Econ 522 – Lecture 19 (Nov 18 2008)
Last week, we considered the effects of relaxing some of the assumptions of our “baseline” model of tort law.
One thing that we’ve been taking for granted is that damages can be set to exactly match the level of harm.

· That is, we’ve been assuming the possibility of perfect compensatory damages
· Meaning, damages that make the victim indifferent between having been in the accident and received damages, and never having been injured in the first place
· Perfect compensatory damages accomplish two things:
· First, it returns the victim to their original level of well-being – not so important from an efficiency point of view, but appealing in terms of fairness.

· (In addition, this means that liability functions like insurance – if we imagine that people are risk-averse, this is probably a good thing.)

· Second, if the “price” of injuring someone matches the actual harm done, the injurer exactly internalizes the externality he’s causing by his actions, leading to correct incentives
· In some instances, compensatory damages like this are not too hard to calculate.

· If I cause an accident that destroys your car, we can figure out the market price of cars similar to yours.

· Even if your car is a rare antique, there’s probably some price at which you would have been willing to sell it; figuring out that price might be tricky in practice, but isn’t a big deal conceptually.
· However, there are some items for which there is nothing approaching a market substitute, and no amount of damages is likely to make someone indifferent.
· There might be no price at which you would be willing to give up an arm or a leg

· There is certainly no price at which most parents would be indifferent toward losing a child.
· Calculating damages in these cases is a hard problem, and there is no clear guideline for what they should be

· Cooter and Ulen cite recommended jury instructions from a couple of states, to point out that juries are not given much of a theoretical framework for calculating the value of a life.  From Massachusetts:

Recovery for wrongful death represents damages to the survivors for the loss of value of decedent’s life… There is no special formula under the law to assess the plaintiff’s damages… It is your obligation to assess what is fair, adequate, and just.  You must use your wisdom and judgment and your sense of basic justice to translate into dollars and cents the amount which will fully, fairly, and reasonably compensate the next of kin for the death of the decedent.  You must be guided by your common sense and your conscience on the evidence of the case…

From California:

Also, you should award reasonable compensation for the loss of love, companionship, comfort, affection, society, solace or moral support.

Doesn’t really clear it up all that much.

· The book also points out an odd characteristic of compensatory damages
· Most people would rather be horribly injured than killed, so killing someone does more damage than injuring someone

· However, compensatory damages tend to be lower for a fatal accident than for an accident which cripples someone

· This is because when someone is badly injured in an accident, it may require a huge amount of money to compensate them: ongoing medical treatment, pain and suffering, and the change in quality-of-life over the remainder of their life

· When someone is killed, they are no longer able to receive compensation, so no attempt is made to compensate them

· Damages in a wrongful-death case are meant to compensate their loved ones for their loss – lost income the victim’s family would have received over the rest of his working life, and lost companionship

· Because no attempt is made to compensate the dead victim, these damages tend to be smaller.

· The book points out that, besides courts, there are others who sometimes need to relate some amount of money to the value of a life: regulators

· Safety regulators can always save incremental lives by imposing tougher and tougher regulations, which will then be more and more costly to comply with.
· Knowing when to stop requires a cost-benefit analysis, which in turn requires some notion of how much saving a life is worth.
· The paper by Kip Viscusi, “The Value of Risks to Life and Health,” points out that the cost to save an incremental life varies wildly across different types of safety regulation:

Airplane cabin fire protection costs $200,000 per life saved; automobile side door protection standards save lives at $1.3 million each; Occupational Safety and Health Administration (OSHA) asbestos regulations save lives at $89.3 million each; Environmental Protection Agency (EPA) asbestos regulations save lives at $104.2 million each; and a proposed OSHA formaldehyde standard cost $72 billion per life saved.

· Now, most people won’t have a good answer if you ask them how much money they would demand to allow you to kill them
· That is, there’s no amount of money you could give someone to make them indifferent between living and dying

· Conceptually, though, part of the problem here is that, once they’re dead, they get no benefit from having the money

· It’s entirely possible that there is some amount of money you could give someone to make them willing to take a probabilistic risk of dying

· That is, for a given risk of dying p, there could be some amount of money that, enjoyed the rest of the time (when you don’t die), makes that risk of death acceptable: if w is your starting wealth, D is death, and p is the probability, there could be some amount of money M such that

p u(D) + (1-p) u(w + M) = u(w)

When p goes to 1, this breaks down not because you can’t equate death with compensation, but because the second term (the times you get to enjoy the compensation) vanishes.
· So in theory, if we wanted to know what a life was worth, we could poll a bunch of people and ask how much money they’d demand to take a 1/100 risk of death, or a 1/1000 risk of death, or even a 1/10 risk of death, and see what they said.

· However, there’s no way to test whether what they’re saying is right.  That is, unlike some economic experiments, where we can put a bunch of students in a lab and have them play for actual money, there’s no way to carry out an experiment where we actually intend to deliberately expose people to a risk of death.

· However, there is a way around this: we can try to impute the compensation people demand for risk from the choices they actually make.

· There are lots of things we do in day-to-day life that increase or decrease our risk of death

· we choose between a sports car with a fiberglass body and a Volvo
· we take a job washing skyscraper windows, or a job answering phones

· we buy smoke detectors and fire extinguishers, or we don’t

· If we observe the choices people actually make when facing these tradeoffs, we can try to impute the value people place on their own life.
· The textbook points out that this can be done by reinterpreting the Hand rule for efficient precaution

· Recall that the Hand rule said that precaution is cost-justified if

cost of precaution < reduction in likelihood of accident X cost of accident

· The same rule applies for individuals: we expect people to take precautions to reduce risks to themselves when they are cost-justified

· Suppose buying a car with side-curtain airbags costs an extra $1000, and over the life of the car, reduces the risk of a fatal accident by 1/1000
· When we see someone paying this premium, it suggests that they find the precaution cost-justified, meaning that
$1000 < 1/1000 * value of their life

or they value their life more highly than $1,000,000.

· The book refers to this as “Hand rule damages” – using the Hand rule to figure out how highly people value their lives, and applying this to calculations of damages.

· And in fact, this is exactly what the Viscusi paper does

· The Viscusi paper is a survey of a large number of existing papers, which try to impute the value of life from decisions people make that affect their risk of death
· Many of the studies use wage differentials: how much higher wages do people demand to work in risky jobs rather than safe ones?
· Of course, there are several difficulties with this approach:

· working in a coal mine may be riskier than answering phones; but it may also be less pleasant for other reasons

· jobs with a higher risk of death probably also carry a higher risk of nonfatal injuries, so the wage differential will account for both of these, and it’s hard to isolate just the death part

· if we accept that people rationally trade off money against risk, the people who choose to take risky jobs probably have lower-than-average valuations for dying

· as we mentioned last week, people may systematically misestimate the effects of low-probability events, so wages demanded will be based on biased estimates of the actual riskiness of the profession
· Nonetheless, there are a number of papers that have tried to overcome these challenges, and use wage data to estimate how highly workers are revealed to value their lives.
· There are also several papers that look at decisions other than jobs, and impute the value of life based on the decisions people make:

· decisions to speed (trading off risk of death versus value of time)

· decision to use seatbelts (trading off some disutility, or discomfort, of wearing them)

· decision to buy smoke detectors

· decision to live in particularly polluted areas (by comparing property values)

· cigarette smoking
· prices of new, safer cars
· Each paper comes up with some estimate for the implicit value people attach to their lives, probabilistically.

· (Viscusi also looks at several studies where people were asked in surveys to make money-safety tradeoffs.)
So, what does Viscusi find?

· He finds is a wide range of results, but with nearly all of them ranging from a little below $1,000,000 to a little above $10,000,000.

· He claims that “most of the reasonable estimates” are clustered between $3 and $7 million, although this may be based on defining “reasonable” as estimates in the middle of the range.

· He points out, though, that even with this wide range, the information is useful: 

“In practice, value-of-life debates seldom focus on whether the appropriate value of life should be $3 million or $4 million…  However, the estimates do provide guidance as to whether risk reduction efforts that cost $50,000 per life saved or $50 million per life saved are warranted.”


He also note:

“The threshold for the Office of Management and Budget to be successful in rejecting proposed risk regulations has been in excess of $100 million.”

(Cooter and Ulen add that the National Highway Traffic Safety Administration often values a traffic fatality at $2.5 million in cost-benefit analyses.)
· Cooter and Ulen also go on for a while about the inconsistency of damages – across countries, and even across similar accidents within a country.

· As we saw last week, as long as damage awards are correct on average, random inconsistency won’t have much effect on precaution, under either a strict liability or a negligence rule.

· However, aside from fairness, there are probably other costs associated with this inconsistency

· Since the appropriate level of damages is not well-established, there is more incentive to spend more resources fighting for higher damages.
To wrap up compensatory damages, a funny story from Friedman:

A tort plaintiff succeeded in collecting a large damage judgment.  The defendant’s attorney, confident that the claimed injury was bogus, went over to the plaintiff after the trial and warned him that if he was ever seen out of his wheelchair he would be back in court on a charge of fraud.

The plaintiff replied that to save the lawyer the cost of having him followed, he would be happy to describe his travel plans.  He reached into his pocket and drew out an airline ticket – to Lourdes, the site of a Catholic shrine famous for miracles.

punitive damages
· What we’ve been talking about so far is compensatory damages – damages which are meant to “make the victim whole,” or to compensate for the damage actually done

· In addition to this, courts will sometimes award punitive damages – additional damages intended solely to punish the injurer, in order to create a stronger incentive to avoid the harm initially
· Most states have a rule for when punitive damages may be awarded

· Punitive damages are generally not awarded for innocent mistakes; as a general rule, they are considered when the injurer’s behavior is
“malicious, oppressive, gross, willful and wanton, or fraudulent”

· How punitive damages are calculated – both how they should be, and how they actually are – is even murkier than compensatory damages, and therefore subject to even more uncertainty and inconsistency

· They are supposed to bear a “reasonable relationship” to the level of compensatory damages, but “reasonable” has never been precisely quantified

· The U.S. Supreme Court has held that punitive damages more than 10 times compensatory damages will attract “close scrutiny” as possibly being too high, but doesn’t explicitly rule them out.
Many people have heard of the “coffee cup case”, Liebeck v McDonalds

· a 1994 case where a woman who was burned when she spilled a cup of McDonalds coffee in her lap

· she was awarded $160,000 in compensatory damages, and an additional $2.9 million in punitive damages.

· This is often held up as the “poster child” for excessive damages, although the actual facts of the case give a different picture.
· Stella Liebeck bought coffee at a McDonalds drive-through, then parked to add cream and sugar

· When she took the lid off, she dumped the cup on her lap; the coffee soaked into her sweatpants and was held against her skin for 90 seconds, giving her third degree burns

· She was in the hospital for 8 days, and required skin grafts; after that, she had two years of treatment.
· She initially sued McDonalds for $20,000, mostly to cover $11,000 in medical costs

· They offered $800

· She hired a lawyer, and sued for more

· McDonalds refused a number of offers to settle.

· At trial, it was revealed that McDonalds serves coffee at 180-190 degrees.

· Liebeck’s lawyers presented evidence that at 180 degrees, coffee can cause a third-degree burn requiring skin grafts in 12-15 seconds

· They claimed that lowering the temperature would increase the length of exposure required for severe burns, giving the victim time to deal with the spill.

· McDonalds, it turned out, had received 700 prior complaints of burns, and had settled with some of the victims.

· The quality control manager for McDonalds testified that the number of injuries (given how many cups of coffee McDonalds served) was not sufficient to cause McDonalds to reexamine its practices.
· The jury used comparative negligence, and found McDonalds 80% responsible for the injury

· They calculated compensatory damages as $200,000, which they reduced to $160,000

· And they added $2.9 million in punitive damages

· The judge reduced the punitive damages to three times compensatory damages, making the total award $640,000

· during appeal, the parties settled out of court for some amount less than that.
· In this case, the jury seemed to be using punitive damages to punish McDonalds for being arrogant and uncaring.  (The quality control guy from McDonalds was apparently a complete jerk on the stand.)

We’ve noted all along that when compensatory damages are perfect, incentives for precaution are set correctly.  So what is the purpose of punitive damages?

· Cooter and Ulen give one economic justification
· They give the example of a manufacturer who can spend $9000 in quality control to eliminate 10 accidents a year, each causing $1000 worth of damage

· Clearly, this is efficient precaution, and therefore desirable.
· If every accident victim will bring a lawsuit and receive damages, the company has an incentive to spend the money

· However, if some of the victims will not – because they aren’t award of what caused the accident, or can’t prove it – then there is not a sufficient incentive to take precaution.
· Suppose half the victims will bring successful lawsuits.  Compensatory damages in these cases would total $5000; the company is better off paying this than taking efficient precaution.

· One way to fix this is to increase damages when they are awarded

· We pointed out Tuesday that a rule which randomly threw out half the cases brought, and doubled the damages in the other ones, would give the same incentives for precaution

· Here, the logic is the same.  Punitive damages can be added to compensatory damages to correct for the fact that not every victim will successfully sue; done right, this restores efficient incentives for precaution.

· This suggests punitive damages should be related to compensatory damages, but higher the more likely the injurer is to “get away with it”

· If the probability of being successfully sued is 1/10, then total damages should be ten times the actual harm done, in order to create the right incentive; this requires punitive damages 9 times as great as compensatory damages.
· This sort of logic seems most appropriate when the injurer’s actions were deliberately fraudulent, since they may have been based on a cost-benefit analysis of the likelihood of getting caught

· Allowing punitive damages in these cases again causes the injurer to internalize the expected costs of his actions.

· Historically, punitive damages have always been paid to the victim, which seems arbitrary

· victim is already being made whole by compensatory damages

· creates a much greater incentive to sue – accidents become jackpots

· some states now have laws that a share of punitive damages goes to the state

· this creates its own set of issues, since the state now has a vested interest in victims being awarded punitive damages!

· In terms of setting the injurer’s incentives (or “punishing” him after the fact), it doesn’t matter where the money goes – setting it on fire would achieve those purposes

· But would obviously be inefficient…
Cooter and Ulen wrap up the chapter on torts with an empirical assessment of the tort system in the U.S.
· The general gist of their conclusion: while critics claim that juries routinely hand out excessive rewards and that the tort system is out of control, it actually functions reasonably well

· With the exception of occasional, well-publicized outliers, damage awards are generally not unreasonable, and liability has led to decreases in accidents in a variety of industries.
· In the 1990s, tort cases passed contract cases as the most common form of lawsuit

· Most tort cases are handled at the state level – in 1994, 41,000 tort cases were resolved in federal courts, while 378,000 were resolved by state courts in the largest 75 counties alone.

· Among these cases, 94% involve a single plaintiff (in contrast with contract cases, where many more involve multiple plaintiffs)
Among the cases within the 75 largest counties in the U.S.,

· about 60% had to do with auto accidents

· about 17% were “premises liability”, for example, slip and falls in restaurants, businesses or government offices

· about 5% were medical malpractice

· about 3% were product liability

Punitive damages are historically extremely rare

· between 1965 and 1990, out of all product liability cases, punitive damages were awarded 353 times

· the average award was $625,000 (in 1990 dollars), reduced to $135,000 on appeal, with average punitive damages only slightly higher (1.2 times) compensatory damages.

Many states impose a limit on punitive damages, or impose a higher standard of evidence for awarding them

· In general, civil suits require a “preponderance of evidence,” which is generally interpreted as anything over 50% certainty

· In some states, punitive damages require “clear and convincing” evidence, a higher standard, though still lower than the “beyond a reasonable doubt” standard used in criminal law.)

Cooter and Ulen give a few scary statistics about medical malpractice

· a study in New York in the 1980s found 1% of hospital admissions involved serious injury due to negligent care

· some estimates suggest that “defensive medicine” – procedures undertaken purely to prevent possible lawsuits – account for 5% of total health care costs

· A number of states have considered caps on damages that can be awarded for medical malpractice, although in some cases, these rules have had the opposite effect as intended.
Cooter and Ulen cite a recent product liability survey of CEOs finding that “liability concerns caused 47% of those surveyed to drop one or more product lines, 25% to stop some research and development, and 39% to cancel plans for a new product.”

The liability standard in many product-related accidents is “strict products liability”, which holds that a manufacturer is liable if the product is determined to have been defective.  This can take three forms:

· a defect in design – as in cases where the design of a car’s gas tank made it liable to explode

· a defect in manufacture – a bolt is left off a lawn mower during assembly, or not tightened all the way; a piece flies off and injures a user

· a defect in warning – the manufacturer fails to warn consumers about the dangers the product poses

Cooter and Ulen argue that one might expect precaution to be pretty unilateral – the manufacturer designs and builds the product – and so a strict liability rule might make sense.  However, there are elements of bilateral precaution.  People get injured turning their lawnmowers sideways to trip hedges.  They suggest holding manufacturers strictly liable for defective design, manufacture, or warnings, but not liable when victims misuse the product or “voluntarily assume the risk of injury”.
(Basically, holding the manufacturer liable in these cases means forcing them to provide insurance for their customers, which is probably inefficient.)

They discuss attempts to reform product liability laws, in response to rising rates for liability insurance; some states put caps on damages.  They give some unconvincing numbers, but point out that product-liability insurance costs are on the order of a quarter of a cent for each dollar of purchase price, which doesn’t seem all that problematic.

As I mentioned the other day, if you’re interested, the paper by Schwartz spends some time looking at evidence of the effect of tort law – that is, how actual accident rates have responded to changes in liability rules – in a number of different industries.

vaccines
· Recall a silly example from several lectures ago:

· I stop a friend to chat in the street, he later gets hit by a falling safe that wouldn’t have hit him if we hadn’t talked

· In a sense, I caused his death

· but I didn’t raise the ex-ante probability of it happening (I was as likely to cause him to miss the safe as to get hit by it), so I shouldn’t be held liable.

· Liability for vaccines is sort of an analogous situation

· Many vaccines for diseases are based on a weakened version of the disease itself, causing your body to develop a natural immunity to it.

· Thus, while they make you much less likely for you to acquire the disease, there is usually a very slim chance of contracting the disease directly from the vaccine.

· For example, the Sabin polio vaccine, which replaced the weaker Salk vaccine and basically wiped out polio, also causes 1 out of every 4,000,000 people who receive the vaccination to contract polio.
· A 1974 case established that the maker had to warn its consumers about this risk; since then, vaccines always come with warnings about the risks.
· Since then, however, a couple of people have been awarded damages after their children developed polio from the vaccine.

· If liability cannot be avoided through due care and warnings, it ends up being built into the cost of the drug.
· Worse, it discourages companies from developing beneficial vaccines.

· The book gives a couple of examples – a 1976 outbreak of swine flu, and a more recent shortage of a vaccine against whooping cough – where a company refused to market a vaccine because it could not get liability insurance.

· In the first case, the government stepped in, basically ordering the company to produce the vaccine and assuming liability for itself.

Cooter and Ulen wrap up with a brief discussion of mass torts – situations where many people have been harmed in the same way, by the same plaintiff.  

· Since the health risks of asbestos became widely known, over 600,000 people have come forward with lawsuits against 6000 different defendants

· Many of the claimants do not yet have, and may never get, an asbestos-related disease.

· Complicating things is that every state has a statute of limitations, a time by which actions must be started.

· One estimate is that asbestos litigation has already cost $50 billion, with less than half of that actually going to the victims; estimates are that future litigation will be even more costly.
· They don’t give much content about mass torts, other than to point out that courts have shown a willingness to use some creativity in handling the situations

· One example: the case of DES, a drug administered to pregnant women in the 1950s to prevent miscarriages, which was later found to lead to cervical cancer and other problems

· It was impossible to establish which firm had produced the dose that was given to a particular woman

· The California Supreme Court introduced the concept of “market share liability” – all manufacturers of DES were held liable for the harm, in proportion to their market share at the time.
· In this case, as in many others, victims did not all sue individually; large groups of plaintiffs were handled together.
· This is the idea of a class action lawsuit – a simultaneous lawsuit brought by lots of plaintiffs who were all harmed in the same way

· On the one hand, this gets around the problem of small, dispersed harms

· Remember our example from earlier: if a firm’s actions do $100 of damage to each of 10,000 people, it won’t be worth anyone’s time to sue

· But if someone can sue at once on behalf of all 10,000, the lawsuit will get brought, which means there is an incentive to take efficient precaution

· On the other hand, a lot of class-action lawsuits seem somewhat frivolous, like they were designed by a lawyer to collect fees rather than a victim to address a real harm

That’s it for tort law

· HW 3 is online, due December 4
· In the last several lectures, we’ll talk about the legal process itself, criminal law, and revisit the question of efficiency

· See you Thursday
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