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I. INTRODUCTION

It generally is taken for granted that it is better for cases to settle out of court
than to go to trial because the cost of settling a case is less than the cost of trying
it. Settlements clearly are superior to trials if one’s goal is to minimize transaction
costs.! However, trials and settlements have different deterrent effects—that is,
different effects on the injurer’s behavior that gave rise to the dispute. This article
shows that once deterrence is taken into account, trials may be superior despite
their higher transaction costs.

The reasoning behind this conclusion can be explained as follows. For an out-
of-court settlement to be possible, the victim’s expected gain from going to trial
must be less than the injurer’s expected loss from trial. Any settlement amount
within this range will make both parties better off than the expected trial outcome.
Thus, to the extent that a potential injurer anticipates that cases will settle, he
will expect to pay less and will not take as much care as he would otherwise.

This reduction in care by the injurer may or may not be socially desirable. For -
example, suppose the settlement amount exceeds the victim’s harm (not including
his litigation costs). Then, if all cases settle, an injurer will pay more than the
harm he causes and will take socially excessive care. Trials would lead to even
greater care since the injurer’s expected payment would be higher. Thus, the
reduction in the injurer’s care due to settlements is socially desirable.

However, suppose the settlement amount is less than the victim’s harm. Then,
if all cases settle, an injurer will not pay for all of the harm he causes and will
take socially inadequate care. An expectation of going to trial would lead him to
take more care. Of course, whether trials are socially desirable depends on whether
the social benefit from the injurer’s increased care exceeds the additional trans-
action costs,

The preceding discussion implicitly assumed that whenever an individual suffers
harm, he will sue the injurer. In general, because litigation is costly, not every
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