










allocate an appropriate amount of time to each assignment they undertake.
Garicano and Santos (2004) analyze the referral system, focusing on the incen-
tives for lawyers to refer cases to more-qualified colleagues under different
profit-sharing schemes. However, they discuss neither the role of clients in this
process nor the effect of the uniform CF rates on the matching of cases and
lawyers. Finally, Sykes (1993) argues that uniform brokerage fees assist property
owners in finding the most suitable broker for their property, based on the
listing price proposed by each broker. While Sykes’s analysis points to a linkage
between uniform fee rates and the matching of clients and service providers, his
mechanism is inapplicable to CF in the lawyers’ market, as lawyers do not
propose anything akin to a listing price. Thus, while the studies in this third
group discuss the same (or comparable) phenomenon as we do, they do so from
very different angles and under different assumptions.

A fourth group of studies consists of several works that theoretically and
empirically examine the pairing of clients and service providers in the under-
writing and investment markets. These examinations differ markedly from the
one we offer. For instance, Fernando et al. (2005) analyze assortative matching
of firms and underwriters, but fees do not play any role in their model. Chen and
Ritter (2000) argue that the high, uniform commissions paid to underwriters of
initial public offerings in the United States are supra-competitive and examine
several explanations for this fact (which differ from ours). The selection of
investment banks and the fees they charged were also empirically studied by
Dai and her co-authors (Dai et al., 2010).

While all of these studies shed important light on the CF market, none of
them provides a compelling positive or normative analysis of one of its salient
features: the uniformity of CF rates. As a first step in this direction, the next
section describes a simple model.

3 The model

The client, a would-be plaintiff, whom we initially assume is risk-neutral, wishes
to hire a lawyer on a CF basis to represent her in a lawsuit to recover some
damages. There are n lawyers, ranked according to their quality along a scale (1, 2,
… n), such that the higher the lawyer’s ranking i



lawyer’s quality (and ranking) carries two implications. First, for a given lawsuit,
the more qualified a lawyer is, the higher the expected recovery (the amount
recovered multiplied by the probability of recovery).2 We assume, for simplicity,
that the lawyer’s quality does not affect the amount of work required for handling
the case, h (while we measure the amount of work by the working hours put into
the case, h can be understood as including other aspects of the lawyer’s invest-
ment in the case as well). For any given case, h





effective hourly rate higher than her reservation hourly fee. Even if the client
knows that Lawyer A is better than Lawyer B, the client cannot rationally
compare Lawyer A’





low-quality cases are expected to match with low-quality lawyers, thus yielding
a smaller net recovery for the plaintiff and a minimal fee for the lawyer.7 In such
a market, the uniformity of fees is nothing but an optical illusion. In fact, the
effective fees in the CF market may be as varied, and possibly more varied, than



4.2 Information asymmetry

Some studies assume that potential clients are fully informed about the merits of
their case (e.g. Rubinfeld and Scotchmer, 1993; Cotten and Santore, 2012).
Contrary to these studies, and following others (e.g. Dana and Spier, 1993;
Brickman, 2003b:94-95; Daughety and Reinganum 2011), our model assumes
that lawyers are much more knowledgeable than clients not only regarding the
services they provide but also regarding the merits of the client’s case. We
believe this assumption is much more realistic.

Indeed, prior to the initial interview, usually the client has private informa-
tion about the circumstances and outcomes of her injury, while the lawyer is
much more knowledgeable about the pertinent legal rules and about her ser-
vices. By the end of the interview, however, and prior to concluding the repre-
sentation agreement, the lawyer is likely more knowledgeable than the client not
only regarding her services, but also regarding the merits of the case and the
potential recovery.

At the contracting stage, both the lawyer and the client may wish to convey
information to each other in a way that would improve theirthaay ti19achww8(i.791 1-34si-253.vices)-500F-349(c-348and)-4,-only rnd .2sh me791 andt-39221(se)-390.26(thsand)ityer,2(the)-39819(ser-)]T326 the



4.3 Stability of the equilibrium

A difficult question is what prevents the parties from deviating from the uniform
CF rate. Such deviations may be mutually beneficial. A lawyer would presum-
ably find it advantageous to take a particularly lucrative case at a lower-than-
standard CF rate, lest the client go elsewhere. At the same time, a client might
find it advantageous to offer a higher-than-standard CF rate to induce a certain
lawyer to take a case she would not otherwise take. As indicated, we do not rule
out this possibility of deviation from the standard one-third CF rate, and indeed,
some deviations do exist. Nevertheless, there are relatively few such deviations,
and our model helps to understand this reality.

To begin with, several factors constrain the range of mutually beneficial
possible CF rates. An overly low CF rate might dilute the lawyer’s monetary
incentive to attain the best outcome (on the incentive effects of CF arrange-
ments, see, e.g. Schwartz and Mitchell, 1970; Miller, 1987; Thomason, 1991;
Rickman, 1994; Polinsky and Rubinfeld, 2003; McKee et al., 2007). At the same
time, there may be a “fairness constraint” on charging very high CF rates (Zamir
and Ritov, 2011). The specter of a possible regulatory intervention may also
induce lawyers to avoid very high CF rates (Brickman, 2003b; Zamir and Ritov,
2011:27-29). Within these constraints, it is not surprising that the standard flat CF
rate is 1/3, a fraction with a small denominator that is a natural focal point
(Shelling, 1960:67).8 This is particularly true given both the relational character
of the client–lawyer contract, where the reduction of confrontations in bargain-
ing is particularly important (Bernstein, 1993:70),9 and the futility of trying to
negotiate a slightly higher or lower CF rate when the costs and prospects of the
case cannot be calculated with much precision ex ante. Finally, as further
explained below, lawyers have an interest in keeping the CF rates uniform, as
this uniformity facilitates the referral system, because unsophisticated clients
tend to assume that they can only gain from a referral: paying the same exact fee
to secure the services of a better lawyer.10

Given the limited range of mutually beneficial CF rates and the behavioral
and other factors that make one-third a natural focal point, some deviations

8 The same tendency is manifest in variable-percentage CF rates, where the common pattern is
a scale of rates of 1/4, 1/3, and 2/5 or 1/2, depending on the stage to which the case gets. It is
also manifest in the common referral fees, where, according to one study, some 80% of the





creates a default effect, that is, a tendency not to opt out of default arrange-
ments, whether or not one judges them to be fair (see generally Zamir, 1997;
Korobkin, 1998; Madrian and Shea, 2001; DellaVigna, 2009:322-323). This phe-
nomenon is particularly manifest when people face choices involving risk or
uncertainty (e.g. Bar-Hillel and Neter, 1996), as is the case in the present context:



(appreciably, beyond a certain minimum), a CF arrangement is likely to induce
lawyers to accept settlement offers rather than invest additional time and effort
in trying to attain a higher recovery. This is because under the standard CF rate,
the lawyer recoups only one-third of the added value of any additional hour she
puts into the case (Schwartz and Mitchell, 1970; Miller, 1987; Thomason, 1991;
Rickman, 1994:43-45). Under CF arrangements, lawyers are thus expected to act
rather cautiously, a tendency that is likely to accord with the preferences of
a risk-averse client. This incentive effect of the CF arrangement plausibly
narrows the possible gap between the parties’ risk aversion (and may even
reverse it).

4.5 Varying the amount of work

The argument that uniform CF rates induce a desirable matching is based on the
assumption that all lawyers expect to invest the same amount of work, h, in
handling the case.13 This assumption guarantees that the lawyers’ ranking
according to wi corresponds to the expected value of the case, pidi.

14 While the
uniformity of CF rates ensures that the lawyer would not have an incentive to
suboptimally allocate her time and effort among the cases she handles
(Levmore, 1993:505-511), it does not rule out the possibility that different lawyers
would optimally spend varying amounts of time and effort on the same case.
In particular, it is possible that a more-qualified lawyer would prefer to
invest fewer resources in the case (and thus generate a lower expected value
for the client) than a lower-ranking lawyer would. If so, the client would not
be able to rely on lawyers’ ranking, but instead would have to calculate the
value of pidi(hi*) for each lawyer (where hi* is the amount of work a lawyer i is
expected to invest in the case).15 Potential clients do not typically possess the
information necessary for such a calculation. Here, too, however, it seems
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Rules of Professional Conduct (2002)), clients may assume that since the referral
fee is paid out of the handling lawyer’s share of the recovery, it does not affect
their own net recovery. Were CF rates negotiable, clients would sensibly worry
that if the case is transferred, they would have to pay a higher fee. Moreover,
were it considered legitimate to charge higher CF rates when the case is trans-
ferred, even equally qualified attorneys would find it profitable to reciprocally
refer cases of uninformed clients, thus charging higher total fees. Lawyers who
benefit from the referral system thus generally have an interest in maintaining
the standard rates.

For the reasons discussed below, the naïve assumption that the client can
only gain from the referral when CF rates are uniform is incorrect. Nevertheless,
we claim that this scheme has important advantages for clients. This section
discusses the advantages and pitfalls of the referral system when CF rates are
uniform. It concludes that while the referral system with uniform CF rates is a
second-best solution for the clients’ lack of information, this system is not
necessarily inferior to other conceivable solutions, such as a ban on fee splitting,





transferees is limited, since their expected net fee is only two-ninths of the
recovery, rather than one-third. Accordingly, the lawyer who agrees to take the
case will have a lower ranking than the lawyer the client could have hired
without a referral. Second, even though the transferring lawyer could handle
the case herself, she may prefer to refer the case to a less capable colleague. This





arguments regarding the transferring lawyer’s ability and incentive to monitor
the handling lawyer. Negotiating for a lower referral fee would reduce the
magnitude of the former concerns, yet diminish the referring lawyer’s incentive
to look for the best-suited attorney and monitor her performance. Negotiating a
higher referral fee would have the opposite effects.

The main difference between uniform and negotiable referral fees is that,
once referral fees are negotiable, the advantage of uniform CF rates in terms of
inducing desirable matching no longer exists. When the referral fee is negoti-
able, the transferring lawyer’s ability to make a credible “take-it-or-leave-it”
offer to the potential transferee is considerably diminished. Inasmuch as the
interests of the two lawyers are involved, this may not be a serious concern, as
the referring lawyer is often capable of assessing not only the ranking of lawyers
but also the scope and probability of recovery and the amount of work the case
is likely to require. In fact, when both parties are fully informed, negotiable
referral fees are superior to uniform ones. However, the negotiability of the
referral fee means that the interests of the client and the referring lawyer may
diverge. A transferring lawyer whose referral fee is negotiable may transfer the
case to an attorney who offers her a larger referral fee, even if the latter is not the
best-available lawyer for the case (Pauly, 1979; Gilson, 1990:896).

It may still be the case, however, that uniform CF rates with negotiable
referral fees are superior to a system where both CF rates and referral fees are
negotiable. This is because the latter regime lacks the advantage of uniform CF
rates for clients who do not need a referral since they (at least roughly) know
lawyers’ ranking. As explained in Section 3, the uniformity of CF rates facilitates
desirable matching despite clients’ acute information problem regarding the



fee is unethical, because the expected recovery is too small to bother with a
referral fee (in which case, fee splitting might also render the case unprofitable
for the handling lawyer), or as part of a strategy of encouraging reciprocal
referrals. Lawyers also refrain from charging a referral fee when the reason for
not handling the case by themselves is a conflict of interest (Parikh, 2001;



of clients, which prevents lawyers from passing on the cost of the referral fee to
the transferred clients.19 Contrary to the basic assumption of the model offered
by Garicano and Santos (2004), in many cases (and probably most), the referring
lawyer does not have the power to transfer a case unless (a) the handling lawyer
has first examined and decided to accept it, and (b) the client has met with the
handling lawyer and agreed for her to take the case (Parikh, 2001:145, 155, 158).



representation on her own, the client could have obtained a lawyer whose
reservation hourly fee was 100% higher than that of the lawyer to whom she
was referred. It thus makes perfect sense that direct clients pay the handling
lawyer an effective net fee that is much higher than that paid by transferred
clients.

The pertinent comparison is not between the direct and transferred client of
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