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Under contingent fees the attorney gets a share of the judgement; under conditional

fees the lawyer gets an upscale premium if the case is won which is, however, unrelated

to the adjudicated amount. We compare conditional and contingent fees in a frame-

work where lawyers are uninformed about the clients’ cases. If there is asymmetric

information about the expected level of adjudication, in equilibrium attorneys will

offer only conditional fees. If there is asymmetric information about the risk of cases,

only contingent fee contracts are offered in equilibrium.

JEL classifications: D82, K1.

1. Introduction
In a typical tort case in the United States the plaintiff’s attorney receives his

compensation in form of a contingent fee. Under this payment scheme the attorney

gets a share of the judgement if his client wins and nothing if his client loses.

A common practice is to use a sliding scale: the attorney gets one-third if the

case is settled without trial, 40% if the plaintiff wins at trial, and 50% if a judgement

for the plaintiff is affirmed on appeal.

Contingent legal fees are widely used in the US. In a well-known empirical study,

Kritzer (1990) observes that individual litigants tend to use contingent fees.

In around 87% of all torts and 53% of all contractual issues plaintiffs retain

their lawyer on a contingency basis.

In Europe contingent legal fees were strictly forbidden: pactum cuota litis is not

allowed by the ethical code of the European association of lawyers. Nevertheless,

market pressure has led some countries to allow conditional fees. Under condi-

tional fees the lawyer gets an upscale premium if the case is won and nothing if

the case is lost. The upscale premium is not related to the adjudicated amount.

The United Kingdom started introducing conditional fees in the nineties, followed

by Belgium and the Netherlands; the latter is now considering formally allowing

contingent fees. Spain, France, Italy, and Portugal are considering the introduction

of conditional fees. Germany has also relaxed some restrictions by means of third

party contingent contracts, though not to the extreme of accepting conditional fees;



see Kirstein and Rickman (2004). In Greece contingent fees of up to 20% as well as

conditional fees are permitted.1

Accordingly, in quite a few countries contingent and conditional fees coexist.

In the US in torts 87% of individual plaintiffs retain their lawyer under contingent

fees. By contrast, 88% of organizational litigants use hourly or flat fees, often with a

bonus for performance, i.e., conditional fees (Kritzer 1990). In this paper we want

to analyse what determines whether clients choose contingent or conditional fees.2

Both contingent and conditional fees pay for performance by compensating the

lawyer by a higher fee if the case is won. The main difference between contingent

and conditional fees is that the former pays a percentage of the judgement whereas

the latter pays a reward not related to the adjudicated amount.

Previous literature, which we describe at the end of the Introduction, has mostly

addressed the virtues of contingent legal fees, but has ignored the possibility of

conditional legal fees. We compare conditional and contingent fees in a set-up

where the client has private information about her case.

We consider two scenarios. In the first scenario clients have cases with different

expected adjudication but the same risk; as a shortcut we will use the term merit for

the expected adjudication. In the second scenario all cases have the same merit but

differ in risk. Clients hire an attorney to take their case to court. Attorneys engage

in Bertrand competition. Clients know the characteristics of their cases whereas

lawyers do not. The client might be better informed than her attorney about the

facts of her case; see Rubinfeld and Scotchmer (1993).

We do not allow for contracts with payments from the attorney to the client.

We thus rule out the possibility that the lawyer buys the case from the client

and we do not allow for penalties the lawyer has to pay to the client if the case

is lost. This restriction follows from the champerty doctrine in the US and the UK

and the forbidden pactum cuota litis in continental Europe.

Attorneys strategically choose how much effort they put into a case. Therefore,

contracts have to be high-powered to provide incentives for high effort. More

precisely, contracts may not entail fixed wages; the lawyer gets nothing when

..........................................................................................................................................................................
1 A conditional fee is usually nothing if no recovery is obtained. If the case is won, the solicitor gets his

normal fees plus an uplift, or ‘success fee’, on top of the normal fees. There is a statutory limit of 100%

on the uplift. Whether the uplift is actually related to the amount adjudicated in the United Kingdom is

a matter of debate. The Law Society first recommended that the client’s liability to the lawyer should be

capped at 25% of any damages recovered; later it dropped the recommendation. See, e.g., Yarrow

(2001). In class action suits yet another type of contract is used resembling conditional fees. Under

the loadstar fee, contingent on class victory, the attorney receives a fair compensation for the time spent

on the case multiplied by a factor reflecting the degree of risk and the quality of work. By contrast to the

output-based contingency fees, the loadstar method is input-based.
2 In private correspondence Bert Kritzer was concerned to use the term contingency fees to refer to

percentage fees and to use conditional fees to refer to UK style contingency fees: conditional fees are

contingent on the outcome, and hence are contingency fees; the term conditional fee is rarely used in the

US for this type of contract. While we share his concerns, we nevertheless use the term conditional fee

because it is well established in Europe.
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the case is lost. Accordingly, in our setup a contingent fee is simply given by a share

of the adjudicated amount the attorney gets when the case is won; a conditional fee

is given by a fixed amount for the lawyer if the case is won. Under both contractual

forms the lawyer gets nothing if the case is lost.

With asymmetric information about the merits, only a conditional fee contract is

offered in equilibrium. This contract induces high effort and lawyers just break

even. To see this, suppose that a contingent and a conditional fee contract are

offered simultaneously. Then clients with strong cases prefer the conditional fee

because they need not share the residual returns. By contrast, clients with weak

cases prefer contingency fees because the attorney’s share is lower than the condi-

tional fee. If a lawyer offers a contingent fee contract, he only attracts low merit

cases; the lawyer thus gets a negative selection of all cases. The expected returns of

this contract do not cover the attorney’s cost of effort so that he will not offer it in

the first place.

With identical merit and asymmetric information about risks, only a contingent

fee contract is offered in equilibrium. This contract induces high effort and lawyers

just break even. If a contingent and a conditional contract are offered simulta-

neously, high risk clients prefer the conditional fee and low risk clients prefer the

contingent fee. To see this note that high risk cases have high stakes but a low

probability to prevail. Under conditional fees the lawyer does not participate in the

high stakes; he gets a fixed amount if the case is won. The expected returns of

the attorney are, however, decreasing in risk. By contrast, under contingent

fees the lawyer’s expected share is constant and independent of risk. Since

the lawyer gets a fraction of the outcome, under contingent fees he is

compensated for a low probability to prevail by a high reward if the client

wins. Low risk clients prefer contingent fees because for them a share of the

outcome is less than the conditional fee that they are very likely to pay. If a

lawyer offers a conditional fee contract, he attracts only high risk clients; the

lawyer thus gets a negative selection of all cases. The expected returns of this

contract do not cover the attorney’s cost of effort so that he does better not to

offer it in the first place.

If we argue that when a plaintiff retains her lawyer the probability of prevailing

and the amount at stake are unknown, we are in the scenario with asymmetric

information about risk. We then explain the observation that in torts 87% of

individual plaintiffs retain their lawyer under contingent fees. Insurance companies

are mostly defendants. When the defendant retains her lawyer, a case is more

developed; suppose the probability to win is known and only the amount at

stake remains to be determined so that we are in the scenario with asymmetric

information about merits. Then we explain the fact that 88% of organizational

litigants, typically insurance companies, use hourly or flat fees, often with a

bonus for performance, i.e., conditional fees.

Our results should become clearer once we draw the analogy between contingent

and conditional fees (without fixed wage components) and equity contracts and

standard debt contracts (without collateral) to finance risky projects. Our cases
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are risky projects as are the investment opportunities of entrepreneurs.

Entrepreneurs need capital from investors, our clients need effort from lawyers.

Capital/effort are lost when the project fails/when the case is lost.

Under equity finance the investor gets a share of the project’s returns. So does the

attorney under contingent fees. Under a standard debt contract the investor gets a

fixed payment (interest plus principle) in non-bankruptcy states and nothing in

bankruptcy states. Under conditional fees the attorney gets a fixed premium if the

case is won and nothing when the case is lost. Accordingly, contingent and condi-

tional fees generate the same payoff structure as do equity and standard debt

finance.

Our results are thus related to the literature on adverse selection in credit mar-

kets, starting with Stiglitz and Weiss (1981). We derive an extended version of a

result by de Meza and Webb (1987): they show that with asymmetric information

about returns, investors prefer debt over equity; if there is asymmetric information

about risk, investors prefer equity over debt.3

Let us now briefly summarize the literature. Contingent fees may be seen as a

mechanism to finance cases when the plaintiff is liquidity constrained and capital

markets are imperfect. Similarly, they may be used by the attorney and her client to

share the risk generated by the case efficiently. See, e.g., Posner (1986).

Another explanation is related to the use of contingent legal fees in class-action

litigation (Lynk, 1990, Klement and Neeman, 2004) and third-party involvement in

litigation, such as insurance companies (Kirstein and Rickman, 2004).

The other explanations for contingent fees are all based on asymmetric informa-

tion between the lawyer and his client. Contingent fees can be used to address a

moral hazard problem: if the client cannot observe the attorney’s effort, then tying

the attorney’s fees to the trial’s outcome provides better incentives to exert efficient

effort than hourly fees which tend to induce shirking (Danzon, 1983; Halpern and

Turnbull, 1983; Gravelle and Waterson, 1993; Polinsky and Rubinfeld, 2003; Emons

and Garoupa, 2006).

Rubinfeld and Scotchmer (1993) suppose that the attorney has better informa-

tion about his ability and the plaintiff has better information about the merits of

her case. A high-quality attorney will signal his ability by working for a high

contingency percentage and a low fixed fee. A client who has a high-quality case

will be willing to pay a high fixed fee and a low contingency percentage, while a

client with a low-quality case will prefer a low fixed fee and a high contingency

percentage. In Rubinfeld and Scotchmer a contingency fee contract consists of a

fixed wage plus a share of the adjudicated amount. Since contingency contracts are

two-dimensional, they obtain separating equilibria. It is straightforward to obtain

..........................................................................................................................................................................
3 de Meza and Webb assume pooling. A collateral is not used to screen entrepreneurs. In our model

pooling is endogenous. The attorney’s choice of effort rules out fixed wage components and thus any

possibility to screen clients. Our modelling of mean preserving spreads follows Hellmann and Stiglitz

(2000).
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similar separating equilibria with two-dimensional conditional contracts.4 In our

set-up both types of contracts are one-dimensional which precludes Rubinfeld and

Scotchmer type separating equilibria.

Dana and Spier (1993) and Emons (2000) look at the role of the attorney as an

expert. Clients do not know the merits of their case. The attorney as the expert finds

out about these merits. In Dana and Spier (1993) the lawyer recommends whether

to pursue or drop the case; they conclude the optimal compensation scheme will

pay the attorney a share of the plaintiff’s award. In Emons (2000) the attorney

recommends how much work to put into the case; he finds that paying the attorney

by the hour is generally better than using contingent fees.

The economic literature on conditional fees (Maclean and Rickman, 1999; Gray

et al., 1999, Rickman et al., 1999, Yarrow, 2001; Fenn, 2002) has been concerned

with the impact on the outcome of legal cases and the effects on the demand and

supply of legal aid. Before-the-event legal cost insurance has been stifled by the

existence of legal aid. When the government withdrew legal aid for many types of

cases, conditional fees have moved to the fore along with after-the-event insurance

policies, purchased after an actionable event from legal cost insurers.

In Emons and Garoupa (2006) we compare conditional and contingent fees in a

principal-agent framework where the lawyer chooses unobservable effort after he

has observed the amount at stake. Contingent fees provide better incentives than

conditional fees independently of whether upfront payments are restricted to be

non-negative or not. Under contingent fees the attorney uses his information about

what is at stake more efficiently.

In Emons (2006) we compare conditional and contingent fees in a framework

where lawyers choose between a safe and a risky litigation strategy. Under condi-

tional fees lawyers prefer the safe strategy, under contingent fess the risky one. Risk-

averse plaintiffs prefer conditional fees over contingent fees when lawyering costs

are low and vice versa for high lawyering costs. With high contingent fees the

plaintiff is well insured and does not care about risk: most of the surplus goes to

the lawyer anyway.

In the next section we describe the model. In Section 3 we derive our basic result.

Section 4 concludes. Proofs are relegated to the Appendix.

2. The model
We consider a large set of clients each of which has a case. A case may be either lost or

won. If the case is lost, the client gets nothing. When the client wins, she gets J� 0.

..........................................................................................................................................................................
4 A conditional contract with a fixed wage corresponds to the standard debt contract with a collateral.

If banks choose the collateral and the interest rate, only separating equilibria exist; see Bester (1985).

In the case of separating equilibria conditional and contingent fees are equivalent: any separating menu

of fixed fees and contingency percentages can be mimicked by menu a fixed fees and and upscale premia.
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The probability of prevailing is given as 1/�, �� 1. Accordingly, a case is

a random variable

~J ¼
0; with ð� � 1Þ=�;

J; with 1=�:

�
ð1Þ

The expected adjudicated amount (the merit) is Eð ~JÞ :¼ � ¼ J=� and the

variance is Varð ~JÞ ¼ �2
ð� � 1Þ. Accordingly, if � is constant, � measures the risk

of a case. More precisely, if we hold � constant and increase �, we have a mean

preserving spread; see Rothschild and Stiglitz (1970).

We consider two different sources of asymmetric information. In the first

scenario the amount at stake J2 [0,1) is known to the client but not to the

lawyer. The probability to prevail 1/� is the same for all cases and common

knowledge. Asymmetric information with respect to J translates into asymmetric

information about the expected adjudicated amount �2 [0,1) which is distrib-

uted with c.d.f. F(�). Therefore, we will talk about asymmetric information about

� and call it scenario �).

In the second scenario all cases have the same expected adjudicated amount �
which is common knowledge. Here the risk � and the adjudicated amount J are

random. Since J¼��, we need only specify the c.d.f. G(�) for the risk � 2 [1,1).

The realizations of � and the corresponding J¼�� are known to the client but not

to the lawyer. Accordingly, only the client knows whether she has a case with a low

J and high probability to prevail (a low risk case) or a case where J is high and 1/�

low (a high risk case). We will call this second set-up scenario �).

To take a case to court a client needs a lawyer. There are at least two risk neutral

lawyers with unlimited capacity. Lawyers engage in Bertrand competition which we

will make more precise below.

Attorneys either provide zero effort or high effort e40. With zero effort the

probability to prevail is zero. With high effort e the probability to win equals 1/� as

described above. Effort is not observed by the client. Lawyers only incur the cost of

effort which, for simplicity, equals the level of effort {0, e}. When the lawyer is

indifferent as to the choice of effort, he goes for high effort. In scenario �) let �� e

so that all cases should be taken to court. In scenario �) only those cases with �� e

should be prosecuted.

According to Kritzer (2004) an attorney should strive to maximize the expected

hourly rate which is the probability of recovery (‘liability risk’) times the expected

amount of damages (‘quantum risk’) divided by the expected hours the lawyer

invests in the case (‘investment risk’). Using this terminology, in both of our

scenarios the investment e is deterministic. In scenario �) the liability 1/� is

known and the quantum J is random. In scenario �) the quantum J and the liability

1/� are random, but their product � is common knowledge.

Kritzer (2004) argues that an attorney faces uncertainty with respect to all three

variables, which is reflected by the large variation he finds in the hourly rates
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lawyers achieved with the cases they accepted.5 In torts 87% of individual plaintiffs

retain their lawyer under contingent fees (Kritzer, 1990). We may argue that at this

very early stage of a case the liability and the quantum are random so that we are in

scenario �). By contrast, 88% of organizational litigants use hourly or flat fees,

often with a bonus for performance (Kritzer, 1990). Organizational litigants are

often insurance companies being defendant. At this more mature stage of a case

liability is known and only the quantum remains to be determined so that we are in

scenario �).

By giving lawyers the zero effort option, we effectively rule out contracts entailing

fixed wages. To see this, first note that we do not allow for contracts with payments

from the attorney to the client. We thus rule out the possibility that the lawyer buys

the case from the client and we do not allow for penalties the lawyer has to pay to

the client if the case is lost. This restriction is implied by the champerty doctrine

in the US and the UK and the forbidden pactum cuota litis in continental Europe.

Therefore, in our set-up conditional fees can pay the lawyer a fixed wage plus a

fixed extra if the case is won; contingent fees can give the attorney a fixed wage plus

a share of the adjudicated amount. Now suppose that under either fee structure the

fixed wage is positive. Then the lawyer can ensure himself a positive payoff: he

provides zero effort and cashes in on the fixed wage. Due to Bertrand competition

this can, however, not happen in equilibrium: any positive payoff will be competed

away. As we will see later in equilibrium lawyers offer contracts the returns of which

just cover their effort cost e.

Accordingly, given that we can rule out any fixed wage components, a condi-

tional fee contract is given by

d; if the case is won;

0; if the case is lost;

�
ð2Þ

with d � 0.6 A contingent fee contract is given by

�J; if the case is won;

0; if the case is lost;

�
ð3Þ

with �2 [0, 1]. In what follows we will identify a conditional fee contract by d and

a contingent fee contract by �.

..........................................................................................................................................................................
5 It is difficult to quantify the three risks for the cases that were accepted. Some suggestive evidence can

perhaps be found in the reasons why lawyers decline cases. In a survey Kritzer (2004) finds that of all

declined cases 47% were turned down due to lack of liability, 19% due to inadequate damages, and 13%

due to both reasons.
6 A conditional fee typically involves an hourly rate and a percentage mark-up over wage costs. Since in

our set-up effort/time e is fixed, thus are wage costs times the mark-up and it is thus sufficient to work

with d.
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Under the conditional fee contract d with high lawyer effort e the client’s

expected utility is

UðdÞ ¼
1

�
ðJ � dÞ ¼ ��

d

�
ð4Þ

and the lawyer’s expected utility per client (the expected return per client)

amounts to

VðdÞ ¼
d

�
� e: ð5Þ

If the lawyer picks zero effort, U(d)¼V(d)¼ 0.

Under the contingent fee contract � with high lawyer effort e the client’s expected

utility is

Uð�Þ ¼ ð1 � �Þ� ð6Þ

and the lawyer’s expected utility per client amounts to

Vð�Þ ¼ ��� e: ð7Þ

With zero effort, U(�)¼V(�)¼ 0. Client and lawyer participate as long as

U,V� 0.7

The sequencing of events is as follows. In the first stage each lawyer offers one

contract: either a conditional fee d� 0 or a contingent fee contract �2 [0, 1]. In the

second stage each client chooses either one contract on offer or no contract at all.

In the third stage attorneys form their beliefs about the � (�) of their clientele and

pick their effort. Clients maximize the expected difference between adjudicated

amount and payments to the lawyer. Attorneys maximize their expected wages

minus effort cost.

We focus on symmetric perfect Bayesian equilibria of this screening game.8

Note that both types of contracts are one dimensional. Accordingly, it is not

..........................................................................................................................................................................
7 We assume the American rule under which both parties pay their own legal expenses. More generally,

let �2[0, 1] be the fraction of the winner’s legal costs the loser has to pay and let c denote the opponent’s

legal expenses. Then the client’s expected utility is U(�)¼�(1� (1� �)�)� ((�� 1)/�)�c and

U(d)¼ (1/�)(J� (1� �)d)� ((�� 1)/�)�c. The lawyer’s expected payoffs are independent of �. For

�¼ 0 we have the American rule. Under the English rule �¼ 1 and U(�)¼U(d)¼�� ((�� 1)/�)c

so that clients are indifferent as to the two fee schedules. If, however, �5 1, conditional and contingent

fees give rise to different expected payoffs for the client and our results apply. Initially, in the UK the

success fee was not payable by the losing party, but was to be the liability of the client. Since 1999

the losing party has to pay the element in the success fee which reflects the risk of the case being lost.

If the losing party doesn’t believe the success fee is reasonable, it can challenge it in court. The element in

the success fee relating to the postponement of payments to the solicitor remains payable by the client;

see Yarrow (2001).
8 In a screening game the uninformed party moves first; in a signaling game the informed party moves

first.
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possible for lawyers to screen clients with contingent contracts alone (conditional

contracts alone). We can thus expect some pooling in equilibrium. Nevertheless,

there is the possibility that in equilibrium a contingent and a conditional contract

are offered simultaneously, each of which attracts a different set of clients.

3. Equilibria
Let us now describe equilibrium behavior of our game. It turns out that the

equilibria have a neat structure. In scenario �) all attorneys offer a conditional

fee and no contingent fee contract. Attorneys provide high effort under the con-

ditional fee and just break even. Client’s whose � exceeds the effort cost e buy the

contract. In scenario �) all attorneys offer a contingent fee and no conditional

fee contract. Attorneys provide high effort under the contingent fee and make

zero-profits. All clients buy the contract.

Proposition 1 With asymmetric information about �, there exists an equilibrium

where all attorneys offer the conditional fee contract d�¼ e� and no contingent fee

contract. All clients with �� e buy the contract. Lawyers correctly expect

Eð�Þ ¼
Ð1
e �dFð�Þ and choose high effort.

With asymmetric information about �, there exists an equilibrium where all

attorneys offer the contingent fee contract ��¼ e/� and no conditional fee contract.

All clients buy the contract. Lawyers correctly expect Eð�Þ ¼
Ð1

1 �dGð�Þ and choose

high effort.

The intuition for the first result is as follows. Suppose a contingent fee � and a

conditional fee contract d are offered simultaneously. Then those clients whose � is

above d/�� prefer the conditional fee while those clients with � below d/�� go for

the contingent contract.

The reason for this self-selection of clients is that clients with strong cases

(high �) prefer the conditional fee because they need not share the residual returns.

The payment to the attorney is fixed at d and the client keeps the high J� d,

which is better than giving the lawyer �J. By contrast, clients with weak cases

(low �) prefer contingency fees because the attorney’s share �J is lower than the

conditional fee d.

Given this self-selection of clients, suppose now d� is offered on the market.

Suppose a lawyer offers a contingent fee contract �. Then this contract only attracts

clients with low �; the lawyer thus gets a negative selection of all cases. The

expected returns of this contract do not cover the attorney’s cost of effort so

that he will not offer it in the first place.

The second result rests on the following reasoning. Suppose again a contingent

fee � and a conditional fee contract d are simultaneously on the market. Then high

risk clients with � above d/�� prefer the conditional contract while low risk clients

with � below d/�� go for the contingent contract.

Here high risk clients prefer the conditional fee because the expected payment to

the attorney is decreasing in �: the lower the probability to prevail 1/�, the lower
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the lawyer’s expected fee d/�. If the case is won under conditional fees, the lawyer

doesn’t participate in the high J; he just gets his fixed conditional fee d.

The lawyer does, however, participate in the low probability to prevail.

By contrast, under contingent fees, the lawyer’s expected share �� is

independent of �. Since the lawyer gets a fraction of the outcome, under

contingent fees he is compensated for a low probability to prevail by a high

share in case the client wins. Low risk clients prefer contingent fees because for

them �� is less than d/�.

With this self-selection of clients, let �� be offered on the market. Suppose a

lawyer offers a conditional fee contract d. Then this contract only attracts high risk

clients; the lawyer thus gets a negative selection of all cases. The expected returns of

this contract do not cover the attorney’s cost of effort so that he does better not

offer it in the first place.

We thus find that in both scenarios only one type of contract is offered in

equilibrium: with uncertainty about � we observe only conditional fee contracts;

with uncertainty about � only contingent fee contracts will be offered.

By giving lawyers the zero effort option, we rule out fixed wages which,

in turn, makes both types of contracts one dimensional. Therefore, it is not

possible to screen clients with just one of two types of contracts as is the case

in Rubinfeld and Scotchmer (1993). We thus impose some pooling. Yet, as

we have seen in the preceding paragraphs, it is still possible to have some

separation of clients if a contingent and a conditional contract are on the

market at the same time. Nevertheless, this does not happen in equilibrium.

In both scenarios only one contract is offered in equilibrium and no separation

takes place.

Note, however, that although clients are lumped together, our pooling

equilibria are efficient. Only those clients with cases worthwhile to be taken

to court hire an attorney. Moreover, even though our equilibria are of the pooling

type, clients with good cases do not subsidize clients with bad cases. In scenario �)

all clients pay the same expected amount d�/�¼ e; in scenario �) they all pay

���¼e.

We have assumed that attorneys as well as clients are risk neutral. This assump-

tion seems reasonable for lawyers who can pool the risks of different cases. It is less

convincing for the client who faces the risk of just her case. It may thus make sense

to look at risk averse clients. When we take the case of our simple set-up where the

client either loses or wins J, the results will not change much. Conditional and

contingent fees both insure the client by taking income away from her in the case of

prevailing. See Bester (1984). The picture changes, however, when the amount of

judgement in case of prevailing varies. Suppose, for example, that when the plaintiff

wins, she gets either J or J with J4J40. Under contingent fees the attorney bears a

fraction � of this judgement risk. Under conditional fees, whatever the size of d,

the client bears the entire judgement spread ðJ � JÞ. Accordingly, with such a

judgement risk contingent fees are a better insurance device than conditional

fees. See Emons (2006).
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4. Conclusions
In this paper we have compared conditional and contingent fees in a framework

where lawyers are not informed about the clients’ cases. If there is asymmetric

information about the merits of cases, in equilibrium we will only observe condi-

tional fees. If there is asymmetric information about the risk of cases, only con-

tingent fee contracts are offered in equilibrium. These findings are related to similar

results in the literature on adverse selection in credit markets. Contingent and

conditional fees give rise to the same payoff structure as do equity finance and a

standard debt contract.

If we argue that when a plaintiff retains her lawyer the liability and the amount at

stake are unknown, we are in scenario �). We then explain the observation that in

torts 87% of individual plaintiffs retain their lawyer under contingent fees. By con-

trast, insurance companies are mostly defendants. When the defendant retains her

lawyer, a case is more developed; suppose liability is known and only the amount

at stake remains to be determined so that we are in scenario �). Then we explain the

fact that 88% of organizational litigants, typically insurance companies, use hourly or

flat fees, often with a bonus for performance, i.e., conditional fees.
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Appendix

1. Proof of Proposition 1

1.1 Scenario �) To solve the game, let us start with the attorneys’ effort choice in stage 3.
Denote a lawyer’s expectation about the � of his clientele by E(�). Under the contingent fee
� he chooses positive effort if �E(�)� e; under the conditional fee d he picks high effort if d/
�� e.

Let us now turn to the second stage. Let there be one type of conditional fee contract d
and one type of contingent fee contract � on the market. If �5e/E(�) consumers do not buy
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the contingent contract � because the attorney will go for zero effort in stage 3. Similarly, if
d5e/� consumers do not buy the conditional contract d.

Next consider the case where �5e/E(�) and d� e/�. Then � has no customers and clients
with �� d/� buy d. If �� e/E(�) and d5e/�, d has no customers. All clients buy � so that
Eð�Þ ¼

Ð1
0 �dFð�Þ:

Consider now the case �� e/E(�) and d� e/� so that both contracts induce high
effort in stage 3. Then clients with �� d/�� prefer the conditional contract d and
clients with �5d/�� prefer the contingent fee contract �. To see this note that
U(d)¼�� d/��U(�)¼ (1��)�,�� d/� �. Moreover, U(d)� 0 8�� d/��. For the
contingent contract �, Eð�Þ ¼

Ð d=��
0 �dFð�Þ.

Let us now turn to the first stage. All attorneys will offer the conditional fee contract
d�¼ e�. To see this first note that the return per client under high effort e is V(d�)¼
d�/�� e¼ 0 so that the lawyer provides high effort.

If an attorney unilaterally deviates to d4d�, he will lose all his customers. If he deviates to
d5d�, he loses all clients because this deviation induces zero effort. Accordingly, a deviation
to another conditional fee contract is not profitable.

Next suppose an attorney deviates to a contingent fee �. If the contingent fee contract
induces zero effort, it will not attract clients. Therefore, suppose the contingent fee imple-
ments high effort e. Then we know from our analysis of stage 2 that all customers with
�5d/�� prefer the contingent fee �, i.e., U(�)¼ (1� �)�4�� d�/��U(d�). But this
implies ��5d�/�¼ e, so that the lawyer will not pick high effort. Consequently, a deviation
to a contingent fee contract is not profitable.

1.2. Scenario �) Consider the attorneys’ effort choice in stage 3. Denote the attorney’s
expectation about the risk of his clientele by E(�). Under the contingent fee � he picks
positive effort if ��� e; under the conditional fee d effort is positive if dE(1/�)� e.

Consider now the second stage. Let there be one type of conditional fee contract d and one
type of contingent fee contract � on the market. If �5e/� consumers do not buy the
contingent contract � because the attorney will go for zero effort in stage 3. Similarly,
if d5e/E(1/�) consumers do not buy the conditional contract d.

Now take �5e/� and d� e/E(1/�). � has no customers. All clients with �� d/E(1/�) buy
d which is either everybody or nobody. If �� e/� and d5e/E(1/�), d has no customers and
everybody buys �.

Consider now the case �� e/� and d� e/E(1/�) so that both contracts induce high effort
in stage 3. Clients with �� d/�� prefer the conditional contract d and clients with �5d/��
prefer the contingent fee contract �. This follows since U(d)�U(�), �� d/��.
Furthermore, U(d)� 0 8�� d/��. For the conditional contract d, Eð�Þ ¼

Ð1
d=�� �dGð�Þ.

Let us now turn to the first stage. All attorneys will offer the contingent fee contract
��¼ e/�. With this contract the return per client under high effort e is V(��)¼���� e¼ 0
so that the lawyer goes for high effort.

If an attorney unilaterally deviates to �4��, he loses all his customers. If he deviates to
�5��, he loses all clients because this deviation induces zero effort. Accordingly, a deviation
to another contingent fee contract is not profitable.

Next suppose an attorney deviates to a conditional fee d. If the contingent fee contract
induces zero effort, it will not attract clients. Therefore, suppose the conditional fee imple-
ments high effort e. Then we know from our analysis of stage 2 that all customers with
�4d/�� prefer the conditional fee d, i.e., U(��)¼ (1���)�5�� d/�¼U(d). But this
implies d/�5���¼ e, so that the lawyer will not pick high effort. Consequently, a deviation
to a conditional fee contract is not profitable. œ
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