Econ 522 – Lecture 19 (April 14 2009)
· The midterm will be returned next Tuesday

· HW 2 will be returned today

· HW 3 is online

· not due till April 30, but it’s long!

Midterm 2 question 2

Two weeks ago, before the midterm, we…

· discussed the Hand Rule for defining a legal threshold for negligence

· examined the effect of errors and uncertainty on incentives

· we found that under strict liability, injurers do not respond to random errors, but do respond to systematic errors in the level of damages awarded

· we found that under negligence, injurers do not respond to small errors in damages awarded, either random or systematic; but they do respond very directly to errors in the application of the legal standard for negligence

· we mentioned the paper by Schwartz, on the question of whether it all matters – whether people actually respond to real-life liability rules the way the model says they should

· his finding: yes, but not as strongly as the model predicts

· then we recapped some of the implicit assumptions that went into our basic model of liability, and what happens when they are violated

· we talked about some of the ways in which people do not always behave rationally, and the effect this can have (we’ll come back to this question later)

· we talked about the effect of bankruptcy – that is, when injurers can run out of money and avoid the full cost of damages

· we talked about safety regulations, as one solution to judgment-proofness

· we talked about insurance a little

· and finally litigation costs

Today, we consider a few other twists on liability

The first of these is called vicarious liability
· These are instances when someone is held responsible for harm caused by someone else

· One example of this is parents being held liable for harm caused by their child

· The most common version, however, is an employer being held liable for harm caused by an employee

· The legal doctrine is referred to as respondeat superior, “let the master answer”
· Roughly, an employer will be held liable for unintentional torts of his employees if the employee was acting within the scope of his employment
· For example, I hire someone to deliver packages in a company truck

· If he speeds on his delivery route and causes an accident; I am held liable

· But if I hire someone to deliver packages and he goes quail hunting during his lunch break and shoots another hunter, I am not liable
· He was not acting within the scope of his employment when he caused the accident

· (It might have been before your time, but in the early 90’s, Domino’s had a thirty-minutes-or-less guarantee or your pizza was free.  A few accidents caused by speeding delivery drivers, a few lawsuits finding Domino’s liable, end of the guarantee.)

· A rule of respondeat superior gives employers incentives to take greater care in who they hire, and what they assign them to do

· If employers are better positioned to make these decisions than employees, this may result in greater efficiency
· Also, employees might have less money, and therefore be judgment-proof

· Respondeat superior gives the employer an incentive to keep an eye on his employees and make sure they are behaving responsibly
Vicarious liability can be implemented through either a strict liability or a negligence rule.

· Under strict vicarious liability, an employer would be liable for any harms caused by their employees.

· Under negligent vicarious liability, the employer is only liable if he was negligent in supervising the employee
· Which rule is better depends on the situation.

· Proving negligence is always harder than just proving harm and causation
· If proving negligent supervision is too hard, then a rule of vicarious liability is worthless, since it will never be successfully applied.

· The book gives the example of a negligent nurse in a hospital
· Proving that the hospital was negligent in supervising the nurse adequately might be nearly impossible

· So negligent vicarious liability would lead to no incentives for the hospital to supervise its staff properly

· Strict vicarious liability would lead the hospital to reduce accidents.

For an example favoring a negligence rule, the book gives the following example:

“A sailor on a tanker might negligently discharge oil onto a public beach at night.
Informing the authorities quickly about the accident will reduce the resulting harm and the cost of the cleanup.

The employer might be the only person besides the sailor who knows that the harm occurred or who can prove that pollution came from its ship.

Strict vicarious liability gives the employer an incentive to remain silent in the hope of escaping detection.

In contrast, a rule of negligent vicarious liability gives the employer an incentive to reveal the harm to the authorities immediately in order to show that it carefully monitors its sailors.”

The next complication is joint and several liability
· Suppose that you are injured in an accident caused by two injurers

· For example, a friend and I are drag-racing our cars, and one of us hits you
· Suppose the total harm done is $1,000

· We are jointly liable if you can sue both of us at once, naming us as co-defendants and recovering $1,000 from us together

· We are severally liable if you can sue each of us separately
· Several liability with contribution is when each of us is only liable for a share of the damage, or your total recoveries are limited to the total harm done

· Several liability without contribution would be if you could sue us each separately for the full $1000, but this is generally not allowed

· We are jointly and severally liable if you can sue either one of us for the full amount of damages, $1,000

· With contribution would mean that if you sued me and won $1,000, I could then sue my friend to pay me back his share of it.

Joint and several liability holds under the common law in two situations:

1. The defendants acted together to cause the harm, or

2. The harm was indivisible, that is, it’s impossible to tell who was actually at fault.  (For example, the two hunters simultaneously shoot the third guy.)
There are several advantages to joint and several liability from the victim’s point of view. 
· First, the victim does not need to prove exactly who caused the harm.

· The book gives the example of an anesthetized patient being injured during an operation

· Under joint and several liability, he or she could sue anyone in the operating room at the time
· Which is good, since the patient would have no idea what had happened while he was unconscious
· Joint and several liability also increases the victim’s chances of collecting the full level of damages

· This is because instead of going after the person most directly responsible for the harm, he can go after the person most likely to be able to pay, that is, the one with the deep pockets.

· For example, suppose an uninsured drunk driver blows a stop sign and hits you.
· You claim that the driver and the state highway department are jointly responsible

· the driver for being drunk and hitting you

· the highway department because the stop sign was not placed in the right location or did not use proper reflective paint.

· Under joint and several liability, you need only convince the court that the state was 1% responsible, then you could still recover 100% of damages from the state

· leaving the state to try to recover the other 99% from the driver

· (Cooter and Ulen seem to push this as a good thing; others argue this as a negative.  It’s clearly good for the victim, though.)

I also want to go back to the rule of comparative negligence
· For a long time, negligence with contributory negligence was the dominant liability rule in most of the common law countries
· (Define)

· However, in the last 40 years, most states have adopted comparative negligence for non-product-related accidents.

· (This has generally been done by legislation, although in some cases by judicial decision.)
· Under negligence with contributory negligence, a negligent victim could not collect any damages, even if the injurer was negligent and even if his own negligence was very minor in comparison.

· The book gives the example of a car going 35 in a 30-mph zone colliding with a car going 60
· Under a comparative negligence rule, if both parties were negligent, the injurer owes damages in less than the full amount.

· Comparative negligence is appealing from a fairness point of view – if both parties were responsible for the accident, let both bear the costs, in proportion to their negligence.
· But our original model suggested that any liability rule led to the same efficiency results

· So in order to defend the move to contributory negligence on economic grounds, we need to modify the original model in some way.

· Cooter and Ulen do this by considering evidentiary uncertainty – the idea that there is uncertainty in how the court will interpret evidence, and therefore whether the court will find a party negligent.

· This is actually the third type of uncertainty we’ve seen relating to the legal standard of care.

· There were errors in setting the standard of care, x~ (both systematic and random)

· There were lapses, which led a party’s actual level of care to deviate from his intended level
· And now, even given a particular level of care x and standard x~, we are introducing uncertainty as to whether the court will interpret the evidence correctly and find the correct relationship between x and x~.
· Just like random errors in setting x~, uncertainty in finding liability will cause a “smoothing out” of the discontinuity in expected costs under a negligence rule

· Recall the expected total cost of accidents to an injurer under a negligence rule, as a function of precaution:
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Under evidentiary uncertainty, (DRAW IT)

· This would be the case under any negligence rule, and would typically lead to over-precaution.

· Cooter and Ulen argue that the effect would be less under contributory negligence, because each party knows that even if they are found partly liable, the effect would not be 100% liability, but only partial liability.

· Thus, they argue that contributory negligence causes less overprecaution, and is therefore more efficient, when there is evidentiary uncertainty
perfect compensation
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…”
· And 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.

Courts are not the only entities who sometimes need to relate some amount of money to the value of a life: so do 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 you’re dead, you 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 that pays less

· 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 (“The Value of Risks to Life and Health”) 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 notes:

“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…
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