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We view the court system as an institution that enables defendants to signal their innocence
or guilt, and we examine how the court can optimally minimize expected social losses from
errors of type I and tvpe IT and from expenditures by defendants. Two of the policy instruments
assumed available to the court are the standard of proof of one's innocence and the penalty
imposed on a defendant who fails to meet the standard. Our analysis focuses on the effects
that variations in the levels of these instruments have on the expenditures of defendants.

1. Introduction

® Signalling models have gained popularity as a vehicle to a better understanding of a
variety of economic institutions. (Cooper (1984) presents a survey.) The models demonstrate
how institutions can serve, in part, to facilitate inferences about the unobservable qualities
of individuals from observable outcomes. The purpose of this article is to suggest that the
judicial process might profitably be viewed as an institution that enables defendants to signal
their innocence or guilt to society. According to this view, trials (rather than settlements)
can be socially valuable, despite the substantial litigation costs they entail. This effort is
particularly important because the trial process has received relatively little attention in the
growing law and economics literature. Instead, authors such as Shavell (1982a, 1982b) and
Grossman and Katz (1983) have focused principally on the incentives of defendants to
settle their case out of court or to plea bargain.! The signalling approach described in this
article provides some new conclusions about the design of an efficient trial system.
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! There are parallels between our framework and the conceptual framework adopted by other studies in the
law and economics literature. Posner (1973) examines the behavior of parties involved in the litigation of accident
cases. The court’s objective in his analysis is to minimize the sum of costs associated with litigation and the failure
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