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is lacking in the relevant market."5 5 Reasoning from this premise, he takes

the "optimistic perspective" and argues that increased use of the exit option

will create competition and improve class counsel's performance.356

Professor Coffee's analysis rings true. Yet competition may also be

improved by leveling the legal playing field. Class counsel should scrap for

larger settlements when the difference obtainable would keep opt-outs within

the class. However, even assuming class counsel could litigate more

vigorously and double the class settlements recovered, opt-out litigation in

state court under state law might still offer claimants a higher return than they

might recover by remaining in the class-if the anticipated recovery premium

were attributable to differences between state and federal law. Most class

action settlements recover approximately two to three percent of losses.357 In

contrast, as described above, opt-outs may recover seven to fifty times more,
often in a state court action under state law.3 58

At present, opt-out actions and class actions do not compete on the same

playing field. By opting out, investors may gain access to more favorable state

substantive law and procedures and may largely avoid insolvency constraints

limiting the ability of class counsel to demand significant increases in

settlement size.359 Because securities fraud classes generally bring large gross

claims, they may be forced to settle for an amount less than they might

recover at trial to avoid triggering corporate bankruptcy. In contrast, opt-out

plaintiffs may demand a higher percentage recovery without fearing that their

settlement demands will bankrupt a defendant.

Preempting state law claims and forcing opt-outs to litigate in federal

court under the same law and procedural rules would level the playing field

somewhat. It might also enhance the efficacy of the exit option as a tool for

keeping class counsel working because class counsel may be more likely to

fight when she believes she can win and when goaded by the voices of

shareholders unable to resort to alternate forums and substantive laws.

Importantly, pruning back the exit option by making institutional opt-out

actions and disaggregated classes removable would not remove all

opportunities for exit. Plaintiffs dissatisfied with class counsel's performance

or a particular settlement offer would still enjoy the right to opt out and

pursue their own claims under federal law.

3ss Coffee, supra note 10, at 414.
356 Id. at 442; Coffee, supra note 2, at 309 (arguing that "in theory, ... exit may outperform

voice in the world of litigation governance").
3s7 Coffee, supra note 2, at 313.
3ss See supra Part II.
359 See Coffee, supra note 2, at 315-16.



9:305 (2015) Disaggregated Classes 367

Even with the state law option removed, opt-out plaintiffs will likely still

secure larger recoveries than the class. To be sure, limiting the exit option to

federal law would not change an opt-out plaintiffs ability to escape

insolvency constraints and demand a higher percentage recovery without fear

of tipping a defendant into bankruptcy. Additionally, plaintiffs with strong

appetites for litigation risk may also opt out of reasonable settlement offers to

chase larger individual recoveries. They will likely secure higher returns by

accepting more risk. If only a small percentage of class members opt out,
class counsel may have accurately gauged the class's appetite for litigation

risk-even with a relatively low settlement.

Hirschman captured this dynamic in the final chapter of Exit, Voice, and

Loyalty. Addressing situations where an "organization is not particularly

sensitive to" exit, he wrote that policymakers might consider enabling voice

and "raising the costs of exit and even by reducing the opportunities for it." 360

By making state court opt-out actions removable and making exit less

attractive, class members may be more likely to use their voices to drive

change. If unable to secure unique advantages under state law, institutional

investors may become more likely to remain within the class and supervise

class counsel. In any event, the PLSRA's lead plaintiff provision seems

unlikely to succeed if the money, i.e. institutional investors, does not monitor

class counsel because it prefers an alternative forum and substantive law.

CONCLUSION

The rise of disaggregated classes poses serious challenges to efforts to

regulate federal securities fraud class action litigation. The tactic drives

significant public costs that may not be outweighed by any deterrence benefit.

Spreading duplicative actions across many courts increases the likelihood of

inconsistent outcomes, and dissipates judicial and party resources. Over time,
it may also diminish federal law as the dominant source for private securities

liability, frustrating the PSLRA's objectives. The state law lawsuits may also

drain defendants' coffers, leaving less for the federal class to recover.

As explained above, this has already occurred by process of law for cases

that can currently be removed into the federal system. Although this

outcome is consistent with Congress's aim to limit state law securities fraud

litigation, SLUSA's legislative history does not establish that Congress

intended to drive most individual state law claims out of federal court. It also

360 HIRSCHMAN, sipra note 110, at 122-23 (emphasis added).



368 Virginia Law & Business Review 9:305 (2015)

seems unlikely that Congress would have endorsed the rise of disaggregated

classes or intended that different substantive laws apply to high-value and

low-value claims.

Current trends toward disaggregated classes litigating opt-out actions in

state court seemingly frustrate the policy goals behind the PSLRA, SLUSA
and Supreme Court decisions limiting the scope of private securities liability.

For these initiatives to regulate the national securities markets effectively,
market participants must not be subjected to alternative systems of regulation

and liability. State law liability undercuts these goals because it imposes costs

outside federal control and creates instability.

This is not to say that the federal scheme for private securities litigation

merits uncritical praise-it too has flaws. Overly restrictive federal court rules

may make it too difficult or too costly to prove fraud for informed investors

with concentrated positions seeking above-market returns.3 61 By chasing

profits, these investors create market efficiency and incorporate disclosed

information into stock prices. These investors, who hold concentrated

positions, may not be as likely to net out their fraud losses. Moreover, for

normative reasons, society may tolerate-or even support-some over-

deterrence to ensure compensation for fraud victims.3 6 2

Yet allowing plaintiffs with higher-value claims to access different legal

systems than plaintiffs within the federal class does not seem like a satisfying

answer to these problems. If anything, an unconstrained exit option may

make participating in voice-based reforms less attractive. It may also reduce

the incentive to battle against improper limitations on federal liability. A

pension fund that regularly recovers substantial damages in state court will

not be motivated to lobby for improvements in federal law.

Accordingly, I call for Congress to prune the state law "exit" option and

level the playing field by making opt-out actions and disaggregated classes

removable. The policy concerns reviewed in this article may guide this

complex task. 363 Discussions about this dynamic may also create political

conditions permitting Congress to revisit the PSLRA's wisdom.

361 See Webber, supra note 76, at 169-70.
362 See Rose, supra note 50, at 2181.
363 See Perino, supra note 1, at 277 ("[C]arefully constructed federal preemption may be

appropriate because preemption addresses the unintended shift of litigation to state court
and because such an allocation of governmental authority comports well with principles
of federalism.").


