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Abstract

This paper integrates the literatures on the social valuewsuits, the evo-
lution of the law, and judicial preferences to evaluate thpdthesis that the law
evolves toward efficiency. The setting is a simple accidesd@hwith costly liti-
gation where the efficient law minimizes the sum of accidéms ptigation costs.
In the steady state equilibrium, the distribution of legales is not necessarily
efficient but instead depends on a combination of seledtigation, judicial bias,
and precedent.
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L egal Change and the Social Value of L awsuits

1. Introduction

This paper combines three distinct literatures to examine the efficietiog of
legal process for resolving disputes. The first literature concerns the sersias private
value of lawsuits, an issue first raised by Shavell (18Phe question here is whether
plaintiffs have the correct (i.e., socially efficient) incentives to use & ystem to
seek compensation for their accident losses. The answer turns on the cost oflitigati
relative to its ability to induce efficient accident prevention. In particulact §ability
is beneficial because it induces injurers to take care, thereby reducing thenacate,
but it can only perform this function if victims are willing to file costly lavisuiThus, if
the cost of litigation outweighs the savings from accident prevention, no liabilityevi
the preferred rulé.

An important social purpose of lawsuits not addressed in this literature is their
lawmaking function. Trials perform this function by periodically allowing judges to
evaluate existing legal rules (precedents) and possibly replace them wetlefin@ent
rules. Whether or not this “favorable selection” occurs, however, depends on what types
of case go to trial, and what biases, if any, judges have.

A large literature has arisen to answer these questions. It began with ®osner’
early conjecture that common law judges actively promote efficiency. Thedbdmsss
argument is that, because common law judges “cannot do much...to alter the slices of the

pie that various groups in society receive, they might as well concentrate osimgriea

! Also see Menell (1983), Kaplow (1986), Rose-Ackannand Geistfeld (1987), and Shavell (1997, 1999).
2 Another possible advantage of no liability, besidaving on litigation costs, is to provide victimish an
incentive to take care (Miceli, 2008).



size” (Posner, 2003, p. 252). Dissatisfied with this argument, however, Rubin (1977) and
Priest (1977) identified market-like (invisible hand) forces that tend to propehthe la
toward efficiency based on the self-interested behavior of litigants ratimethida
conscious efforts of judgésSpecifically, they argued that because inefficient rules result
in higher costs for litigants, they are more likely to end up at trial where thdyeca
adjudicated and, provided that judges are not biagadhstefficiency, eventually
replaced by more efficient rules. This important insight is referred to asetective
litigation hypothesis.” Rubin and Priest, however, did not embed their analysis in an
equilibrium model of legal change, and so stopped short of providing a complete
characterization of the equilibrium distribution of legal rules. The model of tégaige
in this paper remedies this deficiency by deriving the steady state distributegabf
rules in a simple accident model.

The final component of the analysis involves explicitly re-introducing judges into
the legal process. Whereas a literature on judicial decision making has deVetdpe,
not succeeded in drawing a firm link between the motivation of judges and the nature of
legal change. A recent effort to bridge that gap, however, is offered in the companion
papers by Gennaioli and Shleifer (2007a,b). In their models, judges are potentially biased
for one side or the other in a legal dispute, and so, to the extent that they have the power
(or the inclination) to depart from precedénhey can affect the direction of legal

change. These models represent an important contribution to the literature on the

% The relegation of judges to the background waslypdue to a lack of good models explaining judicia
behavior, but also partly a conscious effort taniifig a mechanism for legal change apart from jiadic
decision making.

* See, for example, Higgins and Rubin (1980), Cdi®®1), Miceli and Cosgel (1994), and Posner (1995,
Chapter 3).

® The authors distinguish between “overruling” preset, and “distinguishing” a new law from precedent
The difference is not important for present purgose



evolution of the law because they are the first to incorporate judicial prefetareces
meaningful way into the analysis of legal change. The current paper borrows heavily
from the characterization of potential judicial bias by Gennaioli and Shleifet, gpogs
beyond their models by combining judicial bias and precedent with the Rubin-Priest
selective litigation effect to characterize the equilibrium distributiole@dl rules.

The main conclusion of the current paper is that the law will not generally evolve
completely toward any one rule, but will reach a steady state equilibrium under tich t
distribution of rules depends on both the nature of judicial bias and the selectivefitigati
effect’ The argument is developed as follows. Section 2 sets up the simple unilateral
care accident model on which the analysis is based. Section 3 derives the steady stat
equilibrium of the model, and Section 4 examines its efficiency properties. Section 5
then extends the analysis to the case where injurer care affects thesvidimages as
well as the probability of an accident, and Section 6 considers the bilateralsmare ca

Finally Section 7 concludes.

2. TheMode

To provide and explicit basis for the lawmaking process, we consider a unilateral
care accident model in which potential injurers and victims interact a fixed naiber
times (or with a fixed probability) over a given time interval, where each ottenais a
“potential accident” (Time is thus measured by the interaction rate.) In anticipation of
each interaction, injurers (defendants) choose a level ofxcarberex determines the

probability of an accidenp(x), per interaction (i.e., per unit of time), ap&0, p”>0. In

® This point was first made by Miceli (2009).
" Section 6 extends the analysis to bilateral cacidants.



the event of an accident, the victim (plaintiff) suffers a random lgsghich we assume
is uniformly distributed on [d, ] with expected valuk /2.2 The plaintiff observes her
loss, but the defendant does not, though he knows the distribution of losses. If an
accident occurs, the plaintiff decides whether or not to file suit. If she files aimifpl
and defendant engage in pretrial bargaining which results in a settlementbr Wi
examine the pre-trial period in reverse sequence of time, beginning with tbenseit
decision.
2.1. The Settlement Decision

Given the defendant’s inability to observe the plaintiff's specific losses, hesmake
a take-it-or-leave-it offeB, which the plaintiff accepts or rejectsif she accepts, the case
ends. If she rejects, the case goes to trial, where the plaintiff expects tahvin w
probabilityw (to be specified below). Thus, the expected value of trial to a plaintiff who
has suffered a loss bfis

Vo(w) = wL =G, (1)

whereC, is the plaintiff's cost of a trial.

Given (1), a plaintiff of typ& will accept the defendant’s settlement offeSaff
and only ifS3Vy(w), or if and only if

S+C,
w

I}
[

L<

(W), (2)

where the critical valuel:(w) , Is decreasing iw. Thus, for any given settlement offer,

the higher is the plaintiff's probability of winning at trial, the less likelg settlement.

8 In Section 5 we extend the analysis to allow tefeddant’s care also to affect the magnitude dhfifa
losses.
® The settlement model employed here is originalig tb Bebchuk (1984).



Consider next the determination of the defendant’s optimal settlementSfer,
Recall that the defendant is assumed not to be able to observe the particular loss of the
plaintiff prior to trial, but he knowsv. Thus, he choosé&sto minimize his expected
costs. Specifically, the defendant’s problem is to
C
mSinF(I:)S+J(WL+Cd)dF(L), (3)
Lw)

whereCy is the defendant’s trial cost. The first ordendition definingS* is given by

F(L) =f(L)(Cp+Ca)/w. (4)
For the case wheife is uniform, this condition yields

S* = Cq. (5)
Thus, the optimal settlement offer is simply eqoahe defendant’s trial costs.
Substituting this into (2) yields the equilibriutréshold for plaintiffs:

. C, +C,
L (w) = =2 == (6)

It follows that the probability of a trial, givemaccident, is
T(w) =1~ F(L* (w))

G, +C,
wL

: (7)

wheredT /ow > 0. Thus, a higher plaintiff win rate increases pinebability of a trial,

given the occurrence of an accident.



Finally, we assume th&* exceeds the filing costs of plaintiffs (which vede to
be zero). Thus, all plaintiffs, whether or notytlexpect to go to trial, will file suit in the
event of an accidenif.

2.2. The Accident and Trial Rates

As noted above, the probability of an accidentgach injurer-victim interaction
is determined by the defendant’s choice of carefin@ A*(w) to be the minimized costs
of the defendant during the settlement-trial stagleat is,A*(w) is the minimized value
of (3). Thus, prior to each interaction, the def@m chooses to solve

mxin X+ p(xX)A* (w). (8)

The resulting first order condition is
1 +p/A*(w) = 0, 9)
which defines the optimal care levef(w). Differentiating (3), and applying the

Envelope Theorem, we find that

OA* oL *
W

C
——=-f(C, +C,) ]+ILdF(L)>O, (10)
W) A
which implies thatk*/ av>0. A higher plaintiff win rate thus increases tledendant’s

expected costs from litigation, and hence increbgescentive to take care. Finally, the

accident ratep*(w)=p(x*(w)), varies withw as follows:

op* [ OX*
= =p'| =— |<0. 11
ow p(awj (1)

An increase iw thus reduces the accident rate by enhancing tleadient’s incentive to

take care.

19 As a result, some cases whose expected valualds megative will succeed in obtaining a settem
(Bebchuk, 1988).



The expected number of trials per injurer-victimeraction (i.e., per unit of time)
can now be written as the product of the accidadttaal rates:
N(w) = p*(w)T(w) (12)
Differentiating, we obtain

*
ON _ 0% | 0T (13)
ow ow ow

which is ambiguous in sign. Whereas a higher gfaimin rate reduces the accident rate
by enhancing incentives, it increases the tria gt making trials more valuable to
plaintiffs.
2.3. The Evolution of Legal Rules

In order to investigate the evolution of legal sitbrough the litigation process,
and specifically, the proposition that the law eesl toward efficiency, we first need to
be explicit about the rules for allocating liakyjlih our simple accident model. Because
care is unilateral, it is sufficient to considerotwles: strict liability (SL) and no liability
(NL). Strict liability will induce more care by jarers, which lowers the accident rate,
but it also leads to lawsuits, which are costhyhug, depending on which effect
dominates in terms of overall social costs, eithér may be efficient. At this point,
however, we are only interested in what determihedistribution of the two rules.

Suppose that, at any point in time (i.e., prioaity injurer-victim interaction),
both rules, SL and NL, exist in the populationexfdl rules in some arbitrary proportion.
For example, consider a multi-jurisdictional leggstem in which rules can vary by
jurisdiction. In this setting, we ask how the pregef litigation causes the distribution of
rules to evolve. To that end, l¢be the proportion of SL and 4+the proportion of NL.

Further, suppose that each potential accident wagobne of these rules, and that both the



injurer and victim know with certainty which typé mle applies to their particular
interaction. (That is, they know the prevailinderin their jurisdiction.)

The possibility of legal evolution requires thaivis change, but this can only
happen at trial. That is, cases that settle caa ha effect on the state of the law. When
a case goes to trial, the judge can either upl@dgtevailing rule, which means finding
for the plaintiff if the rule is SL and finding fdhe defendant if the rule is NL, or he can
overrule the prevailing rule. Obviously, sincerthare only two rules, overruling means
replacing SL with NL and vice versa. (Thus, wendd allow judges to fashion new or
hybrid rules like negligence.) We suppose that faators affect a judge’s decision in
this regardprecedentindjudicial bias

A judge who follows precedent simply enforces phevailing rule. Since strict
adherence to precedent permits no legal changasswene that precedent has some
strength but is not completely binding. Specificdkt 5 be the probability that a judge
follows precedent, and g-the probability that he overrules precedent. agnitude of
S (which is independent of the particular rule ing#) thus represents an index of the
strength of precedefit.

As for judicial bias, we suppose that there are types of judges: pro-plaintiff
(PP), and pro-defendant (PD) (Gennaioli and Shile#@07a,b; Miceli, 2009). PP judges
favor SL and will always apply it when it is theepailing precedent. In addition, they
will apply it with probability 18 when it is not the precedent. Conversely, PD g¢sdg
favor NL, so they will always apply it when it isd precedent, and will apply it with

probability 18 when it is not the precedent. letepresent the fraction of PD judges

1t could also represent something about the distion of judges regarding their respect for prexed
(e.g., the proportion of activist judges versugstonstructionists). See Miceli and Cosgel (1904
judicial preferences and precedent.



(i.e., those who favor NL), while the remainingdtian, 19, are PP (those who favor
SL).

We can now calculate the win probabilitieg, for plaintiffs under each of the
two rules [=SL, NL). This involves calculating the probability thiae court will apply
SL, the pro-plaintiff rule. First, if SL is the g@wailing rule, it will automatically be
applied by all PP judges and by those PD judgesfallaw precedent. Thus, we have

WwsL = (1-9) + Jp. (14)
In contrast, if NL is the prevailing rule, all PDdges will apply it, as well as those PP
judges who deviate from precedent. Thus,

Wi = (1-9)(1-h). (15)
Comparing (14) and (15), we find thag >wy if and only if >0, which we assume is
true. Thus, as long as precedent has some foro@s8lts in a higher win probability for
plaintiffs, reflecting its pro-plaintiff orientatio

Returning to the above settlement model, we canstate that the probability of
a trial is higher under SL than under NL; thaflig>Tn.. This follows from the fact that
oT/ow>0. Intuitively, the higher win probability for glatiffs under SL makes trials
more valuable, all else equal, thereby increadwegorobability that any given case will
go to trial. Likewise, the accident model impltat defendant care is higher under SL
(x*s>x*nu), and correspondingly, that the probability ofaatident is lower under SL
(psi*<pni*). These conclusions follow from the fact that/ow>0. Intuitively, a
higher win rate for plaintiffs increases defendaaipected cost, thus inducing them to

invest in greater care, which in turn results iwde accidents.



Given the presence of two legal rules in the papaiawe need to rewrite the
expected number of trials per unit time in (12ja®ws:
N(©) = Opsc (W) Tsu(w) + (1-O)pnc(W) Tre(w). (16)
Differentiating this expression with respectitgields

ON
ﬁz P* s Tst = P* e T (17)

which is ambiguous in sign, given thgi*<p n* andTs >Ty. As noted above, an
increase in the proportion of SL lowers the accidate by increasing injurer care but
raises the trial rate by increasing the valueiaf to plaintiffs. Note that condition (17) is
a formal version of the selective litigation effa@ttthat it determines the relative
frequency with which the two legal rules come beftire court to be adjudicated. This
effect will play an important role in determininget evolution of the law because, as

noted, only those laws that make it to trial carchbanged.

3. The Determination of Equilibrium

As time unfolds, the process of litigation willusse the distribution of legal rules
to evolve as cases come before the court to beliadfed. As noted above, judges have
biases and are imperfectly bound by precedentespwill occasionally overturn laws
based on their preferences. In this section, westigate this evolution and derive the
resulting steady state equilibrium distributiontloé two rules.

To proceed, suppose that there is some initiatitra of SL rulesf,, and suppose
that litigation occurs over a fixed period of timg described in the above model. We can

then add up the number (proportion) of SL rulethatend of that period and see how it

10



compares t@,.*? Given our characterization of judicial behavit, can emerge from
the litigation process in four ways. First, if aoccidents occur when SL is the prevailing
rule, it will not be litigated and thus will remain place. This occurs with probability
Oo(1s1*). Second, if an accident does occur, the casesettlg before reaching court.
In this case, which occurs with probabiléyps* (1-Tsy), the rule will also remain in
place. Third, if an accident occurs under SL dreddase goes to trial, the judge may
uphold the rule. This will happen either if thelge is pro-plaintiff (PP), or if the judge is
pro-defendant (PD) but chooses to follow preced@iie combined probability of these
two outcomes i8ops *Ts)[(1-9) + 9f]. Finally, SL can emerge from an accident
involving NL if the case makes it to court and jheége overturns precedent (an event
that will only occur if the judge is PP). The patiility of this outcome is @
Oo)pn* T(1-0)(1-8). Summing these probabilities yields the proportibefficient
rules at the start of the next cycle of litigatidenoted;:
01 = Oo(1Ps*) + Oops.* (1-Ts) + Oops*Tsi[(1-0) + 5f]
+ (o) Tnu(1-0)(1-5). (18)
To derive the steady state equilibrium, &etty=60in (18) and solve fof to

obtain

— Pne * TNL (1_ 5) _
Pne * TNL (1_ 5) * PsL * TSLO_

(19)

We will refer to (19) as the “selection ratio.” técthat it depends on the relative number

of trials that arise under each of the two rulesl #ne distribution of judicial bias.

2 This procedure follows Miceli (2009).
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Interestingly, it doesot depend on the strength of precedgni hus, the strength of
precedent only affects the rate of legal changeitsdirection™®

Several special cases emerge from (19), depermdinige distribution of judicial
bias. First, ifo=0, thend=1. Thus, if all judges are PP, then the law eséentually fully
converge to SL. Conversely,dfl (all judges are PD), thél=0; that is, the law will

fully converge to NL. Finally, ib=%2, (19) becomes

- pNL * TNL . (20)
pNL * TNL + pSL * TSL

In this case, judges are on average “unbiasedLis;Time law evolves according the
“pure” selection effect. This is the case studigdRubin and Priest. Note that here, the
law will not generally evolve fully toward eitheule, but instead will settle at a steady
state equilibrium in whiclthe proportion of a given rule equals the condiéibn
probability that a case going to trial involves tbther rule Intuitively, the more often a
rule comes to trial, the more chances it has tovegturned by a judge and replaced by
the other rule. Conversely, if a rule rarely corteesial, it will have less chance to be
overturned.

We can now see the importance of the above assammegarding the sign of
(17). Suppose, for example, that it is negativglyng thatps *Ts <pn*Tne. It follows
from (20) thaty>"%; that is, the proportion of SL rules exceedsptmgortion of NL rules
in the steady state. In this case, the selecffentdavors SL. The reverse would be true
if we assumed that (17) is positive. That is, d@@ would favor NL and<¥%%. Of

course, this pure selection effect can be eithisebbr augmented by judicial bias

13 Miceli (2009) first derived this result in a sireplmodel.
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according to the more general condition in (1®).any case, however, the steady state

will generally include some of both rules.

4. Welfare Analysis

To this point, our discussion of the distributimilegal rules has not explicitly
addressed the question of efficiency; in particulrether the more efficient rule will
come to dominate the population of rules. Notgt tinat if judges are “Posnerian” in the
sense of seeking efficient rules, then the aboveeiis consistent with the law
converging fully to efficiency since the efficienbias of judges will eventually dominate
the selection effect (provided, of course, thatitieficient law is occasionally litigated).
The more interesting question, however, is whetthedaw will converge to efficiency
without the help of judges, as conjectured by Runid Priest.

Regarding Rubin’s model, convergence requires platimtiffs and defendants to
have an interest in precedent in the sense thpttieerepeat players and hence will take
account of the present value of all future accidmsts when making their litigation
decisions. Given the set up of his model, if thdips are one-time players, the law
would never change because, given symmetric belledsit the outcome of trial, all
cases would settle. Priest overcomes this ditfydoy positing differing perceptions
about the outcome of trial by plaintiffs and defents (based on the Landes (1971)
model), thus allowing some trials even when litigeare one-timers. Given this, the key
mechanism in Priest’s model is that inefficient $amwpose higher damages on victims,
which translate into higher stakes for disputesiiag under those laws. And since

Landes’s model predicts that cases with higherestalke more likely to go to trial,

13



inefficient laws will come before judges more oftlian efficient laws, resulting in a
favorable selection as described above.

The current model resembles Priest’s in thatdittg are one-timers, though trials
occur here as a result of asymmetric informatigheathan differing perceptions. As
discussed above, Priest’s selection effect isctdteby (17), which determines the
frequency of trial under the two rules. Priestsjecture that the inefficient rule results
in more trials is captured here by thfeterm, which describes the frequency of accidents.
If, for example, SL is the efficient rule becausmduces injurer cargy* will be higher
under NL, the inefficient rule, resulting in morsputes. Offsetting this, however, is that
the trial rate is lower under NL because caseseasevaluable to plaintiffs (given
WnL<Ws), making them more willing to settle as compae&L. Thus, the overall
selection effect, which combines the frequencyaaidents (disputes) and the trial rate,
will not necessarily involve more cases reachirg tnder NL, as is required for
favorable selection to occur (assuming SL is theenedficient rule).

To make this argument more rigorous, note éfffadiency in the current model
consists of minimizing overall accident costs, whiceclude the cost of injurer care, the
victim’'s damages, and litigation costs. Thus, gocosts under rulg(j=SL,NL) are
given by

SG = x* + p*[E(L) + Ti(Cp+Ca)l. (21)
Strict liability is therefore more efficient tham hiability if and only if SG <SGy, or if
and only if

Xs* — Xn* < (P — psf)E(L) + (PN T — pscTs)(Cot+Ca). (22)

14



We know from the above accident model that < XN * andpn *>p si*, or that SL
results in greater injurer care and hence a loweidant rate. Thus, the left-hand side
and the first term on the right-hand side of (22) laoth positive. Together, the
relationship between these two terms constitutestandard Hand test for determining
whether care is efficient. Based on these termsealwe would conclude that SL is the
more efficient rule due to its superior incentifeets* Note that Priest’s favorable
selection effect is reflected in the marginal bériefm (the first term on the right-hand
side) by the fact thady * — psi*>0. That is, the larger is the marginal beneficafe
under SL, the greater will be the differential isplites arising under NL as compared to
SL, thus tending to increase the proportion of isthie population.

Now consider the final term on the right-handesof (22), which reflects the
impact of litigation costs on the efficiency of taev. Note that its sign is determined by
the selection effect in (17), which we have seeg beapositive or negative, depending
on which rule results in more trials. It is pos#iif NL results in more trials, thus
reinforcing the efficiency of SL. In contrastjstnegative if SL results in more trials,
thus counteracting, and possibly overwhelming ffieiency of SL. This reflects the
insight of the literature on the social value afi$aits—namely, that when litigation is
costly, it may or may not be socially desirableise the liability system to induce
injurers to take cark,

In terms of the evolution of law, the litigationst term in (22) reinforces the link
between the efficiency of the law and the equilibridistribution of rules as discussed

above.For example, if this term is positive, NL resuliamore trials, which, in the

14 Since injurers take less than efficient care utmbeh SL and NL, the rule that induces more catd {$
closer to the efficient outcome.
15 See the references in footnote 1 above.
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absence of judicial bias, implies that SL will be dominant rule in the steady state
equilibrium (i.e.,0>% in (22)). Conversely, if this term is negati®, results in more
trials, which implies that NL will be the dominamntle (i.e.,0<%2). The selection effect
therefore works in the right direction for efficepa—that is, it works in the direction of
favoring the efficient law. In other words, thdethat entails higher litigation cost is
less likely to be efficient, while at the same tjrtiee higher litigation rate for that rule
will tend to reduce its frequency in the populatidfurther, the greater the cost
differential between the two rules, the less prewaWill be the costlier rule in the steady
state equilibrium.

Finally, it should be recalled that, despite thee§oing argument, selection
generally will not be able to completely eliminéte less efficient rule in the steady state
unless the judiciary is fully biased toward thaeciént rule. Moreover, a judiciary that is
biased against the efficient rule can drive the davay from efficiency in spite of a

favorable selection effect (Gennaioli and Shleig&Q7a,b).

5. Injurer Carealso Reduces Expected Damages

This section extends the model to allow injureedaraffect the victim’s
expected damages as well as the probability otament. Specifically, suppose that the
victim’s realized damages in the event of an agtidee now given bg(x)L, wherea(x)
is a decreasing function &f(i.e.,a<0), whileL continues to be a random variable. All
other aspects of the model remain the same.

Consider first the settlement decision, given #raaccident has occurred. Since

the plaintiff's realized damages aé)L, her expected value of trial is now

16



Ve=wa(x)L-Cp. The plaintiff will accept the defendant’s settlent offer ofSif and only

if SV, or

+
L < P =L(w,X). (23)
The defendant’s cost minimization problem in traseis to minimize
A C
F(D)S+ [ (wa(x)L +C,)dF(L), (24)
L

which, for the case of a uniform distribution, aggieldsS*=C. It follows that

Cx (wx)= o e 25
(W, X) = wa(x) (25)
and
. C, +C,
T(w,x) =1- F(L* (w,x)) =1-—" : (26)
wa(x)

Note thatl (w,x)is increasing irw and decreasing ix(givena<o).
Turning to the injurer’s care choice, we defivgw,x) to be the minimized value

of (24). Note that this cost is now a decreasiumgfion ofx. Specifically,

* L . " %
oA :a'IWLdF(L)—(Cp+Cd)f(L*)(aL }<o, 27)
X . 0Xx

wheredL * /dx >0 from (25). The first order condition for cost nmmzation by the
defendant is therefore

1 +p’A* + p(dA*/ o) = 0, (28)
which definesc*(w). Differentiating (27), we find that

02A*
oxow

:a'JL-LdF(L)<O, (29)

17



from which it follows thatx*/ow>0 (assuming that the second order conditiorxfor
holds). Thus, as before, an increase in the piénivin rate increases the injurer’s care.
This further implies tha@p*/ow<0, or the accident rate is decreasing in the pfagwin
rate, also as before. However, the effeav@in the probability of a trial in the event of
an accident is now ambiguous. Specifically,

dT _oT , aT ox*

dw  oJdw  9dx* dw

, (30)

where agai@T/ow>0, but the second term is negative, implying théds involving a
lower level of injurer care will work in the direoh of increasing the trial rate. This
reflects the mechanism identified by Priest ind¢batext of the current model. Note that
this effect will tend to increase the proportionSif in the steady state equilibrium, as
defined by (19) (for biased judges) and (20) (fobiased judges). In this way, it
mitigates the pro-trial bias inherent in the Sletul

Finally note that social costs in the current warof the model are given by

SG = x* + pi*[g*E(L) + T;(CptCa)l, (31)

whereg*=a(x*). The condition for SL to be more efficient thidh is therefore

Xst* = XnC* < (Pt anc= pscfast)E(L) + (OnCTae— pscTs)(CptCa). (32)
Compared to (22), the right-hand side of this cbadiwill tend to be larger, both
because the impact of injurer care on expected damiacreases the marginal benefit of
care, and because the Priest mechanism increasksgation cost term by raising the
trial rate of NL relative to SL. Both of theseextts therefore work in the direction of
making SL more efficient, while at the same timadiag to a higher proportion of SL in

the population through the selection effect.
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6. TheBilateral Care Case

This section extends the above analysis to the aBisilateral caré® When
victims as well as injurers can take case, we whigeprobability of an accident pgx,y)
wherey is the victim’s expenditure on care, gme 0,pu>0, p,<0, pyy>0, andp,,=0."" To
simplify matters, we return to the case where oag affects the probability of an
accident.

If an accident occurs, the settlement processggax as above. The resulting cost
for the defendant in the event of an accident omiets to be given bg*(w) (the
minimized value of (3)), which determines the ogatiroare level ok*(w). (The only
difference is thap(x,y)replacegp(x) in (8) andpx replaces’ in (9).) The corresponding
cost for the plaintiff, representing her expecteadampensated accident losses, will
determine her optimal care level. We assume thatvshe makes her care choice, the

plaintiff does not know what her actual damages lvélin the event of an accident.
Thus, given the above settlement model, she expestttle forS* if L< L* (w) and go

to trial otherwise. Her net expected uncompensetsts per accident are therefSre
Cx(w)

B*(w) = j (L - S)dF(L) + T(L—WL+Cp)dF(L)

0 L (w)

= E(L) - F(L* (w))S* - JL-(WL—Cp)dF(L). (33)

L*(w)

Differentiating (33) and usin§*=C4 yields

18 This is the case studied by Rubin (1977), althcugjfocused on discrete care and assumed thairityis
efficient for one or the other party to take catee(so-called “alternative care” case).

" The sign of the cross partial implies that injused victim care are (weak) substitutes, whictésusual
assumption.

18 Note that it is possible f@*(w) to be negative. If this is true, the victim witioose zero care.
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oB*

=- deF(L)<O. (34)

L*(w)
Thus, an increase in the plaintiff's win rate reelsiber expected costs.
Given (33), the plaintiff's optimal care choice\ses

miny + p(x, y)B* (). (35)

Assuming an interior solution (i.e/*>0), this yields the first-order condition

1 +p,B*(w) = 0. (36)
Together, (9) and (36) simultaneously determineNthsh equilibrium care levels*(w)
andy*(w). The facts thatA*/ow>0 andoB*/ow<0 imply thatox*/ow>0 and
dy*/ow<0.2° Thus, a higher plaintiff win rate increases iejucare and reduces victim
care.

We continue to focus on two rules, SL and NL. Pplantiff's win rate under
each rule is still given by (14) and (15). Thws,>wy.. Consequently, the above
accident model impliegs *>x . * butys*<yn*. Thus, the comparison betwean*
andpn.* iIs now ambiguous; it depends on the relative irfgyae of injurer and victim
care in preventing accidents. However, it rem#ins thatTs>Ty, since, once an
accident occurs, the settlement process depeng®orthe plaintiff's actual loss,, and
is unaffected by the parties’ (sunk) care choicBse sign of (17), reflecting the direction
of the selection effect, therefore remains ambiguthiough presumably it is more likely

to be positive because the victim’s optimal car@i@s will tend to raisps* and lower

19 Note also that the sum of the defendant’s anahiff$ costs equal the social costs of an accidest
they must). That igh*(w) + B*(w) = SC*(w) = E(L) + T(W)(G+Cy).

% |n deriving these comparative statics, we assuimaithe Nash equilibrium is stable. This amouats
assuming that the defendant’s reaction functi(y), is steeper than the plaintiff's reaction function

y*(x), in (y,X) space.

20



pn* compared to the unilateral care case. In othedgydhe possibility of victim care
will reduce (or eliminate) the advantage of SL oMérin terms of accident prevention.

The steady state equilibrium distribution of legdes continues to be given by
(19). The preceding argument regarding the effégictim care on the selection effect,
however, suggests that the resulting equilibriuh nvost likely involve a smaller
proportion of strict liability rules. Intuitivelythe relatively higher accident rate under
strict liability, owing to the impact of victim carchoices, results in a larger fraction of
cases involving strict liability making it to trisbmpared to the unilateral care case,
thereby increasing the likelihood that strict ligiiwill be replaced by no liability
(holding the nature of judicial bias fixed).

Turning to the question of efficiency, we can @$ocial costs under rules

SG = x* +yi* + pi*[E(L) + Ti(Cp*+Ca)l. (37)

Strict liability is therefore more efficient tham hiability if and only if

(XsU*+y s¥) — (X +y ) < (Pnc—Psc)E(L)

+ (T = s Ts)(Cp+Ca), (38)
which is the analog to (22). Unlike (22), howevers no longer true that the left-hand
side and the first term on the right-hand sidepargtive. This reflects the offsetting
impacts of the liability rules on injurer and victicare. Thus, litigation costs aside, either
liability rule may be efficient when care is bileaé The possibility that NL is efficient
in this case thus coincides with the probable m®een the proportion of NL in the
population of rules by means of the selection ¢ff@s note above.

The effect of the litigation cost term on the rigfand side, as before, is to weigh

in favor of the rule that involves lower litigati@osts. To reiterate, if this term is
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positive, no liability results in more suits, whitdnds to make strict liability more
efficient. Conversely, if this term is negativéjd liability results in more suits, which
tends to make no liability more efficient. In texymof the evolution of the law, this term
therefore continues to work in the right directibnough the selection effect to favor the

rule that results in lower litigation costs perident.

7. Conclusion

This paper has developed an equilibrium modeégél change to assess the
claim that the common law process has an inheegwleincy to evolve toward efficiency.
The paper contributes to the literature on theada@lue of lawsuits, invisible hand
models of the evolution of the law, and modelsudiigial decision making. The goals
were, first, to derive the steady state equilibridistribution of legal rules, and second, to
identify the relative impacts of selective litigati judicial bias, and precedent on the
resulting distribution of legal rules. The maimctusion is that there does exist a
tendency for the law to evolve in the directiorefficiency based entirely on the self-
interested efforts of litigants, though the effedt not generally result in complete
elimination of inefficient laws in the steady stateurther, judicial bias can either

enhance or offset this effect, possibly leadingléwetoward or away from efficiency.
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