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Abstract 
We analyze contingency fees in the Reinganum and Wilde (1986) signaling model of litigation. 
The effect of contingency fees on settlement depends upon the details of the contingency fee 
contract and the nature of the informational asymmetry assumed in the model. Introducing 
bifurcated fee contracts where the contingency percentage is higher at trial changes the selection 
of disputes at trial, but has ambiguous effects on the overall dispute rate when an informed 
plaintiff makes the offer. For reasonable parameter values, it increases settlement in the model 
where the informed defendant makes the offer. Introduction of a unitary contingency fee in 
which the contingency percentage is the same in a pretrial settlement as at trial, unambiguously 
increases the incidence of trial in both variations of the signaling model. The interaction of fee 
shifting with contingency fees is also analyzed.  
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1. Introduction 

 Contingency fee contracts, under which the plaintiff pays her lawyer a percentage of the 

judgment if she wins at trial and nothing if she loses, are very common in the U.S., but are 

banned or severely restricted in many other countries.1 Their use in the US generates great 

controversy and while their use is restricted in some states, further calls for restrictions on 

contingency fee contracts are often heard.2 Although contingency fee contracts are quite simple, 

their effects on the litigation process are complex and wide ranging.  Previous studies have 

considered the effect of contingency fees on the frequency of litigation (Danzon 1983, Miceli 

and Segerson 1991) and nuisance suits (Miceli 1993, 1994) and on various aspects of the lawyer 

client relationship (Miller 1987, Rubinfeld and Scotchmer 1993, Dana and Spier 1993, Watts 

1994 and Hay 1996, 1997). In this paper, we focus on the effects of contingency fees on the 

selection of disputes for trial and the overall dispute rate in the signaling model of Reinganum 

and Wilde (1986).3 Along with Bebchuk (1984), this is one of the two canonical models of 

pretrial settlement.  In addition, since the solution to a model with two-sided informational 

                                                 
1 See Rubinfeld and Scotchmer (1998) and Gravelle (1998). See Helland and Tabarrok (2003) for 

a recent empirical analysis of the effects of contingency fees.  

2 In addition, there was considerable debate in Britain in the early 1990's over whether the use of 

contingency fees should be allowed. While there were some changes in British law, U.S. style 

contingency fees are stilled banned there. Lawyers are now allowed to enter in conditional fee 

arrangements. Under these arrangements, no fee is paid by the plaintiff if she loses, and a mark-

up over the usual lawyer fees is paid if she wins. See Gravelle (1998).  

3 For more on the selection of disputes for trial see Priest and Klein (1984) and Shavell (1996) 

among others.  
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asymmetries has a strong signaling element (see Daughety and Reinganum, 1994), it is 

particularly important to understand how contingency fees affect dispute rates in the signaling 

model.  

 In the previous literature on the contingency fee which has focused on settlement, it has 

generally been assumed that the plaintiff's lawyer effectively controls the settlement decision.4  

While this may be the relevant analysis for a significant number of cases, there are also many 

cases in which the plaintiff is relatively well informed and will control the settlement decision. 

Thus, it is important to understand the effects of contingency fees on settlement in these 

circumstances. As in the standard literature on pretrial settlement (e.g., Bebchuk (1984), 

Reinganum and Wilde (1986)), we assume that the plaintiff controls all aspects of the case. In the 

Reinganum and Wilde model, an informed plaintiff makes a take-it-or-leave-it offer to an 

uninformed defendant who rejects these offers with some probability in equilibrium. In order to 

conduct a complete analysis of the contingency fee in a signaling model, we also consider the 

case in which an informed defendant makes a single offer to the uninformed plaintiff.  

Reinganum and Wilde first develop a signaling model in which the plaintiff's lawyer is 

paid via a fixed fee, and then go on to present (pp. 562-3) a very general solution to the model in 

the presence of a contingency contract. We use the general framework of Reinganum and Wilde 

to focus on specific forms for the contingent fee contracts. Our contribution lies not in the 

                                                 
4 One exception is Miceli (1994), who develops a model with nuisance suits. Gravelle and 

Waterson (1993) develop a model in which the lawyer controls the case and maximizes a 

weighted average of her income and her client's income. In both of these papers, the uninformed 

party makes an offer to the informed party. In our paper, the informed party makes the offer, i.e., 

ours is a signaling model.  
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derivations of the model solutions, as these follow from the Reinganum and Wilde framework 

rather closely. Instead, our contribution lies in the analysis of how these specific contingency fee 

contracts affect pretrial settlement patterns. We analyze the effects both on overall dispute rates 

and on the selection of disputes for litigation. In section 2, we will further note the relationship 

between our work and the earlier analysis provided by Reinganum and Wilde.  

We examine two types of contracts in this paper, a bifurcated contingency fee and a 

unitary contingency fee.  Under a unitary contract, the same contingency payment is made by the 

client to her lawyer regardless of whether there is an out of court settlement or a victory at trial.5  

Under a bifurcated fee, the contingency percentage at trial is generally higher than the percentage 

for cases that settle.6  While unitary fees appear to be more common, a significant use of 

bifurcated fees has been noted in the literature.7  In a model with attorney moral hazard, Hay 

(1997) notes that bifurcated fees are generally optimal from the perspective of the plaintiff. On 

the other hand, Bebchuk and Guzman (1996) argue that a unitary fee can lead to a larger net 

                                                 
5 Daughety and Reinganum (2003) develop both a signaling model and a screening model in 

which the plaintiff pays her lawyer via contingency fee. As in our Section 3, they consider a 

model with an informed defendant. (See pp. 141-147.) The focus of their paper is split award 

statutes under which punitive damage awards are split between the plaintiff and the state. They 

do not analyze the effect of contingency fees upon settlement. In addition, they consider the 

unitary fee, but not the bifurcated fee introduced below.  

6 We are following Hay's (1997) terminology to describe these fee structures.   

7 Based on survey data, Hensler et al. (1991: 136) find that 87% of plaintiffs hired lawyers on 

contingency, with 67% using a fixed contingency fee and 20% using a varied fee which would 

include the type of bifurcated fee analyzed in this paper. Also see Miller (1987: 201). 
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settlement for the plaintiff.  Since both types of contracts appear to be relevant empirically, we 

examine both in this paper.  

One robust finding from our paper is that unitary fees lead to an unambiguous increase in 

the incidence of trial relative to both the fixed fee contract and the bifurcated contingency fee 

contract.  Since the plaintiff's lawyer is paid the same percentage fee whether there is a plaintiff 

victory at trial or a pretrial settlement, the joint cost of proceeding to trial for the plaintiff and 

defendant is lower under this unitary contingency fee.  It is well known that under a unitary fee, 

the lawyer has an excessive incentive to settle relative to the interests of the client.8 By contrast, 

when the client controls the case, she has an excessive incentive to bring the case to trial.  

Under a bifurcated contingency contract, our results depend upon the nature of the 

signaling model. In the model where an informed plaintiff makes the offer, the use of the 

contingency fee contract has an ambiguous effect on the overall incidence of trial, but does have 

a clear effect on the selection of disputes for litigation.  The use of a bifurcated contingency fee 

contract tilts the rejection function so that more low stakes cases proceed to trial compared with a 

fixed fee.  In addition, there may be some presumption that the use of the bifurcated fee raises 

the overall incidence of trial. In the model where an informed defendant makes the offer, we find 

that for reasonable parameter values, the use of the bifurcated fee contract unambiguously 

reduces the incidence of trial.  

                                                 
8 See Miller (1987). Polinsky and Rubinfeld (2002) argue that this traditional result may not hold, 

once the lawyer's incentive to under provide effort at trial is taken into account. Polinsky and 

Rubinfeld (2003) propose a mechanism which aligns the interest of the client and the lawyer 

under a contingency fee.  
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where, as before, )( POϕ  is the rejection function.  The first order condition from the 

maximization of (6) is  

0))(1(])1()[(' =−+−− PP
B

P OOJpO ϕθϕ .       (7) 

To make the defendant indifferent between acceptance and rejection, the equilibrium offer must 

continue to satisfy equation (3).  Defendant beliefs are again correct in equilibrium, so the offers 

described by (3) will be fully revealing of the plaintiff's type. A rejection function which satisfies 

the differential equation in (7) is  
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Equation (8) is a special case of general solution presented by Reinganum and Wilde (1986) in 

their equation (10).14 Since the equilibrium offers satisfy (3), equation (8) implies an equilibrium 

probability of settlement for a type J plaintiff under the bifurcated fee equal to  
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 What we would like to do is compare the settlement function under the bifurcated fee in 

(9) to the settlement function under the fixed fee in (5). First note that under both settlement 

functions, the weakest plaintiff type settles with probability 1: 1)()( == JSJS FPBP . Next, taking 

the derivative of these functions with respect to J and converting to a percentage change 

(denoted by '^') we get the following:  
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14 To see this, set β = 1, α = 1 - θB, and cP = 0 in their equation (10).  
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Given that the contingency fee percentage is based on an average of plaintiff types, for low 

values of J it will be the case that pθBJ < CP. As a result, the settlement rate under the bifurcated 

fee initially declines more sharply than the settlement rate under the fixed fee. The rate of decline 

of settlement under the fixed does not exceed the rate of decline under the bifurcated fee until J 

> CP/pθB.  For values of J above this, the rate of settlement declines faster under the fixed fee. At 

the point where J=CP/pθB, the ratio of the settlement rates SFP/SBP > 1 is maximized; i.e., at this 

point the incidence of trial under a bifurcated fee relative to the fixed fee is the greatest.  Thus, it 

is only possible for FPBP SS ≥  at some value of J such that J > CP/pθB.  For a given upper support 

of the distribution J , there is no guarantee that there are any values of J such that SFP/SBP < 1. 

However, if J  is sufficiently large, the settlement functions will eventually cross so that there 

will be values of J such that FPBP SS > . The fact that the functions cannot cross until the 

expected contingency payment exceeds the fixed fee (pθJ > CP) suggests, but does not prove, 

that overall settlement rates will tend to be lower under the bifurcated contingency fee.  

This analysis is summarized as follows:  

 
Result 1: (i) Under a bifurcated fee, low damage plaintiffs (J < CP/pθB) proceed to trial 

more frequently when compared to the fixed fee. 

(ii) For a sufficiently large J, SBP > SFP, but the crossing point must occur at a value of J 

such that J > CP/pθB. 

Proof:  This follows immediately from the fact that 1)()( == JSJS FPBP  and a 

comparison of (10a) with (10b). 
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Under a contingency fee system, low plaintiff types face a lower expected cost of 

pursuing trial than the same plaintiffs under a fixed fee.  This reduces the cost of having offers 

rejected for these plaintiffs. Thus, as plaintiff type rises above J, the equilibrium rejection rate 

initially has to rise at a faster rate compared with the model with the fixed fee in order to induce 

the fully revealing offers described by (3).  As a result, a bifurcated contingency fee contract will 

produce more rejections (and more trials) among low damage plaintiffs.   

 As type J increases, the expected cost of trial rises for the plaintiff and the rate of increase 

in the rejection rate necessary for truthful revelation of type decreases. When J > CP/pθ B, the 

settlement rate under the contingency fee declines at a slower rate than under the fixed fee. At a 

sufficiently high value of J, the settlement rate under the bifurcated fee will be higher than under 

the fixed fee. The analysis above suggests that less settlement will occur under the bifurcated fee, 

but it is not totally conclusive on this point. Importantly, the bifurcated contingency fee changes 

the selection of disputes that reach trial since it induces more low stakes cases reach trial than 

under the fixed fee.   

The overall effect on the incidence of trial depends upon the distribution of plaintiff types 

and the contingency fee percentage θ B.  For a given value of θ B and a pdf of plaintiff types f(J), 

we can determine the expected probability of an offer being accepted in equilibrium.  From (5) 

and (9) we know the probability of acceptance with and without a contingency fee arrangement.  

Equation (11a) describes the expected probability of settlement in the model with a fixed fee, 

while (11b) gives the expected probability of settlement in the model with the bifurcated 

contingency fee.   

∫ +−−
J

J
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Of course to compare these expressions, we need to determine the equilibrium value of 

θB.  Under both the fixed fee and the bifurcated contingency fee, the attorney incurs an 

opportunity cost of 0 if the case settles and an opportunity cost of CP if the case proceeds to trial.  

In a competitive market for attorney services, the contingency fee must be set so that the attorney 

(whom we assume to be risk neutral) earns her opportunity cost on average.  For cases which 

settle, this occurs automatically under both fee arrangements as no opportunity cost is incurred 

and no fee is paid. Conditional on a trial occurring, the equilibrium contingency percentage must 

give the attorney an expected payout of CP:15 
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In principle, we can solve (12) for θ B and then substitute this into (11b) in order to compare 

dispute rates under the two regimes. However, an analytic solution of (12) is not possible. For 

policymakers interested in an analysis of the effect of contingency fees on dispute rates, specific 

                                                 
15 This is not to say that the expected payment to the attorney is the same under each fee 

arrangement. Under the contingency fee, for example, there might be a higher expected payment 

to the attorney, because more trials occur. However, this higher expected payment would be 

exactly matched by higher expected opportunity costs for the attorney from the additional trials.  
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assumptions need to be made on the distribution f(J) in order to solve for θ B and to compare the 

integrals in (11a) and (11b). This may require numerical analysis. Alternatively, if market 

determined values of θ B and CP are both observed, then these can be substituted directly into 

(11a) and (11b). In the absence of detailed knowledge of f(J) we have to conclude that in this 

model, the overall effect of bifurcated contingency fees on the dispute rate is ambiguous.  

2.3 The Model with a Unitary Fee 

While the use of bifurcated contracts is noted in the literature on contingency fees, most 

contracts are unitary in the sense that the contingency percentage is the same whether the case 

settles or the plaintiff wins at trial. In this section we assume that the contingency fee is paid 

whenever the plaintiff receives a payment whether that be at trial or through a pretrial settlement.  

Denote the unitary contingency percentage as θU.  

Under this assumption, the plaintiff’s objective function (equation 6) now becomes 

 
P

U
P

U
PP OOJpOV )1))((1(])1()[( θϕθϕ −−+−= .      (13) 

 
This model is solved in a manner analogous to the earlier model. The plaintiff chooses an offer to 

maximize (13). The equilibrium offer to the defendant continues to be described by equation (3).  

The first order condition from the maximization of (13) plus equation (3) imply the following 

rejection function in equilibrium:  

ψϕ −−= eOP 1)(    where DP CJJpO /)()( −=ψ .        (14) 
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Equation (14) can be derived in a relatively straightforward way from equation (9) in the 

Reinganum and Wilde paper.16 The equilibrium probability of settlement under the unitary fee is  

DCJJp
UP eS /)( −−= .            (15) 

A comparison of (15) and (5) reveals that for all JJ >  we have SFP > SUP.  Take the derivative 

of (15) with respect to J and convert to a percent change to obtain  

D

UP
C
PS −=

^
.           (16) 

This leads to the following result: 

 
Result 2: A unitary contingency fee increases the incidence of trial relative to both (i) a 

fixed fee contract and (ii) the bifurcated contingency fee contract. 

Proof: Part (i) follows directly from a comparison of (15) to (5). For part (ii) note that at 

JJ = , 1== BPUP SS . A comparison of (16) and (10b) shows that SUP declines faster than 

SBP for all J. Thus, for all JJ > , SBP > SUP.   

 
Note further that since the fixed fee CP in (5) and the expected contingency payments at 

trial pθ BJ in (9) should be sizable, the increase in the incidence of trial may be quite large. Since 

she now pays her lawyer regardless of whether or not the case proceeds to trial, the cost of 

proceeding to trial is lower for the plaintiff.  For plaintiffs of type J to be discouraged from 

making an offer associated with type J+∆J, the rate of rejection must rise more steeply than in 

                                                 
16 Set cp = 0 and α = β = 1-θu in their equation (9). Solve the resulting differential equation to 

obtain our equation (14).  
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either of the two earlier models. As a result, for all JJ > , the probability of acceptance is lower 

when a unitary contingency fee contract is used.   

2.4. Contingency Fees and Fee Shifting 

 Smith (1992) and Donahue (1991) have both analyzed the interactions between 

contingency fees and fee shifting in models along the lines of Shavell (1982) in which trials 

result when exogenous beliefs of the parties to the dispute diverge sufficiently. Both authors 

analyze fee shifting under the assumption that the defendant pays the plaintiff's lawyer θBJ in the 

event that the plaintiff is victorious at trial.17 We will follow this assumption, but note some 

issues that it raises below. We will also assume that the plaintiff rather than her attorney pays the 

defendant's attorney fees CD in the event the defendant wins at trial.18  Fee shifting under which 

the loser at trial pays the legal fees of the victorious party, is sometimes referred to as the English 

rule.   

We will only analyze the case of the bifurcated fee, but the analysis of the unitary fee 

yields similar conclusions. The general nature of the equilibrium is as described previously. As 

before, the plaintiff's offer must make the defendant indifferent between acceptance and 

rejection. Thus, the offer must reflect the probability of shifted fees as follows:  

 
)( JCJpO B

DP θ++= .         (17) 

                                                 
17 In contrast, Reinganum and Wilde (1986: 562-3) assume that only the noncontingent portion of 

court costs are subject to shifting. They show that allocation of court costs can affect the 

probability of trial if this interacts with a contingency fee arrangement under which the plaintiff 

does not retain all of the pretrial settlement.  

18 Smith and Donahue analyze both cases.  
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In equilibrium, a type J plaintiff will make the offer described in (17).  Thus, offers are fully 

revealing in equilibrium. The plaintiff's expected wealth may now be written 
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where, as before, )( POϕ  is the probability the offer OP is rejected by the defendant. Equation 

(18) reflects a bifurcated fee under which the plaintiff's lawyer is paid in the event of a plaintiff 

victory at trial but not in the event of a pretrial settlement. The plaintiff chooses OP to maximize 

(18), taking the rejection function as given. Proceeding as before, the first order condition to (18) 

is solved by a differential equation of the form 
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see that the settlement rate with fee shifting (i.e., the English Rule) is 
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A comparison of (19) with (9) implies the following: 

 
Result 3: For a given value of the bifurcated contingency fee, θB, fee shifting under which the 

loser at trial pays the winner's court costs unambiguously increases the incidence of trial.  

Proof:  For a given value of the contingency fee θB, Equation (19)<(9) for each plaintiff type 

JJ > . 
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Reinganum and Wilde show that fee shifting does not affect settlement in the model with the 

fixed fee.19  The reason is that adjacent plaintiff types shift the same expected fee pCP to the 

defendant.  To understand why fee shifting affects settlement rates when contingency fees are 

used, consider two adjacent plaintiff types J and J+∆J.  Type J expects to shift pθ BJ and type 

J+∆J expects to shift pθ B(J+∆J). This difference in the expected value of shifted fees is 

reflected in the offer the plaintiff submits to the defendant. This increases the incentive of a 

plaintiff to "bluff" by submitting a higher offer than is associated with her type. Thus, with fee 

shifting, the rejection rate must rise more steeply in order to induce revealing offers as described 

by equation (17).  

 To the extent that a lower dispute rate is considered a policy goal, this analysis suggests 

that the introduction of the English rule may be undesirable in a system which makes extensive 

use of contingency fees (or vice versa). It is straightforward to show that the use of fee shifting 

also raises the incidence of trial when a unitary contingency fee contract is used.20  

 There are several issues raised by the interaction of contingency fees and fee shifting 

which may affect how such a system would be implemented in practice. First, under a bifurcated 

fee, the plaintiff pays her lawyer a small contingency in the event the case settles, but never pays 

her own lawyer at trial. (If she wins at trial, the defendant pays her lawyer.) Thus, the plaintiff 

has the incentive to negotiate a contingency percentage at trial which is the highest allowable by 

                                                 
19 But see note 17.  

20 Fee shifting has been shown to increase total expenditures at trial (Braeutigam, Owen and 

Panzar, 1984). An increase in expenditure should lead to a reduced incidence of trial.  This 

presumption must be weighed against the results we present here that suggest the opposite effect. 
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law so as to maximize the work incentives of her lawyer.21 It is important, therefore, that shifted 

fees be reasonable and perhaps limited to the expenditures by the opposing party at trial.22 

Second, under a bifurcated fee the contingency percentage at trial θ B embeds within it the 

probability the plaintiff will lose at trial. Suppose the plaintiff wins with probability .5, the 

expected judgment is $100,000 and a lawyer working under a fixed fee would earn $16,666.67 if 

the case went to trial. The corresponding contingency payment to this lawyer would be θ B=1/3. 

Thus, if the entire contingency payment is shifted when the plaintiff wins, the defendant pays 

$33,333.33 compared with $16,666.67 under a fixed fee. The defendant is, in an expected value 

sense, paying the plaintiff's lawyer for the state of the world in which the plaintiff loses. Thus, 

under a bifurcated contingency fee, a fee shifting rule which shifts the entire contingency 

payment is strongly pro plaintiff.  

On the other hand, if a unitary contingency fee is used it will overpay the lawyer for cases 

which settle and underpay (in an expected value sense) the lawyer for cases which proceed to 

trial. Since the overwhelming majority of cases settle, a unitary fee shifted at trial to the 

defendant may be a very significant underestimate of the true cost of the plaintiff's lawyer (most 

of which is paid out in the state of the world in which the case settles).  

                                                 
21 See the discussion in Smith (1992: 2167-71).  

22 Such a limitation is likely to affect high type J plaintiffs, but not low types. As long as there 

are some low plaintiff types for which such a limitation is not binding, the rejection rate under 

fee shifting will exceed the rejection rate without fee shifting for all plaintiff types J > J. 

However, for the range of plaintiff types for which the cap on shifted fees is binding, equation 

(19) will provide an underestimate of the settlement rate.  
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Since shifting θJ appears problematic under either contingency fee contract, it might be 

more desirable to shift fees based on the number of hours put in on the case by the lawyer using 

prevailing hourly rates to value this time.  

 

3. A Signaling Model Where the Defendant has Private Information 

To fully understand how contingency fees affect the outcome of a signaling game, it is 

important to analyze the alternative information structure under which an informed defendant 

makes a single offer to an uninformed plaintiff.  As is standard in the literature, we assume that 

the defendant is better informed about the probability p with which the plaintiff will prevail at 

trial. We will examine both the bifurcated and the unitary contingency fee in the context of this 

model. The derivation of the model solutions follows the previous analysis very closely.23   

For comparison, we first consider the following game in which the fee is fixed. 

0. Nature determines the defendant’s type p.  The plaintiff does not observe p, but knows 

the distribution f(p) from which it is drawn, where p and p  are the upper and lower 

supports of f(p).  

1. The plaintiff hires a lawyer under a fixed fee contract which pays her lawyer CP if the 

case proceeds to trial and 0 if the case settles prior to trial.  

2. The defendant makes a single take-it-or-leave-it offer OD to the defendant.  

3. If the plaintiff accepts the offer, she receives a payoff of OD, and the defendant 

receives a payoff of – OD. If the offer is rejected, the case proceeds to trial.  

4. At trial, there is a finding for the plaintiff with probability p, in which case she receives 

the payoff J-CP, while the defendant receives the payoff -(J+CD).  With probability 1-p 

                                                 
23 See footnote 5.  
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the finding is for the defendant; in this case, the plaintiff receives a payoff of -CP and the 

defendant receives the payoff -CD.  

 
We assume that CP <pJ, so that the plaintiff will proceed to trial even against the defendant with 

the strongest case. 

 The defendant will make an offer OD to maximize 

 
)))((1(])[( DPDDD OOCpJOV −−+−−= φφ ,        (20) 

 
where )( DOφ  is the probability the plaintiff rejects an offer OD.  

 Since plaintiffs pursue a mixed strategy in equilibrium they must be indifferent between 

accepting and rejecting an offer. As a result, defendants of type p make an offer that satisfies  

PD CpJO −= .          (21) 

Proceeding as before, the first order condition from (20) combined with (21) and the boundary 

condition 1)( =POφ  together imply the following rejection function in equilibrium: 

ψφ −−= eOD 1)( ,          (22) 

where )/()()( DPDDD CCOOO +−=ψ .  Use (21) to find an equilibrium probability of settlement 

equal to  

)/()( DP CCppJ
FD eS +−−= ,           (23) 

where the subscript FD denotes a fixed fee model in which the defendant makes the offer.  

Defendants with stronger cases (lower values of p) have their offers rejected more in equilibrium 

so as to discourage "bluffing" by defendants with weaker cases. The defendant with the weakest 

case, p  has his offer accepted with probability 1. Take the derivative of (23) with respect to p 

and convert to percentage terms to find 
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DP

FD
CC

JS
+

=
^

.          (24)  

The positive sign on FDS
^

 implies that the settlement rate falls as p falls below p . 

3.2 The model with Contingency Fees 

 The game above will be modified so that the plaintiff's lawyer is paid based on a 

bifurcated contingency fee contract.  Steps 1’ and 4’ replace those in the game developed in 

section 3.1. 

1’. The plaintiff hires a lawyer under a bifurcated contingency fee contract which  

pays her lawyer θBJ if the case proceeds to trial and 0 if the case settles prior to 

trial.  

4’. At trial, there is a finding for the plaintiff with probability p, in which case she 

receives the payoff J(1-θB) while the defendant receives the payoff -(J+CD).  With 

probability 1-p the finding is for the defendant; in this case, the plaintiff receives a 

payoff of 0 and the defendant receives the payoff -CD.  

  In this game, the defendant’s optimization problem remains unchanged from (20). 

However, the offer which leaves the plaintiff indifferent between acceptance and rejection 

becomes  

JpO B
D )1( θ−= .          (25) 

This offer reflects the contingency percentage θ B paid at trial in the event of a plaintiff victory. 

Again, solving the first order condition from the maximization of (20), while making use of (25) 

yields the following equilibrium probability of settlement under a bifurcated contingency fee:  
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Taking the derivative with respect to p and converting to percent change yields 

D
B

B

BD
CpJ
JS

+
−

=
θ

θ )1(^
.          (27)  

This analysis leads to the following:  

 
Result 4: In the model where the informed defendant makes the offer, a bifurcated fee will 

result in a higher settlement rate than the fixed fee for all values of p< p  if 

pCpJC D
B

P
B ∀+<− )()1( θθ .       (28) 

Proof: At p  we have 1== FDBD SS . If the condition stated above holds, then a 

comparison of (27) with (24) shows that as p falls, the rate of decrease in the settlement 

rate under the fixed fee always exceeds the rate of decrease under bifurcated contingency 

fee.  

 
Even if the condition in (28) does not hold, it is still quite possible that the contingency fee will 

result in greater settlement overall, though the settlement functions will cross at some point.  

Furthermore, for a reasonable set of parameter values, the condition in (28) will hold for 

all values of p. For example, when CP=CD and θ B =1/3, the condition in (28) collapses to CP 

<pJ.  Earlier we imposed CP <pJ to guarantee that the plaintiff had a credible threat to proceed 

to trial against all defendant types p. Thus for these parameter values, (28) holds for all defendant 

types and there is an unambiguous reduction in the incidence of trial relative to model where the 

fixed fee is utilized.  By contrast, in the model where the informed plaintiff makes the offer, 
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there is an ambiguous effect on the settlement rate, and if anything a presumption of an overall 

increase in disputes. 

 The denominator in (27) is analogous to that in (10b), and the mechanism described in 

section 2.2 operates in this model as well. In particular, the plaintiff has a weak case when p 

takes on a low value. This group of plaintiffs has a low probability of having to pay their lawyer 

if the case proceeds to trial. Thus, the joint cost of trial is lower for the plaintiff and defendant 

than it is for plaintiffs with stronger cases (i.e., those matched against defendants with higher 

values of p). Thus, plaintiffs with weak cases proceed to trial more often relative to a fixed fee. 

As noted previously, this mechanism gives an ambiguous prediction as to how the incidence of 

trial will change as we move from a fixed fee regime to a bifurcated contingency fee.  

However, in this version of the model there is an additional mechanism not present in the 

earlier model. This mechanism is reflected by the 1-θB term in the numerator of (27), which has 

no analog in (10b).  The contingency fee pushes the offers of adjacent defendant types closer 

together relative to the fixed fee. Under a fixed fee, two adjacent defendant types will make the 

offers pJ - CD and (p-∆p)J - CD. Under a bifurcated contingency fee, the same two defendant 

types will offer p(1-θB)J and (p-∆p)(1-θB)J. Because the offers are closer together under the 

bifurcated contingency fee, there is less incentive for the defendant to "bluff" by submitting an 

offer lower than the offer indicated by (25). As a result, compared to the fixed fee, the rejection 

function need not rise as steeply as the defendant's offer falls.  

 Now briefly consider the use of a unitary contingency fee.  The defendant’s objective 

function (20) remains unaffected, but a larger offer is necessary to make the plaintiff indifferent 

between acceptance and rejection.  In equilibrium, the defendant’s offer must satisfy    

pJOD = .           (29) 
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Since the plaintiff pays her lawyer, regardless of whether the case settles, the equilibrium offer to 

the plaintiff must rise to the expected judgment she would receive at trial.  Solving the model as 

before using (29) yields an equilibrium probability of settlement of  

 
DCppJ

UD eS /)( −−= .          (30) 

 
Taking the derivative with respect to p and converting to percent changes yields  

D

UD
C
JS =

^
.           (31) 

Equations (30) and (31) lead to the following result:  

 
Result 5: A unitary contingency fee unambiguously reduces settlement rates relative to (i) 

a fixed fee and (ii) a bifurcated fee. 

Proof: Result (i) follows from a direct comparison of (30) to (23). For result (ii), note 

that at p , 1== BDUD SS . A comparison of (31) with (27) shows that as p falls, the rate of 

decrease in the settlement rate under the unitary fee always exceeds the rate of decrease 

under bifurcated contingency fee.  

 
Since the defendant cannot extract any of the plaintiff's expected trial costs with his offer, 

the cost of having an offer rejected by the plaintiff is lower than in the case of either the fixed fee 

or bifurcated fee. As a result, the rejection rate needs to rise more quickly as the defendant's offer 

falls in order to induce the revealing offers indicated by (29).  

With the unitary contingency fee, the offer to the plaintiff rises as reflected by a 

comparison of (29) with (21) and (25). This increase in the offer reflects the insights of Bebchuk 

and Guzman (1996), who argue that this represents an advantage of a (unitary) contingency fee 
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contract relative to an hourly fee arrangement.24 The increased dispute rate under a unitary 

contingency fee contract may offset this advantage, as the contingency percentage will have to 

rise to reflect the increased hours put in by lawyers on the additional cases that reach trial.  

The predicted increase in the incidence of trial under the unitary contingency fee is quite 

robust. It occurs in the signaling model regardless of whether it is the plaintiff or defendant who 

is modeled as the informed party. In addition, this result would clearly generalize to a screening 

model along the lines of Bebchuk (1984).  

 

4. Conclusion 

 The effects of a contingency fee on settlement depends both upon the nature of the 

contingency fee contract and the way in which the informational asymmetry is modeled. One 

robust result is that under a unitary contingency fee, the incidence of trial is unambiguously 

higher compared with either a fixed fee or with a bifurcated contingency fee. When the informed 

plaintiff makes the offer, a bifurcated fee changes the selection of disputes for litigation, but has 

an ambiguous effect on the overall incidence of trial. In particular, under such a fee structure, 

more low stakes cases will proceed to trial than under the fixed fee contract. When an informed 

defendant makes the offer, there is a presumption that a bifurcated contingency fee reduces the 

incidence of trial relative to the fixed fee.  

Fee shifting may have important interactions with contingency fees. In particular, we find 

in the model where the plaintiff makes the offer that the introduction of fee shifting increases the 

incidence of trial. By contrast, when the lawyer is compensated with a fixed fee, Reinganum and 

Wilde, show that fee shifting has no effect on the incidence of trial. 

                                                 
24 Also see Rickman (1999).  
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The analysis in this paper assumes that the plaintiff controls all aspects of the case. We 

view the results of this paper as complementary to the results of earlier work that analyzed 

contingency fees under the assumption that the plaintiff's lawyer effectively controlled the 

settlement decision.  
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