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Diffusion of Legal Innovations:
The Case of Israeli Class Actions’

Christoph Engel / Alon Klement / Keren Weinshall

Abstract

In law and economics, it is standard to model lega rules as an opportunity structure. The
law’ s subjects maximize expected profit, given these constraints. In such a model, the reaction
to legal innovation is immediate. This is not what we observe after class action is introduced
into Israeli law. For along time, the new remedy is aimost unused. Then the adoption process
gains momentum. We discuss alternative options for theorizing the effect. We find that mar-
ket entry is not only explained by the available information about profitability, but also by the
adoption pattern of others. When deciding whether to bring further clams, law firms aso re-
act to the experiences they have made themselves. We thus explain the pattern by individual
and social learning, and cannot exclude mere social imitation.

JEL: D02, D21, D22, D83, K10, K41

* Helpful comments by Leonhard Hoeft and Fabian Winter are gratefully acknowledged.
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1. Introduction

The legislator speaks and nobody listens. In the world of standard economic models, this can-
not happen. These models view legal entitlements as part of agents opportunity sets. Agents
utilize anew legal entitlement if thisincreases their expected profit. They assess the costs and
benefits of the available alternatives, assign (possibly subjective) probabilities to uncertain
events, calculate the expected value of each alternative, and go for their best choice. Redlity is
different. It sometimes takes years before a new legal remedy is widely used. Legal reform
does not stop with the adoption of the rule in Parliament or court. It requires implementation
by individual agents who learn about their new entitlement (Engel 2008), and trust it.

In this paper, we argue that the implementation of legal innovations should be modeled as a
dynamic process that requires individual and social learning, akin to the diffusion of product
innovations. The innovation literature is interested in a product, trend, technology or ideology
that is newly introduced into a system (Rogers 2003: 12f.). Successful spread of an innovation
depends not only on its intrinsic quality and its suitability for potential adopters, but also on
the particular structure of the social system into which the innovation is released, and on in-
fluence patterns among the members of that system. The diffusion of innovation is “the pro-
cess by which the prior adoption of atrait or practice in a population alters the probability of
adoption for the remaining non-adopters’ (Strang 1991: 325).The feedback effects from prior
adoption decisions by others to one's future decisions are explained by alternative mecha-
nisms, from naive imitation or “social influence” through conformity-seeking over mecha-
nism that at least locally react to information about others success, to “social learning”
(Chamley 2003).The latter assert that adoption is based on Bayesian updating in light of ac-
cumulating evidence about the profitability of the innovation (Bikhchandani, Hirshleifer et al.
1998).

Recent legal scholarship has studied the diffusion of legal rules from one legal system to an-
other — for example, transplants of institutions between countries, states and courts (Twining
2004, Twining 2005, Romano 2006, Twining 2006, Westbrook 2006, Goderis and Versteeg
2014, Graham 2015). In this paper, we use diffusion models to predict how private attorneys,
i.e. legal professionals, utilize a new remedy.

The Israeli law of class action is an ideal case for testing our conceptual claim. The remedy
has been newly introduced in 2006. Y et for amost a year, the remedy is only rarely used. On-
ly after a long incubation phase, class actions are filed more frequently. From then on, their
frequency grows exponentially.

We have collected data on all class actions that have been filed between the law becoming
effective in April 2006 and August 2012 (N = 2,056). The cases were drawn from computer-
ized court records and were coded by law students who read all relevant case documents, in-
cluding motions, hearing protocols, settlement agreements and court decisions. We know



which law firm filed which case, which court and which judge handled the case, its subject
matter, and the case outcome.

In many respects, class actions are well suited to study the dynamics that underlie the spread
of legal innovations. Class actions are aimost exclusively initiated by attorneys, who search
for available causes of action and then look for class members who may act as representatives
(Fisch 1997, Hender, Dombey-Moore et a. 2000, Gilles and Friedman 2006). Class attorneys
bear most of the costs and risk in class action litigation. Through contingent fees, they are a'so
the primary beneficiaries if they win or settle the case. In addition, Israeli law mandates that
al class action filings and outcomes are published in an online open register.' This offers an
opportunity to examine the diffusion of a legal innovation among presumably rational and
highly informed agents. Finaly, it is relatively easy to measure and compare the benefits
adopters gain from using the innovation, because the individual lawyer’s fee is determined by
the court. Thisrenders it possible to disentangle individual from social learning.

We test whether class action filing patterns are in line with diffusion paths identified in the
literature on product diffusion (Y oung 2009, Shur-Ofry, Fibich et al. 2016). For each law firm
in our dataset, we distinguish between itsfirst class action suit ("market entry") and its subse-
guent class action filings ("market participation”). While the former can only be a result of
social effects, the latter is potentially also influenced by individual learning.

We find that market entry decisions are independently explained by the participation of others
in the market, and by their success. Market participation is explained by participation and
success of others, and it is additionally explained by alaw firm’s own success rate in previous
class actions it has filed. The effect of individual success shows that firms learn from their
own experiences as well.

Since, conditional on the effect of participation by others, there is a significant effect of their
success, the adoption of the new remedy cannot be exclusively driven by imitation, but in-
volves socia learning. However, since we find a separate effect of the participation of others
on entry, and since this effect is already present when only very few cases are closed, imita-
tion cannot be ruled out. With our data, we cannot, however, discriminate between the two:
law firms may simply imitate other law firms, or they may deem the decision of other firmsto
engage in this market to be informative. While nobody can assess with certainty whether this
line of business is profitable as long as only few cases have been closed, arguably each law
firm that brings a case has assessed the prospect, and deemed it positive. This allows newly
entering law firms to decide on a broader information base. If they reason in a Bayesian man-
ner, the number of cases that have been filed is new information that allows them to update
their own (prior) assessment.

1 See section 28 of CAL. Theregister isintended, among other things, to enable the general public and the
represented class to participate in the process (for example, to oppose an agreed compromise) and to pre-
vent parallel claims.



We are fortunate to have complete data. But it includes only class actions filed in Israel since
the introduction of the remedy. We cannot compare Israel with another jurisdiction that does
not offer the remedy. Israeli law firms have not been randomly assigned to this treatment. We
only observe law firms which, at least once during our period of observation, have filed a
class action. We are therefore not in a position to identify the causal effect of the availability
of class actions on law firms' choice among alternative remedies or lines of business, or the
causal effect of one of our explanatory variables on the decision of alaw firm not in our sam-
ple to enter the market. Thisis, however, not our research question. We want to test aterna-
tive theories for the diffusion of legal innovation. The critical empirical question we address
is: is our data consistent with some and inconsistent with other theoretical claims for the dif-
fusion process? Since we only perform this test for Isragli class action, we flag the exercise
out as a case study.

The paper unfolds as follows: In the next section, we introduce main aspects of the vast diffu-
sion literature and discuss the small, yet growing, discourse on the diffusion of legal innova-
tions. Section 3 canvases our case study: we elaborate on the substance and enactment process
of the Isragli class action law, describe the generation of the data, and present our hypotheses.
Section 4 presents the results and puts the findings into perspective. The paper concludes with
a discussion of the contribution of our approach to the existing body of socio-legal
knowledge, and its limitations.

2. Literature and Theory
a. Theories of Innovation Diffusion

The extensive literature on innovation diffusion spans economics, marketing, sociology and
anthropology.? Diffusion studies investigate the feedback effect from prior decisions to adopt
an innovation on future decisions made by others. Most feedback effects follow an S-shaped
pattern, where the temporal rate of cumulative adoption is derived from a symmetric bell-
shaped curve that describes the distribution of adopters (see Figure 1). The process starts out
slowly with “innovative’ adopters who are willing to try out the new product or process inde-
pendently of others, and gains momentum with early adopters. After a while the number of
new adopters rises sharply and a successful innovation reaches a “tipping point,” from which
its further diffusion is almost automatic (Shur-Ofry 2009). Finally, laggards slowly joinin, the
diffusion curve flattens and ultimately reaches a saturation point (Shur-Ofry, Fibich et al.
2016).

2 For reviews of this literature, see for example: Rogers (2003), Greenhalgh, Robert et al. (2004), Baptista
(1999) and Diebolt, Mishra et al. (2016).



Laggard,

Early Adgptors
OpinonAdeaders

Innoydtor

—— Cummulative Adoption —— Period Adoption

Figure 1
Stylized Diffusion Path of a Product or Process Innovation

Various theoretical models seek to explain the S-shaped diffusion curve (Young 2009). A
basic model was introduced in the marketing literature by Bass, 1969. According to this mod-
el, innovations spread much like a contagious disease. Adoption occurs as potential adopters
are exposed to actual adopters and thereby learn about the new technology. Adoption is slow
at first, as few individuals know about the innovation. As more people adopt the technology,
information about it spreads, leading to a period of rapid adoption.

The sociological literature focuses on the importance of socia pressure for individual adop-
tion decisions. According to this model, the spread of innovation is driven by a conformity-
seeking motive. Individuals have different thresholds that determine whether they will decide
to adopt, based on how many others have already adopted. The growth in the number of
adopters motivates additional people, who are less susceptible to social influence, to join in
and adopt the innovation. This creates a positive feedback process: The more people adopt the
innovation, the greater the number of people whose threshold for joining has been satisfied
(Schelling 1978, Rogers 2003, Lopez-Pintado and Watts 2008).

By contrast, economists have stressed the rationality of individual adoption decisions (Hall
and Rosenberg 2010). Economic models assume that individuals adopt the new product or
process if the expected benefit exceeds the expected cost. When individuals can assess the
cost and benefit achieved by early adopters, this creates an opportunity for direct social learn-
ing. Even if thisinformation is not perfect, for instance since unobserved case characteristics
are likely to differ, it still is avaluable signal for the profitability of the case alawyer consid-
ers to bring herself. Even the mere decision of others to adogt the product or process is in-
formative. It signals that others deem the innovation profitable. Individuals can rely on these
signals to update their own (prior) expectations. through Bayesian learning (Chamley 2003).
In a rational expectations framework, the number of adoptions increases as relevant infor-
mation accumulates (Bikhchandani, Hirshleifer et a. 1998). Individuals adopt at different
times due to differences in their prior beliefs, the amount of information gathered and idio-
syncratic costs. If the innovation exhibits network externalities, the S-shaped adoption pattern



Is further caused by the fact that the benefit increases or the cost decreases as the innovation is
more widely used.

Our characterization of the alternative models we examine is based on the type of information
which affects each agent's decision to adopt the innovation. Each agent holds information re-
garding her own experience, and information concerning the number of previous adoptions
that she observes and their outcomes. The three types of information can be distinguished, and
their correlation with individual decisions to adopt an innovation can therefore be tested. In a
private learning model, the agent's decision only depends on her own experiences. The spread
of the innovation in society can influence future adoptions via imitation and social influence,
or through social learning. The outcomes of past adoptions provide direct evidence about the
utility of the product and can influence future adoptions only through social learning.

b. Diffusion of Legal Innovations

In comparison to the rich social science literature on the diffusion of innovative products,
technologies and ideologies, the diffusion of legal innovation has attracted much less atten-
tion. Some papers have used the terminology of diffusion to address legal transplants from
one legal system to another (Twining 2005, Twining 2006, Shur-Ofry, Fibich et al. 2016).
Similarly, the diffusion paradigm has been used in explaining: patterns of adopting lega re-
forms among U.S. states (Walker 1969, Gray 1973) and cities (Lozner 2004); the migration of
corporate law norms from one U.S. state to another (Romano 2006) and in different legal tra-
ditions (Spamann 2009); the diffusion of constitutional rights among countries (Goderis and
Versteeg 2014); the diffusion of consumer protection legislation (Ford 1978) and the diffusion
of doctrinal innovations in tort law among different state courts (Graham 2015). However,
thisresearch typically takes the legidlating state or country as the primary decision-maker.

In awell-cited paper, Twining calls for expanding legal diffusion research to include the study
of individual-level diffusion: “In addition to macroscopic studies of large-scale receptions,
there is a need for middlie-order and microscopic analyses of particular examples of diffusion,
involving detailed focus on interactions and perceptions of actors’ (Twining 2005: 240). Y et,
few papers address the decisions made by non-governmental organizations to adopt legal in-
novations. Glick (2014) examines the decisions of colleges and universities to respond to le-
ga changes, and the extent to which such decisions are made by mimicking the decisions of
similar institutions. Rosen (2005). Barnes and Burke (2006) discuss six case studies of diverse
organizations' responses to the accommodation provisions in the Americans with Disabilities
Act and related state laws.

Most closely to our paper, Rampa and Saraceno (2016) study the dynamics of setting prece-
dents in courts, based on a micro-founded Bayesian model of the litigation decisions of indi-
viduals. Their theoretic model explores the dynamics involved when individuals observe past
court decisions, update their beliefs concerning the merits of their cases, and consequently
decide whether to file additional lawsuits on similar issues. These dynamics affect the devel-
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opment of precedents, as some litigation is encouraged by past decisions, whereas other litiga-
tion is discouraged.

In this paper, we expand the legal discourse on diffusion of innovations by focusing on legal
professional’ s decision to utilize a new legal innovation already introduced into alegal system
—the class action. We are interested not in the macro (state or organization) level, but rather in
the micro individual decision to adopt a new law. This differs from most previous research in
three main points:

The first refers to the unit of analysis: While legal studies have largely focused on the diffu-
sion among large organizations, countries or legal systems, we study diffusion between non-
organized individual adopters. We by contrast focus on choices made by individual law firms.
Lawyers are vital agents in spreading any legal innovation: they are part of arelatively close
network, with more social interactions and ties than the general public, thus stimulating a
faster diffusion process. Furthermore, in comparison to the genera public, lawyers are better
informed about the outcomes and implications of legal reform, and they are better positioned
to assess its risks, costs and benefits. Yet, in most cases of legal change the suitable unit of
anaysis would also include clients and judges, to changing degrees. Class actions are unique,
in this respect, as they are amost exclusively initiated by attorneys, who search for available
causes of action and then look for class members who may act as representatives (Fisch 1997,
Hensler, Dombey-Moore et a. 2000: 72, Gilles and Friedman 2006).

The second point of departure refers to the nature of the adoption decision: Legal studies tend
to focus on a binary one-time organizational decision to adopt a legal innovation. Once the
legislator decides to adopt a new legal regime imported from another state, it is very difficult
to turn back. Thisis similar to diffusion processes where one technology replaces another. By
contrast, a lawyer's decision to utilize a new procedural mechanism like class action is much
more similar to the diffusion of fashion trends. Her decision to file a class action does not
have to be a one-time event; it can be part of a series of decisions. Given the right factual cir-
cumstances, at any point of time she can decide whether to file another class action. This has
important implications: first, there is no clear and external saturation point when all opportu-
nities for filing a class action have been utilized. Second, when filing a class action for the
second and third time, the decision is no longer influenced solely by others decisions. The
more class actions a lawyer files, the more she learns from her persona experience. As we
will later discuss, the sequential nature of individual decisions to file permits a more fine
grained design for testing legal diffusion mechanisms.

Third, as economic diffusion models emphasize, previous adoption decisions can change the
risks, costs and benefits of subsequent adoptions. While thisis in some degree relevant to the
study of legal transplants between legal systems (for example, through competition between
states or countries, see Romano 2006, Goderis and Versteeg 2014), the dynamic effect inten-
sifies when considering the dispersion of alegal innovation within alegal system. As Rampa



and Saraceno (2016) have shown, each previous legal adoption has the power to change the
legal surroundings and context — for example, by setting new precedents.

3. Class Actions in Israel
c. Legal Background

Class action is a unique procedure, incentivizing individual plaintiffs and attorneys to identify
suitable causes of action, and to pursue them in court on behalf of an entire class of plaintiffs.
During the past few decades, class action procedures have spread from the U.S. legal system
to countries worldwide (Hensler 2016). However, the Isragli class action procedure is distinc-
tive in its close resemblence to the American FRCP Rule 23, and sharing its fundamental
characteristics (Klement and Klonoff 2018): First, in order to pursue a class action, a repre-
sentative plaintiff must motion the court to certify it as such, and certification is conditioned
upon various statutory requirements. Second, all plaintiffs who are members of the class de-
fined in the certification decision are bound by its outcome, unless they actively opt out of the
class action. Third, the possible remedies in a class action include monetary compensation,
even if such compensation is not uniform among all class members. Fourth, the attorney’s fee
is awarded by the court, contingent upon winning the case or on settling it, and it depends,
inter alia, on the value of the remedy awarded.

Hence, Isragli class actions present a pertinent case study for investigating the dynamics that
underlie the spread of legal innovation. They are driven by lawyers, who initiate them, and
make all litigation and settlement decisions. Moreover, class attorneys bear most of the costs
and risk in class action litigation. They are awarded attorney fees by the court, which are usu-
aly set as a percentage of the common fund created in judgment or settlement. And, they in-
vest their time, whose reservation value is a cost they fully bear. We thus expect a lawyer’s
decision to file a class action to take into consideration the risks, costs and benefits from the
suit. Furthermore, since class action certification requests and outcomes are required by law to
be published in an online open register, we can assume that lawyers are well-informed about
others' decisions to file class actions, as well as the outcomes in prior cases. The socia net-
works and flow of information inducing diffusion of innovation is relatively active in class
actions.

The Israeli parliament enacted the Class Action Law (CAL) in March 2006. The new law su-
perseded all previous statutory arrangements, which had allowed class action procedures for
specific causes of action in specified and well-defined sectors such as banking and insurance.?
Substantive and procedural requirements for submitting class actions set by these laws created
significant barriers to class action certification, and thus yielded a very low number of class

3 For a description of these statutory class action procedures and a comparison with class action arrange-
ments set in the CAL, see (Klement and Weinshall-Margel 2016).
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action filings — an annual average of fewer than 12 class actions per year.* The new law main-
tained the substance-specific framework by designating the possible causes of action that may
be brought as a class action. Nevertheless, those causes of action were prescribed in a much
broader manner, rendering certification easier, especially in consumer protection (including
banking and insurance), in labor and anti-discrimination cases, and in restitution lawsuits filed
against unlawful payments collected by state and public authorities. The new legislation has
also incorporated significant changes to the underlying procedural framework, mainly in pre-
scribing elaborate arrangements for class settlement certification, in allowing the state specific
protection when being sued, and in stipulating in great detail the considerations that courts
should take into account when awarding class attorney and representative plaintiff remunera-
tion.

Thus, the enactment of the CAL was meant to implement significant changes in the practice
of classactionsin Israel. As we demonstrate below, the CAL has indeed generated an increas-
ing flow of class action filings, which culminated with an unprecedented annual filing rate of
more than 1,200 lawsuits file in 2012, only six years after the enactment of the new law.

b. Data and Variables

We coded all motions to certify a class action ("cases,” "suits" or “filings’) submitted from
December 2006, when the first suit was filed under the new law, through August 2012. The
cases were drawn from computerized court records and were coded by law students who read
al pertinent documents:. pleadings, motions, hearing protocols, closing arguments and court
decisions. A second tier of encoders randomly sampled approximately 10% of these cases for
accuracy and internal reliability. Coding was found to be consistent in over 95% of the varia-
bles coded. For each case, we coded more than 200 variables, including information on the
class representatives and their attorneys, the defendants and their attorneys, causes of action
and other characteristics of the motion to certify a class action, remedies requested. For cases
resolved by August 2013, which comprised 68% of the suits, we aso coded case outcomes.

During the six years we examined, 470 law firms® filed atotal of 2,057 class action suits. 279
law firms only filed a single case, 64 filed two cases, 30 filed three. On average they filed
4.38 cases. This high average chiefly results from a small number of law firms filing multiple
class actions. The three most active law firms filed 258, 140 and 48 law suits, respectively.
Some law firms filed multiple class actions on the same day.

4 We searched the three main Isragli legal databases ("Nevo," "Takdin" and "Dinim") for al class actions
submitted from the enactment of the first law allowing class actions in 1988 (the Securities Law of 1988)
to 2006, and found only 215 cases, mostly submitted during the 1990s. The maximum number of cases
per year was 19. The search included scanning the archives by search words for "class actions' (using a
morphologica search engine), as well as a direct search for claims according to the sections permitting
class actionsfilings in the different laws.

5 Attorneys filing class actions tend to work in very small firms where all lawyers in the small office are
signed as co-representing attorneys. 64.8% of the suits were filed by a single lawyer office; 8.4% by a
two-lawyers law-firm; and less than 5% were submitted by a law-firm employing more than five lawyers.
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From this raw data, we construct a panel data set. The panel runs from the day when the CAL
entered into force until the last day at which we observe a new class action. This gives us a
panel of length 2058 days. Our dependent variables are two dummy variables. The dummy
variable for market entry is 1 at the day when alaw firm filesitsfirst class action; it is O oth-
erwise. The dummy variable for market participation is 1 for any new class action filed by the
law firm.° For all days on which a firm has not filed a new class action, this dummy variable
isO.

We explain market entry with indicators for social adoption and social outcomes, as defined
in the theory section. Our indicator for social adoption is the total number of class actions that
have been filed until a certain point in time. Indicators for social outcomes are calculated the
following way: for each case that has been closed (by a court ruling, settlement, or withdraw-
al) we know if the attorney was awarded fees, and their amount. We aso know if the repre-
sentative plaintiff has borne a positive cost, and its amount. Until the last case has been filed,
914 cases close. On average, law firms earn 36,513 ILS. But only on 333 of these cases, the
law firm was awarded a positive amount, with a maximum of 7,794,000 ILS. We define a
successful outcome as a case in which a representing attorney received any amount of fee. For
each point in time we calculate the success rate, by dividing the number of successful cases by
the total number of cases that have been closed. An aternative indicator of success is the
mean fee made on all cases that have been closed up till this point in time.

We explain participation with the same indicators for social adoption and outcomes, and addi-
tionally with the individual success rate. This is the number of cases that have been closed up
till this point in time and on which this law firm has earned an attorney fee, divided by the
number of all cases brought by this law firm that have been closed at this point in time.

c. Hypotheses

We test the following hypotheses:

H; Market Entry
A law firmismore likely to fileitsfirst class action
a) the more class actions have been filed by other law firms
b) the more the class actions filed by other law firms have been successful

H, Market Participation
A law firmismorelikely to file aclass action
a) the more class actions have been filed in the past
b) the more the class actions filed in the past have been successful
c) the more class actions filed by this law firm have been successful

6 If the law firm files multiple class actions on the same day, for this day and law firm the data set has mul-
tiple entries. The same holds if more than one case filed by one and the same law firm closes on the same

day.
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4. Results

Figure 2 summarizes our data. During our period of observation, the cumulative distributions
of new cases (“market participation”) and of first cases (“market entry”) grow continuously
(right panel). While the cumulative distribution of market entry becomes approximately linear
around day 1000, the cumulative distribution of market participation grows approximately
exponentially over the entire period of observation. This suggests that the diffusion of the new
legal remedy has not yet reached the characteristic point when growth slows down. This is
reflected by the probability distribution (left panel).” While the number of cases brought at
each point in time grows rapidly, the number of first cases levels off in the second half of our
period of observation. Note however that new firms continuously enter the market. It is only
the rate of growth that becomes more or less constant. The left panel also shows that in the
first half of our period of observation, only very few cases close (at day 1000 after the intro-
duction of the remedy, 312 cases have been filed, but only 37 have been closed). Many more
cases close afterwards. This means that, for the first 1000 days, there is not much direct evi-
dence on the profitability of class action.
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Figure 2
Market Entry and Market Participation Over Time

Figure 3 collects market performance indicators from which a firm might be influenced. All
indicators cumulate information up till the day before a firm decides to enter the market, or to
file an additional class action. The number of al cases that have been brought grows exponen-
tially during our entire period of observation. As more cases close around day 1000, the suc-
cess rate grows, and hovers around 30%: in about a third of all cases that close, the law firm
earns a positive fee. As more cases close around day 1000, this ratio drops to approximately
10%. The few cases that close around day 500 are very profitable. Law firms with a case
closed between days 500 and 600 on average earn 46,128 ILS. Later profit drops, but rises

7 In the left panel, we bin the data by 50day windows. Fluctuations on individual days are so large that
otherwise the graph would not be informative. All regressions work with individual observations.
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again as more cases close after day 1000. A law firm then on average earns 35,379 ILS per

case.
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Figure 3
Development of Performance Indicators over Time

To test our hypotheses, we turn to regression analysis.® We first focus on entry decisions. By
definition, individual experience with the class action procedure cannot explain them. Table 1
shows that, if we do not control for performance indicators, the mere information that other
law firms are entering the market induces further law firms to follow suit. The effect is al-
ready present in the period until day 1000, i.e. while there is very little information on profita-
bility (model 1).° But the effect becomes much less pronounced if we control for the market

We estimate linear probability models since coefficients then have a direct interpretation: by how many
percent does the probability of market entry increase with a one unit change in the respective independent
variable? We estimate models with law firm fixed effects since for the models explaining market partici-
pation the Hausman test turns significant. That way we use the same specification throughout. Standard
errors take into account that choices per firm are not independent. We do not estimate a dynamic panel
model since the number of observations per firm (2058) is very large, and more than 4 times as large as
the number of law firms (470). Therefore the estimated coefficients are asymptotically consistent. We do
not estimate a survival model since none of the additional complicationsis present in our data that call for
such amodel: for all law firms in the dataset, the starting point of the time series is the same; it is the day
when the law on class action entersinto force. We aso do not lose sight of any law firm in our pool since
we have complete data. Therefore censoring is not an issue either. Also our data do not look as is charac-
teristic for a survival model. In our data, as soon as a law firm has brought a class action (“fails’ in the
standard terminology of survival models), it goes back to not bringing a new case in the time to come
(“survives’ again). Thisiswhy, in our data, the “survival rate” isvery closeto 1.

For two reasons, in al models coefficients are very small: by design, for each law firm, the dependent
variable is O for all days but one. Consequently the probability to enter the market on one given day is
very small in the first place, and the marginal effect of independent variables on this probability is small
as well. Moreover the coefficient measures the effect of a one unit increase in the respective independent
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success rate (model 3). As soon asit is available, meaningful social information becomes key.
Comparing models 3 and 4 we learn that the market success rate is more important for entry
decisions than information about profitability. The message is even clearer if we add both in-
dicators to the specification (model 5): conditional on the probability of earning a fee, the
amount of the expected fee even has a negative effect. This is intuitive: law firms are more
likely to pick up that other law firms have had a success or afailure, than learn their exact fee.
Since success rate and fee are positively correlated (Figure 3), conditional on the more im-
portant one, the effect of the lessimportant one turns negative.*

model 1 model 2 model 3 model 4 model 5
# class action suits | 1.54e% = | 2. 960 **+ | 115" | 2.78e07 **+ | 7.06e™®

(2.97€%) | (3.84e®) | (6.26e®) | (4.41e°®) | (6.70e®)
market success rate .00093** .0014***

(.0003) (.0004)
market mean fee 1.07e™ -3.45 % *
(1.28e) | (1.72e%)

cons .00015*** | .00032*** | .00024*** | .00030*** | .00026***

(.00004) (.00003) (.00004) | (.00004) (.00004)
N obs 470,027 967,766 967,766 | 967,766 967.766
N lawfirms 470 470 470 470 470

Table 1

Explanations for the Decision to Enter the Market
linear probability models with law firm fixed effects
dv: a dummy that is one on the day that a law firm files its first class action suit
days 0 — 2058 (last day when a new class action has been filed)
small coefficients are reported in scientific notation to improve readability
# class action suits: total number of class actions suits that have been filed until the previous day
success rate: number of all class action cases closed until the previous day and yielding a positive profit /
number of all class action cases closed until the previous day
standard errors (for choices in law firms) in parenthesis
*** < 001, *p<.01,*p<.05 "p<.1

We conclude:

Result 1. The decision to file a class action is explained by class action filings of other
law firms and their successrate.

The picture becomes even clearer if we consider not only the decision by alaw firm to file its
first class action, but any decision to bring a class action, i.e. if we shift attention from market
entry to market participation (Table 2). We find that the number of cases that have been
brought, their rate of success and the success rate of cases brought by this one law firm inde-
pendently and conditional on each other explain choices.** The mean fee of all cases by all

variable, and the independent variables of interest are themselves large. Attention should therefore be on
significance, more than on the size of the coefficients.

10 Results look similar if we replace information about the complete past with information about the last 50
days. These additional regressions are available from the authors upon request.

11 Conditiona on the individual success rate past individual profit does not significantly explain the choice
to again participate in the market. Without this control variable, past profit is positive and significant.
These additional regressions are available from the authors upon request.
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law firms that have been closed in the past again has a significant negative effect: law firms
focus on success or failure, not on the amount to be gained.*

model 1 model 2 model 3 model 4
# class action suits 2.83e% #xx | 2 3200 wxx | 9 9206 xix | 1 9300wk
(7.95e%®) | (1.34e°) | (1.39e¢") | (1.41e°)
market success rate .0026*** .0040*** .0039***
(.0006) (.0007) (.0007)
market mean fee -1.01e%® ** | .9.679 **
(3.56e) | (3.56e™)
individual success rate .0031***
(.0003)
cons .00052*** | .00030*** | .,00035*** | .00037***
(.00006) (.00008) (.00008) (.00008)
N obs 967,766 967,766 967,766 967,766
N lawfirms 470 470 470 470
Table 2

Explanations for the Decision to Participate in the Market
linear probability models with law firm fixed effects
dv: a dummy that is one for any new class action suit filed by a law firm
all models cover days 0 — 2058 (last day when a new class action has been filed)
small coefficients are reported in scientific notation to improve readability
# class action suits: total number of class actions suits that have been filed up till a given day
market success rate: number of all class action cases closed until a given day and yielding a positive profit /
number of all class action cases closed until a given day
individual success rate: number of all class action cases filed by this law firm and closed until a given day and yielding a positive
profit /
number of all class action cases filed by this law firm and closed until a given day
standard errors (for choices in law firms) in parenthesis
** < .001, *p<.01,*p<.05

We conclude:

Result 2: The decision to file a class action is explained by
a) other law firms' filings

b) other law firms' success

C) the success of the law firmin question

12 Againresultslook similar if we replace experiences from the entire past with experiences from the last 50
days. These additional regressions are available from the authors upon request.
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5. Discussion

One might have thought that law firms who venture their own money behave in ways that are
not too different from the agents of economic textbooks. Thisis not, however, how Isragli law
firms have reacted to the introduction of the class action procedure.

Since class action lawyers act on a contingent fee basis, risks and opportunities are chiefly
their own. Profit maximizing lawyers would have independently assessed the profitability of
this newly opened line of business, and would have brought cases if expected benefits out-
weighed expected costs. Y et for more than two years, the new remedy was rarely used. Only
1000 days after its introduction, has its use become more frequent. culminating in an approx-
imately exponential pattern of adoption.

Our findings suggest that legal innovations can diffuse in a manner similar to the way novel
products diffuse after they are first introduced into the market. Social information plays a sig-
nificant and independent role in the decisions to use the legal innovation, and its significance
increase with the number of adoptions.

In principle, this pattern could be explained both on sociological and on economic grounds.
The mechanism behind the observed diffusion patterns can be one of social herding, which is
motivated by lawyers tendency to imitate and conform with others. Alternatively, lawyers can
interpret other lawyers filings as an informative signal about the profitability of class actions.
Wedo find , however, that the decision to enter this market, and to be active in it, are not only
explained by the number of class actions filed by other law firms. Conditional on this effect,
market participation is also explained by the observable profitability of class actions, and by
the respective law firm’'s own success rate in this line of business. The latter effects strictly
transcend imitation and supports rational profit maximization.

We have focused on class actions since this is an area of law where lawyers initiate litigation,
and if they deem a case promising, search for a plaintiff to represent. Other types of legal in-
novations often involve decisions made by the general public and not by legal professionals;
they mostly concern substantive as opposed to procedural law; and their utilization, or in the
parlance of the innovation diffusion literature, their ‘adoption’, as well as its outcomes, are not
necessarily observed by the general public. For all of these reasons, future research is needed
to test if our findings can be generalized to the adoption of other legal innovations.

Why and how does the use of legal reform spread? This research suggests that the answer can
be found in the diffusion patterns that have been observed in the innovation literature. When
considering legal reform, legidators should take individual and social motivations into ac-
count. Information about the adoption of such reform, as well as its outcomes, will likely im-
pact the speed with which it will be transformed from law on the books to law in practice.
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