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Abstract

The private value of lawsuits is based on plaintiffs’ expéatecovery at trial
compared to their filing costs, whereas the social valueistssf the incentives
suits create for injurers to invest in accident avoidancené®ally, there is no rela-
tionship between these two values: there may be either tory imatoo few suits
from a social perspective. Thus, there is scope for cokrectieasures, although
there is no simple policy. Extending the model to considezgligence rule rather
than strict liability, and to allow for pretrial settlementieads to some modified
conclusions but does not alter the basic insights.

Journal of Economic Literature Classification: K13, K40, K41

Keywords: Accidents, deterrence, lawsuits, litigation costs, do@asus pri-
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The Social versus Private I ncentiveto Sue
1. Introduction

The economic theory of tort law is based on the idea that the threat of liability
provides potential injurers (those engaged in risky activities) with effiaierntives to
take care to avoid accidents by forcing them to internalize the risk that theirdrehavi
creates. Unlike direct regulation or externality taxes, however, liability is a peivat
remedy that can only be imposed if accident victims are willing to file suieto se
compensation. Because early models ignored the cost of litigation, however, they
sidestepped the impact of legal costs both on the private incentive to sue, and on the
social value of lawsuits as a means of internalizing harm.

Shavell (1982) was the first to explicitly compare the private and the social value
of lawsuits in a costly legal systémHe pointed out that, while the private value of a suit
depends solely on a plaintiff's comparison of the payment he or she expects to receive at
trial with the cost of filing suit, the social value depends on the extent to which tewsui
induce the defendant to undertake socially desirable accident prevention. A key finding
was that there is no necessary connection between these two values. That is, \alsiit ma
privately valuable but not socially valuable, or the reverse may be true. As a reaalt, i
unrestricted legal system, there may be either too much or too littleiitigadbm a
social perspective.

Section 2 of this article reviews this basic argument, focusing on the casetof stri
liability rule and assuming that all cases go to trial. Sections 3 and 4 then extend the

model, first to consider a negligence rule, and then to allow settlements. Bothagdgens

! The first formal model of accidents was by Brow873). For comprehensive surveys of this litemtur
see Shavell (1987), Landes and Posner (1987), laanee® (2004, Chapters 8-12).
2 Also see Menell (1983), Kaplow (1986), Rose-Ackanmand Geistfeld (1987), and Shavell (1997, 1999).



entail some modifications of the foregoing conclusions but do no nullify the basic
insights. Section 5 considers several further extensions of the model, including the
lawmaking function of trials, the impact of different cost allocation rules, anittzila

care accidents. Finally, Section 6 summarizes the conclusions.

2. TheBasic Mode

Consider a unilateral care accident model in which potential injurers can invest in
care ofx dollars to reduce the probability of an accid@fgt), wherep'<0, p">0. In the
event of an accident, the victim suffers a losk dbllars that is observable to the victim
at the time of the accident but not to the injurer. The injurer, however, knows the
distribution function oL conditional on an accident, which is givenH{). The victim
(plaintiff) can file suit at cost, and the cost of a trial & to the plaintiff andcy to the
defendant. In the basic model we assume that liability is strict and thateslIgmzto
trial; later, we introduce a negligence rule and allow the possibility oésedtit prior to
trial.

Once an accident occurs, the plaintiff files suit if her expected gainlat ¢,
exceeds the filing cost, orlik+c,. This represents the condition for a suit to be
privately valuable The resulting probability of a suit, conditional on an accident, is 1—
F(k+cp).

To examine the social value of suits, we need to examine the incentives they
create for defendants to take care to avoid accidents. In the event of an accident, the
defendant’s expected costs are given by

A = (1-F(co+K))E(L+Cq | L>k+Cp)



= [(L+c,)dF(L). &)

k+c,
GivenA, the defendant chooses care to minimize his expected accident plus litigation
costs:

X + p(x)A. (2)
The resulting first order condition

1 +p'(x)A =0 3)
determines the injurer’s optimal care, denctedTotally differentiating (3) and using (1)
implies that

X < X X

—<0, —<0, —>0. 4)
ok dc, oc,

Thus, an increase in the plaintiff’s filing or trizosts reduce the defendant’s care by
lowering the probability of a suit, conditional an accident. Conversely, an increase in
the defendant’s trial costs increases his caraisyng the expected cost of an accident.

The social desirability of lawsuits depends on libey affect overall social costs,
including the plaintiff's damages plus total littgen costs. Expected social costs
conditional on an accident are given by

H=E(L) + (1-F(k+cp)(k+cptca), )

whereE(L) is the plaintiff's expected loss in the evenaafaccident. Comparing (5) and
(1) shows thaf\<H; that is, defendants do not face the full socists of an accident.
This is true for two reasons: first, defendantoignthe damages suffered by victims who
do not file suit, and second, they ignore the @land trial costs of victims who do file.

As a result, the threat of lawsuuaderdetersnjurers.



Given this underdeterrence, we now ask whethesué® are socially desirable.
First, we compute expected social costs, evaluatédte defendant’s privately optimal
care choice. The resulting cost expression is

X+ p(X)H . (6)
In contrast, if lawsuits are prohibited (or, equerdly, if the liability rule is switched to
no liability), then injurers will take no care and victims will file suit. Expected social
costs in that case are

PO)E(L). (7)
Lawsuits aresocially valuablaf (6) is less than (7), or, using (5), if

P(X)[1-F(k+c,)l(k+c, +cy) < pOE(L) —[X+ p(X)E(L)]. (8)

The left-hand side of this condition representsekgected litigation costs of allowing
lawsuits, while the right-hand side representsiterrence benefits of lawsuits.
Generally, this condition may or may not hold, igipg that lawsuits may or may not be
socially desirable. While the threat of suits éc@ssary to induce injurers to take care
under a strict liability rule, the cost of usingetlegal system may outweigh the resulting
deterrence benefits.

Further, there is no necessary relationship bettlee private and social value of
lawsuits. As noted, the private value of a sugakely determined by comparing an
individual plaintiff's loss to her cost of bringirgyit. Thus, when plaintiffs vary in their
individual losses, some will find a suit privatelgluable and others will not, regardless
of the social value of suits. In contrast, thei@ogalue of lawsuits is based on aggregate
costs across all plaintiffs since that is what deitees the expected costs faced by

injurers at the time they make their care choicBsus, there will be too many suits when



they are not socially valuable (i.e., when (8) doeeshold), and there may be too many
or too few when they are socially valuable (i.ehew (8) holds}.
2.1. An Example

A numerical example helps to illustrate the préeggboints. Let the accident
technology be given by(x)=.005%", where#>0 is a parameter reflecting the
productivity of injurer care. Note that=—00%e *<0 andp"=.005°¢?>0, as required,
andp(0)=.005. Also lek=$50,c,=c4=$300, and suppose thais distributed uniformly
on [0,$1,000]. Thugk(L)=$500, and, from (1)A=$633.75.

Now suppose that=1. Then, from (3), the injurer’s optimal care wHawsuits
are allowed isx=$1.153. Substituting this value ini¢x) yields the risk of an accident:
p(X)=.001587 The left-hand side of condition (8), the expddtégation costs of
allowing lawsuits, therefore equals $.668, while tight-hand side, the expected
deterrence benefits of lawsuits, equals $.557ceSine left-hand side is larger, lawsuits
are not socially valuable in this example.

To find a counterexample where lawsuits are slycialuable, le=2, implying
that injurer care is more productive than in thevowus example. Proceeding as above,
we find that the injurer’s optimal care is now= $.923, while the resulting risk of an

accident igp(X) =.00079. The left-hand side of (8) in this cas.&34, and the right-

hand side is $1.182. Thus, lawsuits are now dgaialuable. Finally, note that in both

examples, the cost of a suit to plaintiffkisc,= $350, meaning that those plaintiffs with

3 It is not possible to say in general whether theetoo many or too few suits when (8) holds bseau
although not all victims file in this case, it istmecessarily true that adding more suits wilkbeially
desirable. It depends on whether the extra casttiseighed by the increased deterrence gains.

*Itis easy to verify thak = —(1/ 6) In[1/(.005A8)] and p(X) =1/(6A).



L>$350 file suit, while those with<$350 do not. Thus, in both examples, 65% of

victims find suits privately valuable.

2.2. Corrective Policies

To what extent can the government enact corregidheies to achieve the
socially optimal outcome? Observe first that if @@es not hold, lawsuits are not
socially desirable and therefore should be banaedquivalently, a rule of no liability
should be instituted).

The problem is more complicated if (8) holds. hsligh suits are socially
desirable in this case, and a fractiorr(k+c,) of victims find them privately desirable,
we have seen that injurers will take too littleechecause they ignore the losses of those
victims who do not file suit, as well as the litigen cost of those victims who do. In
principle, this can be remedied either by direstipsidizing suits so that more victims
file, or by charging defendants damages in excetisedosses suffered by victims.

Both of these policies, however, would have theagidble effect of increasing the
number of lawsuits, thereby raising litigation st hus, overall social costs are not
necessary reduced. A better approach would theréke to impose a tax on defendants
to be paid to the government rather than to plsntihus increasing incentives for care
without incurring the higher litigation costsin any event, enacting the optimal
corrective policy, while possible in theory, woddd difficult in practice and would

require information that is not easily obtaineddojicymakers.

> A similar rationale underlies the economic theofpunitive damages (Shavell, 2004, pp. 243-247).

® The logical limit of this proposal would be tosaithe cost imposed on defendants while simultashgou
lowering the award to plaintiffs so as to impromeéntives whileeducingthe number of suits. Such a
policy is referred to as “decoupled liability” (Pedky and Che, 1991). As a practical matter, haxgethe
state is limited tgolicies that award plaintiffao lessthan their actual losses, in which case the nurober
lawsuits cannot be reduced belowF{k+c,).



3. TheModel Under a Negligence Rule
This section extends the model to the case of bgeege rule. Under a perfectly
functioning negligence rulean accident victim will file suit it>k+c, andif the injurer
was negligent. An injurer is judged negligenteffailed to comply with the due standard
of care,z, in which case he is fully liable for the plaifisflosses. Alternatively, the
injurer can meet the due standard and avoid #lilii. This is an important advantage
of negligence over strict liability because it medmat injurers can be induced to take
care by thehreatof a lawsuit rather than by the actual filing afts®
The injurer’s problem under negligence is to cleoo® minimize
X, if x>z
9)
X + p(xX)A if X<z,

whereA is defined by (1). The solution to this problespdnds on the due standazd,
An obvious candidate is first-best cax&, which is defined to be the level of care that
minimizes expected accident costs in the absenltggation costs, ok+p(X)E(L). From
(1) it should be apparent thatmay be larger or smaller th&fL). It could be larger
because it includes the defendant’s trial coseglofition to liability, but it could be
smaller because it does not include the lossesrediffoy victims who do not find it
worthwhile to file suit. Thus, the level of caleat minimizes the second line of (9),
which we defined above to be, may be larger or smaller thaiez. If X>x*, the

injurer will clearly comply with the due standandch unlike the case under strict

liability, the first-best outcome can be achiev&pecifically, the injurer will take the

" In reality, the negligence rule may function irfieetly for a number of reasons. For example, @jsr
may be uncertain about the due standard (CraswelCalfee, 1986), or courts may apply the due stahd
with error (Png, 1986; Polinsky and Shavell, 1989iton, 1990).

8 An offsetting cost of negligence is that if a cdses go to trial, it will likely be costlier compal to strict
liability because, in addition to causation, thaiptiff must prove fault.



efficient level of care and no victims will file suso no litigation costs are incurred. In
this case, there is no possibility of an excesprisaate incentive to sue.

Alternatively, if X <x*, the injurer may or may not comply with the dwee
standard. IfX is not too far below* he will comply, and the first-best outcome willst
be achieved. However, ifX is significantly belowc* the injurer will find it cheaper not
to comply but will instead choose and be found negligent. In that case, the outdsme
identical to that under strict liability, and thenclusions regarding the social versus
private desirability of suit from that case carmea

In the example from above, whénl, x*=z=$.916. Thus, sinc&=%$1.153, the
injurer will comply with the due standard, and flist-best outcome is achieved. (The

same result occurs whés2.)

4. The Model when Settlement is Possible

We now amend the above model to allow the setti¢midawsuits before trial
(Shavell, 1999° For simplicity, we assume that settlement ineslno costs to either
party, though trials continue to cagtandcy to plaintiffs and defendants, respectively.
However, plaintiffs must incur the filing colstvhether they settle or go to trial.

Consider first the settlement-trial decision, gitbat an accident has occurred
and a plaintiff has filed suit. Since the defertdznnot observe an individual plaintiff's
loss, he must make a single settlement @fier minimize his expected costs (an amount
to be derived shortly). A plaintiff of typle will accept the offer if

S>L-—c (10)

% In particular, the injurer will comply itX* < X+ p(X) A.
19We focus only on strict liability as the qualitaticonclusions reached concerning a negligencerule
the model without settlement continue to apply.



and refuse otherwise. Thus, plaintiffs witiS+c, will settle, while those witlh>S+c,

will go to trial

The resulting probability of a trial, conditionath an accident occurring
and a suit being filed, is F5+g)).

In this case, the expected cost facing the defégndanditional on an accident, is

R(S) = F(S+¢)S + T(L+cd)dF(L) . (11)

Stc,
The defendant chooses the settlement deilg minimize this expression. The resulting
first order condition (assuming an interior soludies
F(S+6) — (Cptca)f(S+6) = 0, (12)

wheref(e) is the density function associated wi). LetS* represent the optimal
settlement amount implied by (12).

We can now determine the private value of suihia case. We will assume
throughout thaB*>k, in which case a suit is privately valuable fdrpddintiffs,
regardless of their particular loss. Those Witt&*+c, will therefore file and settle,
yielding them a net return & —k while those with.>S*+c, will file and go to trial,
yielding them a net return df-c,—k (which is positive givers*>k).'> Compared to the
model without settlement, more suits will be filedhis case because the possibility of
settlement induces plaintiffs wittxk+c, to file, whereas they did not find it worthwhile

to file in the above model.

™ Note that the plaintiff's filing cost does not rreatfor the plaintiff's acceptance decision becatige
sunk.

12 A possible solution to the defendant’s settlengeablem is to offeS=0 (actually, any8<K) rather than
S*, in which case victims whose losses are lessttifiling plus trial costs (i.e., those witlkk+c)
would not rationally file suit. (Such cases aremstimes referred to as negative expected valuesgablee
gain from this strategy is that the defendant av@iaying a positive settlement to these victims e
cost is that he must incur trial costs with thostims who do file suit (those with>k+cy). The strategy
of offering a zero settlement amount will be opfiifithe gain exceeds the cost, which is more {ikel be
true the larger is the fraction of plaintiffs witlkk+c, in the population of plaintiffs. (See Bebchuk 89
and Katz (1990).) In that case, the outcome is#imee as when settlements are not possible.



As above, the social value of suit depends oaliifty to induce injurers to take
care. The injurer's minimized cost when settlemsmossible is the minimized value of
(11), orR(S*) His optimal care choice therefore minimizes

X + p(X)R(S*). (13)
The resulting first order condition

1 +p'(X)R(S*) =0, (14)
defines the optimal level of caxe It is interesting to compare the defendant'®dar
this case with the model in which settlement waspossible. Since the defendant
always has the option in the current model to &lkeases to trial by offerin§=0,"3 it
must be the case that his costs are lower (orat @ higher) when he has the option to
settle. ThusR(S*XA, implying thatx < X. Thus, the possibility of settlement will tend
to reduce the defendant’s incentive to take care.

Consider next expected social costs when settlemm@ossible. Conditional on
an accident having occurred, these costs are

Hs= E(L) + k + (1-F(S*+cp))(cptCa). (15)
Subtracting the injurer’'s minimized costs from thigntity yields

St+c,
Hs— R(S*) = I(L +k=S)dF(L) +[1-F(S*+c,)l(k+c,). (16)
0
In contrast to the case where settlement was rssilple, this comparison is ambiguous.
As before, social costs tend to be higher tharapeicosts because the defendant ignores
the plaintiff’s filing and trial costs for thosesms that go to trial. This is captured by the
second term in (16). The first term, however,mgguous in sign, given our assumption

thatS*>k. This reflects the fact that for cases that settle defendant overcompensates

13 See footnote 12.

10



those plaintiffs whose damages plus filing cos¢sless than the amount the defendant
ends up paying them. Thus, although the defendéimot generally take the efficient
level of care, we cannot determine whether he &-oor underdeterred (though
underdeterrence seems to be the more plausibleroe)t*

As before, the condition for lawsuits to be sdygidksirable in this case is

X+ p(X)Hs < p(O)E(L), 17)
which is ambiguous in sign based on the same fadiscussed in connection with
condition (8).

Continuing with the above example, we find thaewlsettlement is possible,
S*=$300 andR(S*E$620%° Thus,S*>k andR(S*)<A (=$633.75) as required. In the
case wheré=1, the injurer’'s optimal care choice ¥=$1.131, and the resulting risk of
an accident isp(X) =.00161. Thus, compared to the case where setitenas not
allowed, the injurer takes less care ($1.131<%$1),1&3 the probability of an accident is
correspondingly higher (.00161>.00158). Finallgndition (17) holds in this case
($2.403<%$2.5), implying that suits are sociallyicide. Recall that this was not true in
the above example without settlements for the odgel. The opposite conclusion is
obtained here because the possibility of settleriosveers the social cost of lawsuits more

than it reduces incentives for care.

5. Extensions

This section discusses several extensions of tsie beodel.

4 A comparison of social costs in the models wittl aithout settlement similarly shows that the
possibility of settlement may raise or lower sociaéts (i.e.Hs—H is ambiguous in sign). On one hand,
settlement causes some cases to be filed thatsieewould not have been, thereby raising filingtsp
but on the other, settlement allows some trialstsbe saved.

15 For the case of a uniform distribution forit turns out thaB*=c,.
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5.1. The Lawmaking Function of Trials

An important social benefit of trials not accountedin the model to this point is
their lawmaking function. Trials potentially penfio this function by allowing judges the
opportunity to evaluate existing legal rules (poe@s) and possibly replace them with
more efficient rules (by which we mean rules tloatér social costs by creating better
incentives for injurers, and possibly victims, hvest in accident avoidance.)
Settlements cannot perform this function becausescthat settle never come before the
court to be evaluated. Thus, to the extent thesttend to promote the selection of more
efficient rules over time, they are socially valleabThe key question, then, is whether or
not this favorable selection is likely to occur.

Two possible mechanisms have been prop&sdthe first, originally advanced
by Richard Posner, is that common law judges consty (or unconsciously) promote
efficiency by selecting more efficient rules. (St,example, Posner (2003, p. 252).)
This view, however, has not attracted much appeedbse it relies on the motivation and
incentives of judges, neither of which is well-ursteod!’ Another line of literature,
beginning with Rubin (1977) and Priest (1977), thesefore suggested that the law may
evolve toward efficiency without the help of judgesccording to this “selective
litigation” argument, inefficient laws will tend tiee litigated more often than efficient
laws because the former impose higher costs oomactAs a result, inefficient laws will
come before the court to be evaluated more offerd as long as judges are neither

completely bound by precedent nor systematicaligdaagainstefficiency, then

18 For a more thorough discussion of this issue Gamter and Rubinfeld (1989, pp. 1091-1094).
1" But see Posner (1995, Chapter 3) and Miceli arsh€lq(1994) for some initial efforts in that diriect

12



inefficient laws will be overturned at a higheraaand the law will gradually evolve
toward efficiency.

More recent literature has attempted to incorpotia¢ possible bias of judges into
this selective litigation model. Extending a framoek developed by Gennaioli and
Schleifer (2007a,b), Miceli (2009) has shown tihat direction of legal change depends
on the relative strength of selective litigatiordgndicial bias. Specifically, the law will
tend to evolve toward efficiency provided that ftaetion of judges biased against the
efficient rule is less than the conditional proliabthat a case reaching trial involves an
inefficient law.

5.2. Deterministic Damages

Menell (1983) extended Shavell’s (1982) originaldal by proposing a different
formulation of the accident technology in which thetim’s damages are a deterministic
function of the injurer’s care rather than beinglmbilistic. That is, damages occur with
certainty but are decreasing in the injurer’s card:(x), whereL'<0. Such a model is
more descriptive of breach of contract or nuisacages, as opposed to accidents. An
implication of this alternative specification isatithe injurer can determine, by his choice
of care, whether or not the victim finds a suitffiedole. Specifically, by choosingsuch
thatL(x)<k+cp, he can forestall a suit. Using this model, Me(#983) showed that the
injurer’s private choice of care coincides with sazially optimal choice. However,
Kaplow (1986) and Rose-Ackerman and Geistfeld (198dwed that it remains true that
the victim’s private incentive to sue is not neeetg optimal. Thus, a rule prohibiting
suit might still be socially desirable. The detaf these results are provided in the

Appendix.

13



5.3. Alternative Cost Rules

To this point, the analysis has concentrated omtherican rule for cost
allocation, under which plaintiffs and defendardy gheir own legal costs. It has often
been proposed, however, that switching to the Bhgbr “loser-pays,” rule would lower
litigation costs by discouraging plaintiffs with aleor non-meritorious suits from filing.
In the context of the model developed here, a nentarious suit would be one for
which the victim’s damages are not large enougtoter the filing plus trial costs.
(Such suits are sometimes referred to as “negatipected value suits;” see, for
example, Katz (1990) and Bebchuk (1988).)

Although a loser-pays rule would in fact encourag®e of these suits to be filed,
we have seen that this may or may not be socialyrable. Thus, as a general
proposition, there is no reason to believe thatdker-pays rule will systematically
improve the efficiency of the legal system (Shavedl97; Rose-Ackerman and Geistfeld,
1987). The same conclusion applies to contingseg,funder which plaintiffs only pay
their legal fees if they receive a positive setg@mamount or win at trial.

5.4. Bilateral Care Accidents.

Finally, we briefly consider how the conclusionsr the unilateral care accident
model extend to the case of bilateral care, whiet@ws can also take care to avoid
accidents® Formally, the probability of an accident in tisse becomax(x,y) where
victim care)y, reduce® in the same manner &s All other elements of the model
remain the same.

Note first that the filing decision of victims isaffected by this change, as

victims still decide whether or not to sue based@omparison of their expected gain at

18 To my knowledge, this case has not been formatiyrened in the literature.

14



trial to the filing cost. The real difference cengs the deterrent effect of suits. Suppose
first that suits are allowed and liability is strighen, as before, the injurer will invest in
a positive level of care because he expects toléacsuits by some victims.
(Specifically, he will choosg to minimize (2) withp(x) replaced by(x,y) takingy as
given.) As for victims, they too will choose a fin® level of care; specifically, they
will choosey to minimize their expected uncompensated losseghvwdonsist of their
actual damages multiplied by the probability thegtytwill not sue, plus their litigation
costs multiplied by the probability that they valie. (Remember that victims do not
observe their actual damage until an accident scculhus, both injurers and victims
take some care under strict liability, though neittakes the efficient level of care.

Now suppose that suits are prohibited (or equivglehat the rule is no liability).
In that case, injurers will tak&o carebecause they face no risk of a suit, but victinik w
invest inefficientcare givenx=0. That is, they will choosgto minimize their full
expected costs (care plus expected damages). ths imilateral care model, the
desirability of suits depends on a comparison ofad@osts in the two cases. The main
difference compared to the unilateral care mod#ias trials may or may not be
beneficial in terms of deterrence, given the suguencentives for victim care under a
rule prohibiting trial. This will tend to make ssiless valuable as a means of promoting
deterrence in this case, especially if victim dareery productive in reducing accident
risk. Finally, as in the unilateral care caseggligence rule may be able to achieve the
first-best outcome in which both injurers and wtditake efficient care, and no suits are

filed.

¥ n fact, injurers and victims each face a sharsoaial costs.

15



6. Conclusion

The principal conclusions of this article can bensuarized as follows. First, the
private value of a lawsuit depends on the plaistéikpected gain at trial compared to his
or her cost of filing suit, while the social valdepends on the incentives lawsuits create
for injurers to undertake efficient care to prevaatidents. Second, the social and
private value of lawsuits generally differ, butthés no necessary relationship between
them—that is, there may be too many or too fewssdilthird, while corrective policies
could theoretically resolve this disconnect, themneo simple policy, and the requisite
information, especially regarding the deterreneet§ of lawsuits, is not easily obtained
by policymakers. Fourth, a negligence rule potdiytieads to the first best outcome
(efficient injurer care and no suits) because mstwill be discouraged from filing if the
injurer meets the due standard. Several factomsetaer, make this outcome unlikely in
practice. Fifth, the possibility of settlement geally reduces the deterrent effects of
lawsuits by lowering the cost of accidents to iajgr However, settlement increases the
private value of suits by inducing some plainttfisfile who would not have done so in
the absence of settlement (those at the low etitealamage distribution). Thus, the
social value of suits may or may not increase coetpto the model without settlement.
Sixth, the lawmaking function of trials increasks social value of trials relative to a rule
prohibiting trial. Finally, introducing victim carinto the model will tend to make a rule
prohibiting trial more desirable because of thesimtoves it creates for victims to take

care.
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Appendix

In Menell’'s (1983) model, the injurer can foreslit by choosing care such that
L(x)<k+c, (assuming that when indifferent, the victim doesfirie). Obviously, the
injurer will never choose more care than necessaihus, define, by the equation

L(X,) =Kk + Cp. (A1)

If the injurer instead chooses a level of care thatilts in a suit, he will choogeo
minimizex+L(x)+cq. Letx’be the resulting care level. (Thussolves the first order
condition 1+ =0.) The injurer will choos®,, and forestall suit, if and only if

Xn X"+ L(X) + Cq. (A2)

Now consider social costs. If the injurer choosgsocial costs ang+L(X,),
whereas if he choosas social costs ane+L(x )+k+cptcq. It is therefore socially
optimal for the injurer to choose if and only if

Xn + L(Xn) £ X"+ L(X) + k + ¢y + Cq. (A3)

Substituting folL(x,) from (A1) and cancelling terms immediately tramgie (A3) into
(A2). Thus, the social and private conditionsidentical.

The preceding has assumed that suits are alMlayged, but now consider the
possible optimality of a rule prohibiting suit. agse first that suits occur according to
the above analysis (that is, the inequality in (AB2eversed.) If in this case suits were
prohibited, the injurer would take zero care, yiegsocial costs df(0). This is
preferred to the outcome with suits if and only if

L(O) <x’+ L(x) + k + cp + Cq. (A4)

Since this condition may or may not hold, a rulehpbiting suits may be optimal.
Alternatively, suppose that (A2) holds, so the ddént forestalls suits (though
suits are allowed). It is socially desirable fioe state to prohibit suits in this case if

L(0) < X+ L(X»). (A5)

Again, this condition may or may not hold. (Obvilyys will not hold for x,<x”since, by
definition, x+L(x) is decreasing i up tox'. Thus, it can only hold fot, substantially
greater thax”. But note that this is not ruled out by (A2).)f (A5) holds, then a rule
prohibiting suit would be desirable even thoughdb&ndant forestalls suits by his
choice of care. (While the prohibition of suitsedanot save litigation costs in this case, it
reduces the defendant’s choice of care friaito zero which, if (A5) holds, lowers social
costs.)
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