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Notwithstanding these difficulties, there are two reasons why
the retainer agreement might be a credible commitment. First, the
retainer agreement could provide that before the opposing side is con-
tacted, the lawyer will put in productive time beginning to prepare
the case up to the point that the incremental cost of the trial for both
lawyer and client is $30,000. In other words, the lawyer might use up
the retainer so that there is nothing to refund and her incremental
cost of going to trial equals the plaintiff’s.

A second reason the retainer might work relates to reputation.
Once the lawyer and client understand that the non-refundable re-
tainer is in both of their interests, they will each act to make that
feature credible. Indeed, if the threat is credible, the lawyer receives
a windfall. Under these circumstances we believe that a lawyer
would want to sustain a reputation of never renegotiating the re-
tainer agreement ex post. After all, only lawyers with such a reputa-
tion could profit in the long run from the precommitment game.
Therefore, it might pay the lawyer to post some sort of forfeitable
bond that would cost her much more than $10,000 if in fact she rene-
gotiated with the client ex post.

II. TuE CoMPOUND THREAT

In our discussion to this point, we have suggested that a plaintiff
can make a credible threat to litigate by actually paying an attorney
a non-refundable retainer sufficient so that the additional cost of ad-
judication at the margin is less than or equal to the expected recov-
ery. By irretrievably “burning” or “sinking” the $10,000 retainer, the
plaintiff can make a partial recovery through settlement. We now
propose to take the analysis further by suggesting that a plaintiff
should be able to force a settlement without paying the retainer, pro-
vided the plaintiff can credibly threaten to pay the retainer. Indeed,
for a defendant who contemplates the prospect of Nash bargaining2?
after the retainer is paid, a settlement on the basis of a credible
threat that a retainer will be paid potentially makes both parties bet-
ter off — the expensive immolation becomes curiously unnecessary.?8

27. See supra note 6.

28. The argument that follows, in contrast with other “burning resources” argu-
ments, does not rely on game theory’s controversial solution-selection concept of for-
ward induction. For a theoretical comment on the difference between traditional
forward induction (which must invelve simultaneous choice of two or more decision
variables by the first player) and situations such as that described here (which involve
a choice of only one decision variable, the choice of which determines an optimal level
for the second variable but does not commit the player to this choice), see David C.
Croson & Rachel T.A. Croson, Does Forward Induction Require Two Simultaneous
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In the previous analysis, a myopic defendant who does not fore-
see the strategic investment in the non-refundable retainer ends up
bearing half the cost of that retainer, at least under the Nash as-
sumptions. In our example, the defendant had to pay $25,000 to set-
tle, including $5,000 to pay for half of the amount the plaintiff had
cornmitted through payment of the non-refundable retainer.2? This
myopia was costly: It would have been better for the defendant to
settle before the plaintiff paid the $10,000 to the attorney, thereby
saving at least some portion of the extra cost of settling after the pay-
ment. For example, a defendant who settles for $20,000 before the
retainer is paid makes both the plaintiff and herself $5,000 better off.
The defendant pays $20,000 rather than $25,000; the plaintiff recov-
ers a net of $20,000 rather than $15,000. Because under Nash bar-
gaining the plaintiff recovers ex post only 50 cents of each $1 sunk
into the non-refundable retainer, the plaintiff would also prefer to
settle before sinking the investment.

The plaintiff’s threat, voiced before paying a non-refundable re-
tainer, is thus a compound threat — she threatens to threaten to go to
court. By sending some signal that she is aware of the tactic of using
a non-refundable retainer (and perhaps by suggesting that she holds
an option to retain an attorney on this basis), the plaintiff should be
able to convince a rational defendant that settling before the retainer
is paid could be mutually beneficial.30

The somewhat surprising outcome is that the plaintiff can expect
a settlement before sinking the $10,000.31 An early settlement is at-
tractive to the defendant under Nash bargaining because he has to

Actions? (OPLN Working Paper No. 96-04-03, Department of Operations and Infor-
mation Management, Wharton School of Business, University of Pennsylvania, 1996).

29. Ttis interesting that the $0.50 on the dollar comes not because the defendant
is “reimbursing” the cost of the non-refundable retainer — the plaintiff’s sunk costs
— but rather because sinking A puts the plaintiff in a much better bargaining posi-
tion. Her improved bargaining position allows her to extract 509 of the non-refund-
able retainer retroactively. This last result follows from the fact that, in the Nash
bargaining case, the partial derivative of the formula for the settlement amount with
respect to A is 1/2. It can be seen that the plaintiff’s incremental value of devoting
money to commitment is zero up to $9,999; $25,000 for the 10,000th dollar; and
—$0.50 for each additional dollar, marking a clear optimum at $10,000.

30. A casual mention of this paper should be enough to induce a settlement from
a rational defendant. Perhaps 1% of the amount of all such settlements should be
donated to the Harvard Program on Negotiation and the Harvard Program in Law
and Ecoromics to support further research relating to dispute resolution.

31. Insupra note 13, we indicated that A must be at least C, - V. In Nash bar-
gaining, as the plaintiff receives only $0.50 on the margin for every $1 sunk into A, it
follows that the “optimal” amount for the plaintiff is also the minimum amount that
will persuade the defendant to settle. In other words, the optimal retainer is precisely
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pay less before the retainer is paid than after — i.e., $20,000 instead
of $25,000. The plaintiff will wish to settle early if she receives a
greater net recovery than she would with the retainer, taking into
account the $10,000 cost of the retainer. This means the plaintiff will
settle early if the settlement amount exceeds her expected net recov-
ery resulting from the payment of a non-refundable retainer — i.e., is
greater than $15,000. The bargaining set of ($15,000, $25,000) sug-
gests a Nash solution of a $20,000 settlement paid by the
defendant.32

The plaintiff’s compound threat can be thought of as an option by
a plaintiff to retain a lawyer with a non-refundable retainer. If non-
refundable retainers are enforceable and do not unravel, we are confi-
dent that an option contract to enter into such an agreement would
also be valid under contract law principles, provided the option con-
tract is supported by consideration.3® Moreover, this option is strate-
gically equivalent to the simple threat and has other potential
efficiency advantages, as will be seen in the next section.

II. IMPLICATIONS FOR WELFARE IMPROVEMENT

In industrial organization and antitrust literature, scholars have
frowned upon the strategic precommitment of costs because of the
potential welfare losses.3¢ Such precommitment is thought to deter
entry, to perpetuate market power, and to inhibit competitive pric-
ing.35 As a consequence, total welfare is generally thought to decline.

In the context we are considering, however, this welfare result is
reversed. Indeed, to the extent that strategic precommitment allows

C, - V. Note that the compound threat can induce a settlement even when A > V if Cy
is high enough.

32. The existence of a compound threat will lead to settlements without the need
to pay the retainer in some ultimatum bargaining games as well. Before a retainer is
paid, the defendant anticipating Nash bargaining has a choice of many take-it-or-
leave-it offers that the plaintiff will accept, ranging from $15,000 to $50,000. A de-
fendant anticipating defendant-proposed ultimatum bargaining need offer nothing.
In situations where the plaintiff makes take-it-or-leave-it offers, changing the plain-
tiff-proposer’s threat point does not change the outcome at all, making the compound
threat ineffective. In this case, the plaintiff who anticipates Nash bargaining can re-
ceive $25,000; the plaintiff who anticipates plaintiff-proposed ultimatum bargaining,
$50,000.

33. See E. ALLEN FarnsworTH, CoNTRACTS § 3.23 (2d ed. 1990). Providing remu-
neration under an option contract differs from doing so via retainer because the attor-
ney’s obligation can be discharged either by reaching a settlement or by performing
services, eliminating the renegotiation problem.

34. See, e.g., JEaN TIROLE, THE THEORY OF INDUSTRIAL ORGANIZATION 65 (1988).

35. Seeid. at 65, 307.
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a plaintiff to ex post scale the stonewall (or inhibit frivolous litiga-
tion), the device may ex ante deter tortious behavior and breaches of
contract. Under the assumptions of Nash bargaining,36 the range of
meritorious claims that are profitable to litigate expands when we
allow precommitment of costs by the plaintiff. Conversely, the range
of nuisance suits that will extract successful settlements from ra-
tional defendants shrinks when we allow precommitment of costs by
the defendant. Both of these results lead to direct welfare improve-
ments by deterring undesirable behavior by others.

For example, consider the gain from bolstering plaintiffs’ threats
to sue. Consider only the class of torts that cause exactly $30,000
harm to the plaintiff, of which $20,000 (as described above) is recov-
erable using the compound threat. Some of these torts might produce
benefits to the defendant valued at greater than $30,000 while others
might produce benefits that are less than $30,000. To what extent
does the option to employ non-refundable legal retainers provide the
appropriate degree of deterrence?

Assume (for the sake of exposition) that the gross value to the
defendant from committing these torts ranges from $0 to $30,000,
distributed uniformly. Figure 3 in Appendix II divides those torts
into two groups — those that yield a net social gain are below the
diagonal line and those that harm social welfare are above it. Of the
socially harmful torts, a significant proportion will be deterred under
the new style of bargaining — specifically, those in which the plain-
tiff could, using the compound threat, recover more in pretrial settle-
ment than the tort is worth to the potential feasor.37

As Figure 8 demonstrates, the welfare gains from this deterrence
are substantial. Note further that those torts which were individu-
ally the most harmful to society (in the sense that the damage to the
plaintiff exceeded the benefit to the defendant by the greatest
amount) are precisely those which this method of redress deters.

36. See supra note 6.

37. For example, tort T in Figure 3 in Appendix II yields a $15,000 benefit to its
feasor, while causing $30,000 of harm to the victim. Because $30,000 is less than the
$40,000 litigation cost, the victim would ordinarily not sue for compensation. This
inability to punish the feasor makes the commission of this tort privately attractive,
even though it causes a net loss of $15,000 to social welfare. By using the compound
threat, the victim could recover more than the tort is worth to the feasor, making its
commission unattractive.
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IV. Cowncruping THOUGHTS

Our paper suggests that plaintiffs who threaten to hire a lawyer
on the basis of a non-refundable retainer can in some circumstances
“scale the stonewall” and force recalcitrant defendants to settle. We
have suggested that this can not only benefit some worthy plaintiffs
but also social welfare more generally. If our analysis is correct,
there is reason to think that gratuitous stonewalling will not succeed
against meritorious cases, at least if a claimant can reduce at the
margin the cost of litigation through strategic precommitment.

We have focused on the use of a non-refundable retainer as a
device for strategic precommitment of costs. It may be that having
salaried lawyers “in house” can serve as a strategic alternative. Our
analysis suggests that having a lawyer readily and conspicuously
available, through which there is modest incremental cost in calling
upon that lawyer either to sue or defend, can have beneficial effects in
settlement negotiations.

For example, an organization such as MasterCard likely finds it-
self repeatedly in the position of having to threaten suit in cases
where the cost of litigating any individual case might far exceed the
amount that could be collected. It is necessary to pursue these de-
faults assiduously, however, lest the larger body of prompt payers be
taught that no action will be taken should they take liberties with
their payments. By investing up front in the salary of a full-time col-
lection attorney, MasterCard will have committed itself to pursuing
all matters with positive expected returns until the attorney’s time is
exhausted. By making itself tough, MasterCard can “bully” the small
defaulter into paying by demonstrating that it is costless for the firm
(but potentially very costly for the defaulter) to pursue legal action.38

Although our analysis has focused on the plaintiff’s dilemma, it
applies equally well to the problem of a defendant faced with a nui-
sance suit. In a nuisance suit, a plaintiff hopes to extract a positive
settlement from a defendant because the marginal costs of defending
exceed the plaintiff’s demand. If the defendant corporation were
known to have prepaid a large portion of its defense costs in a man-
ner flexible enough that it could apply its attorneys’ efforts to heading

38. We acknowledge that potential reputation costs (e.g., fear of negative credit
ratings) for a defaulting credit card owner may be a substantial motivating factor
when deciding whether or not to stonewall. Moreover, some parties such as Master-
Card may be willing to litigate any particular dispute even though the litigation costs
significantly exceed the expected recovery in order to send a signal to other stone-
walling parties. Nevertheless, our argument would serve as a distinct and additional
layer of protection for the plaintiff facing a recalcitrant defendant.
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off any suit that might arise, many nuisance suits would never be
brought, as the defendant’s stonewall would have been fortified. A
single $10,000 investment in attorney time3® — hiring a “goalie” —
could head off scores of $5,000 nuisance suits provided that the suits
were not brought all at once.40

Our analysis employs game theoretical reasoning*' and conse-
quently makes strong assumptions about the ability of negotiators to
act rationally. Our story is not informed by empirical investigation of
how actual disputants in fact bargain when the transaction costs of
litigation loom large in comparison to the amount in dispute. Little is
known about the actual bargaining behavior of parties when there is
a legitimate claim but the plaintiff’s litigation costs would exceed the
amount in dispute. Likewise, little empirical evidence exists concern-
ing the reaction of defendants to frivolous claims when the cost of
defense would exceed the proposed settlement amount. We invite
others to continue this study with such empirical research.

39. Note that our tactic for scaling the stonewall rests on the merits of the case
favoring the side undertaking precommitment. The side without merit needs to in-
vest $2 in defense to avoid $1 in settlement — an uneconomical proposition.

40. This assumes, perhaps unrealistically, that the corporation has no opportu-
nity cost of using a staff attorney for defense. While beyond the scope of this paper,
perhaps a more socially efficient methed of achieving the same deterrence might be
for parties to secure insurance to pay litigation costs for meritorious cases.

41, See generally supra note 2.
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AprpPENDIX 1

Avrgesraic SumMmary OrF THE MoODEL

The following symbols are used to explain our model
algebraically:
(1) V equals the expected court award;
(2) C, equals the plaintiff’s litigation costs;
(8) C4 equals the defendant’s litigation costs;
(4) S equals the amount of settlement; and
(5) A equals the non-refundable retainer.

I. Tue Basic STRATEGIC ARGUMENT
A. When Is Stonewalling Rational?

Credible Threats

Under the assumptions outlined in the text, the plaintiff’s threat to
litigate will be credible when

V>C,
When able to make a credible threat, the plaintiff will prefer to settle
when

S>V-_C,
The defendant will prefer settlement when

S<V+0C,

Thus, both parties will be better off settling instead of litigating when
the settlement is within the bargaining set

(V= C,, V + Cy.
Under Nash bargaining assumptions, the settlement for this bargain-
ing set is

S=V+((Ca-Cp)/2).

Rational Stonewalling

The plaintiff will not have a credible threat to litigate when

V<C,
The defendant may then stonewall and force the plaintiff to choose
between:

(1) aloss of C, — V; and

(2) $0.
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B. Credible Threats to Sue Through Non-Refundable Retainers

When the defendant is rationally stonewalling, the plaintiff can make
her threat to sue credible by paying a non-refundable retainer such
that

C,-A<V.

Faced with the plaintiff’s credible threat to sue and a potential loss of
(V + Cy), the defendant will be better off agreeing to a settlement
when

S<V+C,
The plaintiff will be better off when
S>[V-(C,-A),
resulting in a bargaining set of
{IV - (C, - A)], (V+ Cy}.
The Nash bargaining solution for this bargaining set is
S=V-{[C,-A)-C4l/2},
yielding the plaintiff a net recovery of
S-A

II. CoMPOUND THREATS

If able to make a credible compound threat, the plaintiff will prefer to
settle early (before paying the non-refundable retainer) when

S>(C,—Ca+A)/2.
Faced with a credible compound threat, the defendant will prefer set-
tlement when
S<{V-[C,-Ca-A)/2]}.
These preferences result in a bargaining set of
{(Co-Ca+A)/2,V-[C,-Cy-A)/2]}.
The Nash bargaining solution for this bargaining set is
S=WV+A)/2,
which by definition (because the plaintiff has not paid a non-refund-
able retainer) also equals the plaintiff’s net recovery.

The compound threat thus allows the plaintiff and defendant to
each avoid the extra cost of (A / 2) that both parties would incur with
the payment of a non-refundable retainer.
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AppPENDIX 11

Figure 1: Example of Full Game Tree when A=0
Note: Payoffs are net pagoﬁs to both parties, assuming the nonrefundable retainer A is zero.
is any settlement value greater than zero.

{$-10,000, $-50,000)

(5, 8-5) (610,000, §-50,000)

{nvest $0

Refuse to Settle

(50, $0)

($S, $-5)

Settle Now

Figure 2: Example of Game Subtree when A=510,000
Note: All payoffs are incrementai payoffs to both parties, assuming A=$10,000
{We assume that when indifferent, the plaintiff will proceed te trial.)

{$0, $-50,000) Note: Plaintiff proceeds

Invest $10,000

{525,000, 5-25,000) (S0, $-50,000)

Note: Plaintiff proceads

(S0, $0)
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Figure 3: Cross Section of Welfare Improvements with Compound Threats
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