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Setting a Course to Mediation Success:

Valuing Litigation Using A Real Options Analysis
Charles Platt

Our previous articles have discussed how rigorous financial and behavioral analysis
can help parties achieve mediation success.' This article reviews how Navigator can
help parties evaluate litigation using a real options analysis.

Different Ways to Evaluate A Case In Mediation

To evaluate a settlement proposal in mediation, lawyers and their clients (the
“Parties”) typically use a “standard model” to compare the settlement to the likely
“litigation outcome” This model multiplies the estimated dollar amounts recoverable
on each claim by its probability of success, and then subtracts the cost of litigation.”
While often relied upon, this model is inherently subjective and uncertain.”

Some commentators have suggested a different way of valuing a case for
settlement purposes. They would treat lawsuits like investment projects, and employ
a “real options analysis” that values litigation as if it is a series of decision points in
which the Parties have the option of adjusting their investment in the case in
response to new developments.” The extent to which the lawsuit’s “real option
settlement value” diverges from its “expected value” is driven by the potential
variance in such new developments.”

The real options analysis can define litigation value with more precision by capturing
how that value can change over time due to future legal, factual and procedural
developments, and how the value can be greater or less than the expected outcome
of the case at given point."" As future developments occur, the Parties have the
option to adjust their investment in the litigation based on their reassessment of the
case value and how it may further change in the future.™ The greater the potential
variance in these developments, the more the case value and the Parties’
investments will change.""
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The Effect Of The Real Options Analysis In Mediation

This real options analysis reflects the reality that the expected outcome of litigation,
against which settlement proposals are compared, should not be viewed as a static
figure. The expected outcome is fluid and driven by the uncertain variances in
developments still to come.™

Moreover, using this real options analysis can explain why a lawsuit’s value can
increase as the level of uncertainty about future developments increases.* The
Parties may decide to settle for amounts higher or lower than the expected value in
the standard model because the more significant the developments waiting to
occur, the larger the value of the plaintiff's option to continue or abandon the
litigation.” ¥ For example, if a claim hinges on the testimony of a single witness or on
the outcome of a judicial ruling, the real options value of a claim just prior to the
resolution of that uncertainty could be sharply higher or lower than the expected
value of the claim using the standard model at that time.

Thus, a plaintiff in mediation may rationally reject a settlement and pursue a case
from a financial point of view even if the case has a “negative expected value” for
the plaintiff at that time (i.e. the expected overall cost of litigation exceeds the
expected outcome). Like a call option, pursuing such a case would make financial
sense if the plaintiff was then incurring relatively low litigation costs and there was a
possibility that factual, legal or procedural developments would greatly increase the
recoverable damages or the probability of success.*

Similarly, using this real options analysis, it could make financial sense for a
defendant to pay more for an early settlement in a mediation than is indicated by
the expected litigation outcome at the time if there was considerable uncertainty as
to how the case would develop factually, legally, or procedurally in the futureX A
real options analysis would account for the price of uncertainty in case
developments that might occur in that litigation.*
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Conclusion

Navigator can help you set a course to mediation success by determining what
potentially dramatic and valuable developments may still occur in the litigation
case, and how those developments can have an important impact on valuing a
case using a real options analysis.

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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