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Abstract: This article uses an economic model of litigation
to reach the following conclusions about imposing sanctions on
plaintiffs found to have filed frivolous suits: First, because of
the increased litigation costs associated with sanctions, they
should not be universally available. Second, when sanctions are
used, their level generally should be set so as to deter potential
frivolous litigants rather than to compensate nonfrivolous parties
for their litigation expenses. Third, assuming that sanctions are
designed to deter frivolous behavior, they should be "decoupled”
so as to impose a greater penalty on the frivolous party than the
amount awarded to the nonfrivolous party (with the difference
going to the court). Fourth, although the possibility of mistaken
imposition of sanctions tends to discourage legitimate plaintiffs
from suing, this effect can be offset by raising the award to
successful plaintiffs in the original action. Finally, if
sanctions are not used because of their greater complexity and
cost, there are two alternatives that can deter frivolous
suits -- a version of the English system of fee allocation and the
"decoupling" of liability in the initial trial. The article also
discusses the relevance of the analysis and conclusions to
sanctions provided for by Rule 11 of the Federal Rules of Civil

Procedure.



I. Introduction

An often-voiced concern in the United States is that there are too many
frivolous lawsuits.! 1In this article we analyze the desirability of imposing
sanctions on plaintiffs found to have filed frivolous suits and describe the
optimal design of such sanctions (including the choice of their magnitude and
whether they should be awarded to defendants).

Our interest in this topic was stimulated by the controversy surrounding
Rule 11 of the Federal Rules of Civil Procedure, which provides for the
imposition of sanctions on individuals who sign a "pleading, motion or other
paper" that is deemed to be frivolous.? Although the system of sanctions

that we analyze does not attempt to capture all of the legal and institutional

1 For example, in a recently reported survey of jurors in cases in which
businesses or corporations were defendants, 83% of the jurors indicated that
they "agree/strongly agree" with the statement "There are too many frivolous
lawsuits today" (only 5% said that they "disagree/strongly disagree" with the
statement). See Milo Geyelin, "Study Suggests Jurors Are Not Anti-Business,"
Wall Street Journal, April 20, 1992, at Bl.

2 The rule reads in part as follows:

"Every pleading, motion, and other paper ... shall be signed
by at least one attorney of record ... A party who is not
represented by an attorney shall sign the party’s pleading,
motion, or other paper ... The signature of an attormey or party
constitutes a certificate by the signer that the signer has read
the pleading, motion, or other paper; that to the best of the
signer’'s knowledge, information, and belief formed after
reasonable inquiry it is well grounded in fact and is warranted by
existing law or a good faith argument for the extension,
modification, or reversal of existing law, and that it is not
interposed for any improper purpose, such as to harass or to cause
unnecessary delay or needless increase in the cost of litigation.

If a pleading, motion, or other paper 1is signed in violation
of this rule, the court, upon motion or upon its own initiative,
shall impose upon the person who signed it, a represented party,
or both, an appropriate sanction, which may include an order to
pay to the other party or parties the amount of the reasonable
expenses incurred because of the filing of the pleading, motion or
other paper, including a reasonable attorney's fee."

See Federal Rules of Civil Procedure, Rule 1l.
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details of Rule 11, it parallels that rule in several important respects. In
particular, we assume that the sanction consists of a financial penalty; that
the penalty is imposed as the result of an action initiated by the
nonfrivolous party (the defendant in our analysis); and that at least some of
the penalty is given to that party. Under Rule 11, financial penalties are
the norm (usually equal to the nonfrivolous party's litigation costs);3 the
penalty typically is imposed as a result of a motion filed by the opposing
party;4 and the penalty usually is given to that party.5 Additionally,

Rule 11 motions most commonly are brought in response to the filing of

3 In a study of all district court cases between August 1, 1983, and
August 1, 1985, in which Rule 11 sanctions were considered, Nelken (1986, p.
1333) observed that in 96% of the cases in which sanctions were imposed, the
courts awarded "‘reasonable’ costs and attorney fees" to the opposing party
and that "[o]nly a handful of courts have imposed sanctions other than, or in
addition to, fees and expenses" (footnote omitted). In a survey of nearly
4,500 attorneys practicing in district courts in three federal judicial
circuits, Marshall, Kritzer, and Zemans (1992, pp. 956-57) found that "the
overwhelming majority (95%) of sanctions were ... monetary" (footnote
omitted). See also Vairo (1988, p. 227) ("the numerous cases decided underxr
amended Rule 11 thus far suggest that a monetary sanction providing attorneys’
fees is the preferred sanction") and Wiggins, Willging, and Stienstra (1991a,
p. 18) ("...Rule 11 has operated predominantly as a cost-shifting device").
But see Kritzer, Marshall, and Zemans (1992, p. 270) ("...the dollar amount of
these [Rule 11] sanctions calls into question conclusions by some that ..
cost shifting has become the norm").

4 Although the court has the power to initiate a Rule 1l sanction, it is
much more common for the sanction to be imposed as a result of a motion by one
of the parties. See Vairo (1988, p. 220) ("... most courts seem to prefer to
have a party make a Rule 11 motion").

5 1In a study in the Third Circuit, Burbank (1989, pp. 36-37) reported
that of the 21 cases where monetary sanctions were imposed (out of a total of
27 cases with sanctions), 18 were awarded to the other party. Nelken’'s (1986)
study, discussed in note 3 supra, found an even greater likelihood of the
award going to the opposing party. See also Wiggins, Willging, and Stienstra
(1991a, pp. 3, 18) ("Rule 11 sanctions have typically taken the form of
monetary fees payable to an opposing party").
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frivolous suits or claims, the situation we consider.® Because the system of
sanctions that we analyze resembles the operation of Rule 11, we will use
Rule 11 as a springboard for our discussion.’

Rule 11 sanctions have been the subject of extensive debate by legal

practitioners, judges, and academic commentators, especially since 1983 when

their availability was substantially expanded.8 Some of the principal

6 See Marshall, Kritzer, and Zemans (1992, p. 953) (finding that "the
most common reason for actual sanctions, as well as for motions and show cause
orders, is the filing of allegedly frivolous suits or claims"). See also
Wiggins, Willging, and Stienstra (1991, pp. 20-21) ("... the complaint was the
most frequently targeted pleading...").

7 We recognize that the application of Rule 11 is not the only way to
control frivolous litigation:
"Rule 11 is one of several devices in the procedural system

for controlling abusive conduct by lawyers. As the Supreme Court

has recently told us, there is inherent power to deal with gross

out-of-court abusive conduct, Chambers v. Nasco, Inc., 59 L.W.

(June 6, 1991). Rule 37 deals with discovery abuse,

28 U.S.C. § 1927 with unreasonable and vexatious litigation, and

Rule 16 provides speedy means to rid cases of frivolous positions.

Rule 11 is confined to filed writings." Higginbotham (1991, p.

167).
See also Gilson (1990) and Wilkins (1992) (discussing various methods for
controlling lawyer misconduct, including Rule 11 sanctions). Although we do
not discuss these alternatives to Rule 11, it will be clear that our analysis
applies to any rule that provides for financial penalties on frivolous
litigants at the initiation of nonfrivolous litigants.

8 This expansion occurred through amendments to the Federal Rules of
Civil Procedure. The rapidly increasing use of Rule 11 sanctions since 1983
now is widely acknowledged. See, for example, Wilkins (1992, p. 838) ("In the
eight years since rule 11 was amended, ... there has been an explosion of
activity, ...") and Marshall, Kritzer, and Zemans (1992, p. 948)
("Unquestionably, these amendments led to a dramatic increase in Rule 11
activity"). :

For a sample of discussions following the 1983 amendments, see Burbank
(1989), Federal Judicial Center (1991), Marshall, Kritzer, and Zemans (1992),
Nelken (1986), Schwarzer (1988), Solovy and Kaster (1991) (and subsequent
articles in a symposium on Rule 11), Vairo (1988), and Wiggins, Willging, and
Stienstra (1991a; 1991b).

A recent proposal by the Advisory Committee on Civil Rules to further
amend Rule 11 has prompted strong criticism and a counterproposal by a
coalition of judges and practitioners. The proposal is presented in U.S.
Judicial Conference (1992, pp. 43-58) and the counterproposal is presented in
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controversies surrounding Rule 11 can be summarized by the following
questions:

e Should sanctions be allowed, given that they increase the complexity,
/énd therefore the cost, of 1itigation?9

e Assuming that sanctions are allowed, should the amount of the penalty

be based on the goal of compensating the nonfrivolous party for litigation

expenses or on deterring potential frivolous 1itigants?lc

Higginbotham (1991, pp. 159-170). Both are discussed in more detail below.
The controversy over Rule 11 also has percolated into the legal and
popular press. See, for example, Samborn (1992) and Labaton (1992).

9 The committee that submitted the Bench-Bar Proposal to Revise Civil
Procedure Rule 11 stated that "[S]ome of us would repeal the Rule ..." See
Higginbotham (1991, p. 162). See also American Bar Association (1988) ("...a
legitimate question is whether the federal courts need Rule 11 at all") and
Joseph (1990, p. 13) ("[t]lhere is a strong case toO be made that Rule 11 should
be abolished").

There is widespread agreement that the existence of Rule 11 increases
the cost of litigation. See, for example, Higginbotham (1991, p. 167) ("there
has been too much costly satellite litigation over the application of the
rule; ..."). Higher litigation costs undoubtedly are a factor leading some
commentators to recommend constraining or abolishing Rule 11. See, for
example, Wiggins, Willging, and Stienstra (1991a, p. 6) ("One of the issues
important to the Advisory Committee was whether the financial cost in
satellite litigation exceeded the benefits of the rule"). But see Burbank
(1989, p. 83) ("[S]atellite litigation on Rule 1l issues does not seem to us a
serious problem for either litigants or district judges in the Third Circuit")
and Marshall, Kritzer, and Zemans (1992, p. 985) ("... assertions that large
blocks of lawyers' time are being devoted to Rule 11 activities are not
substantiated by the data").

10 After stating that "[s]erious consideration should be given to the
question of the primary purpose of Rule 11", Vairo (1988, p. 233) proceeds to
contrast the effects of "shifting the focus from the compensatory purpose to
the specific deterrent purpose ..." See also Burbank (1989, pp. 10-13).
Current practice appears to be compensation oriented. See supra note 3. The
U.S. Supreme Court, however, has emphasized the deterrence purpose of Rule 11.
See Cooter & Gell v. Hartmarx Corp., 110 S.Ct. 2447, 2454 (1990) (Rule 1l's
"central purpose ... is to deter baseless filings..."). The amendments to
Rule 11 proposed by the Advisory Committee on Civil Rules also adopt a
deterrence orientation. They state in part:

"A sanction imposed for violation of this rule shall be
limited to what is sufficient to deter repetition of such conduct
or comparable conduct by others similarly situated. ... [T]he
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e If the latter, should some or all of the penalty be given to the court
rather than to the opposing party?11

e Since sanctions might be imposed by mistake, will they discourage some
legitimate plaintiffs from suing?!?

e If sanctions are not allowed, are there alternative policies that can

discourage frivolous litigation?u

sanction may consist of, or include, ... an order to pay a penalty

into court, or, if imposed on motion and warranted for effective

deterrence, an order directing payment to the movant of some or

all of the reasonable attorney's fees and other expenses incurred

as a direct result of the violation."
See U.S. Judicial Conference (1992, p. 48). The Committee Notes to the
Judicial Conference's amendments are even more explicit. See U.S. Judicial
Conference (1992, p. 53) ("the purpose of Rule 11 sanctions is to deter rather
than to compensate"). The Bench-Bar Proposal to Revise Civil Procedure
Rule 11 also adopts a deterrence orientation. See Higginbotham (1991, p. 165)
("The sanction shall be limited to what is sufficient to deter comparable
conduct by persons similarly situated").

11 ypder current practice, Rule 1l sanctions typically are given to the
other party. See supra note 5. Under the amendments proposed by the Advisory
Committee on Civil Rules, however, monetary sanctions "ordinarily [would] be
paid into court as a penalty” (although they may be paid to the nonfrivolous
party if such payments are needed to achieve deterrence). See U.S. Judicial
Conference (1992, pp. 53-54). Under the Bench-Bar Proposal to Revise Civil
Procedure Rule 11, all of the penalty would be paid to the court. See
Higginbotham (1991, p. 165).

12 Nelken (1986, p. 1340) observes, for example, that "[t]he threat of
sanctions may deter not only frivolous cases, but also potentially meritorious
cases from being filed and pursued ..." In a subsequent survey in the
Northern District of California, Nelken (1990, p. 150) reported that

"When asked whether they had not asserted claims or defenses that
they considered meritorious due to concern about Rule 11
sanctions, 15 per cent [of the lawyers] said yes; and 14 per cent
said that they had not accepted certain cases for the same
reason."
See also Vairo (1988, pp. 232-233) (suggesting that abuse of Rule 11 "is
chilling meritorious litigation and effective advocacy").

13 Most commentaries about Rule 11 do not focus on alternative policies.
But see Wiggins, Willging, and Stienstra (1991a, pp. 31-32) (reporting on
judges' opinions regarding the effectiveness of Rule 11 compared with other
methods for controlling groundless litigation) and Wilkins (1992) (discussing
a variety of methods for controlling lawyer misconduct, including Rule 11
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This article will answer these questions using an economic model of
litigation. The model is described in an informal and non-technical way in
Section II (a mathematical version appears in the Appendix). Each of the five
subsequent sections -- Sections III through VII -- uses the model to address
one of the above questions.

Throughout this article we will refer to the party who brings the
original suit as the "plaintiff" even though that party will be a defendant if
an action is brought against that party for having filed a frivolous suit.
Similarly, we will refer to the party against whom the original suit is
brought as the "defendant" even though that party will be the plaintiff in an
action claiming that the original suit was frivolous.!

The key points that emerge from our analysis may be summarized as
follows:

First, because of the increased litigation costs associated with

sanctions, they should not be universally available. We describe the

circumstances under which sanctions against frivolous suits are, and are not,
beneficial. In essence, sanctions tend to be desirable, everything else
equal, the lower the litigation costs associated with fheir use, the higher
the litigation costs in the original trial, the higher the ratio of potential
frivolous plaintiffs to legitimate plaintiffs, and the higher the probability
that a plaintiff (whether frivolous or legitimate) will prevail in the

original trial.

sanctions). We will consider two natural alternatives to Rule 11 that have
been suggested for their own merits. See infra Section VII.

14 Rule 11 usually is invoked by motion in the original litigation.
Although we will treat the imposition of a sanction against a frivolous
plaintiff as the result of a separate action, nothing material to our analysis
depends on this characterization.



Second, when sanctions are used, their level generally should be set so

as to deter potential frivolous litigants rather than to compensate

nonfrivolous parties for their litigation expenses. Although there is a
compensation-based argument for imposing penalties, we find the deterrence
rationale more convincing (for reasons to be explained). We show that to
accomplish deterrence the level of the sanction should exceed the cost to the
nonfrivolous party of bringing the subsequent action; the resulting sanction
bears only a tangential relationship to the nonfrivolous party's litigation
costs.

Third, assuming that sanctions are designed to deter frivolous behavior,

they should be "decoupled” so as to impose a greater penalty on the frivolous

party than the amount awarded to the nonfrivolous party; the difference would

go to the court. We explain how decoupling sanctions in this way can
accomplish the same degree of deterrence of frivolous suits as a "coupled"
system, but with a lower level of litigation costs. In essence, if the award
to the nonfrivolous party is lowered, fewer actions regarding sanctions will
be brought by that party, thereby saving litigation costs; but if the amount
paid by the frivolous party is raised, deterrence of frivolous behavior can be
maintained.

Fourth, although the possibility of mistaken imposition of sanctions

tends to discourage legitimate plaintiffs from suing, this effect can be

offset by raising the award to successful plaintiffs in the original action.

We show that when sanctions are used and the award to successful plaintiffs in
the original trial is raised so as to keep the expected costs imposed on the
defendant constant, the expected payoff to a legitimate plaintiff from filing

a suit actually will rise relative to the payoff in the absence of sanctions.



In other words, legitimate plaintiffs are better off if sanctions are used,
provided that the award in the original trial is adjusted appropriately.

Fifth, if sanctions are not used because of their greater complexity and

cost, there are two alternatives that also can deter frivolous suits -- a

version of the English rule of fee allocation and the "decoupling" of

liability in the initial trial. The English rule, under which the loser pays

the winner's legal costs, tends to discourage frivolous suits because, in
essence, if frivolous plaintiffs have a higher probability of losing than
legitimate plaintiffs, making a losing plaintiff pay the winning defendant'’s
legal costs imposes a higher expected cost on frivolous plaintiffs than on
legitimate plaintiffs. We explain, however, why it might be necessary to
modify the traditional English rule by making the loser pay an amount greater
than the winner’'s legal costs.

Decoupling liability in the initial trial -- such that the award to a
prevailing plaintiff is less than what the defendant pays -- also can
discourage frivolous suits for a similar reason: if frivolous plaintiffs have
a lower probability of winning than legitimate plaintiffs, the award can be
lowered so that frivolous, but not legitimate, plaintiffs will be discouraged
from suing (and the defendant’s conduct can be maintained by making losing

defendants pay a higher amount) .3

15 geveral law and economics scholars have written about frivolous
litigation generally -- explaining why a defendant might make a settlement
offer to a frivolous plaintiff even though the plaintiff would drop the case
if no offer were forthcoming -- and about how different fee allocation rules
affect the incentive to bring frivolous suits. See, for example, Rosenberg
and Shavell (1985), Bebchuk (1988), and Katz (1990) (who includes an analysis
of penalties on frivolous plaintiffs that are paid to the government). 1In
addition, Bebchuk and Chang (1992) demonstrate that making a plaintiff pay the
defendant’s legal fees if a plaintiff’'s probability of prevailing is
sufficiently low can induce plaintiffs to sue if and only if they believe
their cases are sufficiently strong (they interpret Rule 11 as an example of
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I1. A Framework for Analyzing Sanctions

In this section we will describe a relatively simple model of a
plaintiff’s decision whether to bring a suit and a defendant's decision
whether to bring an action for sanctions against the plaintiff for having
filed a frivolous suit.

A. Basic Assumptions

For simplicity, it is presumed that if a suit is brought by the
plaintiff it results in a trial (and similarly if an action for sanctions is
brought by the defendant) .16 Both the plaintiff and the defendant then incur
some trial costs. Suppose there are a fixed number of each of two types of
potential plaintiffs, frivolous ones and legitimate ones.

A key assumption in our analysis is that frivolous plaintiffs prevail at
trial with a lower probability than legitimate plaintiffs. It is important to

stress, however, that we are not defining a "frivolous suit" to be one with a

this type of fee-shifting rule).

An earlier article of ours -- Polinsky and Rubinfeld (1992) -- derived
the optimal award to a winning plaintiff and the optimal penalty on a losing
plaintiff when neither the defendant nor the court can distinguish between
frivolous and legitimate plaintiffs. We did not consider the subject of the
present article: imposing penalties on frivolous plaintiffs only after a
costly inquiry, initiated by the defendant, to determine the plaintiff'’s type.
(We did, however, briefly discuss how a highly stylized Rule 11
inquiry -- that was costless and that occurred regardless of the defendant'’s
incentives -- could accomplish the same outcome as the optimal award and
penalty that we derived.)

Although many articles in legal periodicals and monographs have been
written about Rule 11 sanctions -- see, for example, the ones cited in note 8
supra -- none of them has directly relied on the economic theory of litigation
to inform thinking about the subject. A partial exception is Gilson (1990).
Also of related interest is Bene (1991), who discusses the relevance of the
economic theory of fines (but not the economic theory of litigation) to the
issue of lawyer discipline, including Rule 11 sanctions.

16 There is no reason to think that our general conclusions would be
affected if we took the possibility of settlement into account, since the
settlement amount generally would reflect what would happen at trial.
However, the analysis would be much more complicated.
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relatively low probability of prevailing. For purposes of our analysis it is
only necessary to assume that, however frivolous litigation is defined, a
frivolous litigant bringing a particular type of suit generally has a lower
probability of prevailing than a legitimate litigant bringing the same type of
suit. For example, suppose that the definition of a frivolous suit includes a
suit in which the plaintiff knows that some alleged fact is false; our
framework would apply because, clearly, the probability of the plaintiff
"proving" this fact at trial will be lower than if the alleged fact were
true. 17.18

If a plaintiff of either type wins at trial, he receives some award from
the defendant. We assume that the defendant will not then request sanctions.
If a plaintiff loses at trial, he pays nothing to the defendant unless the
defendant seeks sanctions against him and the defendant prevails in the

9

resulting proceeding.1 In that case, the plaintiff pays a penalty to the

17 For another example of the condition in the previous sentence,
consider suits against former producers of asbestos by individuals with lung
cancer. Suppose one individual knows that he was not exposed to asbestos and
therefore that the defendant could not have caused his cancer. Nonetheless,
there is a chance that he will be able to prevail against the defendant in
court, if only because of the possibility of jury error. But clearly his
chance of prevailing will be lower than the chance for another individual
whose lung cancer was actually caused by the defendant.

18 Note that our analysis does not preclude the possibility that a
legitimate suit has a low probability of prevailing (but still higher than for
a comparable frivolous suit). An example of a low-probability legitimate suit
might be a suit filed in good faith that attempts to reverse a long-standing
law.

19 Qur assumption that an action for sanctions is brought after the
original trial is not essential. For our purposes, the important point is
that sanctions are sought after the defendant obtains some information (aside
from the fact that a suit has been filed) that allows her to assess the
likelihood that the plaintiff’s suit is frivolous. For simplicity, we
incorporate this point by assuming that the defendant decides whether to bring
an action for sanctions after she learns whether the plaintiff has won or
lost -- plaintiffs who lose are, everything else equal, more likely to be
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defendant. If an action for sanctions is brought, both the plaintiff and the
defendant incur some additional litigation costs.

The sequence of the decisions of the parties and the outcomes is
summarized in Figure 1.%

In both the original trial and the sanctions proceeding, each side bears
its own litigation costs -- that is, the American rule of fee allocation
governs. (This assumption does not prevent the award in the initial trial or
the penalty in the sanctions proceeding from including the prevailing party's
litigation costs.)

Neither the defendant nor the court is able to distinguish between
frivolous and legitimate plaintiffs at the initial trial. For simplicity,
though, we assume that if the defendant seeks sanctions, the type of plaintiff
will be correctly identified in the resulting proceeding. (We discuss in a
later section the implications of mistakes in the sanctions proceeding.)

Also, it is assumed initially that all parties are risk neutral.

frivolous. (In the context of Rule 11, the information that leads a party to
file a motion for sanctions often is obtained early in the litigation
process.)

20 Qur analysis of a possible action for sanctions following the initial
trial is one of the first to model litigation that occurs in stages. Of
related interest analytically, however, are two articles by William Landes.

In the first of these, Landes (1992) discusses "sequential" trials, in which a
trial to determine the plaintiff’s damages occurs only if the plaintiff
prevails in a prior trial to determine the defendant’'s liability. 1In his
second article (not circulated yet, but described to us), Landes considers the
possibility that the defendant will bring a "countersuit" against the
plaintiff. That article is closer in spirit to our own, although it differs
in two important respects. First, it allows for the possibility of a
countersuit even in the absence of an initial suit. Second, it is not
concerned with frivolous litigation.
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FIGURE 1

The Structure of the Litigation Process
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B. Defendant's Decision to Bring an Action for Sanctions

It will be useful to begin with the second stage of the litigation
process, when the defendant decides whether to request sanctions if she has
prevailed in the original suit. Although the defendant does not know whether
the specific plaintiff over whom she has prevailed is a frivolous plaintiff or
a legitimate plaintiff, we assume that the defendant knows the general
tendencies of potential frivolous and potential legitimate plaintiffs to sue,
and therefore that she knows the probability that the plaintiff over whom she
has prevailed is a frivolous or legitimate plaintiff. (To be precise, the
defendant also must be presumed to know the relative numbers of potential
frivolous and legitimate plaintiffs and their respective probabilities of
winning.)

Civen our earlier assumption that a sanctions proceeding will correctly
identify the plaintiff’s type, the probability that the defendant will obtain
a penalty if she seeks sanctions equals the probability that a losing
plaintiff is frivolous. The defendant will seek sanctions if the expected
value of the penalty -- which equals the probability that the plaintiff is
frivolous times the amount of the penalty -- exceeds the defendant’s
litigation costs associated with the sanctions proceeding. Obviously, if the
penalty is set high enough, the defendant can be induced to request sanctions
(provided at least some frivolous plaintiffs sue).

C. Plaintiffs’ Decisions to Sue

First consider a frivolous plaintiff’s decision to file a suit
initially. Clearly, that decision depends on whether the defendant will bring
an action for sanctions against a losing plaintiff. If the defendant would

bring an action, then if the plaintiff sues and loses he will anticipate
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having to pay a penalty and having to bear the additional litigation costs
associated with the sanctions proceeding. Thus, a frivolous plaintiff would
sue initially only if the expected value of the award in the initial trial
exceeds the sum of his litigation costs in the initial trial and his expected
costs associaged with the sanctions proceeding (the probability that he will
lose the initial trial times the sum of the penalty and his litigation costs
in the sanctions proceeding).

1f the defendant would not request sanctions, then the plaintiff will
bring a suit if the expected value of the award in the initial trial exceeds
his litigation costs in the initial trial.

Next consider a legitimate plaintiff’s decision. That decision, too,
depends on whether the defendant will bring an action for sanctions against a
losing plaintiff. For a legitimate plaintiff, however, the only cost of an
action against him is his litigation cost (given our assumption that the
sanctions inquiry will correctly identify the plaintiff's type).

If the defendant would request sanctions, then a legitimate plaintiff
will sue initially if the expected value of the award in the initial trial
exceeds the sum of his litigation costs in the initial trial and his expected
litigation costs associated with the sanctions proceeding (the probability
that he will lose the initial trial timés his litigation costs in the
sanctions proceeding).

1f the defendant would not request sanctions, then a legitimate
plaintiff will sue initially if the expected value of the award in the initial
trial exceeds his litigation costs in the initial trial.

We assume that if actions for sanctions are not brought, then both

frivolous and legitimate plaintiffs will sue. If this were not the case, the
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analysis would be uninteresting: for then either just legitimate plaintiffs
would sue or no one would sue, and there would be no need to consider
sanctions to control frivolous litigation.

Note that there are two important differences between a frivolous
plaintiff and a legitimate plaintiff in terms of the decision to sue: the
probability of losing the original trial is higher for a frivolous plaintiff;
and only a frivolous plaintiff faces the possibility of a penalty (under our
current assumptions). Both of these differences imply that the incentive to

sue is lower for frivolous plaintiffs.

D. Types of Equilibria

The preceding discussion showed that the defendant’s decision whether to
bring an action for sanctions depends on the plaintiffs’ decisions whether to
sue, and vice versa. An equilibrium occurs in the model when each party is
doing the best it can for itself given its beliefs about what the others will
do, and these beliefs are correct.?!

One possible equilibrium is that the defendant does not request
sanctions and both types of plaintiff file suit. (Recall that we assumed
above that both types of plaintiff will sue if the defendant does not seek
sanctions.) This equilibrium could occur, for example, if the penalty is
relatively small or if the probability that a losing plaintiff is frivolous is
relatively small, so that it is not worthwhile for the defendant to incur the
litigation costs associated with a sanctions proceeding. We will refer to
this as the "no-sanctions equilibrium.”

A second possible equilibrium can occur in which the defendant does

21 7o the extent that parties’ expectations about what others will do
are not correct, the parties (or their lawyers) will learn from their
experience and adjust their expectations accordingly.
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request sanctions, all legitimate plaintiffs file suit, and some, but not all,
frivolous plaintiffs file suit. The reason some frivolous plaintiffs must
file suit in this equilibrium is that, if none did, the defendant would expect
that every losing plaintiff was a legitimate plaintiff and therefore would not
find it worthwhile to seek sanctions (assuming, as we do for now, that there
are no mistakes in the sanctions inquiry). We will refer to this equilibrium
as the "sanctions equilibrium."”

In the sanctions equilibrium frivolous plaintiffs must be indifferent
between suing and not suing. For if they definifely preferred not to sue,
then the defendant would not request sanctions. Conversely, if they
definitely preferred to sue, then all would sue, rather than just some.

(There is another possible equilibrium in which the defendant seeks sanctions
and all frivolous plaintiffs sue. However, this equilibrium is not of
interest from a public policy perspective -- in essence because it is
dominated by the no-sanctions equilibrium.22 As a consequence, we have
defined the sanctions equilibrium to be one in which frivolous plaintiffs are
indifferent between suing and not suing, and in which only a fraction of them

sue.)?

22 The no-sanctions equilibrium is preferable because the same degree of
deterrence of the defendant’'s conduct can be achieved without incurring the
litigation costs associated with actions for sanctions. For further
discussion of this point see the Appendix.

23 The general results in this article do not depend on the "knife-edge"
character of the sanctions equilibrium -- in which frivolous plaintiffs are
indifferent between suing and not suing. However, this equilibrium is the
simplest one that allows us to develop the main points of this article. See
also notes 62 and 64 ir ra.
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E. Social Welfare and Public Policy

In general, social welfare includes the gain to the defendant from
engaging in the conduct that gives rise to the suits, the harm caused by the
defendant, and the litigation costs borne by all parties. A discussion of how
the level of social welfare in the no-sanctions equilibrium compares to the
level of social welfare in the sanctions equilibrium will be deferred to
Section III.

For now, we simply want to observe that either type of equilibrium can
be achieved by the appropriate choice of the level of the penalty. If the
penalty is set low enough, the defendant will not request sanctions, so that,
given our earlier assumption, both types of plaintiff will sue. This results
in the no-sanctions equilibrium. If this equilibrium is desirable, it is most
natural to assume that it is obtained simply by prohibiting actions for
sanctions.

Alternatively, the level of the penalty can be chosen so as to achieve
the sanctions equilibrium described in the previous subsection. That there
exists a level of the penalty that makes frivolous plaintiffs indifferent
between suing and not suing is plausible since, if the penalty is very low,
frivolous plaintiffs will prefer to sue, and if it is very high, they will

prefer not to sue.24

24 One might wonder why the penalty is not raised above the level that
makes frivolous plaintiffs indifferent between suing and not suing, so that
they prefer not to sue. Recall that this outcome is not an equilibrium in our
model since, if only legitimate plaintiffs sued, the defendant would never win
an action for sanctions and therefore would not be willing to bring them. (In
a more general model -- such as one in which legitimate plaintiffs might
mistakenly be found to be frivolous -- the condition that frivolous plaintiffs
be indifferent between suing and not suing would not be necessary; see ‘infra
note 64.)
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F. Numerical Example

To make the model introduced in this section more concrete, consider the
following numerical example (which will be used throughout the article to
illustrate our points).25 Suppose there are 100 potential frivolous
plaintiffs and 100 potential legitimate plaintiffs. 1In the original trial,
frivolous plaintiffs prevail with probability .3, legitimate plaintiffs
prevail with probability .8, and each party (including the defendant) incurs
litigation costs of $10,000. 1If sanctions are not allowed, it is assumed that
an award of $100,000 to a prevailing plaintiff maximizes social welfare.

Note that in the absence of sanctions both types of plaintiff will sue:
the expected award at trial for a frivolous plaintiff is $30,000
(= .3 x $100,000); the expected award for a legitimate plaintiff is $80,000
(= .8 x $100,000); and litigation costs are only $10,000 for each type of
plaintiff. This situation jllustrates the no-sanctions equilibrium since the
defendant does not seek sanctions and both types of plaintiff file suit.

Now suppose that sanctions are available and that an additional $$;OOO
in litigation costs will be incurred by each party in a sanctions proceeding.
Assume further that the award to a prevailing plaintiff in the original trial
is raised to $135,250 and that the penalty in the sanctions proceeding is
$38,679 (the reason for choosing these numbers will be explained in
Section III).

1f actions for sanctions are brought, frivolous plaintiffs will be
indifferent between suing and not suing: their expected award in the initial

trial is $40,575 (= .3 x $135,250); this equals the sum of their litigation

25 The assumptions embodied in the example have been chosen to
illustrate the points of this article as simply as possible.
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costs in the initial trial, $10,000, and their expected costs associated with
a sanctions proceeding, $30,575 (= .7 x [$38,679 + $5,000]). Legitimate
plaintiffs, however, will prefer to sue: their expected award in the initial
trial is $108,200 (= .8 x $135,250), which greatly exceeds the sum of their
litigation costs in the jnitial trial, $10,000, and their expected litigation
costs associated with a sanctions proceeding, $1,000 (- .2 x §5,000).

Finally, comsider whether the defendant will seek sanctions. Suppose
that 40% of the potential frivolous plaintiffs sue. This implies that the
probability that a losing plaintiff is frivolous is .583.26  Thus, the
defendant will request sanctions because the expected value of the penalty
that she will receive, $22,550 (= .583 x $38,679), greatly exceeds her
sanctions-related litigation costs, $5,000.

The situation just described illustrates the sanctions equilibrium since
the defendant brings actions for sanctions, all legitimate plaintiffs file

suit, and some, but not all, frivolous plaintiffs file suit.

III. Should Sanctions be Allowed, Given that Thev Increase_the Complexity,

and therefore the Cost, of Litigation?

Within our framework, the answer to this question depends on whether the
level of social welfare is higher under the no-sanctions equilibrium or the
sanctions equilibrium. A comparison of social welfare under these two
equilibria is complicated by the fact that if the award in the initial trial

is the same in both cases, the expected costs of the defendant -- and

26 gince the expected number of losing frivolous plaintiffs is 28
(= .7 x [.4 x 100]) and the expected number of losing legitimate plaintiffs 1s
20 (= .2 x 100), the fraction of losing plaintiffs who are frivolous is .583
(= 28/[28 + 20]).
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therefore her incentive to engage in the conduct that gives rise to the
suits -- generally will be different. To simplify matters, we will assume in
this section that the award in the initial trial is adjusted in the sanctions
equilibrium so as to just maintain the level of the defendant's expected costs
that occurs in the no-sanctions equilibrium.27

Given this assumption, the behavior of the defendant will be the same in
the two equilibria, and therefore so will the gain to the defendant from
engaging in the conduct, as well as the harm caused by the defendant. Thus,
the welfare comparison between the two equilibria depends solely on their
respective litigation costs.?

in the no-sanctions equilibrium, both types of plaintiff sue, but, by
definition, there are no subsequent actions for sanctions. Litigation costs
in this equilibrium therefore consist solely of the plaintiffs’ and the
defendant's litigation costs in the original trial.

In the sanctions equilibrium, all legitimate plaintiffs sue, only some
" frivolous plaintiffs sue, and actions for sanctions are brought against losing
plaintiffs. Litigation costs in this equilibrium consist of the plaintiffs’

and the defendant’s litigation costs in the original trial for those

plaintiffs who sue, plus the plaintiffs’ and the defendant’s litigation costs

27 That this can be accomplished is demonstrated in the Appendix.

28 Although our discussion of whether sanctions are desirable focuses on
their effect on aggregate litigation costs, one could easily incorporate into
our analysis a preference for deterring frivolous suits independently of their
effect on litigation costs (and independently of their effect on the
defendant's behavior). Although the existence of such a preference obviously
would put more weight on the scale in favor of the sanctions
equilibrium -- and thereby affect our discussion in this section -- the
remainder of the article would not be changed because, after the present
section, we assume that the sanctions equilibrium is preferable to the
no-sanctions equilibrium.
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associated with the sanctions proceedings against the subset of plaintiffs who
lose.

This discussion suggests that either type of equilibrium could be
preferable. On one hand, prohibiting actions for sanctions obviously saves
litigation costs. On the other hand, allowing such actions deters some
frivolous plaintiffs from suing and therefore saves litigation costs
associated with initial trials. Depending on the circumstances, either
equilibrium could lead to lower litigation costs.

It will be useful to see when each equilibrium would be the better omne.
We will do this by imagining that sanctions are not allowed and then
describing the effects on litigation costs if sanctions are permitted.

Not surprisingly, sanctions tend to be desirable the lower the parties'’
litigation costs associated with a sanctions proceeding, for then the
deterrence of frivolous suits can be achieved at low cost. Also, sanctions
tend to be beneficial the higher the parties’ litigation costs in the original
trial. This is because the deterrence of a frivolous suit then avoids more
litigation costs.

Sanctions also tend to enhance welfare the higher the probability that a
plaintiff (of either type) will prevail in the original trial. The
explanation of this result is slightly more complicated. The higher the
probability that a plaintiff will prevail in the original trial, the lower the
probability that there will be an action for sanctions (since a request for
sanctions occurs in our model only if a plaintiff loses). Thus, the
beneficial effects of sanctions (in terms of deterring some frivolous suits)
can be achieved with lower expected litigation costs as the probability that a

plaintiff will prevail in the original trial rises.
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Sanctions also tend to be desirable the lower the number of legitimate
plaintiffs. This is because if there are fewer legitimate plaintiffs, there
will be fewer legitimate plaintiffs who will lose the initial trial, and
therefore fewer (wasteful) actions for sanctions against legitimate
plaintiffs.

Finally, and perhaps most surprisingly, the desirability of sancﬁions
depends in an ambiguous way on the number of potential frivolous plaintiffs.
On one hand, the greater the number of potential frivolous plaintiffs, the
greater the litigation costs saved by deterring frivolous suits initially. Omn
the other hand, the greater the number 6f frivolous plaintiffs, the greater
the number of actions for sanctions that will result, and the greater the
litigation costs associated with these actions. The latter effect could
dominate if the costs of sanctions proceedings are relatively high, if the.
fraction of potential frivolous plaintiffs deterred is relatively low, and if
the probability that a frivolous plaintiff will lose the original trial is
relatively high (resulting in a larger number of sanctions proceedings).

The discussion in this section shows that sanctions may or may not be
socially desirable. A key determinant of whether they should be permitted is
the cost of litigation in the original trial relative to the cost in the
sanctions proceeding. If litigation costs are relatively high in the original
trial, then the litigation cost savings from deterring some frivolous suits
through the use of sanctions will more than compensate for the increased
litigation costs resulting from the sanctions proceedings.

It will be instructiQe to illustrate some of the points in the present
section with the numerical example from Section II. First observe that the

expected costs borne by the defendant in the no-sanctions equilibrium are
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$13 million: $4 million associated with suits by frivolous plaintiffs

(= 100 x [(.3 x $100,000) + $10,000]), plus $§9 million associated with suits
by legitimate plaintiffs (= 100 x [(.8 x $100,000) + $10,000]). 1In the
sanctions equilibrium, if the award is $135,250 and the penalty is 538,679,
the expected costs borne by the defendant also will be $13 million:

$1.08 million associated with suits by frivolous plaintiffs. (= [.4 x 100]

x ((.3 x $135,250) - (.7 x [$38,679 - $5,000]) + $10,000}), plus

$11.92 million associated with suits by legitimate plaintiffs

(= 100 x [(.8 x $135,250) + (.2 x $5,000) + $10,000]).

As noted above, if the defendant’'s costs are the same in the two
equilibria, the welfare comparison between them depends solely on their
respective litigation costs. In the example, litigation costs in the
no-sanctions equilibrium are $4 million (= [100 + 100] x [$10,000 + $10,000]),
while litigation costs in the sanctions equilibrium are $3.28 million.?
Thus, in this example, sanctions are socially desirable -- the savings in
litigation costs in the initial trial as a result of deterring 60% of the
potential frivolous plaintiffs more than offsets the additional litigation
costs associated with sanctions.

The example easily could be modifiéd, however, to show that sanctions
are not desirable under other assumptions. For instance, if the litigation
cost per party in a sanctions proceeding were much higher than $5,000, then
the no-sanctions equilibrium would be preferable.

From ﬁhis point on, in order to focus on the optimal design of a system

of sanctions, we will assume that actions for sanctions are socially desirable.

29 Litigation costs in the sanctions equilibrium are:
((.4 x 100) x [$10,000 + $10,000 + (.7 x [$5,000 + $5,000])]}
+ (100 x [$10,000 + $10,000 + (.2 x [$5,000 + $5,000])]) = $3,280,000.
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1V. Should the Amount of the Penalty be Based on the Goal of Compensating

the Nonfrivolous Party for Litigation Expenses or on Deterring

Poternitial Frivolous Litigants?

Upon first consideration, it might seem that the two goals referred to
in this question are not in substantial conflict, since making the frivolous
party pay for the nonfrivolous party’s litigation costs will both compensate
the nonfrivolous party and deter, at least to some extent, the frivolous
party. We will show, however, that the level of the penalty that achieves
proper deterrence is only tangentially related to the nonfrivolous party’s
litigation expenses. Therefore, a choice has to be made between these two
goals.

To understand the economic rationale for setting the penalty equal to
the nonfrivolous party’'s litigation costs, it is necessary to expand the
framework from Section II to include the possibility that one or both of the
parties is risk averse rather than risk neutral (as was assumed initially).3°
Risk-averse persons suffer disutility from the bearing of risk to the extent
that they are not insulated from risk by insurance or other means. Since
social welfare depends on the utility of individuals, their bearing of risk
lowers social welfare.

Risk aversion provides a possible economic justification for setting the

penalty equal to the nonfrivolous party'’s litigation costs. Suppose that the

30 Risk aversion means, in essence, that a person cares not only about

the expected value of a risky situation but also about the absolute magnitude
of the risk. For example, a risk-averse person would not be indifferent
between losing $1,000 with certainty and a ten percent chance of losing
$10,000, even though the expected loss 1s $1,000 in the latter case. She
would prefer the $1,000 loss with certainty or, equivalently, to buy an
insurance policy for $1,000 that would compensate her fully in the event that
she lost $10,000. ’
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frivolous party is a plainﬁiff and the nonfrivolous party is the defendant, as
we have been assuming, and that the defendant is risk averse. It is
desirable, therefore, that the defendant not bear any unnecessary risk.
However, the defendant faces two risks with respect to potential frivolous
plaintiffs -- that she will be sued and lose notwithstanding the fact that the
plaintiff is frivolous, or that she will be sued and win but still bear her
litigation costs. The latter risk can be eliminated by making a losing
frivolous plaintiff pay a penalty equal to the defendant's litigation
costs.3!
Note that this reasoning implies that the defendant's litigation costs
in both the original trial and the action for sanctions should be included in
the penalty. Otherwise, the defendant still would bear some risk even if she
prevails in the original suit and in the sanctions proceeding.32

To see this in the numerical example, note that if a frivolous plaintiff

sues the defendant and loses, the defendant still suffers a loss of

31 For reasons explained in the Appendix, the ability of sanctions to
reduce the bearing of risk by the defendant may be more limited than is
suggested here.

32 Rule 11 sanctions presumably include all of the defendant's
litigation costs when the plaintiff’'s original complaint is the basis for the
Rule 11 motion. See Federal Rules of Civil Procedure, Rule 11:

"[the court shall impose] ... an appropriate sanction, which may

include an order to pay to the other party or parties the amount

of the reasonable expenses incurred because of the filing of the

pleading, motion, or other paper, including a reasonable

attorney’'s fee." [emphasis added]
The revisions proposed by the Advisory Committee on Civil Rules, as well as
those contained in the Bench-Bar Proposal to Revise Civil Procedure Rule 11,
use essentially identical language. See U.S. Judicial Conference (1992, p.
48) ("the sanction may consist of, or include, ... an order directing payment
to the movant of some or all of the reasonable attorneys’ fees and other
expenses incurred as a direct result of the violation") and Higginbotham
(1991, p. 172) ("...the court may award to the party prevailing on the motion
the reasonable expenses and attorney's fees incurred in presenting or opposing
the motion").
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$10,000 -- her litigation costs in the original trial. A penalty equal to
just the defendant's cost of bringing an action for sanctions, $5,000, would
not reduce this loss at all (it would simply compensate the defendant for the
cost of bringing the action); but a penalty equal to the sum of the
defendant's litigation costs in the original trial and the sanctions
proceeding, $15,000, would eliminate it entirely. (For a reason explained
below, the fact that the penalty should jnclude both sets of litigation costs
contributes to the conflict between the compensatory rationale for penalties
and the deterrence rationale.)

Although there is nothing inappropriate per se about the compensatory
rationale for penalties, the following observation suggests that it may not be
very important. If the risk aversion of defendants were of great concern, one
would expect a fee allocation rule to have been adopted that would always
require a losing plaintiff to compensate the defendant for her litigation
costs -- that is, regardless of whether the defendant requests sanctions. In
fact, however, such a rule is not the norm in the United States.3? It would
be peculiar, therefore, to rely heavily on risk-bearing considerations to
justify the use of sanctions or to justify setting the level of the penalty
equal to the nonfrivolous party's litigation costs.

For the preceding reason, we give greater weight to the deterrence

33 For example, Shavell (1982, pp. 55-56 n.2) notes that the system in
which both sides bear their own litigation costs "is the prevailing method for
allocating legal costs in the United States, although exceptions to its use
are made in certain jurisdictions for certain categories of case..." The only
example he provides of a rule favoring defendants is in medical malpractice
cases in Florida.
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rationale for imposing sanctions.3* We will now show that, from this
perspective, the penalty must exceed the cost to the nonfrivolous party of
bringing an action for sanctions and that the proper penalty is only
tangentially related to the nonfrivolous party’'s litigation costs.

To deter frivolous suits in the model described in Section II, it is
necessary to induce the defendant to seek sanctions if she wins the original
trial. (Otherwise, given our assumptions, frivolous plaintiffs would sue,
knowing that they would not face penalties.) Recall that the defendant will
request sanctions if the expected value of the penalty that she will
receive -- the probability that the defendant will pfevail in the sanctions
proceeding times the amount of the penalty -- exceeds the defendant’s
litigation costs associated with the proceeding.

If all losing plaintiffs were frivolous plaintiffs, the defendant would
be certain to win the action for sanctions (assuming, as we do for now, that
there are no mistakes). Then the penalty only would have to equal the
defendant'’'s litigation cost in the action (plus a little more) in order to
induce her to bring such an action.

However, in general, some losing plaintiffs will be legitimate
plaintiffs, and therefore the probability that the defendant will prevail in

the action for sanctions is less than one. To make up for the chance that the

34 This conclusion is premised on the assumption that the compensatory
rationale for sanctions is based on the desirability of reducing risk.
However, a compensatory rationale for sanctions could be derived from other
considerations. For example, if one believes on fairness grounds that
nonfrivolous parties have a right to be free of the costs imposed by frivolous
parties, then setting penalties equal to the nonfrivolous party'’s litigation
costs would be desirable even if such a policy increased the risk borne by the
nonfrivolous party. To the extent that fairmess or other considerations not
based on risk aversion provide a compensatory rationale for sanctions, the
conclusion in the text might have to be modified.
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defendant will lose the action, the penalty must be at least a multiple of the
defendant’s cost of bringing it. For example, if half of all losing
plaintiffs are frivolous, then the penalty has to be at least twice the
defendant's sanctions-related litigation costs; if one-quarter of the losing
plaintiffs are frivolous, the penalty has to be at least four times the
defendant's sanctions-related litigation costs; and so forth.?

This discussion provides two reasons why the level of the penalty that
deters frivolous litigation bears little relationship to the level that
compensates the nonfrivolous party for her litigation costs. First, a
deterrence-based penalty does not depend on the nonfrivolous party's
litigation costs in the original trial. Those costs are "sunk costs" at the
time the nonfrivolous party is deciding whether to request sanctions. A
compensation-based penalty, however, would include those costs. Second, a
deterrence-based penalty generally would be, at a minimum, a multiple of the
nonfrivolous pafty's cost of seeking sanctions. A compensation-based penalty,
in contrast, would include without adjustment the nonfrivolous party’s cost of
seeking sanctions.

The differences between a compensation-based and a deterrence-based
penalty can be illustrated in the numerical example. As noted above, a

compensation-based penalty would be $15,000, the sum of the defendant’s

35 Under Rule 11, the payment to the party bringing a motion for
sanctions normally equals the litigation costs incurred by that party. See
supra note 3. Under the amendments to Rule 11 proposed by the Advisory
Committee on Civil Rules, the party bringing a Rule 1l motion would receive no
more than her litigation costs. See U.S. Judicial Conference (1992, pp. 47-
48, 54). Thus, the need to multiply litigation costs to make up for the
chance of not prevailing on the Rule 11 motion apparently has been overlooked.
(Since only the litigation costs associated with the Rule 11 motion need to be
multiplied, awarding a party her entire litigation costs might provide a
sufficient inducement to bring the motion; but this would be fortuitous.)
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litigation costs in the original trial and the action for sanctions. A
deterrence-based penalty would have to be at least a multiple of the $5,000
cost to the defendant of bringing an action. Since the probability that a
losing plaintiff is frivolous is .583 (see the discussion in subsection I1.F),
this is the probability that the defendant will prevail in a sanctions
proceeding. Hence, the defendant's sanctions-related litigation costs have to
be multiplied by at least 1.72 (= 1/.583) to make it worthwhile for the
defendant to bring an action, which means that the penalty must be at least
$8,600 (= 1.72 x §5,000). (In fact, however, the deterrence-based penalty in
the numerical example is $38,679; it needs to be this large since any lower
penalty would lead all potential frivolous plaintiffs to sue.)

For the reasons discussed in this section, we will hereafter assume that
penalties are designed to achieve proper deterrence of frivolous litigation

rather than to compensate nonfrivolous parties for their litigation costs.

V. Should Some or All of the Penalty be Given to the Court Rather Than to

the Opposing Party?

To answer this question within the framework of Section II, suppose that
what a frivolous plaintiff pays in the form of a sanction now can differ from
what the defendant receives. Although the plaintiff’s payment could be
greater than or less than the amount the defendant receives, we will
concentrate on the former case (for reasons that will become clear below), and
assume that the excess of what the plaintiff pays over what the defendant
receives goes to the court.

Everything else equal, if the defendant does not receive the full amount

of the penalty paid by a frivolous plaintiff, the defendant’'s incentive to
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seek sanctions will be lessened. Obviously, the payment to the defendant
cannot be lowered too much or the defendant will not be willing to bring such
actions. For reasons discussed in the previous section, the payment cannot
fall below an appropriate multiple of the defendant’s sanctions-related
litigation costs.

To understand why it might be desirable, however, to give some of a
frivolous plaintiff’s penalty to the court rather than the defendant, it will
be useful to add to the framework of Section II the possibility that potential
defendants differ in terms of their cost of bringing actions for sanctions.3®
Such cost variations might occur, for example, because defendants value their
time differently or because they do not "shop around" extensively for legal
counsel.

We will assume that the court awards the same amount to every defendant
who prevails in an action for sanctions. Given this common payment, it is
clear that defendants for whom the cost of bringing an action is relatively
high will not bring such actions and that defendants for whom the cost is
relatively low will bring them.

Moreover, and most importantly, if the payment 1is lowered, fewer
defendants will be willing to request sanctions. In terms of social welfare,
a reduction in the number of sanctions proceedings is desirable, everything
else equal, because the cost of litigation is lowered.

However, if fewer actions for sanctions are brought, frivolous

plaintiffs might not be deterred from bringing suits initially. This

36 (Gonsideration of this possibility is one way to illustrate the main
point of Section V. Including other litigation-cost variations -- such as
among defendants in the original trial or among plaintiffs -- would complicate
the analysis without fundamentally affecting our conclusions.
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potential problem can be offset by raising the penalty that a frivolous
plaintiff has to pay after losing an action. For example, suppose that a
potential frivolous plaintiff believes that there is only a fifty percent
chance that if he sues and loses, the defendant will seek sanctions against
him.37 If the penalty paid by a frivolous plaintiff is doubled, the expected
penalty will not have changed. The penalty actually needs to be raised by
more than this to offset the plaintiff’s expected savings in litigation costs
as a result of a lower chance of an action being brought against him.
Clearly, there exists an appropriate increase in the penalty that will leave
frivolous plaintiffs’ behavior unaffected despite the reduced probability of
sanctions.

The discussion in the preceding several paragraphs implies that the
sanction should be "decoupled" by paying a defendant who prevails in an action
for sanctions less than the amount that has to be paid by the frivolous
plaintiff who loses the action. Paying defendants less reduces the number of
actions; and making frivolous plaintiffs pay more maintains the deterrent
effect of such actions. Relative to the outcome when the amount received by
the defendant is equated to the amount paid by a frivolous plaintiff, this
decoupled system lowers litigation costs without sacrificing the deterrent
effect of sanctions.®®

The preceding discussion also suggests why it is not desirable to

37 This belief would be reasonable, for instance, if there are an equal

number of high-litigation-cost and low-litigation-cost defendants, of whom
only the latter will seek sanctions, and the plaintiff does not know which
type he has sued.

38 gatz (1990, pp. 19-20) showed that a large enough penalty paid by
frivolous plaintiffs to the government could deter frivolous suits. Under
this form of decoupling, the government rather than the opposing party must
take the initiative in enforcing the sanction.
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decouple the sanction by awarding the defendant more than a frivolous
plaintiff pays: doing so would both encourage more requests for sanctions,
thereby increasing litigation costs, and reduce the deterrence of frivolous
suits.3?

When sanctions are optimally decoupled, there wiil be a surplus equal to
the difference between what a frivolous plaintiff pays and what the defendant
receives. Provided that this surplus is not returned to the parties, it is
immaterial to whom it is given. We assume that the surplus is given to the
court (or goes into the general treasury).“

To see in the numerical example how decoupling the penalty can improve
social welfare, suppose that the cost of bringing an action for sanctions
varies among defendants, with half of them having costs of $2,500 and half
having costs of $7,500. Assuming that the probability that a defendant will
prevail in an action still is .583, the amount of the penalty given to
defendants must be just over $4,288 (= [1/.583] x $2,500) in order to induce
low-litigation-cost defendants to seek sanctions (their expected award then

will just exceed their $2,500 cost of bringing the action). Since high-

litigation-cost defendants clearly will not request sanctions if the award is

39  Although the intuition in this paragraph is correct, there are some
circumstances in which it is consistent with the result that the defendant
should be awarded more than what a frivolous plaintiff pays. If the wealth of
frivolous plaintiffs is quite limited, they will not be able to pay very much.
Hence, to deter them, the probability of an action for sanctions being brought
must be relatively high, which in turn might require awarding the defendant an
amount greater than what frivolous plaintiffs pay. Our discussion in the text
implicitly assumes that these circumstances do not apply. See generally
Polinsky and Che (1991).

40 Under both the amendments to Rule 11 proposed by the Advisory
Committee on Civil Rules and the Bench-Bar Proposal to Revise Civil Procedure
Rule 11, the surplus (in the latter case, the entire penalty) would be paid to
the court. See supra note 1ll.
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this low, only one-half of all potential actions will be brought. To continue
to appropriately deter frivolous plaintiffs, the penalty must be more than
doubled (to offset the plaintiff’s expected savings in litigation costs), from
$38,679 to $82,358.41 Given this penalty, the behavior of potential

frivolous plaintiffs will not be affected. But decoupling the penalty in this
way is desirable because the litigation costs associated with sanctions fall
from $480,000 to $180,000, a savings of $300,000.4 1In addition, a surplus

of $1.87 miliion (= [(.4 x 100 x .7) + (100 x .2)] x .5 x ($82,358 - $4,288))

will be available to the court or the general treasury.

VI. Since Sanctions Might be Imposed by Mistake. will They Discourage Some

lepgitimate Plaintiffs from Suing?

Before answering this question, it will be useful to consider the
effects on legitimate plaintiffs of actions for sanctions even when there are
no mistakes.

The framework in Section II presumed, for simplicity, that the sanctions

proceeding correctly identified the plaintiff’'s type. Yet even within that

41 If actions for sanctions are brought with certainty and the penalty
is $38,679, a frivolous plaintiff’s costs as a result of an action, including
his litigation costs, are $43,679 (= $38,679 + $5,000). If actions are
brought with a probability of .5 and the penalty is $82,358, a frivolous
plaintiff’s expected costs as a result of an action also are $43,679 (= .5 x
[$82,358 + $5,000]).

42 Litigation costs when the penalty is not decoupled and both types of

defendant seek sanctions are
([(.4 x 100 x .7) + (100 x .2)] x .5 X ($2,500 + $5,000))

+ {[(.4 x 100 x .7) + (100 x .2)] x .5 % ($7,500 + $5,000)) = $480,000.
The first term in braces represents litigation costs associated with actions
for sanctions by low-litigation-cost defendants, and the second term
represents the corresponding litigation costs associated with high-litigation-
cost defendants. Litigation costs when the penalty is decoupled and only low-
litigation-cost defendants requests sanctions are

[(.4 x 100 x .7) + (100 x .2)] x .5 X ($2,500 + $5,000) = $180,000.
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framework legitimate plaintiffs are adversely affected by the prospect of
sanctions. Although they will not be found liable after a sanctions
proceeding, they will incur litigation costs as a result of it. Everything
else equal, the prospect of these costs reduces their incentive to bring a
suit initially.®

Now suppose, more realistically, that mistakes can occur in the
sanctions process and that legitimate plaintiffs sometimes have to pay
sanctions.* This possibility obviously reinforces the conclusion of the
previous paragraph that the existence of sanctions reduces the incentive of
legitimate plaintiffs to bring suits.

However, if the cost of defending against an action for sanctions and
the risk of mistaken imposition of a penalty would cause legitimate plaintiffs
to forgo suing, their incentive to sue can be restored by raising the award to
prevailing plaintiffs in the original trial. In other words, no matter how
adverse the effects of sanctions are for legitimate plaintiffs, they still
will sue if the award in the original trial is high enough.

It might seem, though, that raising the initial award also will induce
more frivolous plaintiffs to bring suits, contrary to the purpose of a system
of sanctions. It is true that raising the award will increase the incentive
of both legitimate and frivolous plaintiffs to sue. However, because
legitimate plaintiffs have a higher probability of prevailing in the original
trial than do frivolous plaintiffs, raising the award will benefit them more.

As a result, and because raising the penalty adversely affects frivolous

43 yithin the model, the probability that they bear these costs equals
the probability that they lose the initial trial.

4  The chance that frivolous plaintiffs may escape liability because of
mistakes in the sanctions process will be discussed briefly below.
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plaintiffs more than legitimate plaintiffs, it is possible to raise the award
in the initial trial and the penalty so that, despite the possibility that
legitimate plaintiffs will be mistakenly held liable in sanctions proceedings,
the incentive of legitimate plaintiffs to sue can be maintained without
increasing the incentive of frivolous plaintiffs to sue. Everything else
equal, the greater the likelihood that legitimate plaintiffs will be
mistakenly found liable in sanctions proceedings, the higher the optimal award
to prevailing plaintiffs in the original trial and the higher the optimal
penalty.

The effects of mistakes on the optimal award in the original trial and
the optimal penalty can be jllustrated in the numerical example. Recall that,
when the possibility of mistakes was ignored, the optimal award was $135,250
and the optimal penalty was $38,679. Now suppose that 25% of the legitimate
plaintiffs who lose the initial trial are incorrectly determined to be
frivolous plaintiffs in sanctions proceedings. Then it can be shown that
raising the award in the original trial by $2,484 -- to $137,734 -- and
raising the penalty by $1,064 -- to $39,743 -- will restore the incentive of
potential legitimate plaintiffs to sue, while still appropriately deterring

potential frivolous plaintiffs.“

45 1t was shown in subsection II.F that if the award is $135,250 and the
penalty is $38,679 and if there are no mistakes, legitimate plaintiffs will
sue because their expected award in the initial trial ($108,200) exceeds the
sum of their litigation costs in the initial trial ($10,000) and their
expected litigation costs associated with the sanctions proceeding (§1,000).
The resulting value of a suit to a legitimate plaintiff is $97,200 (= $108,200
- $10,000 - $1,000). If 25% of the legitimate plaintiffs who lose the initial
trial are incorrectly determined to be frivolous plaintiffs in sanctions
proceedings, their incentive to sue -- as measured by the value of a
suit -- falls by $1,934 (= .2 x .25 X $38,679). (Although in this example
legitimate plaintiffs still would sue despite the risk of mistakes, the
example easily could be changed to illustrate the case in which mistakes would
cause them not to sue.) If the award is then raised to $137,734 and the
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Even though the adverse effects of mistakes on legitimate plaintiffs’
incentives to sue can be offset, accuracy in the sanctions process still is a
desirable goaliif the parties are risk averse.® As noted in the previous
paragraph, to offset the effects of mistakes requires raising the award in the
initial trial as well as the penalty in the sanctions proceeding. Both of
these changes increase the range of possible outcomes of a suit. They
therefore impose greater risk on the parties, which lowers social welfare if
the parties are risk averse.4? Thus, even though it is possible to maintain
legitimate plaintiffs’ incentives to sue, accuracy in the sanctions process is
desirable because the award and the penalty will have to be increased by
lesser amounts, thereby reducing the imposition of risk.4

The focus of the discussion in this section has been on the mistake of

imposing a sanction on a legitimate plaintiff. Another type of mistake that

penalty is raised to $39,743, the expected award in the initial trial for
legitimate plaintiffs will rise to $110,187 (= .8 x $137,734), their
litigation costs in the initial trial will remain at $10,000, and their
expected costs associated with the sanctions proceeding will become $2,987

(= .2 x [(.25 x §39,743) + $5,000]); thus, the value of suit will be restored
to $97,200 (= $110,187 - $10,000 - $2,987). Moreover, frivolous plaintiffs
will continue to be indifferent between suing and not suing because their
expected award in the initial trial is $41,320 (= .3 x $137,734), which equals
the sum of their litigation costs in the initial trial, $10,000, and their
expected costs associated with the sanctions proceeding, $31,320 (= .7 X
[$39,743 + $5,000]).

46 (considerations of horizontal equity provide another reason to seek
accuracy in the sanctioning process: the more accurate the process, the
greater the likelihood that two otherwise identical individuals will be
treated the same.

47 Although, for reasons discussed in Section IV, risk-bearing concerns
do not seem as important as deterrence concerns in the design of a system of
sanctions for frivolous litigation, it still is desirable to reduce risk,
everything else equal.

48 Thig result is an application of the gemeral point of Kaplow and
Shavell (1992) that greater accuracy in the determination of liability is

desirable when sanctions are costly (including due to the imposition of risk).
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can occur in an action for sanctions is not imposing a penalty on a frivolous
plaintiff. Obviously, this mistake will increase the incentive of frivolous
plaintiffs to bring suits. For reasons analogous to those discussed above,
the effects of this mistake can be offset by increasing the penalty (which
will adversely affect frivolous plaintiffs more than legitimate plaintiffs),

as well as the award in the original trial.

VII. If Sanctions are Not Allowed, are there Alternative Policies that can

Discourage Frivolous Litigation?

We will discuss two alternatives that lead us to answer this question in
the affirmative: a modified version of the English rule for allocating legal
costs and the "decoupling" of liability in the initial trial.

Under the English rule, the loser of the initial suit would pay the
winner's legal costs. Relative to the American rule (which was assumed to
govern in the preceding discussion), the English rule in effect increases the
award to a winning plaintiff -- by the amount of the plaintiff’s litigation
costs -- and also imposes a penalty on a losing plaintiff -- equal to the
defendant’'s litigation costs. Because legitimate plaintiffs héve a higher
probability of winning than frivolous plaintiffs, raising the award benefits
them more. And because frivolous plaintiffs have a higher probability of
losing than legitimate plaintiffs, raising the penalty hurts them more. Thus,
adopting the English rule would lower the value of suits for frivolous

plaintiffs relative to legitimate plaintiffs.49

49 However, if the probability of prevailing is sufficiently high for
frivolous plaintiffs (but still below that of legitimate plaintiffs),
switching to the English rule could increase their incentive to sue.
Conversely, if the probability of prevailing is sufficiently low for
legitimate plaintiffs (but still above that of frivolous plaintiffs),
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However, the conventional version of the English rule may not discourage
frivolous plaintiffs enough to keep them from suing. In other words, there is
no reason to believe that imposing a penalty on a losing plaintiff equal to
the defendant’s litigation costs will cause a plaintiff who otherwise would
have brought a suit to not do so. Clearly, if the defendant’s litigation
costs -- and therefore the penalty -- are low enough, such a plaintiff will
not be discouraged from suing. Thus, while the English rule disfavors
frivolous plaintiffs relative to legitimate plaintiffs, it might not disfavor
them enough to deter their suits.%

This potential problem with the English rule easily can be overcome by
dropping the restriction that the penalty on a losing plaintiff must equal the
defendant’s litigation costs. If the penalty is made large enough, frivolous
plaintiffs can be discouraged from suing. However, since legitimate
plaintiffs will face the higher penalty too -- albeit with a lower
probability -- it might be necessary to raise the award to a winning plaintiff
in the original trial in order to provide enough of an inducement to
legitimate plaintiffs to continue to bring suits. (This point is analogous to
the discussion in Section VI of the possible need to raise the award in the
initial trial in order to offset the risk of mistakenly imposing sanctions on
legitimate plaintiffs.)

Elsewhere, we have shown that it is feasible to choose a penalty to
impose on losing plaintiffs and an award to give to winning plaintiffs that,

together, can forestall frivolous suits without discouraging legitimate suits

switching to the English rule could lower their incentive to sue.

50 For an even more skeptical view of the ability of the English rule to
deter frivolous suits, see Katz (1990, pp. 17-19) ("... the English rule
provides no remedy to the problem of strike suits").
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(and that also can appropriately discourage the defendant’s conduct) .3!  For
the reasons suggested in the previous paragraph, however, the required penalty
might exceed the defendant’s legal costs; and for analogous reasoms, the
required increase in the award might differ from the plaintiff’s litigation
costs. We will, accordingly, refer to this system as a "modified" English
rule and assume that the award and penalty are chosen so as to deter frivolous
suits but not legitimate suits.

In the numerical example, adopting the conventional English rule would
be equivalent to raising the award to a winning plaintiff by $10,000 (the
plaintiff’s litigation costs in the original trial) and imposing a penalty on
a losing plaintiff of $10,000 (the defendant's litigation costs in the
original trial). Starting from the benchmark of the no-sanctions equilibrium
(an award of $100,000 and no penalty on a losing plaintiff), this results in
an award of $110,000 and a penalty of $10,000. This award and penalty
combination will not deter potential frivolous plaintiffs from suing since
their expected award net of their expected penalty, $26,000 (= [.3 X $110,000]
- [.7 x $10,000]), far exceeds their litigation costs of $10,000. Consider,
however, a modified English rule consisting of an award of $164,000 and a
penalty of $56,000.52 With this award and penalty, frivolous plaintiffs will
not sue because their expected award net of their expected penalty now is
$10,000 (= [.3 x $164,000] - [.7 x $56,000]). Moreover, it can be shown that

this award and penalty will cause the defendant'’s expected costs to be the

same as under the sanctions approach when the award is $135,250 and the

51 See Polinsky and Rubinfeld (1992). A highly abbreviated version of
this analysis is contained in the Appendix.

52 gee Polinsky and Rubinfeld (1992) for an explanation of how these
numbers are derived.
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penalty is $38,679.5

Another alternative to sanctions is to decouple liability in the
original trial.’® We already have discussed, in Section V, the desirability
of decoupling the penalty in the sanctions proceeding. Similar reasoning can
be used to show that by decoupling the award in the original trial, frivolous
plaintiffs can be discouraged from suing without deterring suits by legitimate
plaintiffs.

To see this within the framework of Section II, suppose again that the
American rule governs, so that each party bears his or her own litigation
costs, and that there are no penalties on losing plaintiffs.ﬁ Given the
cost of bringing a suit and the respective probabilities of prevailing for
frivolous and legitimate plaintiffs, there clearly exists some award to a
winning plaintiff that is low enough to deter suits by frivolous plaintiffs
but not so low as to deter suits by legitimate plaintiffs. (Such an award
exists because frivolous plaintiffs have a lower probability of winning.) We

will assume hereafter that the award is set at this level so that only

legitimate plaintiffs sue .
However, because the award might have to be relatively low -- to
discourage potential frivolous plaintiffs from suing -- the expected costs

53 Under the modified English rule, the defendant’s expected costs are
100 x [(.8 x $164,000) - (.2 x $56,000) + $10,000] = $13,000,000,
the same as under the sanctions approach (see supra Section III).

54 gSee generally Polinsky and Che (1991).

55 If penalties were allowed in this discussion, it would not be
necessary to consider decoupling the award in the initial trial since, as was
just shown, a modified English rule could achieve the desired result.

56  There is a range of values of the award that will achieve the desired
goal.
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imposed on the defendant might be too low if all she has to pay if she loses
the initial suit is the award to the prevailing plaintiff. This problem, if
it exists, easily can be remedied by making the defendant pay an amount
greater than the award to the plaintiff, with the excess given to the court.
(Similarly, if the expected costs imposed on the defendant would be too high
if she has to pay the award to the plaintiff, the amount that the defendant
has to pay can be lowered.) Thus, if liability in the original trial is
decoupled, frivolous plaintiffs can be discouraged from suing, legitimate
plaintiffs can be encouraged to sue, and appropriate expected costs can be
imposed on the defendant.

In the numerical example, this result can be achieved by awarding
$33,333 to a winning plaintiff in the original trial, but making the losing
defendant pay $150,000. Frivolous plaintiffs then will not sue because their
expected award is $10,000 (= .3 x $33,333), which equals their cost of
litigation. Also, it can be shown that this system of decoupled liability
will cause the defendant’s expected costs to be the same as under the
sanctions approach when the award is $135,250 and the penalty is $38,679.57

The discussion in this section has shown tﬁat either a properly modified
English rule or an appropriately decoupled system of liability in the initial
trial can achieve the same outcome as the sanctions approach. Moreover, both

of these alternatives have an advantage over actions for sanctions in that

57 Under this system of decoupled liability the defendant'’s expected

costs are
100 x [(.8 x $150,000) + $10,000] = $13,000,000,
the same as under the sanctions approach (see supra Section III).
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they do not require a costly inquiry to determine whether the plaintiff was

frivolous. For these reasons, they deserve serious consideration.

VIII. Concluding Remarks

In this article we have used an economic model of litigation to discuss
the appropriateness of imposing sanctions on plaintiffs found to have filed
frivolous suits and we have derived certain desirable properties of a system
of sanctions. Our key conclusions are that:

e Sanctions should be used to promote the goal of deterring frivolous
litigation rather than the goal of compensating nonfrivolous parties for their
litigation costs.

e The payment to the nonfrivolous party should be at least a multiple of
that party'’'s cost of bringing an action against the frivolous party (where the
multiple depends on the nonfrivolous party's probability of prevailing in the
action).

e The penalty paid by the frivolous party generally should be higher,
with the excess paid to the court (in other words, sanctions should be

decoupled).

58 One qualification to the discussion in this section should be
mentioned. We have assumed throughout this article that all legitimate suits
have the same probability of prevailing and that all frivolous suits have the
same (but lower) probability of prevailing. 1If, more realistically, there are
variations in the probability of prevailing within each class of suits, the
argument for using the sanctions approach improves. This is because the
sanctions approach attempts to determine whether a particular suit is
frivolous or not; hence, it will be more likely than the alternatives
discussed in this section to deter frivolous suits that have a relatively high
probability of prevailing and to encourage legitimate suits that have a
relatively low probability of prevailing. To the extent that it is desirable
to deter frivolous suits and encourage legitimate suits independently of the
consequences for the injurer's gain, the victims' damages, and the parties’
litigation costs, the sanctions approach is more attractive than the
alternatives discussed in this section.
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e The award in the initial trial often should be raised to offset the
adverse effects on legitimate plaintiffs of mistakes in the sanctioning
process.

The current system of Rule 11 sanctions differs significantly from the
recommended system in every dimension: the Rule 11 award to the nonfrivolous
party usually is limited to that party's litigation costs; the Rule 11 penalty
paid by the frivolous party almost always equals the amount paid to the
nonfrivolous party; and the award in the original trial never (to our
knowledge) is changed to offset the effects of mistakes in the Rule 11
process.59

Even if the current Rule 11 system were reformed in the ways that we
have suggested -- and there are reasons to expect that this might happen in
some respects, such as decoupling“)-- Rule 11 sanctions still will require
costly inquiries to determine whether a litigant signed a frivolous "pleading,
motion, or other paper." For the reasons that we have discussed, the
additional litigation costs associated with Rule 11 inquiries might more than
offset the beneficial effects of Rule 11 sanctions in terms of deterring

frivolous litigation. Moreover, as we have shown, there may be less costly

ways to deter frivolous litigation.

59 See supra notes 3 and 5.

60 Both the amendments to Rule 11 proposed by the Advisory Committee on
Civil Rules and the Bench-Bar Proposal to Revise Civil Procedure Rule 11 would
make decoupling the norm and also would emphasize the deterrence purposes of
Rule 11. See supra notes 10 and 11. However, neither of these proposals
explicitly recognizes the need to multiply the award to the nonfrivolous party
to make up for the chance that that party will not prevail on the Rule 11
motion. See supra note 35. Also, neither explicitly recognizes the
desirability of raising the award in the initial trial to offset the effects
of mistakes in the Rule 11 process.
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Appendix: A Formal Model of Sanctions -

Because the outline and basic assumptions of the model were presented in
Section II, the first part of the appendix will be relatively brief.
The following notation will be used:
N; = number of potential frivolous plaintiffs;
N, = number of potential legitimate plaintiffs;
q = probability that a frivolous plaintiff will prevail in the
initial trial;
p = probability that a legitimate plaintiff will prevail in the
initial trial (p > q);
c, = a plaintiff’s litigation cost in the initial trial;
c., = a plaintiff's litigation cost in an action for sanctions,
cqg = the defendant's litigation cost in the initial trial (per suit);
cgy = the defendant’s litigation cost in an action for sanctions (per
actidn);
x = award paid to a plaintiff from the defendant if the plaintiff
prevails in the initial trial (x > 0);
y = penalty paid by a plaintiff to the defendant if, after an action
for sanctions, the plaintiff is found to be frivolous (y = 0);
a = fraction of frivolous plaintiffs who sue; and
#(a) = probability that a losing plaintiff is frivolous (given

a) -61

61  Throughout the numerical example, Ny = 100, N, = 100, q = .3, p = .8,
cp = $10,000, c, = $5,000, c4= $10,000, and ¢4 = $5,000. 1In the no-sanctions
equilibrium, x $100,000, y = $0, a = 1, and ¢(1) = .778. In the sanctions
equilibrium, x = $135,250, y = $38,679, @ = .4, and ¢(.4) = .583. Because
most of the details of the numerical example already have been provided in the
text or in footnotes accompanying the text, we will not further elaborate on
the numerical example in the Appendix.

P
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Defendant's decision to bring an action for sanctions. If the defendant

wins the initial trial, she will bring an action if
¢(a)y > cg, (1)
where
$(a) = [aNg(1 - @1/[aNe(1 - @) + N( - P)]. (2)
Let $ be the value of ¢ below which the defendant will not seek sanctions and
above which she will:
$ = cg/¥. (3)

Plaintiffs’ decisions to sue. Assuming actions for sanctions will be

brought, a frivolous plaintiff will file a suit if
gx - (1 - )y > Cp + (1 - q)cﬁ. (4)
Let y be the value of y below which a frivolous plaintiff will sue and above
which he will not sue:
§=lax - ¢, - (1 - @epl/(1 - ) (5)
if y =y, frivolous plaintiffs are indifferent between suing and not suing.
If sanctions are prohibited or are permitted but not brought, it is assumed
that x is suéh that a frivolous plaintiff will sue -- that is,
ax > c,. (6)
Similarly, a legitimate plaintiff will file a suit when actions for
sanctions are brought if
px > ¢, + (1 - P)cp N
It is assumed that x is such that (7) holds. Obviously, then, a legitimate
plaintiff also will sue if sanctions are prohibited or are permitted but not
brought.
Types of equilibria. First note that an equilibrium cannot exist if

y > y: if y were that high, frivolous plaintiffs would not sue; the defendant
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then would not request sanctions; but if the defendant does not request
sanctions, frivolous plaintiffs would sue. We will assume hereafter,
therefore, that y £ &.&

In the "no-sanctions equilibrium," actions for sanctions are not brought
and all frivolous plaintiffs sue. This equilibrium will occur if ¢(1) <
& -- that is, if it is not worthwhile for the defendant to bring actions even
when her probability of prevailing is relatively high (because all frivolous
plaintiffs sue). Clearly, this equilibrium will result if y is set low
enough, siﬁce for any y less than cy, $ > 1.

In the "sanctions equilibrium," sanctions are requested and some
frivolous plaintiffs sue. We assume that y = ¥ in this equilibrium for the
following reason. If y were less than vy, then all frivolous plaintiffs would
sue and actions for sanctions would be brought against them. In this case it

would be socially preferable to set y low enough to switch to the no-sanctions

equilibrium since the costs of sanctions proceedings would be avoided.®

62 The argument in this paragraph presumes that the defendant either
brings an action for sanctions with certainty or does not bring ome with
certainty. If a mixed strategy were permitted, in which the defendant brings
an action with some probability, an equilibrium apparently would exist in
which the penalty, y, is as high as possible, the fraction of frivolous
plaintiffs who sue, «, is relatively small, and the probability of the
defendant seeking sanctions is correspondingly small. We do not consider this
possibility both because it is more complicated and because it is not
necessary in order to develop the main points of this article.

63 To complete this argument, it must be shown that the level of the
defendant’s expected costs in the no-sanctions equilibrium can duplicate the
jevel of the defendant’s expected costs that results if y is less than y, all
frivolous plaintiffs sue, and actions for sanctions are brought. Note that
the defendant’s expected costs in the latter case must be lower than in a
no-sanctions equilibrium in which the award to a prevailing plaintiff is the
same, since the defendant has the option of not seeking sanctions and
therefore must be better off if she chooses to request them. Consequently,
there generally exists a no-sanctions equilibrium with a lower award that will
achieve the same level of the defendant's expected costs.
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A sanctions equilibrium will occur if ¢(a) > & -- that is, if the
defendant’'s chance of prevailing in an action for sanctions is sufficiently
high. Given y = y, each frivolous plaintiff is indifferent between suing and
not suing. In general, there will be a range of a (the proportion of
frivolous plaintiffs who sue) between some positive fraction and unity such
that ¢(a) exceeds &; an equilibrium corresponding to each a in this range is
possible. We assume, however, that a < 1 since, if a = 1, it would again be
socially preferable to set y low enough to switch to the no-sanctions
equilibrium (for the reason discussed in the previous paragraph).64

Section III analysis. We will first show that it is possible to choose
x and y in the sanctions equilibrium so as to maintain the level of the
defendant’'s costs that occurs in the no-sanctions equilibrium. Suppose
initially that x is the same in both equilibria and let

D, = defendant’'s costs in the no-sanctions equilibrium;
D, = defendant’'s costs in the sanctions equilibrium.
Observe that:
D; = Ne(gx + cg) + Ni(px + cq), (8)
and

D, = aNg[qx + ¢4 - (1 - @)(¥ - cg)] + Npx + cq + (1 - plegl. €))
In the sanctions equilibrium, é(a) > %, or equivalently (using (2)..and (3)),

aNe(l - @) (¥ - cg) > N(1 - pleg. (10)
Substituting the right-hand-side of (10) for alNg(l - Q) (y - ¢cg) in (9) yields

a higher level of the defendant’s costs,

_ 64 Note that, if legitimate plaintiffs sometimes are mistakenly
determined to be frivolous, then a third type of equilibrium could occur in
our model: the defendant seeks sanctions and no frivolous plaintiffs file
suit.
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-

D, = aNg[gx + c4] + Ny[px + cql. (1

Thus, Dy < ﬁz < Dy, where the second inequality follows from the assumption
that @ < 1 in the sanctions equilibrium. In other words, if the award in the
sanctions equilibrium is the same as in the no-sanctions equilibrium, the
defendant's costs will be lower in the sanctions equilibrium. However, since
D, is continuously increasing in x without bound, there exists a higher x in
the sanctions equilibrium that can impose the same level of the defendant’s
costs as in the no-sanctions equilibrium. Given the resulting x, y is
determined by (5).

Now assuming that the level of the defendant’s costs is the same in the
two equilibria, the social welfare comparison of the two equilibria becomes a

comparison of their respective litigation costs. Let

L, = litigation costs in the no-sanctions equilibrium;
L, = litigation costs in the sanctions equilibrium.
Note that
Ly = (Ng + Nl)(cp + cg), (12)
and
L, = (aNf + N)(cp+ ¢q) + [aNg(1 - @) + N(1 - P)l(cp + cg)- (13)

The sanctions equilibrium will be preferable to the no-sanctions
equilibrium if and only if
L - Ly= [(1 - e)NgJ(ep+ cg) (14)
- [aNg(1 - q) + N(1 - p)l(cp + cg) > 0.
The first term, which is positive, is the savings in litigation costs in the
original trials due to the deterrence of some frivolous suits by actions for
sanctions. The second term, which is negative, is the increase in litigation

costs associated with the actioms.



The results in Section III regarding when sanctions are desirable can be
demonstrated by taking the derivative of (1l4) with respect to each parameter.
The sign of the derivative is unambiguous for the following parameters (the
sign is indicated in parentheses): Cp +), ¢g (), Cp’ (-), cg (<), P (+), ¢q
(+), and N (-). A positive sign indicates that increases in the parameter
favor sanctions, everything else equal, while a negative sign indicates that
decreases in the parameter favor sanctions.

The only parameter whose derivative has an ambiguous sign is Ng:

8(Ly - Lp)/8Ng = (1 - a)(c, + cg) - a(l - q)(ep + cg) - (15)
The first term reflects the additional litigation costs saved by deterring
frivolous suits initially as the number of potential frivolous plaintiffs
increases. The second term represents the increase in litigation costs
associated with the greater number of actionms for sanctions as Ny increases.
Clearly, either term could dominate.

Section IV analysis. As noted in the text, if risk aversion were to
provide a rationale for penalties, then the situation that would favor
penalties most strongly would be when the defendant is risk averse and the
plaintiff is risk neutral.

It will be useful to think of the risk faced by the defendant in the
litigation process as stemming from two sources: the uncertainty whether,
given a suit, she will win or lose; and the uncertainty whether she will be
sued. We will now show that setting the penalty equal to the defendant's
litigation costs actually will, relative to not having sanctions at all,
increase the first type of risk, but tend to decrease the second type.

First assume that the defendant has been sued by a frivolous plaintiff.

In the absence of sanctions, the defendant would bear some risk as a result of
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such a suit since her costs would be ¢4 if she wins the suit and x + ¢4 if she
loses the suit. The difference between these two outcomes, X, provides a
measure of the risk she bears. Now suppose that penalties are available and
that they are set so as to compensate the defendant for her litigation costs
(both the cost of the original trial and the cost of the sanctions
proceeding). The defendant's costs then would be 0 if she wins the suit and
brings an action for sanctions and X + ¢4 if she loses the suit. The
difference has increased to x + c4. In other words, given a suit, awarding
the defendant a penalty equal to her litigation costs creates greater
uncertainty.

The second source of litigation risk for the defendant concerns whether
she will be sued at all. Within our model, there is no risk of this type
since the fraction of suits brought is fixed (in equilibrium). More
generally, however, a defendant could face substantial uncertainty with
respect to whether she will be sued. If a suit is not brought, she bears mno
cost. 1If a suit is brought by a frivolous plaintiff and sanctions are not
available, her expected payment is gx + ¢4 (since she pays ¢4 if she wins and
X + ¢4 if she loses). 1If sanctions are available, however, her expected
payment falls to gx + q¢y (she pays nothing if she wins and brings an action
for sanctions and x + c4 if she loses). Thus, on average sanctions reduce the
difference between the outcome of not being sued and being sued, and thereby
tend to reduce risk for this reason. But since, as noted above, they increase
risk with respect to suits that are brought, their overall effect on the

bearing of risk by the defendant is ambiguous. Clearly, risk aversion does



not provide a strong rationale for sanctions.®

We will now explain why the level of a penalty that deters frivolous
litigation bears little relationship to the level of a penalty that
compensates the nonfrivolous party for her litigation costs. In our model, in
which the purpose of penalties is deterrence, the penalty must equal vy defined
by (5) in order to be consistent with the sanctions equilibrium. Because this
penalty makes frivolous plaintiffs indifferent between suing and not suing, it
should not be surprising that it does not depend at all on the defendant's
litigation costs. (It depends solely on the plaintiff's probability of
prevailing and the award in the original trial, and the plaintiff’'s litigation

costs in the original trial and in the sanctions proceeding.) A penalty that

compensates the defendant for her litigation costs -- that is, a penalty equal
to ¢4 + ¢4 -- bears no relationship to y and could be less than or greater
than y.

In the text we emphasized that a deterrence-oriented penalty must be at
least some multiple of the defendant's cost of bringing an action for
sanctions in order to induce the defendant to bring such an action. This
condition, too, must be satisfied in the sanctions equilibrium. It
corresponds to (1) above, which can be rewritten as

y > cg/d(e). 1 (16)
In a sanctions equilibrium, therefore, y must equal y and (16) must be
satisfied, which implies that ¥y > cg/¢(a). In other words, the penalty must
exceed the defendant's cost of bringing an action for sanctions times the

reciprocal of her chance of prevailing in that action. Viewing a deterrence-

65 A more complete analysis also would take into account the risks
associated with suits by legitimate plaintiffs. However, this would not
affect our general points regarding the risk-allocation effects of sanctions.
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oriented penalty from this perspective suggests a closer relationship to a
compensation-oriented penalty since the defendant’s cost of seeking sanctions
enters as a factor in both. However, even from this perspective, it is clear
that the relationship is only tangential (for the reasons discussed in the
text).

Section V analysis. We will now show why it generally is desirable to
give some of the penalty paid by a frivolous party to the court rather than to
the nonfrivolous party. Let y, be the penalty paid by a frivolous plaintiff
and let y4 be the amount paid to the defendant. Thus, the proposition is that
y4 is less than y, when both are optimally chosen.

As discussed in the text, to demonstrate this result we assume that
defendants differ in terms of their cost of bringing actions for sanctions.
For simplicity, suppose that there are just two types of defendant -- a
fraction v with low sanctions-related litigation costs, ch, and a fraction
(1-v) with high litigation costs, cwh.

Imagine starting from the usual sanctions equilibrium in which the
penalty is not decoupled and defendants always seek sanctions against losing
plaintiffs. Using the present notation, this corresponds to assuming that
Yo = ¥p = ¥ and cgl < cgt < $(a)y.

Now suppose that the penalty is decoupled and that the payment to the
defendant, y4, is lowered so that °w1< $(a)yq < cwh. Consequently, only
defendants with low litigation costs will request sanctions. Since the
probability that a losing plaintiff will have an action for sanctions brought
against him now is v, a frivolous plaintiff will be indifferent between suing
and not suing if

qX - (1 = Q)’Y}’p = Cp + (1 = Cl)'YCp’- (17)
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It is straightforward to show, using (6), that the Yp that solves (17) is
decreasing in v; thus, if v is less than 1, y, exceeds y. Consequently, in
the new sanctions equilibrium with decoupled liability, y4 < vy < Yp-

An obvious advantage of decoupling the penalty in this way is that
litigation costs are reduced since fewer actions for sanction; are brought.
Moreover, the level of the defendants’ costs that occurred in the original
sanctions equilibrium (and therefore the defendants’ incentive to engage in
the conduct giving rise to the suits) can be maintained in the decoupled
sanctions equilibrium: Both types of defendant are worse off initially (their
expected costs rise) because their payment has been lowered. But this effect
can be offset by lowering the award they have to pay to successful plaintiffs
in the original trial, x. 56

Section VI analysis. Now suppose that mistakes can occur in the
sanctions proceeding. In particular, assume that the court incorrectly
imposes penalties on losing legitimate plaintiffs with probability 6.

This possibility obviously lowers legitimate plaintiffs’ incentive to
sue. Now a legitimate plaintiff will bring a suit if:%7

px - (1 - p)iy > ¢, *+ (1 - pley. (18)
The important point to note is that if 6 is high enough to reverse (18), then

the incentive for legitimate plaintiffs to sue can be restored by raising the

award in the initial trial, x.

66 This statement is correct in terms of the aggregate costs borne by
the defendants. A more complete analysis would have to take into account that
the two types of defendant are made worse off by different degrees because
they behave in different ways (one requests sanctions and the other does not).

67 Ipn order to focus on the effects of mistakes in the sanctions
process, we return to our initial assumption that sanctions are not decoupled,
so that y again represents both what a plaintiff who is found to be frivolous
pays and what the defendant receives.
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1f x is increased, however, the penalty, Yy, also must be raised so that
frivolous plaintiffs remain indifferent between suing and not suing. We will
now show that it is possible to pick a higher x and a higher y such that the
incentive of legitimate plaintiffs to sue is maintained at the level that
would occur in the absence of mistakes and such that frivolous plaintiffs
remain indifferent between suing and not suing. Let %0 and y° be the new
award and penalty when there are mistakes and let x and y be the original
values when there are not mistakes. Then the following two conditions must
hold:
px® - (1 - )8y’ - ¢ - (1 - Plep = px - ¢ - (1 - PIcys (19)
¥ = (qx® - ¢, - (1 - @ep)/(1 - Q). (20)
If (19) is satisfied, the value of suing for legitimate plaintiffs is
preserved, and if (20) is satisfied, frivolous plaintiffs remain indifferent
between suing and not suing. It is clear from (19) and (20) that there exist

an x° and a y° that satisfy both conditions.®®

68  The resulting %% and y° also impose the same expected costs on the
defendant and therefore leave her behavior unchanged. To see this, recall
from (9) that in the absence of mistakes the defendant'’s expected costs are

oNg[gx + ¢4 - (1 - Q@ - cg)] + Npx + ¢g + (1 - plegl. (1)

In the presence of mistakes (and with %% and yO), the defendant’s expected
costs are
aNg[qx® + ¢4 - (1 - @ ° - co)]
(ii)

+ N[px® - (1 - p)oy® + cg + (1 - Pleg].
The first term in brackets in (i) equals the first term in brackets in (ii) if

ax - (1 - @y =g - 1 -y (ii1)
From (5), gx - (1 - qQy = cp + (1 - q)cw. From (20), qx0 - (1 - q)y0 =
c, + (1 - q)cw. Hence, (iii) is satisfied. The second term in brackets in
(i) equals the second term in brackets in (ii) if px = pxO - (1 - p)ByO, which

follows immediately from (19). Thus, (i) and (ii) are equal.
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To see that the new %0 and yo exceed the original values, (19) and (20)
can be differentiated totally and solved to obtain:
dx%/ds = [(1 - (L - p¥°)/[pQQ - @) - (1 - P)afl; (21)
dy®/a = [q(1 - p)¥°1/[p(1 - @) - (1 - P)af]. (22)
Since p>gq, 1 -q>1 - p, and 0 < § < 1, the denominator in (21) and (22) is
positive. Therefore, both dx%/dd and dyo/dﬁ also are positive. Note from
(19) and (20) that if § = 0, then x% = x and y'0 =vy. It follows that, if the
probability of mistakenly imposing a penalty on a legitimate plaintiff is
positive, then x® > x and y° > y.69
Section VII analysis. The first alternative to sanctions discussed in
the text is a modified English rule in which a losing plaintiff in the
original trial pays a penalty to the defendant (and no inquiry is made about
the plaintiff's type). Let z be this penalty.
Under the modified English rule, frivolous plaintiffs will be
indifferent between suing and not suing if
qx - (1 - @z = c,. (23)
Since p > q, legitimate plaintiffs will strictly prefer to sue when (23)
holds. Thus, it is possible to choose x and z such that the left-hand side of
(23) is slightly less than the right-hand side -- thereby deterring all
frivolous plaintiffs -- while still providing an incentive for legitimate
plaintiffs to sué.
It also is possible under the modified English rule to choose x and z to

impose any level of expected costs on the defendant. Under this rule, the

65 1t also can be shown, using a similar analysis, that the optimal
award in the initial trial and the optimal penalty would increase if there
were a positive probability of not imposing a penalty on a frivolous
plaintiff.
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defendant's expected costs are

N[px - (1 - p)z + cql. (24)
Solving for z as a function of x from (23) and substituting the result in
(24) yields an expression equal to

NI - 9x/(1 - Q)] (25)

plus a constant term, which clearly grows without bound as x increases. Thus,
the level of expected costs imposed on the defendant under a sanctions
equilibrium can be duplicated under the modified English rule.”

The second alternative to sanctions is to decouple liability in the
original trial. Let x, be the award given to a successful plaintiff and let
X4 be the amount paid by a losing defendant. Assuming the American rule for
allocating legal costs governs, frivolous plaintiffs can be made indifferent
between suing and not suing if x; is chosen to satisfy gx, = c,. Since p > q,
legitimate plaintiffs will strictly prefer to sue. Thus, by lowering X,
slightly, all frivolous plaintiffs will be deterred but legitimate plaintiffs
still will sue. If x; is chosen in this way, the expected costs borne by the
defendant are Nj[pxy + c4]. By choosing x4 appropriately, any level of

expected costs imposed on the defendant can be achieved.

70 This statement might need to be qualified if the level of expected
costs imposed on the defendant under the sanctions equilibrium is relatively
low, since it is possible that the lowest level of expected costs under the
modified English rule (which occurs when z = 0 and x = ¢p/q) will exceed this
level.
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