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I. INTRODUCTION

One of the most damaging accusations made against class action litigation,
particularly securities litigation, is the claim that it is "lawyer-driven litigation.", In
the parlance of, among others, the proponents of the Republican Contract with
America, lawyer-driven litigation is inherently abusive.' Recent reform efforts,
including the adoption of the Private Securities Litigation Reform Act (the "Reform
Act"),' have been spurred by the effort to transfer control of litigation away from
lawyers and back to clients.'

One component of the Reform Act's attack on abusive litigation was the
adoption of a lead plaintiff provision.' By vesting control in the hands of substantial
shareholders, especially institutional investors, Congress attempted to reduce the
ability of plaintiffs' lawyers to exercise control over securities litigation.' This
approach typifies more general efforts to reform class action litigation. Criticisms of
recent developments in class action litigation have focused on the attorney-client
relationship and upon the agency costs created by the substantial control exercised by

* Copyright 1996 Jill E. Fisch. I am grateful to J. Scott Colesanti and Stanley M.
Grossman for the information they provided.

1. See H.R. 10, 104th Cong., 1st Sess., § 202 (1995) (the "Common Sense Legal
Reforms Act") (provision entitled "Prevention of Lawyer-Driven Litigation").

2. See NEWT GINGRICH Er AL, CoNTRAcr WrrH AMERCA 147-54 (1994) (describing
problems caused by attorney control of litigation process).

3. Private Securities Litigation Reform Act of 1995, Pub. L. No. 104-67, 109 Stat. 737
(1995) (codified at 15 U.S.C. §§ 77a et seq. (1994 & Supp. 11995)) [hereinafter Reform Act].

4. See, e.g., H.R. CONF. REP. No. 104-369 (1995), Joint Explanatory Statement of the
Committee of Conference-The "Private Securities Litigation Reform Act of 1995," reprinted
in 141 CONG. REC. H13691 (daily ed. Nov. 28, 1995) (hereinafter "Conference Report")
(describing "abusive practices committed in private securities litigation" as including "the
manipulation by class action lawyers of the clients whom they purportedly represent").

'5. Reform Act, supra note 3 (adding Sec. Act § 27(a)(3); Sec. Ex. Act § 21D(a)(3)).
6. See Conference Report, supra note 4, at H13700 (describing the Reform Act as

"protect[ing] investors who join class actions against lawyer-driven lawsuits by giving control
of the litigation to lead plaintiffs with substantial holdings of the securities of the issuer").
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the lawyer/agent' in class action cases.'

This Article will evaluate both the theoretical underpinnings of the lead plaintiff
provision and the insights provided by its limited application to date. It will focus
upon the efficacy of encouraging institutional investors to participate actively in the
litigation process as a means to counteract lawyer-driven litigation. One possible
result of the lead plaintiff provision may be to transform securities fraud litigation
from prototypical small claimant cases into cases in which the active participants have
meaningful stakes in the litigation, but in which the needs and interests of the class
representative may diverge from those of the members it represents. By considering
securities litigation against the general backdrop of class actions, this Article will
explore the relative effects of lawyer control of the litigation process in small claimant
cases versus large claimant cases.

This analysis suggests two central insights. First, this Article questions the ability
of a lead plaintiff provision or other similar procedural reforms to effect a meaningful
change in the control of class action litigation. Second, the Article challenges the
purported value of client control. In cases in which the damages suffered by
individual class members are small, the value of litigation cannot be judged solely by
reference to class member recovery. A defense of the class action structure, in
securities cases as well as other class actions, requires a richer conception of the
litigation objectives than plaintiff compensation. Unless and until those objectives are
clarified, reform initiatives will be limited in their capacity to identify and remedy
abusive litigation.

II. THE SECURITIES LITIGATION REFORM ACT

In December 1995, Congress adopted the Reform Act over the veto of
President Clinton.9 The Act was the culmination of several years of reform efforts
directed both to abusive litigation practices generally and to private securities fraud

7. Litigation generally is characterized by the fact that disputes are resolved through
lawyers as agents for disputing principals. For more general analyses of the effect of this
agency structure, see Ronald J. Gilson & Robert H. Mnookin, Disputing Through Agents:
Cooperation and Conflict Between Lawyers in Litigation, 94 COLUM. L. REv. 509 (1994)
(arguing that, by using agents, principals are better able to commit to cooperation); Rachel
Croson & Robert H. Mnookin, Does Disputing Through Agents Enhance Cooperation?
Experimental Evidence, 26 J. LEGAL STUD. (forthcoming 1997) (providing experimental
support for Gilson/Mnookin model).

8. See generally Susan P. Koniak, Feasting While the Widow Weeps: Georgine v.
Amchem Products, Inc., 80 CORNF.L L. REV. 1045 (1995) (describing counsels' failure to act
ethically in Georgine v. Amchem Prods. Inc. litigation); Jack B. Weinstein, Ethical Dilemmas
in Mass Tort Litigation, 88 Nw. U. L. Rnv. 469 (1994) (proposing new ethical standards for
lawyers in mass tort cases); Jonathan Macey & Geoffrey Miller, The Plaintiffs' Attorney's Role
in Class Actions and Derivative Suits: Economic Analysis and Recommendations for Reform,
58 U. Can. L. RFv. 1 (1991) (describing consequences of divergence of interest between class
action attorneys and their clients).

9. Joel Seligman, The Private Securities Litigation Reform Act of 1995, 38 ARIZ. L.
REv. 717, 725 (1996) (describing congressional enactment of Reform Act over President
Clinton's veto).
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cases in particular."° The Reform Act reflected congressional efforts to address a
frequently repeated description of abusive litigation." The abuse scenario portrayed
plaintiffs' lawyers as responding to corporate announcements of bad news or a
drop in stock price with hastily drafted complaints containing poorly supported
allegations of fraud." Defendant businesses were frequently pressured to settle even
frivolous cases because of the enormous financial burden of litigation." The
resulting settlements provided little financial benefit to the claimed victims of the
fraud, the class of plaintiff stockholders, but compensated plaintiffs' lawyers with
multi-million dollar fee awards."

This scenario, although challenged as inaccurate or atypical by many," conveyed
two related concerns: the initiation of meritless claims and the distortion of
settlements. The control of litigation decisions by class action lawyers rather than
clients was identified as a factor contributing to both problems. Lawyers were
accused of filing frivolous cases solely for their settlement value" and for targeting
defendants because of their financial resources rather than their culpability." The

10. Id. at 717-24 (describing legislative background to adoption of Reform Act).
11. See Conference Report, supra note 4, at H13699-13700 (describing abusive

litigation practices to which Reform Act was addressed).
12. Witnesses in 1993 hearings before the Senate Subcommittee on Securities referred to

a "10% rule" under which they claimed plaintiffs' attorneys would automatically file suit
whenever a company's stock price dropped by 10% or more in a single day. Joel Seligman,
The Merits Do Matter, 108 HARV. L. REV. 438, 442 (1994) (citing Private Litigation Under
the Federal Securities Laws: Hearings Before the Subcomm. on Securities of the Senate
Comm. on Banking, Housing & Urban Affairs, 103d Cong., 1st Sess. 280 (1993)).

13. See, e.g., In re Philip Morris Sec. Litig., 872 F. Supp. 97, 98-99 (S.D.N.Y. 1995)
(describing complaints filed within five hours of announcement by Philip Morris that it was
lowering cigarette prices as drafted so hastily that they erroneously described Philip Morris as
being in the toy industry), aff'd in part, 75 F.3d 801 (2d Cir. 1996); Common Sense Legal
Reform Act, 1995: Hearings Before the Subcomn on Telecomm. and Finance of the House
Comm. on Commerce, 104th Cong., 1st Sess. 222, 223 (1995) (statement of former SEC
Chairman Richard C. Breeden) (describing "canned" complaints often filed within a few hours
of a stock price drop).

14. See, e.g., Peter M. Saparoff, The Private Securities Litigation Reform Act of 1995:
Illusion or Reality, ALI-ABA, May 10, 1996, at 505 (describing "blackmail effect" of
securities litigation as forcing "innocent' companies to settle).

15. Id. (describing argument that most of the millions of dollars paid in securities fraud
settlements was paid to plaintiffs' attorneys).

16. See, e.g., Macey & Miller, supra note 8, at 78 (stating that "[m]ost observers agree
that strike suit litigation is relatively uncommon"); William S. Lerach, Prevalence and
Economic Impact of Securities Class Actions: Is Reform Necessary?, in PRACrISING LAW
INSTITUTE, AVOIDING AND MANAGING SECURITIES LITIGATION AND SEC ENFORCEMENT
INQUIRIES FOR IN-HOUSE COUNSEL 1995, at 24-25 (1995) (providing statistical analyses
challenging congressional findings about abusive securities litigation); James Bohn & Stephen
Choi, Fraud in the New-Issues Market: Empirical Evidence on Securities Class Actions, 144
U. PA. L. REv. 903, 905 (1996) (characterizing the frivolous securities lawsuit as a "much-
debated phenomenon").

17. See, e.g., Securities Litigation Reform: Hearings Before the Subcomm. on
Telecomr. and Finance of the House Comm. on Energy and Commerce, 103d Cong., 2d Sess.
22 (1994) (statement of Sen. Dodd) (claiming that '"many cases are filed just to coerce a
settlement").

18. See Conference Report, supra note 4, at H13699 (describing targeting of accountants

1997]



ARIZONA LAW REVIEW

costs of defense imposed pressure on defendants to settle even weak cases,' pressure
that was aggravated by the financial incentives created by the third party payment
structure of insurance and indemnification."

The settlement process also contributed to the problem. Individual shareholder
claims tended to be relatively small, so class members had little incentive to monitor
the litigation of the case and the settlement decision.21 Plaintiffs' lawyers, on the other
hand, had an incentive to maximize their fee relative to the amount of work they
invested in the case, a motivation that bore no necessary correlation to the size of the
recovery to class members. The large size of the lawyers' economic interests relative
to those of their clients created a structure in which plaintiffs' lawyers had both
primary decisionmaking authority and the incentive to make litigation decisions in
their own economic interestY

Some lawyers went further in an effort to generate legal fees by developing
securities fraud litigation. Witnesses before Congress testified to lawyers maintaining
stables of named plaintiffs who were available for use as class representatives at
counsel's behest?' Lawyers without a ready stock of plaintiffs obtained referrals
through payments to brokerage firms. These plaintiffs received bonus payments for
their participation but had little actual role in the subsequent cases and were often
ignorant of the nature of the claims to which they lent their names.

This then was the scenario described as lawyer-driven litigation to which
Congress directed its efforts in the Reform Act. The Reform Act contained a wide
range of statutory reforms that have been described in detail elsewhere," but that
targeted the class action structure in particular. Concerned about lawyer-driven
litigation, Congress sought to limit the class action lawyer's ability to generate
litigation through the use of professional plaintiffs. Toward that end, Congress limited
the number of lawsuits in which an individual could serve as class representative,"

and other deep pockets as defendants because of their assets and insurance coverage rather than
because of their culpability).

19. According to the Conference Report, "discovery costs account for roughly 80% of
the total litigation costs in securities fraud cases." Id. at H13701 (citations omitted).

20. See, e.g., Roberta Romano, The Shareholder Suit: Litigation Without Foundation?,
7 J.L. ECON. & ORG. 55, 57 (1991) (describing settlement incentives created by
indemnification and insurance structure); Bohn & Choi, supra note 16, at 920-21 (same).

21. Macey & Miller, supra note 8, at 19 (stating that class members' stakes are often so
small that the litigation is of virtually no importance to them).

22. See, e.g., Janet Cooper Alexander, Rethinking Damages in Securities Class Actions,
48 STAN. L. REv. 1487, 1534 (1996) (describing process by which setting attorneys fee as
percentage of recovery creates an incentive for lawyers to obtain a high hourly fee by seeking
early settlement without conducting an adequate investigation).

23. See, e.g., Macey & Miller, supra note 8, at 22-24 (describing economic incentives
for plaintiffs' counsel).

24. See, e.g., Richard M. Phillips & Gilbert C. Miller, The Private Securities Litigation
Reform Act of 1995: Rebalancing Litigation Risks and Rewards for Class Action Plaintiffs,
Defendants and Lawyers, 51 Bus. LAw. 1009, 1011 (1996) (describing use of "professional
plaintiffs").

25. See generally Seligman, supra note 9 (describing history and provisions of the
Reform Act).

26. See Reform Act, supra note 3 (adding Sec. Act § 27(a)(3)(B)(vi); Sec. Ex. Act §
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banned referral fees to brokers,27 and prohibited class representatives from receiving
special compensation.= Congress further required any plaintiff seeking to serve as
class representative to file a statement certifying that he or she has reviewed the
complaint and authorized its filing and that he or she has not purchased stock for the
purpose of participating in the litigation."

In a further effort to transfer control of securities litigation away from lawyers
and into the hands of class members, Congress adopted the lead plaintiff provision."
The Reform Act requires the court to appoint a lead plaintiff to oversee the conduct of
every securities fraud class action. The Act provides that the class member with the
largest interest in the litigation is presumptively the most appropriate lead plaintiff,
and contains provisions to encourage participation by institutional investors as lead
plaintiffs. The lead plaintiff is given the authority to retain class counsel, subject to
approval by the court. The Act also seeks to eliminate the traditional "race to the
courthouse' 2 through the lead plaintiff appointment process by requiring any plaintiff
who files a securities fraud class action to provide notice of the action and of the
opportunity for other shareholders to seek lead plaintiff status in a widely circulated
business publication within twenty days of filing the complaint." Within ninety days
of the published notice, the court must consider any motions seeking appointment as
lead plaintiff and make the appointment."

BE. EVALUATING THE LEAD PLAINTIFF PROVISION

A. The Potential of Institutional Activism

The most comprehensive defense of the lead plaintiff provision is the one
provided by its creators, Professors Weiss and Beckerman who, in a 1995 Yale
Law Journal Article, developed the model Congress adopted in the Reform Act."
Weiss and Beckerman observed that institutional investors account for a large

21D(a)(3)(B)(vi) (limiting individuals to serving as lead plaintiffs in no more than five
securities class actions during a three-year period).

27. Id. (adding Sec. Ex. Act § 15(c)(8)).
28. Ia (adding See. Act § 27(a)(4); Sec. Ex. Act § 21D(a)(4)).
29. 1d (adding Sec. Act § 27(a)(2); Sec. Ex. Act § 21D(a)(2)).
30. The lead plaintiff provision was adopted in response to a law review article proposal

by Professors Weiss and Beckerman. 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 LJ. 2053 (1995) (proposing that investors with the largest stakes serve as
lead plaintiffs in securities fraud class actions).

31. Reform Act, supra note 3 (adding Sec. Act § 27(a)(3); Sec. Ex. Act § 21D(a)(3)).
The presumption is rebuttable. See Greebel v. FTP Software, Inc., 939 F. Supp. 57, 59 (D.
Mass. 1996) (holding that presumption can only be rebutted by a member of the plaintiff class).

32. Conference Report, supra note 4, at H13700 (stating that "the selection of the lead
plaintiff and lead counsel should rest on considerations other than how quickly a plaintiff has
filed its complaint").

33. Reform Act, supra note 3 (adding Sec. Act § 27(a)(3)(A)(i); Sec. Ex. Act §
21D(3)(A)(i)).

34. ld (adding Sec. Act § 27(a)(3)(B)(i); Sec. Ex. Act § 21D(3)(B)(i)).
35. See generally Weiss & Beckerman, supra note 30.
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portion of the interests represented by class action lawyers and that their claimed
losses are substantial2' According to Weiss and Beckerman, these large stakes give
institutional investors an incentive to monitor, but procedural impediments
predating the Reform Act impeded institutional monitoring." These impediments
included the race to the courthouse, that is, the court's general practice of awarding
lead counsel status to the lawyer who files the first complaint, lack of notice that a
case had been filed," and discovery relating to the class representative requirements
of adequacy and typicality.'

As a solution, Weiss and Beckerman proposed the model adopted by the Reform
Act, in which the procedures governing notice and the selection of lead plaintiff were
designed to favor substantial shareholders, particularly institutional investors, rather
than rewarding winners of the race to the courthouse.-0 Under this system, institutions
would receive information about proposed litigation and be in a position to monitor.
Because the lead plaintiff selects class counsel, institutional investors would also be
able to negotiate fee arrangements." Weiss and Beckerman speculated that the
process of fee negotiation could be used to reduce agency costs and better tie
litigation strategy to class member interests through greater innovations in fee
structures than those traditionally employed by judicial fee awards."1

The ability of a law firm to file a complaint rapidly was a poor proxy for its
competence. Judicial monitoring of the process was minimal however; the
acquiescence of courts in the race to the courthouse reflected their unwillingness to
determine which firm would provide the best representation at the lowest cost.', The
lead plaintiff provision thus replaces a process in which plaintiffs' counsel competed
for the financial rewards of the class counsel position through means that impeded
rational litigation choices with a system in which a sophisticated investor with a
meaningful stake in the litigation and a strong negotiating position makes the
selection.

The lead plaintiff provision also vests oversight in a litigant with a substantial
stake in the outcome, increasing the incentives to monitor the litigation and settlement
processes." A large investor has a financial incentive to prevent plaintiffs' counsel
from selling out legitimate claims too easily; early settlement of strong cases on poor

36. IM. at 2088-94.
37. IM. at 2095-2104.
38. See id. at 2062-63 (describing courts' general practice of appointing as lead counsel

the lawyer who files the first complaint).
39. Id.
40. Id. at 2105.
41. Id at 2107.
42. Id.
43. Commentators have suggested alternative methods of selecting lead counsel, and a

few courts have experimented with alternatives. See id. at 2107-10 (discussing and criticizing
several such alternatives).

44. See, e.g., Keith Johnson, Institutional Investor Participation in Class Actions After
the Private Securities Litigation Reform Act of 1995, ALU-ABA, Nov. 7, 1996, at 379, 381-82
(describing the interest of the State of Wisconsin Investment Board in securities fraud class
action litigation as amounting to as much as 20% of the total damage claim and resulting in
recovery of approximately $19 million over the past five years).
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terms will not adequately compensate the lead plaintiff for its losses." Institutional
investors may also have greater sophistication and resources to devote to the
monitoring effort and more familiarity with the legal and factual issues in securities
fraud litigation, making them effective as well as motivated monitors. The legislative
preference for increased institutional investor involvement in securities litigation,
because of these attributes, is thus consistent with calls for greater institutional
investor activism generally in corporate governance.'

Substantial shareholders may also have litigation incentives that reflect general
social welfare. To the extent that much securities litigation results merely in a shift of
assets from one shareholder class to another;' substantial shareholders who are
broadly diversified will rationally reject such cases as producing no social gain."
Weak cases that burden business through the imposition of litigation costs will
similarly appear undesirable to institutions which benefit from a litigation structure
that minimizes the burden on legitimate business activity. At the same time,
substantial shareholders are likely to appreciate the deterrence value of securities
fraud litigation as well as its capacity to generate a monetary recovery in a particular
case and may resist settlements that do not impose adequate accountability on
wrongdoers." Thus the lead plaintiff provision offers the possibility of decreasing the
control of plaintiffs' counsel over the litigation process and reducing the problems of
too much litigation of weak cases and poor settlements in strong cases.

Early experience demonstrates that institutional activism has the potential to alter
the decisionmaking process in securities fraud class actions. Even before the adoption
of the Reform Act, institutional investors had made some attempts to exercise greater
control over securities litigation, attempts that justify Congress' faith in their
participation as lead plaintiffs. In litigation over the disclosure of defects in the Intel
pentium chip, for example, a group of institutional investors collectively investigated
the securities fraud claims and determined that they were without merit.-' The group

45. Weiss & Beckerman, supra note 30, at 2121 (suggesting that 'largest benefit" of
institutional monitoring of class actions is likely to be more favorable settlement terms for
plaintiff class).

46. See, e.g., Jill E. Fisch, Relationship Investing: Will It Happen? Will It Work?, 55
OIuo ST. L.J. 1009 n.3 (1994) (citing articles calling for greater institutional activism as means
of improving corporate governance).

47. See, e.g., Frank H. Easterbrook & Daniel R. Fischel, Optimal Damages in Securities
Cases, 52 U. CHI L. REv. 611, 635 (1985) (describing how securities violations redistribute
wealth among investors but arguably produce a net social gain of zero).

48. See Benjamin M. Vandergrift, The Class Action Provisions of the Private Securities
Litigation Reform Act of 1995, INsmiHTs, Feb. 1996, at 4 (arguing that much securities fraud
litigation had turned into a vehicle for redistributing wealth from institutional investors to short
term investors).

49. See In re California Micro Devices Sec. Litig., 168 F.R.D. 257, 272 (N.D. Cal.
1996) (observing that rational institutional investors will only pursue cases that "generate a
genuine deterrent effect" and rejecting proposed settlement in light of objections by
institutional investors that the settlement lacked such a deterrent effect).

50. See Joseph A. Grundfest et al., The Pentium Papers: A Case Study of Collective
Institutional Activism in Litigation, 38 ARIZ. L. Rav. 559 (1996) (describing informal
participation by Institutional Investors' Forum in litigation over the pentium chip).
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then drafted a detailed letter to plaintiffs' counsel asking that the suit be dismissed."
Although plaintiffs' counsel had voluntarily dismissed the case prior to learning of the
letter," the process demonstrated both the institutions' ability to identify a claim
meriting dismissal and their willingness to become involved in achieving that result.

In the same vein, the Colorado Public Employees' Retirement Association
("ColPERA") objected to a settlement in In re California Micro Devices Securities
Litigation" as undervaluing the defendant's cash resources. Upon learning of
ColPERA's objection, Judge Walker refused to approve the settlement and to certify
the putative class representatives, finding that they had failed to monitor class counsel
adequately. Instead, Judge Walker appointed ColPERA as class representative." In
choosing an institutional investor as class representative, Judge Walker articulated the
same confidence as that expressed by Congress in the Reform Act.

Institutional investors have financial interests in the outcome of
securities class actions which dwarf the interests of individual
plaintiffs, and with this increased financial interest comes an
increased incentive to monitor class counsel's conduct of the action.
Institutional investors, moreover, are much better situated to
conduct such monitoring, both because they have greater resources
and because, as repeat players in securities class actions, they are
experienced in the issues which these actions inevitably raise.",

Following CoIPERA's appointment as class representative, the settlement was
favorably renegotiated."

In a related context, the California Public Employees' Retirement System
("CalPERS") recently sought and obtained permission to intervene in a state
derivative suit." CalPERS, which owned 1.3 million shares, had retained its own
counsel to monitor the proceedings in Weiser v. Grace," a case involving allegations
of breaches of fiduciary duty by the directors of W.R. Grace. When plaintiffs' counsel
proposed to settle the case on terms that did not involve any monetary payment to the
company, CalPERS objected to the settlement." In addition to permitting CalPERS to
intervene, the court appointed CalPERS' counsel to serve as co-lead counsel for the

51. See id. at 608-26 (containing a copy of the letter as Exhibit A).
52. IM at 595.
53. 168 F.R.D. 257 (N.D. Cal. 1996).
54. Judge Walker later appointed the California State Teachers' Retirement System as an

additional class representative. Id. at 277.
55. Id at 275.
56. Johnson, supra note 44, at 384. Because the renegotiated settlement involves a

greater proportion of cash, and because of fluctuations in the value of the stock portion of the
settlement, there is currently some debate before the court regarding whether the new
settlement is more favorable to class members.

57. See Jay B. Kasner & Scott D. Musoff, Institutional Investor Intervenes in Derivative
Suit, N.Y.L.J, Oct. 10, 1996, at 5 (describing progress of the litigation and CaIPERS'
successful effort to intervene).

58. N.Y.L.J., Sept. 12, 1996, at 22 (Sup. Ct. N.Y. Co. Sept. 12, 1996).
59. Kasner & Musoff, supra note 57.
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plaintiffs, thereby allowing CalPERS full participation in the settlement negotiations.-

The first widely reported effort by an institutional investor to gain lead plaintiff
status under the Reform Act was also successful. In Gluck v. CellStar," the
experienced plaintiffs' firm of Milberg Weiss Bershad Hynes & Lerach filed a class
action suit on behalf of individual investors. After plaintiffs complied with the notice
requirements of the new statute, the State of Wisconsin Investment Board filed a
request for appointment as lead plaintiff. In an October 1st ruling, the court granted
that request over Milberg Weiss' objection. Significantly, the court denied Milberg
Weiss' request that the court designate its plaintiff group and SWIB as co-lead
plaintiffs, rejecting the invitation to institute litigation management by committee.1"

SWIB considered a proposal from Milberg Weiss to serve as lead counsel as
well as proposals from several other firms. The proposals included descriptions of
anticipated litigation plans and fee schedules. Subsequently, SWIB selected its
lawyers, the Philadelphia firm of Blank, Rome, Comisky & McCauley, as lead
counsel." The agreed fee arrangement provided for counsel to receive a sliding scale
percentage of the recovery, with the percentage increasing both with the size of the
recovery and the progress of the matter through various stages of litigation." This
structure, unlike traditional judicial fee awards, was designed to give plaintiffs'
counsel an incentive to pursue a sizeable recovery even if that recovery required
additional litigation effort. The fee structure thus aligned the interests of the law firm
more closely with those of SWIB, its client.

B. The Possible Dark Side of Institutional Activism

Institutional activism enjoys broad support. .Many commentators believe
institutional investors are well situated to improve monitoring and reduce agency
costs through greater participation in corporate governance., Institutional
participation in securities fraud litigation, through the lead plaintiff provision, offers a
classic example of institutional activism as a means to reduce agency problems. Yet
there are reasons to question both the willingness of institutional investors to
participate and the value of their participation. In evaluating the lead plaintiff
provision, it is important to consider the possible dark side of institutional activism in

60. Id. This was not the first case in which CaPERS had intervened in an effort to
oppose the settlement of a derivative suit. In Kahn v. Sullivan, 594 A.2d 48 (Del. 1991), for
example, CalPERS intervened and opposed the settlement of a suit challenging a decision of
Occidental Petroleum's Board of Directors to make a charitable donation to construct a
museum to house the Armand Hammer Art Collection. The court in Kahn approved the
settlement over CaPERS' objections. Id. at 58 (describing lower court's approval of
settlement); id at 63 (finding lower court's approval of settlement did not constitute an abuse
of discretion).

61. Civil Action No. 3:96 CV-1353-R (N.D. Tex. Oct. 3, 1996).
62. See Edward Brodsky, Institutional Investors: Typical of the Class?, N.Y.L.J., Oct. 9,

1996, at 3 (describing Gluck decision).
63. See Johnson, supra note 44, at 386-87 (describing SWIB's process of selecting

Blank, Rome to serve as lead counsel).
64. Id (describing fee arrangement).
65. See, e.g., Weiss & Beckerman, supra note 30, at 2056.
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addition to its merits."

1. The Risk of Passivity

One pending question about the power of the lead plaintiff provision is the extent
to which institutional investors will participate under the Reform Act as lead
plaintiffs." Weiss and Beckerman themselves recognized that institutions may be
wary of the costs and burdens associated with lead plaintiff status." In addition to
institutional fear of liability associated with lead plaintiff status-a fear which the
Conference Report attempted to dissipate with a statement that the lead plaintiff
provision does not create any new fiduciary duty on the part of institutional
investors"-lead plaintiffs have reason to fear the practical burdens of activism. Lead
plaintiff participation requires institutions to bear costs such as investigating a
securities fraud claim, reviewing a complaint, submitting to discovery, selecting lead
counsel, and monitoring the litigation and settlement process." These costs create free
rider problems, because institutions, particularly those concerned about minimizing
administrative costs generally, are rationally apt to prefer that another investor take
the initiative to become involved."

Institutions may also fear that the benefits of greater activism will be outweighed
by adverse consequences." Active participation in litigation may provide an
institution with inside information that limits its ability to trade in the stock that is the
subject of the litigation." Institutions may sacrifice their relationships with issuers by
litigating securities fraud claims, reducing the superior access and influence that some
institutional investors have come to enjoy." Some institutional investors may also be

66. See, e.g., Edward B. Rock, Controlling the Dark Side of Relational Investing, 15
CARnozo L. REy. 987 (1994) (raising concerns about possible adverse consequences of
institutional activism).

67. See Dominic Bencivenga, Litigation Re-Formed: Lawyers Report on 'Year 1' Under
Securities Act, N.Y.LJ., Jan. 16, 1997, at 5 (observing that "large investors and institutional
investors have not been stepping forward in significant numbers to become the most adequate
plaintiff").

68. Weiss & Beckerman, supra note 30, at 2109-10.
69. Conference Report, supra note 4, at H13700 (stating that "the most adequate

plaintiff provision does not confer any new fiduciary duty on institutional investors and the
courts should not impose such a duty").

70. See, e.g., Johnson, supra note 44, at 386-87 (describing uncertain costs and risks
associated with institutional participation as lead plaintiffs).

71. See, e.g., Fisch, supra note 46, at 1020-23 (describing how free rider problems
create particular disincentives for activism among institutions for which performance is judged
relative to the performance of their peers).

72. See Bencivenga, supra note 67 (quoting defense attorney Bruce G. Vanyo as
attributing lack of institutional participation to the fact that lead plaintiff status offers "too
much risk and too little to gain").

73. See, e.g., Johnson, supra note 44, at 5 (questioning whether institution serving as
lead plaintiff will be precluded from trading in the company's stock during the course of the
litigation).

74. See John C. Coffee, Jr., Class Wars: The Dilemma of the Mass Tort Class Action, 95
COLUM. L. Ry. 1343, 1352 n.25 (1995) (predicting that most institutions will prefer to avoid
active participation in class actions in order to preserve their relationships with corporate
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subject to political pressure or other constraints on their freedom to make litigation
decisions.

If institutions do not affirmatively decide to participate, despite the Reform Act's
invitation, securities litigation may proceed in substantially the same manner as
before. Although post-Reform Act litigation demonstrates some effort by institutions
to become involved in securities fraud litigation, individuals rather than institutions
have secured lead plaintiff status in most cases to date. Indeed, plaintiffs appear to be
responding to Congress' direction that the appropriate lead plaintiff is the plaintiff
with the largest stake by forming groups of individuals to serve as co-lead plaintiffs.
Recent examples include Weikel v. Tower Semiconductor Ltd., in which a group of
ten individual plaintiffs was appointed;" In re Health Management Inc. Securities
Litigation, in which eleven individual plaintiffs were appointed co-lead counsel;" and
In re Vista 2000, Inc. Securities Litigation, in which thirteen individual plaintiffs were
appointed." The plaintiffs, and more importantly the plaintiffs' counsel, responsible
for initially filing the complaints, frequently retain their role in the litigation despite
the lead plaintiff provisions. Thus, for example, in Greebel v. FTP Software, Inc.,"
the plaintiffs filing the complaint were appointed as lead plaintiffs and their lawyers,
the firm of Milberg Weiss, were appointed class counsel, a result mirroring the
standard practice pre-dating the adoption of the Reform Act.

Similarly, it appears that lead counsel positions are being secured, in most cases,
by the traditional plaintiffs' securities firms. Milberg Weiss, the leader in pre-Reform
Act filings," has already secured a number of lead counsel appointments, including
appointment as sole lead counsel in Greebelso and Tower Semiconductor and as co-
lead counsel in Vista 2000" and Wellcare." Similarly, the three firms jointly
appointed class counsel in In re Cephalon Securities Litigationu were all traditional
plaintiffs' securities firms." Even where institutional investors are among the lead

management and the superior access to information resulting from those relationships).
75. Weikel v. Tower Semiconductor Ltd., Civil Action No. 2:96cv03711 (JWB) (D.N.J.

Nov. 8, 1996).
76. In re Health Management Inc. Sec. Litig., No. 96-CV-889 (ADS) (E.D.N.Y. Aug.

7. 1996).
77. In re Vista 2000, Inc. Sec. Litig., Civil Action No. l:96-CV-906-FMH (N.D. Ga.

July 9, 1996).
78. 939 F. Supp. 57 (D. Mass. 1996).
79. Milberg Weiss, the leader among plaintiffs' lawyers, was responsible for filing 193

cases between 1988 and mid-1995. Nancy Rutter, Bill Lerach Thinks of Himself as Robin
Hood in a Class Action Suit, FORBES, Oct. 9, 1995, at 116.

80. See Greebel v. FTP Software, Inc., 939 F. Supp. 57 (D. Mass. 1996) (appointing
Milberg Weiss firm as lead counsel).

'81. Weikel v. Tower Semiconductor Ltd., Civil Action No. 2:96cv03711 (JWB) (D.N.J.
Nov. 8, 1996).

82. In re Vista 2000, Inc. See. Litig., Civil Action No. 1:96-CV-906-FMH (N.D. Ga.
July 9, 1996).

83. In re The Wellcare Management Group, Inc. Sec. Litig., 96-CV-0521 (TJM/DRH)
(N.D.N.Y. July 3, 1996).

84. 1996 U.S. Dist. LEXIS 13492 (E.D. Pa. Aug. 27, 1996).
85. See Bohn & Choi, supra note 16, at 909 n.27 (listing major traditional plaintiffs'
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plaintiffs, traditional plaintiffs' firms are obtaining lead counsel appointments."

The structure of the lead plaintiff provision requires institutions to act
affirmatively to change the existing litigation procedure.*' In the absence of an
institution's motion to participate, the first filer and his or her law firm will continue
to control the litigation. This scenario was exemplified in Greebel, in which the court
concluded that the statutory language of the Reform Act limits the right to challenge
the qualifications of the lead plaintiff and to conduct discovery on that issue to other
members of the plaintiff class.n Over the objection of the defendant, the Greebel court
therefore appointed as lead plaintiffs the plaintiffs who had filed the initial
complaint" The court's holding was constrained by a statutory structure that leaves
the decision to seek appointment in the hands of the large shareholder. Because no
other class members had sought appointment as lead plaintiff, the shareholders who
filed the complaint perforce had the largest financial interest and were otherwise most
appropriate."0

If, because of their generally small stakes, class members are rationally apathetic
on the issue of who serves as lead plaintiff, many cases are likely to be litigated along
the lines of the Greebel model, in which no substantial shareholder attempts to
interfere with the appointment of the initial filer and his or her counsel. Moreover,
institutions that do not seek lead plaintiff status themselves have little reason to object
to such an appointment. In terms of the expected effect on the institution's welfare,
the appointment of lead plaintiff is far less significant than the terms of settlement, yet
pre-Reform Act cases demonstrated relatively little involvement by institutions even
at the settlement stage. California Micro Devices was the exception, not the norm.

2. The Risk ofActivism

The risk of institutional passivity should not be overstated. Although the lead
plaintiff proposal has been criticized as offering institutional investors insufficient
incentive to incur the costs associated with taking a more active role in securities
litigation, the apparent willingness of institutional investors to become involved even
without express legislative support offers the possibility that some institutions will
accept Congress' invitation. Given the degree of institutional investment in the stock
market, a relatively small percentage of institutional involvement could change the
control structure in securities fraud litigation.

The wisdom of inviting institutional involvement is another matter. First, the
adoption of the lead plaintiff provision creates some tension between its procedures
and the pre-existing requirements of Federal Rule of Civil Procedure 23.9 If

86. See, e.g., Malin v. IVAX Corp., Case No. 96-1843-CIV-MORENO (S.D. Fla. Oct.
31, 1996) (appointing group including Pennsylvania Pension Fund as co-lead plaintiffs and
approving group's selection of two traditional plaintiffs' firms as lead counsel).

87. Cf Alexander, supra note 22 (proposing regulatory reform that requires institutions
to take an active role in securities litigation in order to participate in the class action).

88. Greebel v. Fl? Software, Inc., 939 F. Supp. 57 (D. Mass. 1996).
89. Id.
90. Id.
91. See generally Vincent R. Cappucci, Conflicts Between Rule 23 and Securities

[VOL. 39:533



CLASS ACTION REFORM

institutions decide to participate actively, their participation may threaten the process
by which Rule 23 protects the interests of all class members. The text of the Reform
Act does not address the manner in which this tension is to be reconciled. Second,
and more importantly, there are reasons to question the ability of institutional
involvement to address the general goal of the Reform Act: the concerns associated
with lawyer-driven litigation.

Initially, participation by institutions as lead plaintiffs must be consistent with the
protection that Rule 23 and due process provide for absent class members through the
use of the class representative9' To insure that the interests of class members are
treated fairly, Rule 23 requires the court to identify a class representative' The court
must determine that the class representative fairly and adequately represents the
interests of the class, that the class representative's claims are typical of those of the
class, and that the class representative is not subject to unique or personal defenses.
Institutional investors may not meet these criteriaY

Weiss and Beckerman's article and Congress' response applaud the value of
institutional investors as lead plaintiffs precisely because they are atypical in terms of
their larger stake, greater sophistication and better access to information." These
qualities may be held against them, however, as defendants challenge their reliance on
public disclosures or assert a failure to exercise due diligenceY Moreover some
institutions like CalPERS enjoy a degree of informal access to corporate management
not shared by individual investors. Some courts have found that these qualities may
subject a sophisticated investor to unique defenses in securities fraud litigation." An
investor who faces the prospect of the sophisticated investor defense may not meet
the typicality requirement of Rule 23.' Similarly, an institution may have traded in

Reform Act, N.Y.L.J., Apr. 2, 1996, at 1 (describing potential inconsistencies between
requirements of Rule 23 and participation of institutional investors as lead plaintiffs).

92. See Elizabeth S. Strong, Reform Act's 'Most Adequate Plaintiff' Conflicts with
Federal Rules, N.Y.LJ., June 20, 1996, at 1.

93. See Daniel R. Watcher, Classwide Arbitration and lOb-5 Claims in the Wake of
Shearson/American Express, Inc. v. McMahon, 74 CORNE.L L. Rnv. 380, 399 n.120 (1989)
(describing requirement of Rule 23 and due process that class representative adequately
represent absent class members).

94. See, e.g., In re General Motors Corp. Pick-Up Truck Fuel Tank Prods. Liab. Litig.,
55 F.3d 768, 796 (3d Cir.), cert. denied, 116 S. Ct. 88 (1995) ("The Rule 23(a) class inquiries
(numerosity, commonality, typicality, and adequacy of representation) constitute a multipart
attempt to safeguard the due process rights of absentees.").

95. See Brodsky, supra note 62 (describing plaintiffs' arguments in Gluck v. CellStar
that SWIB did not meet the typicality requirement of Rule 23).

96. See, e.g., Edward Brodsky, Institutional Investors: The 'Most Adequate' Plaintiffs,
N.Y.J., July 10, 1996, at 3.

97. The plaintiff group challenging SWIB's effort to be appointed lead plaintiff argued
that SWIB was atypical because it was a sophisticated investor and because it used investment
methods that were not typical of smaller investors in the plaintiff class. Johnson, supra note 44,
at 388.

98. See, e.g., Judith H. Dobrzynski, Small Companies, Big Problems, N.Y. TImEs, Feb.
6, 1996, at D1 (describing CalPERS' superior access to corporate boards).

99. See Macey & Miller, supra note 8, at 72-73 (describing judicial acceptance of
sophisticated investor defense); Cappucci, supra note 93 (same).

100. See, e.g., Zandman v. Joseph, 102 F.R.D. 924, 932 (N.D. Ind. 1984) (finding that
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and out of the relevant stock throughout the class period. This trading is, of course,
relevant to the extent of the institution's damage claims, but it is also relevant to
issues such as the manner in which the class is defined and the institution's reliance. °

The litigation objectives of institutional investors may also differ from those of
the individual investors in the class.10 Obviously an institution that continues to own
stock is poorly suited to represent investors who are no longer invested in the
company.'10 Most institutions hold a broad share of the market in a diversified
portfolio. Securities litigation that transfers money from present stockholders to past
stockholders is of little value to these investors. Elimination of this type of litigation,
however, may prejudice individual investors.- Similarly, an institution may have
diversified away the risks associated with being on the losing end of a securities
fraud, and recognizing that over time, it is likely to gain an equal amount from being
an innocent beneficiary of improper disclosure, it may be unwilling to incur the costs
associated with litigating the redistribution of damage claims within its own pocket.
Although rational from the institution's perspective, that litigation posture need not
produce the optimal level of securities enforcement from the perspective of all
investors.

Given that Congress chose the lead plaintiff provision instead of alternatives such
as a requirement that filing plaintiffs own a designated minimum quantity of stock, it
is reasonable to infer that Congress intended institutions to represent the interests of
small as well as large shareholders. A statutory provision imposing a minimum
shareholding requirement would achieve Congress' objective of insuring that claims
were filed by those plaintiffs with a substantial financial stake in the litigation.', A
minimum shareholding requirement was objectionable, however, on the grounds that

investor who invested $3 million in defendant corporation's stock and had substantial contacts
with officers of the company and financial analysis failed to meet typicality requirement);
Grace v. Perception Tech. Corp., 128 F.R.D. 165, 169 (D. Mass. 1989) (holding that "contact
with corporate officers and special meetings at the company will render a plaintiff atypical to
represent the class").

101. See, e.g., Fleming Co. Inc. Litig., Nos. 96-CV-869, 96-CV-853, 96-CV-830
(W.D. Okla. filed April 4, 1996) (first-filing plaintiffs claiming that causation defense renders
an institutional investor unsuitable as class representative); LH. Cohn & Co. v. American
Appraisal Assocs., Inc., 628 F.2d 994, 998 (7th Cir. 1980) (finding institutional investor's
sophistication might prevent it from establishing reliance and that the presence of this potential
defense destroys its typicality).

102, See Vandergrift, supra note 48 (suggesting that public or political pressure faced by
some institutional investors may make them less willing to settle litigation).

103. The interests of continuing shareholders will conflict with those of class members
who have sold on the issue of whether to seek a large compensatory damage award. See
Alexander, supra note 22, at 1505 (arguing that pursuing meritorious litigation may not be in
the best interests of continuing shareholders).

104. See, e.g., id. at 1504 (observing that, because institutions are diversified and frequent
investors, they may prefer deterrence to compensation as a litigation objective).

105. See S. 240, 104th Cong., 1st Sess., § 101 (1995); H.R. 10, 104th Cong., 1st Sess., §
203 (1995) (proposing requirement that named plaintiffs hold minimum of either one percent
or ten thousand dollars in market value of the subject securities); cf. Mary E. Matthews,
Derivative Suits and the Similarly Situated Shareholder Requirement, 8 DEPAuL Bus. L.J. 1,
37 (1995) (discussing minimum shareholding requirement as a means of addressing concern of
frivolous derivative litigation).
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