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Setting a Course to Mediation Success:

The Sunk Cost Fallacy
Charles Platt

Our previous articles have discussed how Navigator can help parties use more
rigorous financial and behavioral analysis to achieve mediation success.’ This article
reviews how Navigator can help parties address the “sunk cost fallacy.”

The Sunk Cost Fallacy

People confronting a loss on an investment have a bias to continue with that
investment, not abandon it. This bias even causes us to try to recover our loss by
incurring further losses or taking greater risks. " This bias, which grows stronger for
larger investments, is called the “sunk cost fallacy.”"

Research shows that losses or costs we have already incurred on an investment
should not influence our decision-making. Sunk costs should be irrelevant from an
economic perspective in our decisions to continue with or abandon an investment.
instead, economically rational decisions should be made based on the prospective
benefits and costs of the alternative courses of action.”

This sunk cost fallacy arises in mediation where substantial attorneys’ fees and other
litigation expenses have been incurred by lawyers and their clients (the “Parties”) in
discovery and other pre-trial proceedings.” These sunk costs can create a bias for
Parties to continue with litigation instead of accepting a settlement, in an attempt to
either recover the litigation investment or at least justify legal expenses incurred,
rather than abandoning the litigation to avoid further losses or risks." This inclination
is heightened by the Parties’ cognitive bias of “risk aversion,” discussed in an earlier
article, that causes them to be more likely to avoid losses than seek out gains."

As a result, in deciding whether a settlement proposal is within an acceptable range,
Parties are influenced not just by how the settlement option compares to the
expected outcome of the litigation and the prospective cost of achieving that
outcome, which is the standard economic analysis. The Parties’ judgment about a
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settlement proposal can also be influenced by the amount of litigation costs already
incurred in the litigation, even though those costs cannot not be recovered and their
judgment should be based solely on future costs and benefits."" This bias occurs
even when the settlement proposal compares favorably to the expected outcome of
the litigation at hand and not accepting the settlement proposal could be
characterized as irrational behavior from an economic standpoint.*

Addressing The Sunk Cost Fallacy

This sunk cost fallacy can be mitigated if the Parties enter into settlement
negotiations as soon in the litigation process as reasonably possible before non-
recoverable litigation costs get too high* The lower the investment already made,
the less the perception will be that a settlement will result in a “loss” of money
already incurred in litigation expenses.

In the event that such early settlement negotiations do not occur, and large litigation
costs are incurred, the sunk cost fallacy may create real challenges for the
mediation process if not confronted directly by all the Parties. Their analysis of
whether a settlement proposal is in an acceptable range should consciously
disregard the amount spent already on litigation and focus instead on expected
present and future costs and outcomes of continuing with litigation and how those
compare to the settlement option. Sunk costs already incurred should be considered
only as a guide as to what future litigation costs will be required if settlement is not
achieved and litigation is pursued.

Conclusion

Navigator can help you set a course to mediation success by identifying how the
sunk costs in litigation may be affecting the settlement analysis, and how focus on
present and future costs and benefits will achieve the best return in mediation.

This article is for marketing purposes only, does not constitute legal advice,
and should not be relied upon as legal advice.
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