlement on Alpha.
46. See Jennifer Arlen & William Carney, Vicarious Liability for Fraud on Securities

Markets: Theories and Evidence, 1992 U. ILL. L. REV. 691, 725 (50.5% involved false
positive statements designed to conceal declines in earnings and 17.2% withheld other types
of bad news regarding the issuer's performance).

47. See Langevoort, supra note 42, at 655 ("[M]any forms of open-market securities
fraud bear a closer family resemblance to insider trading... [so that] we are left to wonder
why the law makes insider trading largely a matter of individual liability, while self-serving
securities fraud is addressed almost completely from an entity liability standpoint.").
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