SUIT, SETTLEMENT, AND TRIAL: A
THEORETICAL ANALYSIS UNDER
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WILL a party who believes that he has a legally admissible claim for
money damages decide to bring suit? If so, will he subsequently settle
with the opposing party or will he go ahead to trial? These questions are
considered in this article under four methods for allocating legal costs,’
namely, under the American system, whereby each side bears its own
costs; under the ‘‘indemnity’’ or British system, whereby the losing side
bears all costs; under the system favoring the plaintiff, whereby the plain-
tiff pays only his own costs if he loses and nothing otherwise; and under
the system favoring the defendant, whereby the defendant pays only his
own costs if he loses and nothing otherwise.2
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To examine in a systematic and careful way the two questions under the
methods for allocating legal costs, it will be necessary to study a simple,
stylized model of the litigation process. Analysis of this model in the text
is informal, with a series of numerical examples illustrating the main
points of interest, and so should be accessible to the widest audience; a
formal statement of the model and proofs of results are contained in an
Appendix. Following the analysis, two brief illustrations are considered
and comments are made on the relative social desirability of the methods
for allocating legal costs.

I. THE MODEL?

The parties are assumed to view suit and settlement or litigation solely as
a financial matter and to face the situation shown in figure 1. As indicated,
the plaintiff* must first decide whether to bring suit.> He is assumed to be
able to bring suit at no cost® and to decide to do so if and only if he would
be willing to go to trial.? Of course, whether he would be willing to go to
trial depends on an ex ante evaluation of his chance of prevailing, on the
probable magnitude of a judgment, and on the legal costs of going to trial
and the method by which they are to be allocated.

If the plaintiff does decide to bring suit, it is assumed that he and the
defendant will reach a settlement if and only if there exists some settle-

States, although exceptions to its use are made in certain jurisdictions for certain categorigs
of tase, whereas the British system is the usual rule determining the bearing of legal cost§ in
the United Kingdom. For details, see Mause, supra note 1, and references cited therein. The
systems favgring the plaintiff or the defendant are thus departures from the ngr, but they
are sometimesemployed. (Examples of systems favoring plaintiffs exist upder federal law,
for instance, undexTitle VII of the Civil Rights Act as interpreted in Christiansburg Garment
Co. v. EEOC, 434 U S 412, 415-21 {1978]. An example of the othert¥pe of system may also
be noted—the state of Flarida has recently adopted the systepafavoring the defendant in
medical malpractice cases. Ch. 80-67, 1980 Fla. Laws 224

3 The usual cautionary remark~should be made abo is model, that the aim is not for
descriptive accuracy, but rather for sufficient simplicity and analytic tractability as to pro-
vide a generally useful tool for thought and guide€ for the design of empirical research.

4 For simplicity, the party contemplating’Suit will be referred to as the ‘‘plaintiff”’ even
though he may decide against bringing sqit.

5 From fig. 1, it is clear that ‘‘bringing suit’’ is interpreted as any action which results
ultimately in settlement or in trigl. Thus, we would consider a mere threat to initiate formal
proceedings as a suit if the threat resulted in a settlement.

¢ This assumption is-inessential; all that will matter to our results is that going to trial
involves legal costs-in addition to any connected with bringing suit.

7 Thus, it is ifiplicitly assumed that when the plaintiff would not be willing to go ahead to
trial, he wodld not bring suit merely in the hope of extracting a setttement frem the defen-
dant. Note that this assumption would be plausible if, in the latter case, the plaintiff believed
thatthe defendant knew the plaintiff’s position, for then the defendant might not in fact offer
anything in settlement.
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ment amount that both he and the defendant would prefer to going to
trial.® (The settlement process is itself assumed to be costless.)® Thus,
whether settlement will occur depends on both the plaintiff’s and the
defendant’s ex ante evaluations.

These evaluations will be analyzed under two different assumptions.
According to the first, a party is assumed to be risk neutral. Under risk
neutrality a party evaluates an uncertain prospect by its expected value,
that is, by discounting possible outcomes by their probabilities.!® If the
plaintiff thinks the likelihood of obtaining a judgment for $10,000 is 25
percent, then we would say that the expected value to him of the judgment
is $2,500 (i.e., 25 percent x $10,000), or, more simply, that his expected
judgment is $2,500.!! By definition, a risk-neutral party would be indiffer-

he existence of a mutually attractive settlement amount is of course a necessary

? The sole importance of thisa
litigation.
'* For an introductory treatment of th

e expected judgment.
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ent between receiving (or paying) $2,500 for sure and receiving (or paying)
$10,000 with probability 25 percent; he cares only about expected value,
not about the degree of uncertainty. In contrast a risk-averse party is one
for whom uncertainty itself is undesirable;!? that is, he cares not only
about expected value but also about uncertainty. Thus, a risk-averse
party would prefer receiving (or paying) $2,500 for sure to receiving (or
paying) $10,000 with probability 25 percent, and this to receiving (or
paying) $100,000 with probability 2.5 percent.’* Most of the analysis that
follows will focus on the case where both parties are risk neutral. This
case is emphasized only because it allows an especially simple characteri-
zation to be made of certain underlying factors determining suit and set-
tlement or trial. The case where one or both of the parties is risk averse is
not viewed as less important and would in fact be likely to be of
significance when a party has little wealth or, more generally, when the
amount at stake is large in relation to his assets.!

II. Suir

Given the assumptions of the model and, for now, that of risk neu-
trality, it is straightforward to identify and to compare the circumstances
under which a plaintiff will bring suit under the four systems of allocating
legal costs. The first statement to be made is simply that under the Ameri-
can system, the plaintiff will bring suit if and only if his expected judgment
would be at least as large as his legal costs.'® To illustrate, consider

Example 1: The plaintiff’s legal costs from a trial would be $1,000, and he
believes that if he prevails he would obtain a judgment for $10,000. Thus, if he
thinks the likelihood of prevailing is, say, 75 percent, he will bring suit, for then his
expected judgment from a trial would be $7,500 (i.e., 75 percent x $10,000), which

2 Another pos§ibility is Fhat a party is risk loving and finds uncertainty inherently desj

i H wealth and especially to the possibility
of losses that would leave them in a finap2iglly precarious position. (For example, the
i i e chase of insura.nce )

emplate a range of possible magnitudes of the judgment should he prevail).
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would exceed his legal costs of $1,000. However, if he believes the chance of
success is only, say, 5 percent, he will not bring suit, since his expected judgment
would be $500, which would be less than his legal costs.

Similarly, under the British system, the plaintiff will bring suit if and
only if his expected judgment would be at least as large as his expected
legal costs——that is, the total legal costs discounted by his probability of
losing at trial.'® Consider now

Example 2: The plaintiff’s legal costs and beliefs concerning a judgment are as
in the previous example, and the defendant’s legal costs from a trial would be
$1,500.'7 Consequently, if the plaintiff thinks the probability of prevailing is 75
percent, his expected judgment of $7,500 would exceed his expected legal costs of
$625 (i.e., 25 percent x $2,500), so that he would bring suit. But if he thinks the
probability is 5 percent, his expected judgment of $500 would be below his ex-
pected legal costs of $2,375 (i.e., 95 percent X $2,500), so that he would not bring
suit.

Comparing the two systems, it is apparent that the frequency of suit will
be greater under the British system when the plaintiff believes the likeli-
hood of prevailing is sufficiently high—above a ‘‘critical’’ level—and the
frequency will be greater under the American system when the likelihood
is below the critical level.'® This is so because when the plaintiff is rela-
tively optimistic about prevailing, his expected legal costs will be rela-
tively low under the British system—he will be thinking about the possi-
bility of not having to pay any such costs—whereas under the American
system he must bear his own costs with certainty. Thus he will be likely to
find suit a more attractive prospect under the British system. But when
the plaintiff is not optimistic, converse reasoning explains why he would

¥ Lety denote the defendant’s legal costs were he to go to trial. Then the plaintiff woutd
bring “suj
Appendix.

; pect that a party who suffers a
loss would generally be more optimistic about his chance of prevailing under a strict liability
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be expected to sue more often under the American system.'® The follow-
ing example explicitly demonstrates this result.

Example 3: If the plaintiff believes that his chance of prevailing is at the ‘“high’
lavel of 75 percent, then it was observed that under the British system his ¢x-
pedted legal costs would be $625. Since this is less than the $1,000 in costs that he
would bear under the American system, the plaintiff would be more likely to/bring
suit under the British system; specifically, if his expected judgment would/exceed
$625 bubhwould be less than $1,000, he would sue under the British systerh but not
under the\American.? However, if instead the plaintiff thinks his chafice of pre-
vailing is al\the ‘‘low’’ level of 5 percent, his expected legal costs ffom going to
trial under thg British system would be, as was noted, $2,375, so thdt he would be
more likely to\bring suit under the American system; whenevér his expected
judgment would\exceed $1,000 but not $2,375, he would syé only under the
American system.\The critical probability of prevailing—abové which the plaintiff
would find suit morg attractive under the British system and below which under
the American system—turns out in this example to be 6(/percent, for at 60 per-
cent, the expected legal costs under the British system would be $1,000 (i.e., 40
percent X $2,500), which equals what they would be/under the American sys-
tem.2!

Turning now to the othektwo systems, it is’clear that under the system
favoring the plaintiff, he will bring suit if and'only if his expected judgment
at trial would be at least as large as his expécted legal costs—his own legal
costs discounted by his probability of losing. And under the system
favoring the defendant, the plaintiffwill bring suit if and only if his expected
Jjudgment would be at least as ldgrge as his expected legal costs—
now equal to his own legal costs, plus\those of the defendant discounted
by the probability of losing.?> Moreoven, with regard to a comparison of

1% Because so-called nuisance syits typically have A low probability of succeeding, this
conclusion is in line with the ngtion that such suits are more likely brought under the
American than the British system. See, for example, Mause, supra note 1.

2 Suppose, for instance, that the plaintiff believes that i he prevails he will receive a
judgment for $1,200. Then his expected judgment would be $900.

2! The critical probability equals y/(x + y); see note 18 supra‘and proposition 1a and eq.
(5) of the Appendix. In this example the plaintiff’s cost x was $1,800 and the defendant’s y
was $1,500, so y/(x +4) = $1,500/$2,500 = 60 percent. If the deféndant’s costs were not
$1,500 but $1,000, and thus equal to the plaintiff's, then the critical piobability would be 50
percent, since y/(x A4 y) = $1,000/$2,000; and were the defendant’s costs $500, the critical
probability would/be 33 percent, since y/(x + y) = $500/$1,500. That the \¢ritical probability
falls when the défendant’s legal costs fall simply reflects the fact that the swaller the defen-
dant’s costs, the more attractive the British system becomes to the plaintif]

22 We will' refrain from illustrating this in the text, but it may be helpful to\provide one
calculatiop’here: If the plaintiff believes his chance of prevailing is 75 percent, thew under the
system fAvoring himself his expected legal costs would be $250 (i.e., 25 percent > $1,000),
while ynder the system favoring the defendant they would be $1,375 (i.e., $1,000 + 25
percefit X $1,500), so the plaintiff would sue under the former system if his expected
judgment exceeds $250 and under the latter if it exceeds $1,375. More generally, the plaintiff
will bring suit under the system favoring himself when pw > (1 — p)x, and under the systeé
favoring the defendant when pw > x + (1 — p)y. See eqq. (3) and (4) and proposition la.
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plaintiff find
plaintiff the
and may bear a greater cost.

How is what has been said to this point affected if the plaintiff is as-
sumed to be risk averse rather than risk neutral? Plainly, the general effect
of the plaintiff’s risk aversion is to reduce the likelihood of suit, for going
to trial involves uncertainty, which by definition the risk-averse plaintiff
but not the risk-neutral plaintiff finds disadvantageous.?® To see this effect

Be sure to
read text
in the box
at left.

illustrated under the American system, consider

Example 4: Given that his legal costs would be $1,000 and the prospect ¢
récgiving a judgment for $10,000, a risk-neutral plaintiff would bring suit undepthe
American system if his probability of prevailing exceeds 10 percent. To seg/that a
risk-averse plaintiff would not bring suit as often, assume, for instancesthat the
plaintiff’s\{nitial wealth is $5,000 and that his *‘utility of wealth’’ is the £quare root
of wealth.2\Then it is indeed so that the plaintiff might not sue when his risk-
neutral countexpart would. If the risk-averse plaintiff believes the probability of
prevailing is, say\l1 percent, he would choose not to sue: if h€ does not sue, his
utility of wealth is 70,71 (i.e., V5,000); if he goes to trial his”*expected utility”’ is
less, it is 69.30 (i.e., 1Npercent X V14,000 + 89 percent X V4,000—the utility of
his wealth if he wins discounted by the probability of wirining plus the utility of his

23 See proposition 1a and fig. 2.

** See proposition 1b. The reader should recall thit risk aversion becomes an important
factor whenever a party is poor or when the amounf at stake or legal fees are large in relation
to his assets. However, if such a party and his ¢gunsel employ a contingent fee arrangement,
counsel’s willingness and ability to bear risk #4ll be relevant, since the party will not himself
bear the risk of paying legal fees if he does not\prevail; thus, the effect of the party’s risk
aversion will be diminished.

% To perform calculations illustrating the effect of Mgk aversion, it is necessary to make
explicit assumptions about the plaifitiff’s utility of wealth and then to determine his expected
utility (to be explained shortly/in the text) in the various\situations under consideration.
(Some readers may not find sfich calculations instructive and may omit this and subsequent
examples of the effect of £isk aversion without loss of continuity.) The importance of the
particular assumption that the utility of wealth is its square root is only that it implies that the
increment in utility from an extra dollar declines as the absolute level of wealth increases,
that is, so-called déclining marginal utility of wealth. This in turn is the logical equivalent to
an assumption of risk aversion. The intuition behind the relationship betwebn declining mar-
ginal utility ofwealth and the existence of risk aversion is as follows. If the matrginal utility of
wealth declines as the absolute level of wealth increases, then the loss of an amowunt reduces
utility mdre than the gain of an equal amount would increase utility. This notion that losses
“hury”” more than equivalent gains “‘help”’ comports with the notion that an indixidual
waodld prefer his present position to taking a risk (unless of course the prospect of gains was
s@fficiently attractive to outweigh the possibility of loss).
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approximately 13% percent 2

Were examples of the effect of risk aversion under the other systems as
well to be considered (which would be tedious), it would become evident
that the reduction in the likelihood of suit would not be uniform because
the variability in the plaintiff’s position as between prevailing or not dif-
fers among the systems: the variability is least under the American sys-
tem, where it equals the magnitude of the judgment;*8 it is larger under the
system favoring the plaintiff, where it equals the judgment plus the plain-
tiff’s legal costs, and also under the system favoring the defendant, where
it equals the judgment plus the defendant’s costs;* and the variability is
greatest under the British system, where it equals the judgment plus the
plaintiff’s and the defendant’s legal costs.3® Thus, we should expect the
effect of risk aversion—the reduction in the frequency of suit—to be
strongest under the British system, less under the systems favoring the
plaintiff and the defendant, and least under the American system.3 How-
ever, the qualitative nature of the comparison of frequency of suit under
the systems is essentially unaltered.??

2% An individual's expected utility may be interpreted as the utility he would enjoy on
average were he to engage in the risky activity repeatedly.

27 Were the plaintiff more risk averse, that is, if the proportional rate of decline of his
marginal utility of wealth were greater, then the likelihoed of success would have to be
higher than 13{2 percent before he would bring suit.

% In example 4,the plaintiff’s wealth under the American system is $5/000 — $1,000 =
$4,000 if he loses and™$5,000 — $1,000 + $10,000 = $14,000 if he prevails, the difference
being the $10,000 judgme

2 In example 4 the plaintifi*s wealth under the system favoripg himself is $5,000 — $1,000
= $4,000 if he loses and $5,000 $10,000 = $15,000 if he prevails, so the difference is
$11,000, the judgment plus his own [egal costs. If the defendant’s legal costs are $1,500, the
plaintifi°s wealth under the system favoring the deferidant is $5,000 — $1,000 — $1,500 =
$2,500 if he loses and $5,000 — $1,000 + $107000 =-514,000 if he does not, so the difference is
$11,500, the judgment plus the defendant’s legdl costs.

30 In example 4 the plaintiff’s wealth updér the British system is $5,000 — $1,000 — $1,500
= $2,500 if he loses and $5,000 + $16,000 = $15,000if he prevails, so the difference is
$12,500, the judgment plus his andthe defendant’s legal sosts.

31 Tt is difficult to find simple€onditions under which this is always true; see note 60, infra.
Nevertheless, it is the mostplausible conclusion and should be botne in mind. For instance,
if plaintiffs are poor apd very risk averse, then the discouragementof ‘‘meritorious’ suits
might be greater under the British system than under the American system. (But as re-
marked in note 24, supra, contingent fee arrangements provide an offsetting factor.)

32 The fregquency of suit is still greatest under the system favoring the plaintiff and least
under thaf favoring the defendant. Also, the relationship between the American and\British
systerfis still depends on the plaintiff’s estimate of the probability of prevailing; see note 60,
inffa.
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III. SETTLEMENT VERSUS TRIAL

Assuming that the plaintiff has found it worthwhile to bring ‘suit, the
question remains as to whether he and the defendant will settle or go to
trial. It is important to remember that this question is conditional upon the
plaintiff’s having already brought suit. To determine the absolute rates of
settlement or litigation under the different systems for allocating legal
costs generally requires answering both the conditional question and the
prior question about the frequency of suit.* The two questions are treated
separately here solely for analytical convenience and for clarity. To an-
swer the conditional question, we will use the supposition of the model
(see above) that there will be a settlement if and only if there is a settle-
ment amount that both the plaintiff and the defendant would prefer to
going to trial. As in the previous section, the case where both parties are
risk neutral is considered in detail, followed by a brief discussion of the
case where one or both parties are risk averse.

Under the American system,’* there will be a trial if and only if the
plaintiff’s estimate of the expected judgment exceeds the defendant’s
estimate by at least the sum of their legal costs.*® The simple logic behind
this result is that because the plaintiff and the defendant will save the sum
of their legal costs by settling, the only factor that could lead to a trial is
that the plaintiff’s expectations as to the likelihood of success or the
judgment that could be obtained are more optimistic than the defen-
dant’s.% This is what would make the plaintiff find unsatisfactory what the
defendant would be willing to offer in settlement; and, clearly, the plain-
tiff’s feeling pessimistic relative to the defendant could only reinforce the

33 When, for instance, it is said below that given suit (and among other assumptions, tha
he.parties are risk neutral), trial would be more likely under the British system than ufider

n there will be a trial if and only if pw — gw’
{see eq. [11]), which employs more or less the

and y be as defined in notes 15 and 16, 3=
Z x + y. This is shown in proposition 22
following argument (which also upderli 3
whenever the most the defendantwould be willing Topay exceeds the minimum amount that
the plaintiff would find accep efendant would pay is the expected

as to the law or
2S.Or possible

judgment could not differ from the defendant’s.
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incentive to settle on account of potential savings in legal costs. (As will
be seen below, this conclusion about settlement vs. litigation is a general
one, and will apply under the other cost-allocation systems as well.)

Example 5: In this and the other examples set forth in this section, it will be
assumed that the defendant believes that the plaintiff will prevail with probability
50 percent and that both the plaintiff and the defendant believe that the judgment
the plaintiff would obtain if he prevailed would be for $10,000. What will vary in
this and later examples is only the assumption concerning the plaintiff’s belief
about the likelihood of prevailing.

Suppose first that the plaintiff’s estimate of the likelihood of prevailing is identi-
cal to the defendant’s. Then the plaintiff’s expected judgment would equal the
defendant’s estimate of it; thus, there will not be a trial. To see this result
explicitly, observe that the plaintiff’s expected net gain from going to trial would
be $4,000—his expected judgment of $5,000 (i.e., 50 percent X $10,000) less the
$1,000 in legal costs—and he would therefore be willing to make a settlement for
an amount exceeding $4,000. Similarly, the defendant’s expected loss from going
to trial would be $6,500—his expected judgment of $5,000 plus $1,500 in legal
costs—so he would be willing to make a settlement for an amount below $6,500.
Consequently, both the plaintiff and the defendant would be willing to make a
settlement for an amount in the range between $4,000 and $6,500. Where in that
range the settlement would fall would depend on factors (bargaining power,
negotiating skill, etc.) lying outside the scope of present concern.

Now suppose that the plaintiff is somewhat more optimistic about his situation,
believing that the likelihood of prevailing is 60 percent. Then his expected judg-
ment would be $6,000, which exceeds the defendant’s expected judgment by only
$1,000, an amount less than the $2,500 joint legal costs, so that there would still be
a settlement according to the result under consideration. To see why this result
obtains, observe that the plaintiff’s expected net gain from going to trial would
now be $5,000 (i.e., $6,000 — $1,000), meaning that the range of potential settle-
ments is reduced to that between $5,000 and $6,500, but is not eliminated.

However, the possibilities for settlement would be eliminated if the plaintiff’s
likelihood of prevailing is sufficiently high. If the likelihood were 80 percent, then
the plaintiff’s expected judgment of $8,000 would exceed the defendant’s by
$3,000, which is more than the sum of their legal costs, so that there would be a
trial. To see why, note that in this instance the plaintiff’s expected net gain from
going to trial would be $7,000, which is more than the $6,500 maximum amount the
defendant would be willing to pay.

Under the British system, there will be a trial if and only if the plain-
tiff’s estimate of the expected judgment exceeds the defendant’s estimate
by at least the sum of their expected legal costs.3 This result follows from
much the same reasoning that applied above concerning the American-
system, the only difference being that here the condition determining
whether there will be a trial involves the sum of the plaintiff’s and defen-
dant’s expected legal costs. The reason for the difference is of course that

37 M . ’

proposition 2a and eq. (12).

Hei nOnline -- 11 J. Legal Stud. 64 1982


dklerman
Line


SUIT AND SETTLEMENT 65

what motivates settlement is what the parties perceive that they will save
in legal costs; and what each party perceives himself as saving under the
British system is not his own legal costs but rather his expected legal
costs, that is, his likelihood of loss times the costs of both parties. The
following example illustrates this.

Example 6: If the plaintiff’s estimate of the likelihood of prevailing were 50
percent, equal to the defendant’s, then since there would be no difference between
the estimates of the expected judgment, there would be a settlement. Because the
plaintiff’s expected net gain from going to trial would be $3,750 (i.e., $5,000 less
the expected legal costs of 50 percent X $2,500) and the defendant’s expected loss
from going to trial would be $6,250 (i.e., $5,000 + 50 percent x $2,500), the
amount of the settlement would fall between these two figures.

If the plaintiff thought the likelihood of success were 60 percent, then the
difference between his estimate of the expected judgment and the defendant’s
would be $1,000, which is less than his expected legal costs of $1,000 (i.e., 40
percent x $2,500) plus the defendant’s legal costs of $1,250. Thus, there would be
a settlement; in fact, it would be in the range between the plaintiff’s expected net
gain of $5,000 (i.e., $6,000 — $1,000) were he to go to trial, and the defendant’s
expected loss of $6,250.

But if the plaintiff believed the probability of success were 80 percent, then the
$3,000 difference that would exist between his estimate of the expected judgment
and the defendant’s would exceed his expected legal costs of $500 (i.e., 20 percent
x $2,500) plus the defendant’s $1,250; thus, there would be a trial. In this case, the
least that the plaintiff would accept would be his $7,500 (i.e., $8,000 — $500)
expected net gain were he to go to trial, which is larger than the highest amount
the defendant would be willing to pay, $6,250, his expected loss were he to go to
trial.

To compare the likelihood of trial under British and American systems,
assume that the plaintiff and defendant agree about the magnitude of a
possible judgment, so that their opinions can diverge only in respect to the
probability of prevailing at trial.®® Then, conditional on suit having been
brought, the likelihood of trial under the British system will be greater
than under the American system.* In essence, the reason for this result is

SWhile this assumption reflects the notion that the parties to a suit will probably d1s gree
more in their estimates of the likelihood of prevallmg than in their estimates of the siz€ of a
judgment, the as ofis. The text

) ptlon is clearly mappropnate in _many plausible situa

who advanced its plausibility employing a

erical example; Posner, supra note 1, first
proved it under the assumption made here ;

(that w=w ). A more precise state-

ofisideration, like all results in this section, concerns the likelihood of trial given suit; i
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that for litigation to be a possibility in the first place, the plaintiff’s esti-
mate of the expected judgment must exceed the defendant’s, which im-
plies that the plaintiff’s estimate of the probability of prevailing exceeds
the defendant’s (by our assumption, they agree about the magnitude of a.
possible judgment). But when this is true, the British system tends to
reduce the sum of expected legal costs*® and thus tends to make a trial
more likely.

Example 7: Initially, this example illustrates that if the plaintiff’s estimate of the
probability of prevailing exceeds the defendant’s, then the sum of expected legal
costs would be smaller under the British system than the $2,500 sum under the
American system. As noted before, under the British system, the defendant’s
expected costs would be $1,250. Thus, if the plaintiff’s estimate of the likelihood
of prevailing is, say, 55 percent, his expected legal costs would be $1,125 (i.e., 45
percent X $2.500) and the sum of expected costs would be $2,375 (i.e., $1,250 +
$1,125); similarly, if the plaintiff’s estimate of the likelihood were 70 percent,
then, his expected costs would be $750 (i.e., 30 percent x $2,500) and the sum of
expected costs would be just $2,000. Since the sum of expected costs is lower
under the British system, it is possible for there to be litigation under that system
but not under the American system (yet impossible for there to be litigation under
the American system but not under the British system). This would occur
whenever the difference between the plaintiff’s and the defendant’s estimates of
the expected judgment exceeds the sum of expected costs under the British sys-
tem but not the $2,500 sum of costs under the American system. For instance, if
the plaintiff’s estimate of the probability of prevailing were 72 percent, the dif-
ference between the estimates of the expected judgment would be $2,200, which
exceeds the expected sum of costs of $1,950 (i.e., 28 percent x $2,500 + $1,250)
but not $2,500; hence there would be litigation under the British system but room
for settlement under the American system.*

e litigation under the American system b
s would occur when the plaintiff is‘pessimistic relative

particular, it does not mean thal its"would be higher under the British
system. See note 33, supra.

$6,250. In the plaintiff°'s
estima litigati
der the British system and settlement under the American system.
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o the defendant about the probability of prevailing, yet believes that the
judgment would be much higher should he prevail than does the defef-
dant, In this type of situation, since the plaintiff is the party who is
relatively pessimistic about the likelihood of prevailing, the British system
tends to increase the perceived joint legal costs of the parties* and there-
fore makes it more likely that they will settle.*

Considernow the systems favoring the plaintiff or the defendant. Under
these systems the general way of expressing the conditiory determining
whether there \s settlement or trial is what it was before, that is, that there
will be a trial if\and only if the plaintiff’s estimate of thé expected judg-
ment exceeds the\defendant’s estimate by at least th¢ sum of their ex-
pected legal costs. But, of course, since the parties’ £xpected legal costs
will be different undek the two systems, the frequencies of settlement and
litigation will also diffex ** More precisely, assumjng that the plaintiff and
the defendant agree about the size of the poteaitial judgment, it can be
shown that conditional on suit having been brgught, the likelihood of trial
under either the system favoring the plaintiff or the defendant is greater
than that under the American'system and Jess than that under the British
system.* There will be a greater likeliHood of litigation under the two
systems in question than under the American system because (when the
plaintiff’s estimate of the chances of/prevailing exceeds the defendant’s)
the joint expected legal costs tend fo\be lower under them than the joint
costs under the American systemy/*® And there will be a lesser likelihood

2 Think of the situation converse to/that described\in note 40, supra: Suppose the plaintiff
thinks he is very unlikely to prevail/and the defendant thinks the plaintiff is very likely to
prevail. Then, under the British syStem, each party would believe that he would probably
have to pay the entire legal costs/so the expected sum of\costs would be high (approaching
twice the actual sum of costs),

43 Consider the following example (and see proposition 2a )\The defendant’s beliefs are as
in the examples of this sectjon; he believes that he will lose with probability 50 percent and
pay a judgment of $10,000/ But the plaintiff’s beliefs are different; he thinks that his chance
of prevailing is only 40 pgrcent, yet that if he succeeds at trial, he will receive a judgment for
$19,000. Thus, under tlie American system, the plaintiff’s expected\net gain from going to
trial would be $6,600 fi.¢e., 40 percent X $19,000 — $1,000) and the deféndant’s expected loss
would be $6,500, s6 there would be no room for settlement. Under\the British system,
however, the plaiptiff’s expected net gain from going to trial would be $6, 100 (i.e., 40 percent
X $19,000 — 60/percent X $2,500) and the defendant’s expected loss would be $6,250, so
there would bg¢’ a settlement.

4 There will be litigation under the system favoring the plaintiff when pw X gw’' = (1 ~
p)x + (gx A y), and under the system favoring the defendant whenpw — gw’ =[x + (1 —
p)y] + gy. See generally proposition 2a and eqq. (13) and (14).

4 Se€ generally proposition 2a.

4 To see why, suppose that the plaintiff thinks he is almost sure to prevail and that the
def¢ndant believes that the plaintiff is almost sure to lose. Then under the system favoging
thé plaintiff, the plaintiff will believe that he will not have to bear any legal costs and the
defendant will think that he will have to bear only his own, so that the sum of expected legal
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ikelihood of trial
avoring the defen-

analogous reasons.
under the system favoris ; ;
ant, the reader is referred to the Appendix.)*”

With regard to the effect of the parties’ attitudes toward risk on their
behavior, it is clear that risk-aversion tends to promote settlement; by
settling, the risk inherent in going to trial is avoided. The differential effect
of risk aversion may be shown most easily under the American system.

xample 8: If the plamtlff and the defendant are risk neutral then under

The effect of risk aversion under the American system, as illustrated in
this example, is different from its effect under the other systems, for, as
was observed in the last section, the risk inherent in going to trial is least
under the American system and greatest under the British system. Ac-
cordingly, the effect of risk aversion—the promotion of settlement—
should be greatest under the British system, intermediate under the sys-

will be approximately equal to the defendant’s costs alone. Similarly, under the s
favoring-the defendant, the sum of expected legal costs will be approximately equal to the
plaintiff’s costS™In_either case, then, the sum of expected costs is less thaathe sum of costs
under the American System, namely, the sum of the plaintiff’s and the defendant’s legal
costs.

47 See proposition 24 and fig. 3.

48 In fact, there would be settlement so as-the plaintiff’s estimate of the chance of
prevallmg were less than 79 88 percent. If p = 79.88 pe nt then the plaintiff ’s expected
PV14000+(1—p) 4 ve

the plaintiff were
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tems favoring the plaintiff and the defendant, and least under the Ameri-
can system.*®

IV. CONCLUDING DISCUSSION

a) Although the model considered here abstracted from a variety of is-
sues pertinent to litigation under the different methods for allocating legal
costs, the results obtained should be of use for purposes of explanation or
of prediction.?® To illustrate, we will ask what would be expected to
follow from adoption of the British system for the allocation of costs of
litigation arising in two areas, that of automobile accidents and of acci-
dents caused by ‘‘ultrahazardous’’ activities.

Consider first the situation in regard to automobile accidents. If in these
accidents a harmed party’s likelihood of prevailing—of proving that the
other party was at fault>*—is generally ‘‘low,”’ then the number of suits
(or threats to bring suit) should fall. As was explained in the analysis,
because losing at trial is more costly under the British system than under
the American, suit is less attractive to a plaintiff under the former system
when his chance of winning is below a critical probability, this probability
depending on the relative magnitudes of the plaintiff’s and the defendant’s
legal costs and on the plaintiff’s attitude toward risk. When, for instance,
both sides’ costs would be about equal and the plaintiff can be assumed to
behave in an approximately risk-neutral manner, the analysis implies that
any likelihood of prevailing which is less than 50 percent would be low
enough to make suit less attractive, and therefore less probable, under the
British system. And when the plaintiff can be assumed to behave in a
risk-averse way, then the analysis suggests that suit would become even

4 As was true in respect to suit, it is difficult to find appealing assumptions under which

previous result that thedi
American system.
of contingent fee arrangements, or to the-f atlegal costs are not fixed but variable (and
are likely to be influenced by the method For allocating costs) or to the possibility that
counsel’s incentives may differ from or_to the nonfinancial aspects of legal
outcomes. However, as was indicafed at the outset, it wasngcessary to exclude all but a few

onsider a state where some form of the negligence rule determines liability
an no-fault legislation).
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less attractive under the British system, since under that system the vari-
ability in the possible outcomes is increased. However, because the im-
portance of the factor of plaintiffs’ risk aversion is limited by the extent to
which individuals own automobile liability insurance and their insurers
(who presumably act in a risk-neutral way) determine whether to bring
suit, the assumption of risk neutrality may be the appropriate one to keep
in mind. With regard to the effect of use of the British system on the
number of trials as opposed to the number of suits, recall that the likeli-
hood of a trial conditional on suit having been brought increases under the
British system if the litigants are taken to be risk neutral. But a decline in
the number of suits could, and in the case under discussion, plausibly
would, outweigh the effect of an increase in the conditional likelihood of
trial, thereby resulting in a lower absolute number of trials. Thus, the
prediction is that adoption of the British system would reduce the number
of suits and the number of trials.

The situation in respect to accidents caused by ultrahazardous activities
is different. In accidents of this type, one suspects that a harmed party’s
likelihood of prevailing would usually be high, for the outcome at trial
would generally be based on the doctrine of strict liability.*? Accordingly,
adoption of the British system would be expected to make suit more
attractive to plaintiffs and consequently to increase its frequency. Addi-
tionally, as noted above, the likelihood of trial conditional on suit would
also rise if parties are assumed to behave in a risk-neutral way. However,
this assumption may often be inappropriate; plaintiffs’ risk aversion
would seem a more important consideration in the present context than in
that of automobile accidents, for insurers probably play a lesser role in the
present context. And if plaintiffs’ (or defendants’) risk aversion is a
sufficiently important consideration, the conditional likelihood of trial
would fall under the British system due to the greater variability of finan-
cial outcomes. Nevertheless, one would suppose that even if the condi-
tional likelihood of trial did fall, the effect of the increase in the number of
suits would be determinative. In summary, then, use of the British system
would be likely to result in an increase in the number of suits and, more
tentatively, in the number of trials as well.

The differences between these two examples point up what was no doubt
evident from the analysis—that the consequences of use of alternative
systems for allocating legal costs depend very much on context; that a
variety of factors need to be taken into account before the theoretical
results can be employed to predict or to explain; yet it is hoped that the
examples indicate also the feasibility of doing this.

52 See, for example, William L. Prosser, Law of Torts, 505-516 (4th ed. 1971).
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b) The questions addressed in this article were purely descriptive; there
was no inquiry made into the social desirability of the methods for the
allocation of legal costs. While to have engaged in such an inquiry would
have involved us in a task beyond the scope of a single article, we can
sketch here the main elements regarding the two issues that would have
been of greatest relevance and then can illustrate our remarks by reconsid-
ering briefly our examples concerning the use of the British versus the
American systems.

The first issue involves the determination of the socially desirable level
of litigation.*® This very general issue is of interest because, as has been
the whole point of our analysis, the allocation of legal costs affects the level
of litigation; thus, if we wish to know whether the allocation of legal costs
should be changed, we must decide whether the current level of litigation
should be changed. It will be convenient for us to regard the socially
appropriate level of litigation as reflecting certain social benefits and so-
cial costs. For simplicity, let us assume the social benefits of litigation to
inhere only in its deterrent and compensatory roles, and the social costs to
be comprised of the legal costs borne by plaintiffs and by defendants plus
those public administrative expenses associated with the operation of the
courts.

On this view, litigation will be worthwhile to society as long as its
deterrent and compensatory value exceeds total legal costs plus public
administrative expenses. By contrast, litigation will be worthwhile to po-
tential plaintiffs when its benefits to them, namely, their expected judg-
ments or settlements, exceed its costs to them, their expected legal ex-
penses. Thus, it is apparent that the private benefit and cost calculation
may diverge from the social, and in any direction.* Accordingly there can
be no general presumption about the relation between the actual and the
desirable levels of litigation, or, therefore, about the relative appeal of the
methods for allocating legal costs. But of course conclusions can be
drawn in particular areas of litigation. (Moreover, in any area of litigation

3 The point of view described in this paragraph is developed in Steven Shavell,
Social versus the Private Incentive to Bring Suit, forthcoming in J. Legal Stud

5 Speciﬁca}lly, in_respect to benefits it is clearly possible for the social benefits to out-

social beneﬁts—perhaps plaintiffs’ pai ge in relation to the deterrent effect of
liability and no special need for compensation of plamtlffs through use of the legal system

B-0r contrary

endency, the consequence being that the net effect is indeterminate.
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there will be opportunity for certain plaintiffs to bring ‘‘nuisance’’ suits,
and to deter such suits, it is evident that the British system or the system
favoring the defendant would be desirable.)%s

Let us now briefly note the second issue that seems necessary to con-
sider for normative analysis. This issue concerns the sense of fairness
with which a method for the allocation of legal costs is likely to be re-
garded.*® When a party prevails at trial, it is often said that it is not fair
that he should have to bear the ‘‘loss’’ of his legal costs, and thus it is said
that the British system is fair and the American system unfair (the other
two systems falling in between). One presumes that this claim about fair-
ness is associated with the idea that an outcome at trial establishes the
moral superiority of the prevailing party or the blameworthiness of the
losing party. Hence, the weight accorded by the analyst to the notion of
fairness should probably depend on whether the parties would be ex-
pected to view the decision at trial as morally significant.

Given the consideration of fairness and the previous issue concerning
the socially desirable level of litigation, how might we evaluate the
American and British systems for allocating legal costs in our two exam-
ples? With regard to automobile accidents, suppose that it is believed that
the volume of litigation is too large under the American system. Suppose,
for instance, that it is felt that the social benefits of litigation are low—that
the deterrent effect of tort liability is negligible (the primary determinants
of driving behavior being criminal liability and the desire not to be in-
jured); that the compensatory role of tort liability is limited (private and
social insurance providing satisfactory alternative means of compensa-
tion); and that legal costs and public administrative expenses are signifi-
cant. Then, in view of plaintiffs’ often substantial gains from bringing
suit, the actual volume of litigation could indeed be thought to exceed the
desirable level. If this were the belief and if, as suggested above, adoption
of the British system would result in a decline in the number of suits and
trials, then use of that system would enhance social welfare relative to the

- goal of achieving an appropriate volume of litigation. However, the de-

See note 19, supra. The deterrence of nuisance suits should be seen as a logica

there is no general presumption abe
overall level of this usual type of suit.

ere is no distinction among any of these variables.
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gree to which use of the British system would enhance welfare in virtue of
its fairness might be thought small, assuming that insurers would typically
be the litigants and bear the legal costs. Furthermore, even were insurers
not the litigants, the relevance of the aspect of fairness is made problem-
atic by the fact that automobile accidents are frequently not obviously due
entirely to the fault of any one party.

In respect to accidents caused by ultrahazardous activities, suppose
that, as in the area of automobile accidents, the amount of litigation is felt
to be sufficient.®” Under this assumption adoption of the British system
would appear to affect litigation undesirably because it would lead to an
increase in its level. But, of course, consideration of fairness would work
in favor of the British system and might be given more weight than in the
area of automobile accidents, assuming that insurers have a lesser role
and that because of the very nature of ultrahazardous activities and the
use of a strict liability approach, prevailing plaintiffs would often feel
that they are strongly in the right.

From these two examples and our general discussion, the importance of
context is again apparent, and it is clear that context matters not only
because the effects of the systems on the litigation rate may depend on the
area of litigation, but also because the social desirability of altering the
underlying litigation rate and the weight to be given the consideration of
fairness may depend on the area of litigation.

APPENDIX

As the_model has been described in the text, it will be sufficient here to defufe
notation ard

Let
p
w =
F() = ,
x = plaintiff’s legal costs (before of such costs) of going to
trial, where x = 0;
u = plaintiff’s initial wealth; )
U(*) = plaintiff’s (von Neumann-Morgeps utility function (in wealth);

nondegenerate);
defendant’s legal cos
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