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Abstract
We introduce fairness into three models of pretrial settlement and find that it increases the
incidence of trial in each. This is true despite the fact that the fairness taste parameter is common
knowledge. In the standard model, the party who makes the final offer can extract essentially all
of her bargaining partner's trial cost through this offer. A taste for fairness is reflected in the
percentage of their own trial costs a party is willing to give up in accepting this final offer. In the
Bebchuk (1984) and Reinganum and Wilde (1986) models a taste for fairness on the part of the
defendant lowers the costs of rejected offers to the plaintiff and so increases the incidence of
trial. In the Shavell (1982) model, a taste for fairness reduces and may eliminate the contract
zone, thereby increasing the incidence of trial.



1. Introduction

When individuals feel they are being treated unfairly, they may take costly actions not

predicted by standard rationality models.  For example, from the experimental literature, it is

well known that recipients of a take-it-or-leave-it offer may reject such an offer if it is perceived

to be too low, even if they then receive nothing as a result of this rejection.  In this paper we

conduct a theoretical examination of how a taste for fairness affects dispute rates in three

standard models of litigation and settlement. In all three of these models, we find that a

preference for being treated fairly increases the dispute rate, even though this preference is

common knowledge.

In the context of pretrial bargaining, the plaintiff's and defendant's costs incurred at trial

form a joint surplus which may be gained if the case settles prior to trial.1  The party with the

power to make the final offer has an ability to extract essentially the entire surplus through this

offer.  However, it is a rather robust result from the experimental literature that the party with the

ability to make a take-it-or-leave-it offer does not extract the entire joint surplus from settlement.

There are two prominent reasons why this might be so.  First, the person making the offer may,

out of considerations of fairness, offer some of the joint surplus to her bargaining partner. Since

this motive is unlikely to be important in an adversarial setting such as pretrial bargaining, we

will not emphasize this motive in our theoretical model.  The second reason is that the recipient

of the offer may reject it if it is not viewed as sufficiently fair. This behavior is exhibited in the

laboratory, even when significant sums of money are at stake. It is this aspect of behavior that we

will emphasize in our model. We consider a model in which the plaintiff makes a take-it-or-

leave-it offer to the defendant. In our model, a known taste for fairness on the part of the
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defendant will be reflected by the percentage of her own court costs she is willing to pay (in

addition to the expected judgment) to the plaintiff in order to avoid trial.

Suppose party A and party B are to divide $10. In the ultimatum game, party A can make

a take-it-or-leave-it offer to B. If the offer is rejected, both parties received nothing. Under a

strict model of rationality without fairness, A will offer B $.01, which B will accept.  Results

from laboratory experiments show that A will offer B substantially more than $.01 and that B

will reject low offers.2  Slonim and Roth (1998) report on ultimatum game experiments

conducted in the Slovak Republic, where stakes in the game were varied by a factor of 25. While

they did find that rejection rates decreased in the high stakes game and that offers became lower

in these games, their results still differed significantly from what a rational model without

fairness would predict.

In their high stakes game, the players bargained over the equivalent of 62.5 hours of

wages. Offers less than 25% of the available pie were rejected 60% of the time in the

experiment, while 37.5% of the offers between 25% and 30% of the pie were rejected.  Over half

the offers represented between 40% and 45% of the total pie, and only 5% of these were rejected

(Slonim and Roth, pp. 577). Thus, even with high stakes in a simple bargaining environment,

there is a significant deviation from the prediction of the standard theory.

In the ultimatum game, the joint surplus from settlement is the total amount the players

are bargaining over.  In pretrial bargaining, the joint surplus from settlement is the sum the

plaintiff's and defendant's court costs. Thus in our model, an increased taste for fairness on the

part of the defendant is modeled as an increased willingness to reject offers which attempt to

extract too high a percentage of her costs at trial. For example, suppose the expected judgment at

trial is $100,000 and the defendant's costs at trial are $30,000. With no taste for fairness in the
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model, the defendant will accept all settlement demands up to 130,000. A defendant with a taste

for fairness might refuse all offers above $125,000, and another defendant with a greater taste for

fairness might refuse all offers above $120,000.

Matthew Rabin (1993) is one of the first to formally incorporate fairness into game

theory.  He models agents who are willing to sacrifice their own well being either to help those

who are kind to them or to harm those who are unkind.  Rabin incorporates fairness into a variety

of standard games, including Battle of the Sexes, Prisoner's Dilemma and Chicken.  He also

incorporates fairness into analyses of monopoly pricing and labor economics. The monopoly

pricing example is closest to the analysis in this paper.  In that model, fairness considerations

lead the consumer to refuse to buy if the monopolist attempts to extract too much of the joint

surplus from the sale.  Similarly, in our model, if the player making the offer attempts to extract

too much of the joint surplus from settlement, the offer will be rejected.

We incorporate fairness into the models of Bebchuk (1984), Reinganum and Wilde

(1986) and Shavell (1982).  In Bebchuk, an uninformed plaintiff makes a take-it-or-leave it offer

to an informed defendant while in Reinganum and Wilde an informed plaintiff makes a take-it-

or-leave-it offer to an uninformed defendant.  Asymmetric information drives a failure to settle

in both models.  Despite the fact that we model a taste for fairness as common knowledge, it

increases the incidence of trial in both models.3  In both cases, the inability of the player making

the offer to extract the full surplus from settlement lessens the cost of having their offer rejected.

In the Bebchuk model, this makes the plaintiff more aggressive in his offers to the defendant. In

Reinganum and Wilde’s signaling model, this effect makes it less costly for a player to

misrepresent his type through his offer. Thus, in order to maintain the separating equilibrium an
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offer associated with a given type is rejected more often to prevent plaintiffs with weaker cases

from making an offer associated with stronger cases.

In Shavell (1982), the plaintiff and defendant each have exogenous beliefs about the

probability that the plaintiff will prevail at trial. When these beliefs coincide, the existence of

positive court costs creates a contract zone in which mutually agreed upon settlements are

possible. If the plaintiff's belief that he will prevail at trial sufficiently exceeds the defendant's, a

trial will result. A taste for fairness by either party will shrink the contract zone and may make it

disappear. Thus, a taste for fairness increases the likelihood of trial in this model as well.

2. Fairness in a Screening Model

Consider Bebchuk’s (1984) basic screening model in which the defendant has private

information concerning the probability of being found liable, and the plaintiff is given the power

to make a take-it-or-leave-it offer.  How will this model change when the defendant considers the

fairness of the offer received?

In Bebchuk’s original model, a defendant will accept any offer, Op, such that

DP CpJO +≤ where p is the probability the plaintiff will prevail at trial, J is the judgment

received by the plaintiff if he prevails and CD are the court costs to be paid by the defendant.

This assumes that the defendant is risk neutral and attempts to maximize her expected monetary

income by her decision.  Suppose instead that the defendant is willing to reject some offers that

she considers unfair, even if that rejection leaves her worse off in a strictly monetary sense.  In

other words, she is willing to pay some expected cost to satisfy her preference for being treated

fairly.  Define a parameter α to be the minimum percentage of her court costs that the defendant

must retain if she is to agree to settle.  She will then reject any offer such that
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settlement offer. Thus, when α rises the probability of rejection must be increased in order to

maintain the incentives for the plaintiff to submit a truthful offer.  As a result the equilibrium

probability of a trial increases.

As the defendant’s taste for fairness rises, the plaintiff is unambiguously harmed since he

must submit a lower offer to the defendant while enduring a higher probability of trial. The effect

on the defendant is ambiguous. The probability of trial is higher, but those who settle out of court

pay less to the plaintiff.

4. Fairness in an Optimism Model

In Shavell (1982), the plaintiff and defendant have exogenous beliefs about the

probability the plaintiff will prevail at trial.5 There is no explicit bargaining in this model; rather

the focus is on the size and existence of a contract zone within which a mutually agreeable

bargain may be struck.  In the absence of such a contract zone, no agreement will be reached and

a trial will result. Thus, a plaintiff who believes he will win J in damages with probability pp will

accept any amount greater than or equal to pPJ – CP.  Similarly, a defendant will pay no more

than pDJ + CD.  This model concludes that as long as JPPCC DPPD )( −>+  the parties will settle.

This condition will fail to hold if the gap in beliefs DP pp −  is positive and sufficiently large.

If a taste for fairness by the plaintiff and defendant is added to the model (αP and αD

respectively) then the plaintiff will demand at least pPJ –(1-αP) CP, while the defendant is willing

to pay at most pDJ + (1-αD)CD.  Thus, the condition under which there exists a settlement range

becomes JppCC DPPPDD )()1()1( −>−+− αα .  The left-hand side is monotonically decreasing

in both αD and αP; increased demands for fairness by either party make it less likely this

condition will hold and more likely that a trial will result.
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In Priest and Klein (1984), optimism arises endogenously as each party to the dispute

observes the merits of the case with an unbiased error. Each party uses their observation of the

objective merits to form their beliefs, pp and pD.  When random errors cause DP pp −  to be

sufficiently large, a trial results. As with Shavell, a taste for fairness by either party will lead to

an increased incidence of trials in this model, since it will shrink and possibly eliminate the

contract zone.

5. Conclusion

We find a robust result across three different models of pretrial settlement that an

increased demand for fairness results in a greater incidence of trial.  In our two models of

asymmetric information this is true despite the fact that the parameter reflecting a taste for

fairness is common knowledge. The main reason for this result is that a taste for fairness on the

part of the recipient of the offer lowers the cost of rejection to the party making the offer.  In the

Bebchuk model, this results in more aggressive offers by the plaintiff and in the Reinganum and

Wilde model this requires a greater probability of rejection to induce "truthful" offers.  In the

Shavell (1982) model, increased demand for fairness by either party shrinks the contract zone

and can lead to its elimination.

In the Bebchuk model, the effect of an increased demand for fairness by the defendant

can either raise or lower the plaintiff's offer. Thus we have the surprising theoretical possibility

that an increased demand for fairness by the defendant may be met by a less attractive offer.
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1 The role of fairness as it relates to the study of law and economics is discussed in Jolls, Sunstein

and Thaler (1998) and Sunstein (1999).

2 Güth, Schmittberger and Schwarze (1982) published the first set of ultimatum game

experiments. An early survey of the literature can be found in Thaler (1988). Also see the

references in Slonim and Roth (1998).

3 In fact, a person's taste for fairness is not generally common knowledge and this may be an

independent source of bargaining failure. This would explain the positive dispute rates which are

commonly observed in ultimatum game experiments. Farmer and Pecorino (1994) model another

taste parameter, risk preference, as being unobservable and show how this can lead to trials in the

equilibrium of a litigation game.

4 Nalebuff (1987) considers a model where a=0. As a result, in his model, the credibility

constraint is not guaranteed to hold.

5 Earlier work in this line include Landes (1971), Gould (1973) and Posner (1973).


