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IS THE PRICE RIGHT?
AN EMPIRICAL STUDY OF FEE-SETTING IN SECURITIES CLASS ACTIONS
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Every year, fee awards enable millions of people to obtain access to
Jjustice and strengthen the deterrent effect of the law by motivating lawyers to
handle class actions. But the process by which judges decide how much to pay
lawyers remains a black box. Settlements go in one side; fee awards come out the
other. The inputs and outputs have been studied, but the actual operation of the
Sfee-setting mechanism has not. Consequently, it is difficult to know why judges
award the amounts they do or whether they size fee awards correctly.

Both numerically and in terms of dollars recovered, securities cases
dominate the federal courts’ class action docket. We therefore undertook to peer
into the fee-setting black box by studying in detail all of the 434 securities class
actions that settled in federal district courts from 2007 through 2012. We

~ examined the actual court filings in each case to create an original, comprehensive
dataset of information on all points at which federal judges are likely to consider
issues relating to fees. These data enable us to paint a picture of the fee-setting

process that is unusually detailed and nuanced and that falsifies many common
beliefs.

* Lynn A. Baker.(Ibaker@law.utexas.edu) holds the Frederick M. Baron Chair in Law at the
‘School of Law at the University of Texas at Austin.

** Michael A. Perine (perinom@stjohns.edu) is the Dean George W. Matheson Professor of
Law at St. John’s University School of Law.

*** Charles Silver (csilver@law.utexas.edu) holds the Roy W. and Eugenia C. McDonald
Endowed Chair in Civil Procedure at the School of Law at the University of Texas at Austin.

We are grateful to Cornerstone Research and Stanford Law School for providing lists of case
names and docket numbers from the Securities Class Action Clearinghouse. We would like to
thank the following University of Texas law students who provided valuable assistance with data
collection: Justin Bryant, Ben Cukerbaum, Francesca DiTroia, Elizabeth Eoff, Brett Goodman,
Annie Kuntz, Gen Li, Christine Lu, Tianyu Ma, Matt Manning, Ryan Meyer, Crystal Neifert, Ima
Nsien, Joanne Serrato, Louis Stahl, Min Yoon, Yongjin Zhu, and Jeffrey Zerda. University of
Texas law librarians Casey Duncan and Matt Steinke provided essential assistance with the
Bloomberg and Pacer databases. A very preliminary version of this Article was presented at the
Corporate & Securities Litigation Workshop, hosted in Chicago by the University of Illinois
College of Law in November 2013. We especially benefitted from the comments received on that
occasion from Steven Davidoff Solomon, Jill Fisch, Sean Griffith, and David Webber. We are
also grateful to Ronen Avraham, David Webber, and Elliot Weiss for written comments on
subsequent drafts. The views expressed in this paper are solely the views of the authors and do
not represent in any way the views of Cornerstone Research, Stanford Law School, or any of the
individuals acknowledged in this footnote.



FEE-SETTING IN SECURITIES CLASS ACTIONS

Among our major findings are that: (1) federal judges often deviate from
the path Congress laid out in the Private Securities Litigation Reform Act
(PSLRA), which requires lead plaintiffs to set the terms of class counsel’s retention
and federal judges to serve as backstops against abuses; (2) fees tend to be lower
in federal districts that see a high volume of securities class actions than in
districts that handle these cases less often; (3) fee cuts are significantly more likely
among judges that see a high volume of securities class actions than among low
volume judges; (4) the well-known “decrease-increase” rule, according to which
fee percentages decline as settlements become larger, operates mainly in high-
volume districts; and (5) judges appear to cut fees randomly, that is, on the basis
of their own predilections rather than the merits of fee requests. Finally, we learn
that so-called “lodestar cross-checks,” which reguire judges to consider the “time
. and labor expended by counsel” and other factors to ensure against excessive fees,
accomplish nothing. Actual fee awards reflect something closer to a pure
“percentage of the fund” approach.

In sum, we found little evidence that the actions currently taken by the
courts in securities class actions move class counsel’s fees closer to the “right
price.” We therefore propose a set of procedural reforms which courts could
easily adopt that would make fee-setting in securities class actions more
transparent, more compatible with the normative goals of the PSLRA, and more
predictable. The reforms would encourage lawyers to invest optimally in class
actions, with salutary effects for investors seeking compensation and the integrity
of the financial markets.
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I. INTRODUCTION

Every year, class action settlements bring $10-$20 billion into federal
courts.! And every year, federal judges award billions of these dollars to
plaintiffs’ attorneys in payment of fees and reimbursement of expenses.? The
payments are essential. But for these awards, the incentive to 'Wage class
actions—which entail enormous commitments of time and financial resources—
would disappear. One can say, without exaggeration, that federal judges enable
millions of people to obtain access to justice each year by rewarding lawyers for
litigating class actions successfully. '

Yet, the process by which fee and cost awards are set is a black box.
Settlements go in; awards come out. Little is known about the mechanism that
earmarks dollars for attorneys.> Consequently, it is difficult to know why fee

! See Brian T. Fitzpatrick, An Empirical Study of Class Action Settlements and Their Fee
Awards, 7 J.EMPIRICAL LEGAL STUD. 811, 825 (2010) (hereafter “Fitzpatrick 2010”) (studying all
class actions that settled in federal courts in 2006 and 2007 and reporting total recoveries of $22
billion and $11 billion, respectively).

2 Id. at 831 (reporting $2.9 billion in fee and expense awards in 2006 and $2.1 billion in
2007).
3 The empirical literature on fee awards in class actions is large, but only one study to date has

looked at fee award procedures in any detail. See Lynn A. Baker, Michael A. Perino, and Charles
Silver, Setting Attorneys’ Fees in Securities Class Actions: An Empirical Assessment, 66 VAND. L.
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awards are sized as they are. Studies have shown that more dollars flow to
lawyers when settlements are larger; that, in percentage terms, awards tend to
decline as recoveries rise; and that investors get more “bang for the buck™ in
securities fraud class actions when public pension finds serve as lead plaintiffs.*
But the causes of these phenomena remain hidden from view because researchers
have not peered inside the fee-setting mechanism.

The reason for this is simple: It takes work—a lot of it—to study fee-
setting processes in action. In securities fraud cases, which account for about 40
percent of all federal class actions and over 70 percent of all federal class action
recoveries, the mechanism first cranks up when the court appoints the lead
plaintiff and lead counsel at the start of litigation.> To study just this part of the
process, one must review the pleadings, motions, and declarations filed by the
parties and lawyers seeking control of the case, along with the order entered by
the court. With seventy to eighty settlements per year and two or more parties per
case seeking appointment as the Jead plaintiff, it takes substantial effort just to
determine which parties and lawyers sought control, who won, and whether
judges considered compensation terms when selecting the winners.® To make

REV. 1677 (2013) (hereinafier “Baker et al. 2013”) (examining fee setting practices in three
district courts). All of the other studies focus solely on inputs (settlements), outputs (fee and cost
awards), and case characteristics (subject matter of the litigation, named plaintiff type, duration,
etc.). See, e.g., Brian T. Fitzpatrick, 4n Empirical Study of Class Action Settlements and Their Fee
Awards, 7 J. EMPRICAL LEGAL STUD. 811 (2010) (finding that fees vary with the size of the
settlement, the age of the case, and where the case is litigated); Theodore Eisenberg & Geoffrey P.
Miller, Attorney Fees and FExpenses in Class Action Settlements: 19932008, 7 J. EMPIRICAL
LEGAL STUD. 248 (2010); Robert H. Lande & Joshua P. Davis, Benefits from Private Antitrust
Enforcement: An Analysis of Forty Cases, 42 U.S.F. L. Rev. 879 (2008) (reporting data on the size
of fee awards in antitrust cases); Eric Helland & Jonathan Klick, The Effect of Judicial Expedience
on Attorney Fees in Class Actions, 36 J. LEG. STUD. 171 (2007) (finding that class action fee
awards are positively correlated with measures of court congestion); Theodore Eisenberg &
Geoffrey P. Miller, Attorney's Fees in Class Action Settlements: An Empirical Study, 1 J.
EMPIRICAL LEG. STUD. 27 (2004) (documenting a strong correlation between fees and settlement
size and noting inter-circuit variations in fee awards); William J. Lynk, The Courts and the
Plaintiff’s Bar: Awarding the Attorney’s Fee in Class-Action Litigation, 23 J. LEG. STUD. 185,
195-204 (finding that lodestar amounts better explain actual fee awards than percentage of
recovery methods).

* Perino, supranote __, at 369.
3 Fitzpatrick 2010, supra note __, at 818, 825.

6 Although most existing studies of fee awards in securities class actions control for the type
of investor that served as lead plaintiff, see, e.g., Perino, supra note __, at 384, no study quantifies
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matters more challenging, the relevant documents must often be obtained directly
from courts because they are not available electronically. The process must then
be repeated for each case at the settlement stage, where the items to be collected
and reviewed include motions for settlement approval and fee awards, supporting
affidavits, objections, responses to objections, and the court’s various orders.

Do the stakes justify the effort needed to peer inside the black box? We
think so. More than just billions of dollars in compensation and access to justice
for millions of people are at issue. The law’s ability to influence conduct outside
the courthouse also hangs in the balance. By setting fees too high or too low,
- judges would incentivize lawyers to bring too many class actions or too few.
Excessive litigation would over-deter primary conduct that is desirable;
insufficient litigation would under-deter primary conduct that is unwanted. These
consequences will occur in all areas where class actions are brought: antitrust,
civil rights, consumer protection, labor and employment, employee benefits,
RICO, and, of course, financial fraud. The deep reason for opening the black box
is to learn whether the procedural system operates in ways that are reasonably
thought to advance the goals of substantive laws.

The need is especially acute in the securities area, both because securities
fraud cases dominate the federal class action docket and because Congress
instructed judges legislatively how to handle fee awards in these cases. In 1995,
Congress adopted the Private Securities Litigation Reform Act (PSLRA) because
it viewed the securities class action system as dysfunctional and abusive.” One
problem was that the litigants who served as representative plaintiffs were often

the frequency with which lead plaintiffs and the lawyers they hire bargain over fees, describes the
fee terms that such arms’ length bargaining produces, or documents the frequency with which
privately negotiated fee agreements are offered into the record for judges to review and consider
when ruling on class counsel’s motion for attorneys® fees at the end of the case. Any belief that
the documented reduction in agency costs under the PSLRA is due to lead plaintiffs who
aggressively negotiate ex ante fee agreements with the attorneys they hire is only a surmise.

7}t is certainly possible to debate the accuracy of that description. See Myriam Gilles & Gary
B. Friedman, Exploding the Class Action Agency Cost Myth: The Social Utility of Entrepreneurial
Lawyers, 155 U. PA. L. REV. 103 (2006); Joel Seligman, The Merits Do Matter: 4 Comment on
Professor Grundfest’s “Disimplying Private Rights of Action under the Federal Securities Laws:
The Commission’s Authority, 108 HARV. L. REV. 438 (1994).
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small investors who would not or could not monitor class counsel effectively.®
They were figureheads for lawyers who financed the cases, ran them as they
wished, and, for all important purposes, were the real parties in interest.’

Another problem was that federal judges had failed to police the conduct
of class actions on their own. Although charged by the rules to act as guardians
for absent class members, judges were at least as interested in getting cases off
their dockets as they were in rooting out abuses.!’ Judges lacked the means to
police abuses too. They could not rely on the parties who proposed settlements to
bring problems to their attention, and they could not (always) rely on objectors to
do so either. Objectors only appeared in some cases, and their agendas were often
suspect. Many objectors were hold-up artists bent on extorting payments.

By enacting the PSLRA, Congress gave class action procedure a complete
overhaul.!! Seeking to rely less on judges and objectors and more on incentives,
it put class actions under the control of sophisticated investors with large financial
stakes.!? The hope was that these investors would seek to maximize their own net

8 LR. REP. NO. 104-369, at 32 (1995) (Conf. Rep.), reprinted in 1995 U.S.C.C.AN. 730, 731.
Among other abuses, lawyers paid kickbacks to individuals who held a few shares of likely
litigation targets who were willing to serve as the needed representative plaintiff. Those

" individuals obviously could not be expected to vigorously monitor class counsel, particularly with
respect to attorneys’ fees requests. Kickbacks were often a percentage of the lawyers’ fee and,
therefore, the representative plaintiff would have an incentive to maximize rather than minimize
fees. See MICHAEL A. PERINO, THE MILBERG WEISS PROSECUTION: NO HARM, NoO FouL? (AEI
2008).

? Jonathan R. Macey & Geoffrey P. Miller, The Plaintiffs’ Attorney's Role in Class Action and
Derivative Litigation: Economic Analysis and Recommendations for Reform, 58 U. CHL L. REV. 1,
7-8 (1991); John C. Coffee, Jr., Understanding the Plaintiff’s Attorney: The Implications of
Economic Theory for Private Enforcement of law Through Class and Derivative Actions, 86
CoLuM. L. REV. 669 (1986).

19 See Janet C. Alexander, Do the Merits Matter? A Study of Settlements in Securities Class
Actions, 43 STAN. L. REV. 497 (1991).

1 Private Securities Litigation Reform Act of 1995, Pub. L. No. 104-67, 109 Stat. 737
(codified in scattered sections of 15 U.S.C.); see 15 U.S.C. §§ 77z-1(a)(3), 78u-4(a)(3) (2006)
(establishing procedural guidelines for determining lead plaintiffs).

12 See, e.g, HR. REP. No. 104-369, at 32 (1995) (Conf. Rep.), reprinted in 1995
U.S.C.C.AN. 730, 731 (noting Congress’s intent to “increase the likelihood that parties with
significant holdings in issuers, whose interests are more strongly aligned with the class of
shareholders, will participate in the litigation and exercise control over the selection and actions of
plaintiff's counsel”).



115 CoLuMBIA LAW REVIEW (forthcoming2015) — Draft of 2/11/2015

recoveries by maximizing the net recoveries for everyone.!> They would use
contingent fee arrangements to incentivize excellent attorneys to obtain good
results, while using competition among lawyers to obtain bargain rates.
Sophisticated investors would also evaluate settlements, reducing the burden on

judges, who are poorly placed to figure out whether proposed deals are good or
bad.

Empirical studies of inputs and outputs suggest that the PSLRA has been a
reasonable success. Although many of the most sophisticated private investment
funds still refuse to serve as lead plaintiffs,'* public pension funds have
volunteered in numbers, and their use of the mechanisms created by the PSLRA
appears to be reducing agency costs.!> Cases led by public pension funds tend to
have higher recoveries and lower attorneys’ fees than other securities class
actions, controlling for important case characteristics.!® Even in cases led by other
kinds of plaintiffs, attorneys’ fees have declined signiﬁcantly over time. !’

Without looking inside the black box, however, it is impossible to know
- whether the credit for these successes belongs to the PSLRA or to other aspects of
the fee-setting mechanism. The documented reduction in attorneys’ fees and
other agency costs could be the result of hard bargaining between institutional

13 Spe 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,
2105 (1995). See also Elliot J. Weiss, The Lead Plaintiff Provisions of the PSLRA after a Decade,
or “Look What'’s Happened to My Baby,” 61 VAND. L. REV. 543 (2008).

14 See Michael A. Perino, Have Institutional Fiduciaries Improved Securities Class Actions?
A Review of the Empirical Literature on the PSLRA’s Lead Plaintiff Provision, in HANDBOOK OF
INSTITUTIONAL INVESTMENT AND FIDUCIARY DUTY (Cambridge University Press 2013).

15 See, e.g., Stephen J. Choi, A. C. Pritchard & Jill E. Fisch, Do Institutions Matter? The
Impact of the Lead Plaintiff Provision of the Private Securities Litigation Reform Act, 83 WASH.
U. L.Q. 869, 879 (2005); James D. Cox & Randall S. Thomas, Does the Lead Plaintiff Matter? An
Empirical Analysis of Lead Plaintiffs in Securities Class Actions, 106 COLUM. L. REV. 1587,
1588-93 (2006); James D. Cox, Randall S. Thomas & Lynn Bai, There Are Plaintiffs and . . .
There Are Plaintiffs: An Empirical Analysis of Securities Class Action Settlements, 61 VAND. L.
REV. 355, 367 (2008); C.S. Agnes Cheng et al., Institutional Monitoring through Shareholder
Litigation, 95 J. FIN. ECON. 356 (2010); Michael Perino, Institutional Activism through Litigation:
An Empirical Analysis of Public Pension Fund Participation in Securities Class Actions, 9 J.
EMPIRICAL LEGAL STUD. 368, 369-70 (2012).

18 Perino, supranote __, at 369.
17 Id. at 370.
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lead plaintiffs and class counsel.!®* But the credit could, at least in part, also
belong to federal judges, who may use the fees awarded in cases with public
pension lead plaintiffs as the model for fees in other cases. The fact that fees have
fallen in securities class actions of all types since the enactment of the PSLRA,
including those led by other investors, suggests that judges are playing an
important role.!

To learn how fee awards in class actions are set and whether the PSLRA is
working as Congress intended, we created an original database with information
on all of the 434 securities class action settlements that were announced between
January 1, 2007 and December 31, 2012 in the federal district courts in the United
States. Our database is uniquely rich because it contains details gathered from the
actual court filings in each of the cases, in addition to the settlement amounts and
fee awards on which other studies rely. We know the number and type of
plaintiffs who sought control of class litigation, the terms of any agreements
regarding fees and costs that were disclosed to the courts, the amounts requested
as fees, the formulas for calculating fees that judges were asked to employ, the
presence and number of objectors, and many other details. This information
enables us to shine a powerful light inside the black box.

Our granular approach to analyzing the fee setting process yields a picture
that is far more nuanced than—and significantly different from—that suggested
by the conventional wisdom, which is that institutional investors are solely

18 This has been suggested by Professor Weiss, for example, who has contended that the
mechanism he co-conceived is working as it should. In an article reflecting on developments in
" the post-PSLRA era, he wrote:

Consistent with our expectations, institutional investors that have sought
appointment as lead plaintiff generally have negotiated fee arrangements with
the law firms they have retained that provide for percentage fees far lower than
had been the norm prior to passage of the PSLRA. Many institutional lead
plaintiffs also have actively monitored class actions in which they have served
as lead plaintiff and have pushed for larger settlements, recoveries from
individual defendants responsible for corporate frauds, and governance reforms
directed at preventing corporate wrongdoing from recurring.

Weiss, supra note __, at 552-553. Professor Weiss could be right, but the studies on which he
relies shed no light on how the observed reduction in attorneys’ fees and other agency costs has
been obtained.

19 See Perino, supra note __, at 385-89.
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responsible for recent improvements in the operation of securities class actions.
Many of our findings show that the PSLRA has not worked as hoped. For
example, although the statute was supposed to encourage lead plaintiffs to bargain
over fees with class counsel at the start of litigation, we find that cases with ex
ante fee agreements are the exception rather than the rule. And although courts
are making smaller fee awards, in the vast bulk of cases that does not appear to be
because ‘they are explicitly choosing to abide by fee agreements negotiated
between lead plaintiffs and their chosen counsel. The truth appears to be that,
instead of enforcing (and requiring) such ex ante fee agreements, the courts in
most cases set fees in precisely the same manner they did before passage of the
PSLRA—ex post, after a settlement has already been reached.

Equally troubling is our finding that the market for attorneys’ fees may be
even more imperfect than previously suspected.?’ Our data reveal that the market
for attorneys’ fees is geographically segmented. Judges from high volume
districts (those that see securities class actions more frequently) set fees that are
significantly different from those set by judges from low volume districts. Our
data also suggest that plaintiffs’ attorneys may be aware of and may seek to
exploit these market imperfections by asking courts for significantly higher fees
in low volume districts than in high volume ones.

Perhaps most contrary to the goals of the PSLRA are our findings
regarding courts’ current handling of fee requests in the minority of cases (about
15 percent) in which courts cut the requested fee. Our regression analyses show

20 Tt is certainly true that some judges in securities class actions have complained that they
find it difficult to set fees ex post because they lack data on what an actual client would agree to
pay an attorney ex ante to litigate a securities class action. See Taubenfeld v. AON Corp., 415
F.3d 597, 599 (7th Cir. 2005) (“Although is it impossible to know ex post exactly what terms
would have resulted from arm’s-length bargaining ex ante, courts must do their best to recreate the
market by considering factors such as actual fee contracts that were privately negotiated for
similar litigation, information from other cases, and data from class-counsel auctions.”);
Goldberger v. Integrated Resources, Inc., 209 F.3d 43, 52 (2d Cir. 2000) (“we cannot know
precisely what fees common fund plaintiffs in an efficient market for legal services would agree
to, given an understanding of the particular case and the ability to engage in collective arm's-
length negotiation with counsel.”). That problem is less severe in the post-PSLRA period because
judges can now look to the fees that public pension funds have negotiated ex ante. Indeed, it seems
possible that the overall decline in fees since passage of the Act is attributable to the influence the
public pension cases may have had on fee setting in other cases. See Perino, supra note __, at 385-
89.
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that judicial fee cuts are effectively random events, which we speculate are driven
more by judges’ predilections and biases than the merits of the fee requests. The
unpredictability of fee cuts necessarily creates uncertainty on the part of class
counsel, who cannot reliably estimate the returns on effort. This likely
discourages lawyers from investing time and resources optimally in class cases, to
the detriment of investors who will lose compensation in particular cases and be
victimized by frauds too often. Fee-related uncertainty weakens the law’s power
to discourage wrongdoing.

Taken as a whole our findings suggest that the current system of ex post |
fee setting in securities class actions is deeply flawed. We therefore propose a
mechanism that, in our judgment, would both work better and be more consonant
with Congress’ intent, as expressed in the PSLRA. The cornerstone for our
~proposal is the belief that attorneys’ fees in securities class actions should be set
ex ante. The lead plaintiff should negotiate a fee when retaining counsel to handle
the case. The lead plaintiff should be required to disclose the terms of the
negotiated fee agreement to the district court when offering a law firm for
appointment as class counsel. The district court should review the negotiated fee
terms before appointing class counsel and should approve those terms unless they
are clearly unreasonable or not the products of arm’s length negotiations. And
when reviewing class counsel’s request for a fee award at the end of litigation, the
district court should apply the agreed and previously approved terms unless
unforeseen developments have rendered those terms clearly excessive or unfair.
Among the advantages of our proposal are that it respects the PSLRA’s
preference for private ordering, and it creates superior incentives for attorneys to
invest the optimal amount of time and resources in the litigation, thereby
maximizing the recovery to the class.

The Article begins in Part II by briefly discuss)ing the lead plaintiff and
lead counsel selection mechanisms contained in the PSLRA. Part III sets out the
design of our six-year nationwide study and discusses our empirical findings in
greater depth. Part IV discusses the normative implications that we think flow
from these findings. It also considers several procedural reforms that we believe
would make fee-setting in securities class actions more transparent and
compatible with the PSLRA by enhancing the flow of information to judges. Part
V contains brief concluding remarks.

10
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II. THEPSLRA’S MECHANISMS FOR SELECTING THE LEAD PLAINTIFF AND CLASS
COUNSEL AND FOR SETTING ATTORNEYS’ FEES

Under the PSLRA, the court chooses the lead plaintiff through a
straightforward procedure. The party that is first to file a securities class action
provides notice of the lawsuit to all investors by publication in a “widely
circulated national business-oriented publication or wire service.”?! Interested
investors then have sixty days to file a motion nominating themselves for the
position of lead plaintiff.?? Upon review of the timely submitted applications, the
court is to appoint the “most adequate plaintiff* as the lead plaintiff.> The
PSLRA imposes on the court a presumption that the most adequate plaintiff is the
applicant which has “the largest financial interest in the relief sought by the class”
and which “otherwise satisfies the requirements of Rule 23 of the Federal Rules
of Civil Procedure.”® The PSLRA further specifies that the lead plaintiff is
obligated, “subject to the approval of the court, [to] select and retain counsel to
represent the class.”?

In practice, when an investor files its application to be appointed lead
plaintiff it typically has already chosen the law firm that it will recommend that
the court appoint as class counsel. Indeed, that chosen law firm usually serves as
counsel-of-record for the investor in the process of applying for lead plaintiff
status and in requesting that the investor’s chosen counsel be appointed counsel
for the class.

The PSLRA’s mandate that the lead plaintiff “select and retain” counsel to
represent the class suggests that a lead plaintiff candidate will hire its chosen law
firm, including negotiating the terms of its compensation (subject to judicial
review). As we have previously written,

21 15US.C. §§ 772-1@)B)(A), 78u-4(2)(3)(A) (2006).

21d.

% 15US.C. §§ 772-1@G)B)D), 78u-4(@)3)B)G).

2% 15 US.C. §§ 772-1()3)B)i)(D, 78u-4(a)3)B)(ii)(D.

2515 U.S.C. §§ 77z-1(@)(3)B)(v), 78u-4(2)(3)B)(v). The statute also explicitly limits the

total attorneys’ fees and expenses that may be awarded to “a reasonable percentage of the amount
of any damages and prejudgment interest actually paid to the class.” §§ 772z-1(a)(6), 78u-4(a)(6)-

11
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- This assignment of responsibility makes sense because a sophisticated

lead plaintiff with a large financial stake in the case and substantial

experience in securities litigation should have good information about

both the identity of the “right” lawyer for the case and the “right” fee for

the lawyer to be paid. To obtain the best combination of quality and

price, a plaintiff must evaluate the facts and bargain with attorneys.

Sophisticated lead plaintiffs can do both because law firms compete

openly for their business. This competitive process enables institutional

investors to evaluate lawyers’ track records and credentials, assess the

“fit” between lawyer and client, compare requested compensation terms,

and use the prospect of future business to extract concessions.”

The hope and expectation of Professors Elliott Weiss and John
Beckerman, who conceived of the lead-plaintiff mechanism, were that
institutional investors would apply to be appointed lead plaintiffs and, when given
control of class actions, “would act as reasonably diligent litigation monitors,
negotiating arm’s length fee arrangements with plaintiffs’ attorneys and
overseeing the prosecution and settlement of the actions in which they were
involved.”?” In other words, unlike passive small investors, institutional investors
were supposed to be active participants in the litigation. They were expected to
drive hard bargains with lawyers competing for the opportunity to earn fees by
representing investor classes and to demand zealous representation from the

lawyers they retained.

Consistent with above analysis, the Third Circuit requires district court
judges to consider fee agreements when appointing lead plaintiffs.?® The trial
judge’s job, according to the Third Circuit, is to ensure that the lead plaintiff
“fairly and adequately represent[s] the interest of the class.”® And “one of the
best ways” a trial judge can do this is by “inquir[ing] whether [a lead plaintiff
candidate] has demonstrated a willingness and ability to select competent class
counsel and to negotiate a reasonable retainer agreement with that counsel.”°

26 Baker, Perino & Silver, supranote __,at___

2T Weiss, supranote ___, at 551. See also Weiss & Beckerman, supranote __,at____
28 In re Cendant Corp. Litig., 264 F.3d 201 (3d. Cir. 2001).
® Id. at 266.

30 Jd. at 265. There are a handful of cases outside the Third Circuit that take a similar
approach. See In re Quintus, 201 FR.D. 475 (N.D. Cal. 2001) (noting that “the best way for the
court to assess a potential lead plaintiff's adequacy is to consider the manner in which he has
retained counsel and negotiated an attorney's fee for the class.™).
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The reported cases, however, suggest that this ex anfe approach is
infrequently employed. Judges outside the Third Circuit rarely examine fee
agreements when appointing lead plaintiffs, and even within the Third Circuit
many district courts do not seem to do so.>! Prior to our study, however, there
was no systematic, comprehensive information about the extent to which district
courts’ existing practices comport with Congress’s intent in enacting the PSLRA...
In brief, there was no systematic information available about: the frequency with
which lead plaintiffs negotiate ex ante fee agreements with class counsel; the
frequency with which courts consider such agreements when appointing lead
plaintiffs; the frequency with which class counsel invokes an ex ante fee
agreement when seeking an award of fees from the court at the end of the
litigation; or the frequency with which the court invokes (and enforces the terms
of) class counsel’s ex ante fee agreement with the lead plaintiff when awarding
attorneys’ fees at the end of the litigation. We also did not know how often or to
what extent judges overrule lead plaintiffs when awarding fees. Finally, we did
not even know whether, on average, judges or institutional investors with large
financial stakes tended to be more parsimonious with regard to attorneys’ fees or
whether there are systemic differences across courts with respect to fee awards.

Before turning in the next Part to the details of our study, it is worth
pausing briefly to illustrate, for those unfamiliar with the process, how fees are

31 See Steamfitters Local 449 Pension Fund v. Cent. European Distribution Corp., No. 11-
6247 (JBS/KMW), 2012 U.S. Dist. LEXIS 118693, at *4 (D.N.J. Aug. 22, 2012) (accepting the
magistrate judge’s recommendation to approve the lead plaintiff’s choice of counsel without a
discussion of fee arrangements when the motion to appoint counsel was unopposed); Blake
Partners, Inc. v. Orbcomm, Inc., No. 07-4517, 2008 U.S. Dist. LEXIS 43061, at *21-26 (D.N.J.
June 2, 2008) (noting that the Third Circuit requires courts to consider “whether the movant has
demonstrated a willingness and ability to . . . negotiate a reasonable retainer agreement with that
counsel” but neglecting to discuss the movant’s fee arrangement); In re Sterling Fin. Corp. Sec.
Class Action, No. 07-2171, 2007 U.S. Dist. LEXIS 93708, at *15-16 (E.D. Pa. Dec. 21, 2007)
(determining without describing the fee arrangement that the proposed lead plaintiff “has
demonstrated a willingness and ability to select competent class counsel and to negotiate a
reasonable retainer agreement with that counsel”); Lowrey v. Toll Bros., No. 07-1513, 2007 U.S.
Dist. LEXIS 99501, at *10 (E.D. Pa. June 29, 2007) (appointing lead plaintiff and expressing
confidence that it “will endeavor to negotiate a reasonable fee arrangement with counsel™); In re
Able Labs. Sec. Litig., 425 F. Supp. 2d 562, 573~74 (D.N.J. 2006) (approving the lead plaintiff’s
choice for counsel when the plaintiff described the negotiated fee arrangement to the court).
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typically set in class actions of all types.>? When submitting a proposed settlement
for judicial review, class counsel also submits an application for an award to
cover attorneys’ fees and litigation costs. More often than not, class counsel
requests a percentage of the common fund as fees, and judges calculate fees on
this basis.>® When setting the fee percentage or determining fees on another basis,
judges enjoy broad discretion. Federal Rule of Civil Procedure 23(h) and the
PSLRA specify only that fee awards be “reasonable.””**

In the vast majority of cases, plaintiffs’ law firms, in order to establish the
reasonableness of their fee request, provide information on the number of hours
their attorneys worked on the case multiplied by the hourly rates common for
attorneys in that district. Indeed, some courts mandate that attorneys provide
detailed information on this figure—known as the “lodestar.” Lodestar amounts
are usually below the fee requested.>® The multiplier applied to adjust the lodestar
amount to the percentage requested is supposed to compensate attorneys for the
risks associated with handling the case on a contingency basis. In cases where the
multiplier is unusually high (or, theoretically, unusually low), the court has the
ability to adjust the percentage award.3® The literature on the lodestar
methodology is vast,>” and although it has been subject to withering judicial and

32 The process described in this paragraph is also employed in many class actions not
involving the securities laws. See, e.g., Sullivan v. DB Investments, Inc., 667 F.3d 273, 330 (3d
Cir. 2011) (antitrust case); Vizcaino v. Microsoft Corp., 290 F.3d 1043 (9th Cir. 2002) (employee
benefits claim); McDaniel, 595 F.3d at 421-22 (civil rights claim).

33 Boeing Co. v. Van Gemert, 444 U.S. 472 (1980).

3 Fed. R. Civ. Proc. 23(h) (“In a certified class action, the court may award reasonable
attorney's fees and nontaxable costs that are authorized by law or by the parties’ agreement.”); 15
U.S.C. § 78u-4(a)(6) (“Total attorneys’ fees and expenses awarded by the court to counsel for the
plaintiff class shall not exceed a reasonable percentage of the amount of any damages and
prejudgment interest actually pai