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Class actions feature severe agency problems, resulting from the divergence

of interests between class members and the class attorney. This article pro-

poses a novel mechanism for selecting the class attorney and aligning her

interests with those of the represented class. The mechanism applies a com-

bined percentage and hourly litigation fee structure, suggested by Polinsky,

Mitchell A., and Daniel L. Rubinfeld. 2003. “Aligning the Interests of Lawyers

and Clients,” 5 Am Law Econ Rev 165, in which lawyers earn a percentage of

the class’ common fund, and bear the same percentage over their time in-

vestment. To maximize the expected payoff for the class, we supplement this

fee structure with a preliminary two stages auction, in which the role of the

lawyer is tendered using competitive bidding. We prove that the proposed

auction approximates the highest possible net payoff for the class as the

number of lawyers who compete for the right to represent the class increases.

The percentage taken by the lawyer would be the lowest possible, and the

winning lawyer would be the one who produces the highest expected net

payoff for the class. We then extend the model to cases where the attorney

files the class action is compensated for her pre-filing investment, and to set-

tlements (JEL K41, K22)

1. Introduction

For over 50 years, class actions in the US have been initiated and litigated
by self-driven entrepreneurial lawyers. Lawyers have taken the risks and
costs of pursuing class action litigation, in the hope of obtaining a class-
wide relief, out of which they would earn their fees. Those fees, usually
calculated on a contingency percentage basis, have fueled the engines of
American class actions (Coffee 2015; Miller 2018).
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However, the entrepreneurial class action procedure, which induces pri-
vate lawyers to pursue public goals, has had its inherent costs. Since law-
yers’ incentives are not fully aligned with class members’ interests,
opportunities for rent-seeking have allegedly produced agency problems
that were manifested both in inadequate litigation incentives and in poten-
tially collusive settlements (Coffee 1987; Macey andMiller 1991).
A solution to agency problems in the context of individual litigation

was suggested by Polinsky and Rubinfeld (2003).1 To align the interests of
the lawyer and the client, Polinsky and Rubinfeld (PR) have proposed
that the lawyer would pay a third party an upfront premium, and in return
the third party would compensate the lawyer for a certain fraction of her
litigation time investment—the number of hours she spent on the case
multiplied by her hourly fee. This fraction is set to equal the complement
of the percentage earned by the lawyer from the litigation or settlement
outcome. Thus, the percentage earned by the lawyer, and the percentage
of the costs she has to bear are equalized. As PR shows, the lawyer’s
incentives are the same as if she were the sole owner of the lawsuit.
The PR incentive scheme provides a solution to the lawyer’s moral haz-

ard problem. Yet, it does not address two additional challenges which are
critical for maximization of the client’s expected payoff: how to select the
optimal lawyer, and how to minimize her fee. In the context of class
actions, these challenges become critical, as lawyers often initiate the liti-
gation and there is no market to choose among them and determine their
fee.
This article resolves both challenges, by supplementing the PR scheme

with a preliminary auction. The auction mechanism selects the best lawyer
for the class and pays her the minimum fee required to motivate her to liti-
gate the class action.
The proposed auction is divided into two stages. In the first stage, risk-

neutral after-the-event (ATE) litigation insurers bid the highest percent-
age of the lawyer’s hourly fee they are willing to pay for every hour
invested in the case.2 In the second stage, lawyers bid the highest price
they are willing to pay to represent the class, given the percentage set in
the first stage auction. The lawyer’s hourly fee is determined by the court
when litigation concludes. The winning lawyer’s bid is paid to the winning
insurer, and the lawyer is compensated according to the PR scheme, where

1. A long list of papers cited Polinsky and Rubinfeld’s (2003) paper. For example see:

Klement and Neeman (2004); Huang (2004); Kirstein and Rickman (2004); Davis and

Cramer (2009–2010); ; Burch (2012); . See also Cooter and Porat (2002).

2. After-the Event (ATE) insurance covers the legal costs and expenses involved in litiga-

tion. It is distinguished from before-the-event (BTE) insurance, which covers future legal

costs, and whose terms are agreed before the event which give rise to the claim takes place.

In ATE insurance the policy is taken out after a legal dispute arises, in order to cover the

risk of having to pay the opponent’s legal costs. ATE insurance can be purchased for nearly

all areas of litigation. See Lewis (2011).
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the percentage she earns from any judgment or settlement is the comple-

ment of the percentage bid by the winning insurer.
For example, suppose the winning insurer agrees to pay 70% of the

lawyer’s hourly fee and the winning lawyer bids 100 � 0.7¼ 70. Then by
the end of litigation the court determines the lawyer’s hourly fee, the in-

surer pays the lawyer 70% of her total hourly investment (number of

hours multiplied by the hourly fee), and the lawyer earns an additional

30% of the judgment or settlement.
As we prove, this two-stage auction approximately maximizes the class’

net payoff. The percentage taken by the lawyer minimizes the lawyer’s

rent, and the winning lawyer is the one who produces an approximately

maximum expected net payoff for the class, as the number of lawyers who

compete for the right to represent the class increases.
The intuition for this result is the following: If the entire proceeds from

the lawsuit were auctioned to the lawyer who was willing to pay most,

then the winner would be the lawyer whose net expected payoff from the

lawsuit was maximal. She would be the one who can produce the highest

net litigation payoff. Under competitive bidding, her bid would equal the
net value of the sole ownership of the litigation.
Now suppose that instead of auctioning the whole claim, we auction

only some percentage of it. Since the PR fee structure guarantees that the

total value of the claim would not be affected by the lawyer’s percentage,
the price offered for this percentage would equal the winning bid in the

sole ownership auction, multiplied by that percentage. This implies that

the same lawyer would win both auctions.
The winning lawyer earns a percentage of the lawsuit’s net expected

value (expected judgment or settlement minus litigation costs), but she

pays an upfront premium to the insurer. As we show, the outcome of the

two-stage auction is that the lawyer bears her full litigation costs—the in-

surance premium plus her share of the litigation costs equal the reserva-

tion value of the time she invests—leaving the class with a maximum net
payoff.
The proposed auction should be compared to two alternative auction

mechanisms that have been suggested or practiced in the past. One pro-

posal was to auction the total claims of all class members (Macey and

Miller 1991, 1993). According to this proposal, the winner would pay his
bid and distribute it among class members, and then prosecute the class

action against the defendant, in his name. Since the winning bidder

becomes the owner of the claim, he would act as his own agent. As the

sole owner of the claim, he would conduct the litigation and settlement

just like any other litigant (including the defendant), thus unraveling the
problem of misalignment between the class and its representatives.
Although this proposal was theoretically appealing, courts have never

implemented it. First, and foremost, such an auction would violate the
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prohibition on claim selling.3 Second, it would require potential buyers to

dedicate sufficient funds to compensate all class members, before the class

action is certified, and hence before class members are defined and identi-
fied (Harel and Stein 2004). Finally, since the winner in the auction pays

for the expected value of the class action, evaluated before discovery and
litigation, that value would be the same irrespective of the actual liability

of the defendant. As we show, our proposal realizes the same optimality

outcomes as the full claim auction, without being subject to these
problems.
An alternative auction mechanism for the class attorney position has

been experimented with by courts.4 In these auctions, lawyers were
required to submit their requested percentage fee, which they could condi-

tion on the stage the litigation concludes. These auctions have been harsh-

ly criticized.5 Most significantly, the concern was that this type of auction
creates a “race to the bottom,” driving both the quality of the winning

bidder and his incentives to litigate the case properly, away from what the

class would have required (Bebchuk 2002; Fisch 2002). Competitive bid-
ding over the attorney percentage puts insufficient weight on qualitative

dimensions of the choice of counsel, and it results in a too low percentage,
which falls below the optimal level from the class’ perspective. Thus, this

type of auction not only fails to resolve the class attorney agency problem,

but it might even aggravate it. As we prove, these problems are resolved
by our proposed auction mechanism, combined with the PR fee structure.
As we show, the proposed mechanism can be accommodated into alter-

native financing and litigation regimes. It may be employed in securities
class action litigation in the United States, which vests the lead plaintiff,

who holds the largest financial interest in the relief sought, with the au-

thority to select and retain class counsel.6 Furthermore, we show how the

3. For a critical discussion of claim auctions see Moeller (2000). Thomas and Hansen

(1993) are criticizing Miller and Macey (1991) proposal as unworkable in practice, and ques-

tionable under the current rules of professional responsibility; See also Third Circuit Task

Force Report on Selection of (2001) [hereinafter Task Force Report] holding that the pro-

posal is unworkable in practice, since it would violate rules of professional conduct prohibit-

ing lawyers from having a financial interest and would require changes in the law that have

not yet garnered support outside of some academic circles. The report and witness state-

ments by numerous academics, lawyers and judges, can be found onhttps://www.ca3.

uscourts.gov/sites/ca3/files/final%20report%20of%20third%20circuit%20task%20force.

pdf

4. See, e.g., In re Oracle Sec. Litig., 136 F.R.D. 639, 641 (N.D. Cal. 1991) (first lead

counsel auction). Since then, courts continued to employ the device in various securities

class actions. For a comprehensive descriptive review of these cases. See Hooper and Leary

(2001) and the Third Circuit Task Force Report, supra note 4.

5. One of the Task Force Report’s main conclusions was that the traditional methods of

selecting class counsel are preferable to auctions in most class action cases. See Task Force

Report, supra note 7 at p. 18.

6. For further reading on the lead plaintiff provision under the Private Securities

Litigation Reform Act (PSLRA) see: Simmons and Ryan (2003); Perino (2006); Nelson and

Pritchard (2007); Choi (2007); Cox et al.(2008); Choi(2011); Choi and Prichard (2018).
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optimal scheme may be combined with an independent payment to the fil-
ing attorney, and at the same time allow him to participate in the auction.
Thus, the proposed scheme would not undermine the incentives of lawyers
and class members to initiate claims and file class actions.
Notably, although the proposed scheme may be used in individual liti-

gation, class actions hold specific features which render implementation
of the scheme more attractive. In particular, attorneys’ fees in class actions
are determined by the court by the end of the litigation. As we show
below, this resolves a potential divergence between the lawyer’s hourly
cost and the hourly fee she is paid, thus inducing her to invest optimally.
Furthermore, whereas in individual litigation, market competition may
often prove effective in addressing moral hazard and adverse selection
problems, such competition is absent in class actions, where the court and
not the client selects the lawyer and determines her remuneration.
Choosing the representative lawyer through auction would not prove
more costly compared to alternative selection procedures already used in
class actions, and, as we show, it would provide better outcomes for the
class.
Section 2 presents the formal model and derives the main results.

Section 3 extends the model to settlements and to cases where the class
representative or attorney holds some independent share of the litigation
outcome. Section 4 concludes. Proofs of the Propositions are relegated to
Appendix.

2. The Model

We present a simple model in which a class action is filed against a defend-
ant.7 After the class action is filed, the court must choose one out of n dif-
ferent lawyers to litigate the case. The marginal hourly cost of lawyer
i 2 1; . . . ; nf g, which is equal to her hourly fee, is wi. Suppose that for
each lawyer i, and for each number of hours spent on litigation hi, the
class prevails with a probabilitypiðhiÞ which is increasing and concave in hi
and is such that pi 0ð Þ ¼ 0. The award for the class if it wins the case is a.8

The lawyer’s reservation payoffs are all assumed to be equal to zero.
In subsection 2.1, we characterize the first-best outcome for the class.

We then show in subsection 2.2 how the PR scheme may be implemented
to this model. Subsection 2.3 presents our main result, showing how the
first-best outcome can be implemented if the lawyer is chosen by the court
and then the lawyer decides the number of hours to invest in the litigation.
Notably, the court may verify the number of hours worked hi, yet it only

7. This is a simplification of class action procedure, in which the plaintiff files a motion

to certify the lawsuit as a class action. See Federal Rules of Civil Procedure §23(c)(1).

8. Although we focus on litigation outcomes to simplify the main part of the analysis,

the model can be extended to incorporate settlement negotiations, as we show in

Appendix.
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observes an unbiased signal about the marginal cost wi (as opposed to
observing wi directly), and it does not observe the function pið�Þ:

2.1 The Optimal Outcome for the Class

We solve for the optimal (first-best) outcome for the class.9 For each at-
torney i the expected litigation payoff to the class as a function of the
number of hours invested hi,denoted ViðhiÞ, is given by:

Vi hið Þ ¼ pi hið Þa� wihi: (1)

Maximization of this payoff with respect to hi yields a (necessary and
sufficient) first-order condition, which is solved by h�i :

pi
0ðh�i Þ ¼

wi

a
: (2)

Hence, the class’ maximal expected payoff if represented by lawyer i is:

V�i ¼ pi h
�
i

� �
a� wih

�
i : (3)

Denote by i* the lawyer who obtains the maximum expected payoff for
the class, V�,

V� ¼ maxiV
�
i : (4)

To cover her litigation investment, this lawyer must be paid wi�hi� .

2.2 An Optimal Incentive Scheme for a Single Lawyer

Suppose now that the lawyer is chosen by a court, which cannot observe
the lawyer’s ability. Thus, the court does not observe the function
pið�Þ:Furthermore, the court may verify the number of hours worked hi,
but can only observe an unbiased signal we

i about the marginal cost with
expectation equal to wi.
If the lawyer is awarded a percentage h < 1 of the outcome, according

to the ordinary contingent fee, and she controls the litigation, then her in-
vestment would be lower than optimal. The lawyer’s expected payoff as a
function of the number of hours worked, denotedUi hið Þ, is

Ui hið Þ ¼ hpi hið Þa� wihi; (5)

and her (necessary and sufficient) first-order condition for maximization
of this payoff, solved by hh

i , is

9. Class members’ payoff is not equivalent to social welfare. Some lawsuits may have no

deterrent value, and may not justify their costs. See, for example, Shavell (1982).

Nevertheless, our focus here is on the class attorney’s agency problem, and hence we use the

expected payoff to the class as the normative criterion.
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pi
0ðhh

i Þ ¼
wi

ha
: (6)

Since h < 1 and piðhiÞ is concave, this implies that from the class’ per-

spective, the lawyer’s investment would be lower than optimal, hh
i < h�i .

We now show how an incentive scheme similar to the one suggested by
PR eliminates the conflict of interest between the lawyer and the repre-
sented class. It is a two-tiered incentive scheme in which the number of
hours invested in the case is decided by the lawyer, who earns a percentage
h < 1 of the litigation or settlement outcome. In addition, the lawyer
makes an upfront nonrefundable fixed payment, f, to a risk-neutral litiga-
tion insurer, before the litigation. In return, the insurer agrees to pay the
lawyer ð1� hÞwe

i for each hour she spent on the case, where we
i would be

deterimed by the court when it decides the case. Since the court’s signal is
unbiased, the expected hourly payment for the insurer equals ð1� hÞwi.
It should be noted that while in individual litigation the client and the

lawyer agree on the lawyer’s hourly fee in advance, before litigation
begins, in class actions the lawyer’s compensation is determined by the
court, only when the case is decided for the class or settled, and it is paid
out of the “common fund” created for the class by the judgment or settle-
ment (Lynk 1994; Alexander 1998). Although some scholars have sug-
gested that courts should determine the fee in advance (Lynn et al. 2015),
setting the fee only when litigation concludes is advantageous where the
court cannot observe the lawyer’s exact hourly cost but only an unbiased
signal of it. As pointed out by Wickelgren (2004) a divergence between
that lawyer’s hourly fee and her hourly cost could result in either higher
or lower investment in the case, and might undermine the optimality of
the scheme suggested by PR. However, if the fee is determined only after
the lawyer has made all litigation investments, and since the expected fee
equals the lawyer’s hourly cost, E½we

i � ¼ wi, this misalignment is corrected.

Under the proposed scheme, the lawyer has full discretion to decide
how many hours to invest. Her expected payoff is therefore equal to:

Ui hið Þ ¼ hpi hið Þa� wihi þ 1� hð Þwihi � f ¼ hVi hið Þ � f: (7)

The (necessary and sufficient) first-order condition for maximization is
the same as equation (2). Therefore, the lawyer’s investment, hh

i , which
maximizes her expected payoff, equals the class’ optimal choice, h�i , and it
is independent of the percentage h.
This leads to the following result:

Proposition 1. (Polinsky and Rubinfeld 2003). If the lawyer is paid a
percentage h of the award, and she is paid by the insurer an expected
amount of ð1� hÞwi for each hour she invests in the case, then her litiga-
tion decisions are optimal for the class, irrespective of h.
The expected payoff to the class under this scheme is
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1� hð Þpi h�i
� �

a ¼ 1� hð Þ V�i þ wih
�
i

� �
: (8)

Notably, this expected payoff is lower than the maximum payoff

defined by equation (3), unless the lawyer’s share of the expected class out-

come equals her investment: hpi h�ið Þa ¼ wih
�
i .

2.3 Selecting the Optimal Lawyer by an Auction and Minimizing Her Rent

The incentive scheme proposed in the previous subsection aligns the inter-

ests of the lawyer and the class. However, in order to induce the lawyer to

agree to represent the class under this scheme, her expected payoff,

hV�i � f, needs to be nonnegative, which imposes a lower bound on the

value of h. Specifically, it is required that:

h � f

V�i
� 1� hð Þwih

�
i

V�i
(9)

or that

h � wih
�
i

V�i þ wih
�
i

¼ wih
�
i

pi h
�
ið Þa

: (10)

Denote the value of h that attains this lower bound by h�i . When this

value of h is used in the scheme, the expected payoff to the class in equa-

tion (8) is equal to

1� wih
�
i

V�i þ wih
�
i

� �
pi h

�
i

� �
a ¼ V�i ; (11)

which is equal to the expected payoff to the class under the first-best out-

come in equation (3).
It follows that in order to maximize the class’ expected payoff, the court

must choose the lawyer who would maximize the class’ net expected pay-

off, and award her the minimal percentage h�i ¼
wih
�
i

V�i þwih
�
i
. Remember that

for each lawyer i, the court can observe an unbiased estimate of wi, w
e
i ,

and the number of hours invested by the lawyer, hi, but does not know the

functionpið�Þ. Hence, a court that relies on the PR incentive scheme, as it

is applied in the previous section, can neither select the optimal lawyer,

nor can it determine the value of h�i , or minimize the lawyer’s expected net

payoff hV�i � f � 0. We now present an auction scheme that achieves an

approximately optimal solution to these problems.
We embed the auction within a Bayesian game as follows. Suppose that

the type of lawyer i is given by a pair pi �ð Þ;wi

� �
that consists of a probabil-

ity function and hourly fee. The prior distribution of pi �ð Þ;wi

� �
induces a

prior distribution of the values V�i . To facilitate our analysis, we assume

that the V�i ’s are independently and identically distributed on the intervals
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0;�V½ �. The cumulative distribution function of each V�i is given by a dif-

ferentiable function F.
Suppose that the court runs the following two auctions sequentially:

First, it runs an auction among different possible risk-neutral litigation
insurers to determine the value of h, and then it runs an auction among
lawyers to determine the identity of the lawyer who would be chosen to
represent the class, and the terms of her employment. The two auctions
can also be run simultaneously, but not in the reverse order.10 When liti-
gation concludes the court determines also the lawyer’s hourly fee.
Specifically, in the first auction, litigation insurers compete for the right

to fund 1 � h of the lawyer’s litigation costs by bidding their proposed
value of h, with the lowest bidder winning the auction, subject to the fol-
lowing terms. The winner is paid an amount hbi by the lawyer who would
win the second auction, where bi is the winning bid in the second auction
to be subsequently determined. In return, the insurer reimburses the law-
yer who wins the second auction an amount of ð1� hÞwe

i per hour she

invests on the litigation, which is determined when litigation concludes.
Because the estimate we

i is unbiased, the winning lawyer is paid an

expected amount of 1� hð Þwi per hour worked on the case.
Denote the expected value of the winning bid in the second auction by

E b�½ �. The expected rent to the winning litigation insurer is therefore given

by hE b�½ � � 1� hð ÞE½we�
i h
�
i � where we�

i and h�i denote the expected hourly

fee and hours worked by the winning bidder, respectively (below, we ex-
plain the reason that the winning bidder would indeed work h�i hours).

The litigation insurer need not know at the time of the first auction the
realized values of we�

i and h�i . We do assume, however, that these values

are equal to the means of the litigation funder’s beliefs about these values,
and that the mean of the litigation funders’ beliefs about the winning law-
yer’s hourly fee coincides with the court’s expected estimate of this fee.11

The fact that this expected rent is increasing in h implies that competi-
tion among litigation insurers would drive the value of the winning bid,
denoted h�, down so that the expected rent to litigation insurers is equal to
zero:

h�E b�½ � � 1� h�ð ÞE½we�
i h
�
i � ¼ 0: (12)

Moreover, if the deviations of the litigation insurer’s estimate of the
court’s determined winning lawyer’s fee we�

i from its mean w�i is stochastic-
ally independent of the deviations of the estimated number of hours
worked by this lawyer h�i from its mean E h�i½ �, which is a reasonable

10. This is because knowledge of the winning lawyer’s bid bi would affect the value of

the winning h, which would feed back into the determination of bi.

11. That is, we assume that litigation funders are “Bayesian rational,” in the sense that

they can formulate beliefs with respect to the distribution of any variable they do not know.

We further assume that these beliefs are not entirely ad-hoc, but are anchored by the varia-

bles’ true values through their mean values.
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enough assumption since the litigation insurer determines the value of we�
i

before the winning lawyer is even selected, then the covariance between

these two variables is zero. In this case E we�
i h
�
i½ � ¼ E we�

i½ �E h�i½ � ¼ w�i E h�i½ �:
After the first auction ends and the value of h� becomes known, the

court runs a second auction. In this second auction, the different lawyers
bid for the right to represent the class. Lawyers each submit a bid bi � 0.
The highest bidder wins the right to represent the class. The winning law-

yer pays under the following terms: the lawyer pays h�bi to the chosen liti-

gation insurer. The lawyer would be paid h�a upon winning the case, and
would be reimbursed at the estimated rate ð1� hÞwe

i per hour for number

of hours she works, hi, where w
e
i denotes the court’s subsequent unbiased

estimate of the winning lawyer’s hourly cost.
The expected payoff of the lawyer who wins the auction and works hi

hours is therefore given by

pi hið Þh�a� wihi þ 1� h�ð Þwihi � h�bi ¼ h� pi hið Þa� wihi � bið Þ (13)

Notice that this expression is proportional to the first-best payoff to the
class, up to a constant, so the winning lawyer would work h�i hours, re-
gardless of the value of h�. It follows that the winning lawyer’s expected
payoff from winning the auction is

h� pi h
�
i

� �
a� wih

�
i � bi

� �
¼ h� V�i � bi

� �
: (14)

That is, the lawyer who wins the auction pays its bid bi, and gains the
expected benefit V�i , both multiplied by h�. Lawyers who do not win the

auction obtain a payoff of zero. If h� is equal to one, then the auction is a
first-price auction. If h� < 1 then the auction is not strictly speaking a
first-price auction, but it can nevertheless be analyzed in the same way.
Recall that theV�i ’s are continuous random variables that are independ-

ently and identically distributed on the interval 0;�V½ �. The following
Proposition characterizes equilibrium behavior in the lawyers’ auction.

Proposition 2.

(a) The lawyer with the highest value of V�i wins the auction with a

bid that is equal to bi V
�
i

� �
¼ E maxj 6¼iV

�
j jmaxj 6¼iV

�
j � V�i

� 	
.

(b) The class’ expected payoff approaches V�i� as the number of law-

yers increases.

That is, in the unique equilibrium of the second auction, each lawyer

would bid the expected value of the highest valuation of the other lawyers
conditional on this value being smaller than the lawyer’s own value V�i , or

bi V
�
i

� �
¼ E maxj6¼iV

�
j jmaxj6¼iV

�
j � V�i

� 	
: (15)

If lawyers bid their valuations V�i , and the percentage h� were equal to
the winning bidder’s h�i , then the auction would have generated an

622 The Journal of Law, Economics, & Organization, V38, N3
D

ow
nloaded from

 https://academ
ic.oup.com

/jleo/article/38/3/613/6352244 by Berm
an N

ational M
edical Library user on 26 N

ovem
ber 2023



expected payoff to the class that is equal to the expected payoff that is gen-
erated by the best lawyer under the first-best outcome. However, the fact
that lawyers bid bi V

�
ið Þ, which is smaller than V�i , and therefore the litiga-

tion insurers set h� at a higher value compared to the winning bidder’s h�i
in order to break even implies that the expected payoff to the class is
lower.
The winning lawyer under this scheme earns a positive rent through

two channels: (1) because bi V
�
ið Þ < V�i lawyers’ bids are lower than what

representation is worth for them, and (2) as a result of the first observa-
tion, the value of h� is set larger than the value h�i that is required to induce
the winning lawyer to participate in the auction.
Importantly, however, the litigation insurer need not know the value of

h�i in order for this scheme to be successfully implemented as required by
the PR scheme described in the previous subsection, in which there was no
competition among lawyers. It is only required that litigation insurers
have unbiased beliefs over the realization of the winning bidder’s effort
h�i , and that these beliefs be stochastically independent of the unbiased
court estimate of the lawyer’s hourly cost, we

i .
Finally, as implied by Proposition 2, as the number of lawyers who par-

ticipate in the auction increases, the intensified competition among them
implies that bi V

�
ið Þ converges to V�i , and the variance associated with the

winning bid decreases, so that h� converges to the winning bidder’s h�i .
Thus, the expected payoff to the class converges to the first-best payoff
under the best lawyer.

3. Extensions

3.1 Settlement

Our model has abstracted from the possibility of settlement. As we next
show, our results carry through if we allow for the possibility of pre-trial
settlement, where class-action lawyers hold private information regarding
their probability of winning the case for the class, piðhiÞ.
For simplicity, suppose that the defendant incurs no litigation costs.

Suppose that n lawyers compete in the auction for the right to represent
the class as described above in Section 2.3 of the article. It is commonly
known that if the case is litigated by lawyer i 2 f1; . . . ; ng who works hi
hours then the liability of the defendant equals piðhiÞa ¼ V�i þ wihi. The

defendant does not observe piðhiÞ and wi and therefore, from its perspec-
tive, both are viewed as random variables. Furthermore, we assume that
the defendant does not learn the winning lawyer’s, i�, bid, and therefore it
does not know V�i� .
The defendant makes a take-it-or-leave-it settlement offer s to the win-

ning lawyer i�. If the lawyer accepts the defendant’s offer, then the defend-
ant pays s to the class. A proportion h�s is paid to the lawyer, and the
class retains the rest, ð1� h�Þs. If the case settles, the lawyer exerts no ef-
fort, and so does not need to be compensated for any hours worked. If the
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lawyer rejects the defendant’s settlement offer s, then the case proceeds to

trial where the lawyer i� exerts effort h�i� as described in Section 2.3 of the
article, and wins the case for the class with probability pi� ðh�i� Þ.
The winning lawyer i� accepts the defendant’s settlement offer s if and

only if his payoff from litigating the case, which by the analysis described

in Section 2.3 is equal to h�V�i� , is such that h�s � h�V�i� or s � V�i� . If the
lawyer refuses the defendant’s settlement offer, then the case proceeds to

trial, and the defendant’s expected liability is pi� ðh�i� Þa ¼ V�i� þ wi�h
�
i� .

Importantly, because the winning lawyer’s payoff is proportional to
that of the class both in litigation and in settlement, the lawyer would ac-

cept or reject the defendant’s settlement offer if and only if the class would
reject it, which implies that settlements involve no loss of revenue for the

class.
The defendant understands that, given a settlement offer s, if

maxi2f1;...;ngV
�
i > s, then, if the case proceeds to trial, it would face the best

lawyer from the group of n lawyers. But if maxi2f1;...;ngV
�
i � s, then, if the

case proceeds to trial, it would face a randomly chosen lawyer from the
group of n lawyers. In the former case, the defendant’s liability would be

pi� ðh�i� Þa ¼ ½maxi2f1;...;ngV
�
i � þ wi�h

�
i� . In the latter case, the defendant’s

expected liability would be Ej2f1;...;ng½pjðh�j Þa� because, in this case, the win-

ning lawyer is randomly selected from the group of lawyers.
Denote the distribution of the defendant’s liability by Gsð�Þ. Because a

lower settlement offer s implies that the best lawyer from the group of n

lawyers is more likely to be selected, if s > s0 then the distribution Gs0 first-
order-stochastically-dominates the distribution Gs (namely, Gs0 ðxÞ �
GsðxÞ for every x � 0). This implies that for every x, the value of GsðxÞ is
increasing in s. Given an anticipated settlement offer s, the defendant

chooses the settlement offer s� so as to minimize its expected liability,

ð1� Gsðs�ÞÞE pi� ðh�i Þ max
i2f1;...;ng

V�i > s
h i

aþ Gsðs�Þs�:

Suppose that for every value of s, this minimization problem has a solu-

tion, and that this solution is continuous in s. There exists an equilibrium

in which the lawyers’ expectations s about the value of the defendant’s
settlement offer s� are correct, and so s ¼ s�. To verify this, denote the so-

lution to the defendant’s problem as a function of the anticipated settle-
ment s by s�ðsÞ. Thus, s�ð0Þ > 0 is the settlement offer of a defendant who

faces the best lawyer from the group of n lawyers, and s�ð1Þ < 1 is the

settlement offer of a defendant who faces a randomly chosen lawyer. The
function s�ðsÞ is continuous and monotone nonincreasing. By the

Intermediate Value Theorem, there exists an anticipated settlement s such
that s�ðsÞ � s ¼ 0 or such that s�ðsÞ ¼ s.
The analysis presented in Section 2.3 from which we derived the law-

yers’ bid functions applies as before. However, in the second auction, in-
stead of bidding for the expected benefit V�i , lawyers would take the
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possibility of settlement into account. They would bid as if their value

from winning the auction was maxfs�;V�i g minus their bid, both multi-

plied by h�, because they anticipate the settlement offer s�, and would ac-

cept it only if V�i � s�. If V�i > s�, then the winning lawyer i� will refuse
the settlement offer and proceed to trial, where he would win the expected

amount V�i for the class.
The rest of the analysis proceeds exactly as in Section 2.3 subject to the

qualification that lawyers bid higher. The winning bid would thus be

higher, and the possibility of settlement implies that the likelihood that

the case would be litigated in court would be smaller. This implies that the

winning litigation insurer would need to reimburse the winning lawyer

with a smaller probability. Both of these effects increase the Left-Hand-

Side of equation (12). This implies that litigation insurers would set the

value of h� in equation (12) lower, and the expected payment to the class

would be correspondingly higher.

3.2 Compensating the Filing Lawyer for Her Investment

The proposed mechanism might seem to undermine the incentives of law-

yers to file class actions. There are two types of fixed costs that were left

out in the model, which might raise such a concern. First, the lawyer

might need to invest some fixed costs for conducting the litigation, which

is not included in her variable hourly fee. It is easily verified that if the law-

yer is paid the same percentage over these costs, nothing in our analysis

changes. Hence, these costs would not affect the lawyer’s participation

constraint and her incentives to file and litigate.
Second, since participation in the auction is not conditioned on filing

the initial complaint, a lawyer who files a class action might not be com-

pensated for her pre-filing investment if she does not win the auction for

representation. This might create disincentive to make such initial invest-

ments. This, indeed, is a valid concern, which is common to all post-filing

selection procedures, including the one implemented in securities litigation

according to the Private Securities Litigation Reform Act (PSLRA).12 In

every one of them, the desirability of optimal representation stands in po-

tential conflict with the optimal incentives to file.
This problem may be addressed by awarding the filing attorney a per-

centage of the case’s outcome, irrespective of whether she wins the auction

12. Private Securities Litigation Reform Act of 1995, 15 U.S.C.A§ 78u-4. The lead plain-

tiff provision under the PSLRA addresses the appointment and the required qualifications

of the lead plaintiff in securities class actions. The provision establishes a rebuttable pre-

sumption that the most adequate class member seeking appointment to represent the class is

the one who has the largest financial interest in the relief sought by the class. The provision

vests the lead plaintiff with authority to select and retain class counsel. According to section

(a)(3)(B) the court shall consider any motion made by a class member and appoint as lead

plaintiff the member of the purported class that is most capable of adequately representing

the interests of the class. According to section (a)(3)(B)(v) the court vests the lead plaintiff

with the authority to select and retain class counsel.
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to represent the class or not.13 In fact, if the proposed mechanism is
accommodated to compensate for the filing investment, it would provide
better filing incentives compared to the current contingency fee regime.
Whereas under contingency fee, lawsuits whose net expected value for the
filing attorney are negative would not be filed, under the proposed scheme
the same lawsuits would earn the filing attorney a positive payoff if they
generate a positive expected value under the attorney who would win the
right to represent the class.
At the same time, since by Proposition 2, the winning bid in the auction

approximates the maximum expected net value for the class, V�i , it allows
the court to evaluate the true merits of the case and may assist it in dis-
couraging frivolous filings (based on their expected value at the time of fil-
ing). If such filings produce negligible bids, the court may decide to
dismiss the case.
As we now show, allowing a lawyer who holds an independent share in

the litigation outcome to participate in the auction, does not affect its out-
come, and the optimality result is preserved.14 This is important because
otherwise, filing lawyers would not be allowed to participate in the auc-
tion, thus significantly reducing the incentives to file. Furthermore, if the
proposed incentive scheme is applied to the representative plaintiff instead
of the representative lawyer, in a manner similar to the one applied by the
PSLRA, then it is necessary to verify that optimal outcomes would obtain
irrespective of the plaintiff’s share of the class.
Suppose a lawyer i holds a share li of the class net reward. Then, her

total share of the litigation gross payoff is hþ li 1� hð Þ. In this case, if

lawyer i is required to pay hþ li 1� hð Þ times his bid conditional on win-
ning the auction, and the per hour reimbursement to lawyer i is set at

1� h� li 1� hð Þ
� �

wi, then lawyer i would exert an effort that is equal to

the first-best effort h�i . This would change this lawyer’s expected bid in the

auction and so also the expected payoff to litigation insurers from a bid of
h. However, competition among litigation insurers should still drive their
bids for h so that their expected payoff is equal to zero.
Lawyer i’s payoff from representing the class, under this proposed in-

centive scheme, would be hþ li 1� hð Þ
� �

pi hið Þa� hwihi � f. Her payoff if

another lawyer, j, represents the class would be li 1� hð Þ
� �

pj hjð Þa. As we

prove, bidding an amount that is equal to the expected value of the

13. We assume that after the class action is filed, no additional filings are allowed prior

to the auction. This is a simplification of class action practice, in which competing filings are

submitted. The problem of choosing which of these filing attorneys should be awarded a

percentage of the class action returns does not depend on the auction mechanism, and may

be resolved in the same manner that courts currently select the representative lawyer—

namely by accounting for the timing of the filing and its quality. See Rothstein (2010).

14. Bulow et al. (1999) famously showed that in common value auctions, a small owner-

ship stake of one of the bidders (“toehold”) can have a large negative effect on the outcome

of the auction. We have modeled the auction for the right to represent the class as a private

value auction, so the difficulties that arise in their context do not arise here.
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second-highest valuation conditional on winning is still an equilibrium of
the first-price auction.

Proposition 3. The bid functions bi Við Þ ¼ E maxj 6¼iVjj
�

maxj6¼iVj �
Vi� form an equilibrium of the first-price auction. In this equilibrium, the

lawyer with the highest value of V�i wins the auction, pays ðhþ li 1� hð ÞÞ
times his bid, and his per hour reimbursement is set atð1� hÞ 1� lið Þwi:
Intuitively, the bidding function which maximizes a lawyer’s payoff in

the auction under the equilibrium suggested in Proposition 2, would also
maximize her payoff if she holds a percentage of the class payoff, given
that all other lawyers maintain their bidding strategies. Making a higher
bid would result in that lawyer representing the class even where another
lawyer would better represent it. Since this strategy was dominated by the
optimal bidding function when the lawyer had no percentage of the class
payoff, it would prove even worse now, as she would also lose from not
being optimally represented. Making a lower bid would be dominated by
the previously optimal bid function, for similar reasons.

4. Conclusion

This article shows how auctioning the role of class attorney, structured in
the particular manner suggested, can realize optimal outcomes for repre-
sented class members, and overcome agency problems and conflicts of
interests. It allows courts to facilitate competition among lawyers and
guarantee maximum payoff to class members. Moreover, since the pro-
posed auction gives courts a strong indication about the value of the case,
they may use it to estimate the expected value of submitted class actions,
as well as verify the adequacy of proposed class action settlements.
The proposed mechanism can be accommodated into alternative

financing and litigation regimes. It may be employed in securities class ac-
tion litigation in the United States, which vests the lead plaintiff, who
holds the largest financial interest in the relief sought, with the authority
to select and retain class counsel. It can also be implemented in other class
action regimes, most significantly in Australia, which depend on litigation
funders to facilitate class action litigation.15 As long as the controlling
agent, be it the attorney, the lead plaintiff, or the funder, is selected using
the auction procedure, and compensated according to the proposed fee
structure, optimal outcomes for the class would follow.
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Appendix A: Proofs

Proof of Proposition 2. The proof is adapted from Krishna (2010).
Suppose that all the bidders j 6¼ i bid according to the bid function

bjðV�j Þ ¼ E max
k 6¼j
fV�kgjmax

k 6¼j
fV�kg � V�j

h i

We show that it is the best response for bidder i to also bid according to
the same bid function. This bid function is increasing and continuous so
the bidder with the highest value submits the highest bid and wins the
auction.
Bidder i cannot benefit from bidding higher than biðVÞ: The expected

payoff to bidder i with value V�i if he bids bi � biðVÞ is

Pðbi;V�i Þ ¼ GðzÞ


V�i � biðzÞ

�

where z ¼ b�1i ðbiÞ and Gð�Þ denotes the cumulative distribution function

of maxk 6¼ifV�kg. Denote the density function of maxk 6¼ifV�kg by gð�Þ.
Observe that:

Pðbi;V�i Þ ¼ GðzÞ


V�i � biðzÞ

�

¼ GðzÞV�i � GðzÞE½maxk 6¼ifV�kgjmaxk 6¼ifV�kg � z�

¼ GðzÞV�i �
Ð z
0 ygðyÞdy

¼ GðzÞðV�i � zÞ þ
Ð z
0 GðyÞdy

where the last inequality follows from integration by parts.
It, therefore, follows that:

PðbiðV�i Þ;V�i Þ �PðbiðzÞ;V�i Þ ¼ GðzÞðz� V�i Þ þ
Ð z
V�
i
GðyÞdy

� 0

regardless of whether z � V�i or z � V�i .
Uniqueness of the equilibrium follows from the results of Lebrun

(2006).
The cumulative distribution function G 	 Fn where F is the cumulative

distribution function of each bidder’s value. Therefore, GðV�i Þ ¼
FnðV�i Þ & 0 for every value V�i < V. It follows that the value of the high-

est value bidderV�i� ¼ maxk2f1;...;ngfV�kg converges with the number of bid-

ders n to V. The bid of the highest value bidder is given by

630 The Journal of Law, Economics, & Organization, V38, N3
D

ow
nloaded from

 https://academ
ic.oup.com

/jleo/article/38/3/613/6352244 by Berm
an N

ational M
edical Library user on 26 N

ovem
ber 2023



bi� ðV�i� Þ ¼ E½ max
k2f1;...;n�1g

fV�kgj max
k2f1;...;n�1g

fV�kg � V�i� �:

A standard result in the theory of order statistics (see, e.g., David and
Nagaraja 2004) implies that this expectation converges to V�i� with n: �

Proof of Proposition 3. A lawyer who has no share of the claim and bids bi
in the auction wins hðVi � biÞ if he wins the auction and zero otherwise. A
lawyer who has a share li of the claim and bids bi in the auction wins ðhþ
lið1� hÞÞðVi � biÞ if he wins the auction and lið1� hÞVj where Vj is the

value of the winning bidder if he loses. If all lawyers bid according to the
bid functions biðViÞ ¼ E½maxVjjmaxVj � Vi�, then lawyer i wins the auc-

tion if and only if Vi is larger than all the other Vj’s.
A bid which is higher than biðViÞ ¼ E½maxVjjmaxVj � Vi� increases

the probability of winning. If li ¼ 0, then the standard arguments men-
tioned in the proof of Proposition 2 imply that bidding higher would gen-
erate a lower expected payoff to the lawyer.
If li > 0, then increasing the bid implies that lawyer i would also win

the auction when Vi < maxVj. But in this case, the benefit from winning
over losing the auction is lower than in the case where li ¼ 0, which
implies that the lawyer cannot benefit from increasing its bid.
Similarly, a bid that is lower than biðViÞ ¼ E½maxVjjmaxVj � Vi�

decreases the probability of winning. If li ¼ 0, then standard arguments
imply that bidding lower would generate a lower expected payoff to the
lawyer.
If li > 0, then decreasing the bid implies that lawyer i would fail to win

the auction when Vi > maxVj. But in this case, the benefit from winning
over losing the auction is larger than in the case where li ¼ 0, which
implies that the lawyer cannot benefit from decreasing its bid. �

Proof of Proposition 4. Let S � 0 and suppose that all the bidders j 6¼ i bid
according to the bid function bjðV�j ;SÞ ¼ E½maxk 6¼jfV�k;Sgj
maxk 6¼jfV�k;Sg � V�j � and bidders for whom V�j < S do not participate

in the auction.
Inspection of the proof of Proposition 2 reveals that the argument pro-

ceeds as in the proof of Proposition 2, except the distribution function
Gð�Þ needs to be modified so as to denote the cumulative distribution func-
tion of maxk 6¼ifV�k;Sg.
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